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Foreign Exchange Derivatives—Taxation of 
Marked-to-Market Loss

Background
A derivative is a financial instrument whose value 
depends on the values of underlying exposure 
that in the case of foreign exchange derivatives is 
foreign exchange rate. There are various types of 
foreign exchange derivates available in the market 
like forward exchange contracts, future contracts, 
options, swaps, currency derivatives, etc. Forward 
exchange contract is one of the forms of foreign 
exchange derivates commonly used in India to hedge 
the underlying foreign currency risk on account of 
foreign exchange fluctuation. It is a contract to deliver 
or receive certain quantity of foreign currency at a 
specified rate (forward rate) and on a stipulated date. 
Forward rate is the specified rate for exchange of two 
currencies at a specified future date, i.e., stipulated 
date. For instance, suppose on 1st March, 2013, an 
Indian company enters into a transaction by taking a 
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loan of USD 1 million, assuming spot rate on the day 
is 63, from outside India and the amount of loan is 
required to be paid on 31st January, 2014. Now, if the 
company wants to mitigate the foreign currency risk, 
which is likely to arise due to devaluation in rupee 
value in future, it may enter into a forward contract 
to obtain the foreign currency, say for USD 65, on 31st 
January, 2014 (forward rate). Hence, assuming that 
foreign currency rate on the date of payment of loan 
is more than USD 65, the company would be able to 
successfully hedge the foreign currency fluctuation 
risk, whereas if the foreign rate falls down to less 
than USD 65, say USD 62, there is an opportunity 
loss of USD 3 which the exporter has willingly opted 
for. Let us discuss the concerns being faced by many 
taxpayers with respect to the taxability of marked-
to-market (MTM) loss arising towards forward 
exchange contract obtained to hedge the underlying 
foreign currency risk on account of foreign exchange 
fluctuation.

Marked-to-Market Loss
Accounting Standards AS-11 (revised 2003) and AS-
30 issued by The Institute of Chartered Accountants 
of India (ICAI) deals with the accounting of forward 
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exchange contracts. Accounting for forward 
exchange contract is done separately considering 
it a transaction separate from the underlying 
transaction. The difference between the spot rate 
and the forward rate (premium) agreed between 
the parties is generally amortised in the books 
of accounts over the period covered by forward 
exchange contract. In some cases, companies 
account for the MTM losses in their books despite 
the fact that the contract has not yet matured as at the 
balance sheet date. Essentially, marked-to-market 
is a concept under which financial instruments are 
valued at market rate so as to report their actual 
value on the reporting date. This is required from 
the point of view of transparent accounting practices 
for the benefit of the shareholders of the company 
and its other stakeholders. Where companies make 
such an adjustment through their trading or profit/
loss account, they book a corresponding loss, i.e., the 
difference between the purchase price and the value 
as on the valuation date, in their accounts. Thus, an 
MTM loss means such a loss which is computed 
as on a particular date (balance sheet date) with 
reference to prevailing exchange rate in respect of 
contracts that have not matured (open contracts) 
as against crystallised loss which means such loss 
that is crystallised and debited to the profit and loss 
account.

Thus, the issue arises regarding the deductibility 
of premium/MTM loss debited to the profit and loss 
account on account of foreign exchange derivates. 
Any loss is allowable under the Income-tax Act, 1961 
(‘IT Act’) as business loss if the following conditions 
are satisfied:
a. It arises directly from or it is incidental to the 

carrying on of a business operation. 
b. It is a real loss and not notional or fictitious.
c. It is a loss on revenue account and not on capital 

account. 
d. It must have actually arisen and been incurred, 

not merely anticipated as certain to occur in 
future.

e. There is no prohibition in the Act, express or 
implied, against the deductibility thereof. 

Let’s examine whether premium booked in the 
accounts/MTM loss arising on account of foreign 
exchange derivatives satisfy the aforementioned 
conditions:
(a) It arises directly from or it is incidental to the 

carrying on of a business operation. 

Accounting Standards AS-11 (revised 2003) and AS-
30 issued by The Institute of Chartered Accountants 
of India (ICAI) deals with the accounting of forward 

exchange contracts. Accounting for forward 
exchange contract is done separately considering 

it a transaction separate from the underlying 
transaction.

 The Apex Court in the case of Sutlej Cotton Mills 
Ltd. vs. CIT [1978]116 ITR (SC) held that loss on 
account of revaluation of foreign currency was 
a trading loss to the extent it did not relate to 
any capital asset, and accordingly allowable. It 
was held that where the hedging was done by 
an exporter to cover the risk against adverse 
currency movement, the loss on account of 
foreign exchange derivatives directly arose from 
business operations. Hence, the loss on account 
of foreign exchange derivative contract springs 
directly from and is incidental to the carrying 
on of business and therefore, would partake the 
character of business loss.

(b) It is a real loss and not notional or fictitious.
 It is well established that the accountancy practice 

followed by taxpayers, which is in consonance 
with the generally accepted principles of 
accounting, is to be considered while computing 
the taxable income so long as the same is not 
dissenting with the express provisions of law. It 
is pertinent to note here that Section 145(1) of 
the IT Act provides that business income needs 
to be computed in accordance with either cash 
or mercantile system of accounting regularly 
employed by the taxpayers. Provisions of the 
Companies Act, 1956 (Section 209) followed 
by Companies Act, 2013 (Section 128) also 
makes accrual/mercantile system of accounting 
mandatory for companies. Further, there is 
no express provision in the IT Act which is in 
conflict with such reporting requirement of the 
accounting standard whereby such premium/
MTM loss arising on forward exchange contract 
is crystallised in the profit and loss account. 
Let’s now see our judiciary outlook on this:

The Apex Court in the case of CIT vs. Woodward 
Governor India (P.) Ltd. and others’ [2009] 312 
ITR 254 (SC) has also given due importance to the 
accounting standards and the accounting method 
while dealing with the issue whether unrealised 
revenue loss towards foreign exchange fluctuation 
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is an allowable expense for income tax purposes. 
The Court held that, under Section 145(2) of the 
IT Act, the Central Government is empowered to 
notify the AS to be followed by any class of taxpayer 
in respect of any class of income. Accounting 
standard which is continuously adopted by a tax 
payer can be superseded or modified by legislative 
intervention. The Court further held that for such an 
intervention, the method of accounting undertaken 
by the taxpayer continuously is supreme. It observed 
that, under the mercantile system of accounting, 
what is due is brought into credit before it is actually 
received; it brings into debit an expenditure for which 
a legal liability has been incurred before it is actually 
disbursed. The taxpayer following the mercantile/
accrual system of accounting must necessarily 
undertake the balance sheet date valuation. In order 
to arrive at the profits for the relevant period, it is 
essential to compare the value of assets on two 
different dates. The Court, therefore, concluded that 
balance sheet date valuation is part of the mercantile/
accrual accounting system.

In view of the above, the Court concluded that 
the “loss” suffered by the taxpayer on account of 
exchange difference as on the date of balance sheet 
on revenue transaction is an item of expenditure 
under general provisions of the IT Act. 

However, here, one can argue that loss on 
forward exchange contracts can be ascertained only 
after the actual settlement of the forward contracts 
and so long as that stage has not been reached, the 
loss can only be notional and not actual/real. In 
a very renowned decision in the case of DCIT vs. 
Bank of Bahrain and Kuwait’ [2010] 41 SOT 290 (SB) 
Mumbai (followed by various Courts in other recent 
cases ), the Court deliberated if the MTM loss is a 
real or notional loss. In this case, the taxpayer was a 
foreign bank carrying on business in India. It entered 

into forward contracts with its clients to buy or sell 
foreign exchange at an agreed price on a future date. 
On the date of maturity, the contracts were executed 
which resulted in either profits or losses to the 
taxpayer. There was no dispute that the loss was on 
revenue account and that loss arising on execution 
of the contracts in the same year was allowable as a 
deduction. With respect to contracts, where the date 
of maturity fell beyond the accounting period, the 
taxpayer valued the forward contracts on the last day 
of the accounting period on the basis of rate of foreign 
exchange prevailing on that date and accounted 
for the loss or profit, as the case may be. The tax 
officer taxed the profits on such contracts though he 
disallowed the losses on the ground that they were 
“notional." The Court rejected the main contention 
of the tax authority that liability can arise only when 
the contract matures. Following the Supreme Court 
decision in the case of Bharat Earth Movers vs. CIT 
[2000] 245 ITR 428 (SC), it held that the anticipated 
losses on account of existing obligation as on 31st 

March, determinable with reasonable accuracy, 
being in the nature of expenditure/accrued liability, 
have to be taken into account while preparing 
financial statements. Following observations were 
made by the Special Bench in Bank of Bahrain case 
(supra) while holding that MTM losses in respect of 
forward foreign exchange contracts debited to profit 
and loss account is allowable:
(i) A binding obligation accrued against the 

taxpayer the minute it entered into forward 
foreign exchange contracts.

(ii) A consistent method of accounting followed by 
the taxpayer cannot be disregarded only on the 
ground that a better method could be adopted.

(iii) The taxpayer has consistently followed the same 
method of accounting in regard to recognition of 
profit or loss both, in respect of forward foreign 
exchange contract as per the rate prevailing on 
31st March.

(iv) A liability is said to have crystallised when a 
pending obligation on the balance sheet date 
is determinable with reasonable certainty. The 
considerations for accounting the income are 
entirely on different footing.

(v) As per AS, when the transaction is not settled 
in the same accounting period as that in which 
it occurred, the exchange difference arises over 
more than one accounting period.

The Apex Court in the case of Sutlej Cotton Mills Ltd. 
vs. CIT [1978]116 ITR (SC) held that loss on account of 

revaluation of foreign currency was a trading loss 
to the extent it did not relate to any capital asset, 

and accordingly allowable. It was held that where 
the hedging was done by an exporter to cover the 
risk against adverse currency movement, the loss 

on account of foreign exchange derivatives directly 
arose from business operations.

1 JCIT vs. Dena Bank [2011] 139 TTJ 81 (Mumbai), IndusInd Bank Ltd, Mumbai vs. Department Of Income Tax [2013] I.T.A. No. 3024/Mum/2006 and H. 
Dipak & Co., Mumbai vs. Department Of Income Tax [2013] I.T.A. No. 7629/Mum/2011
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(vi) The forward foreign exchange contracts have all 
the trappings of stock-in-trade.

(vii) In view of the decision of the Supreme Court 
in Woodward Governor case (supra), the 
taxpayer’s claim is allowable.

(viii) In the ultimate analysis, there is no revenue 
effect and it is only the timing of taxation of 
loss/profit.

Reference may also be drawn to the Apex Court 
decision in the case of Oil & Natural Gas Corporation 
Ltd. vs. C.I.T.’ (2010) 322 ITR 180 (SC), wherein 
the Court reiterated the principals laid down in its 
earlier ruling in the case of Woodward Governor 
(supra) and held that the loss on foreign exchange 
rate fluctuation is duly allowable under Section 37(1) 
though liability actually not discharged.

In the light of the above, a view may be taken that 
MTM losses arising on forward exchange contract 
obtained to hedge foreign currency risk on revenue 
transactions are not notional/contingent and are 
allowable in the year of accrual.
(c) It is a loss on revenue account and not on capital 

account.
 Wherein the hedging contract has been entered 

into to protect the normal trading transactions 
against foreign exchange rate fluctuation, the 
same should contemplate to be on revenue 
account and not capital in nature. Thus, MTM 
losses which are revenue in nature would be 
deductible expense.

(d) It must have actually arisen and been incurred, 
not merely anticipated as certain to occur in 
future. 

 The taxation of derivative transactions is 
not specifically dealt with under the IT Act. 
There could be two possible interpretations, 
viz. derivatives transactions are pure business 
transactions and hence the income/loss thereon 
should be assessed as normal business income/ 
loss. The other view is that derivatives are covered 
under the definition of speculative transaction 

under the IT Act in the absence of delivery of 
the underlying security or commodity. Such 
view emerges as the purchase of derivates is 
generally not recorded as a purchase in the 
books of account, nor is the sale recognised 
as a sale. Under the provisions of Section 73 
of the IT Act, speculative losses are allowed 
to be set off only against speculative profits. 
The unabsorbed speculative losses are allowed 
to be carried forward for four immediately 
succeeding assessment years. However, set-off 
of such carried forward speculative losses is 
allowed to be set off only against speculation 
profits.

As per Section 43(5) of the IT Act, 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 scrip. The Courts2 have held that 
crystallised losses on account of foreign exchange 
derivative contracts are not speculative in nature as 
the definition for speculative transaction under the 
IT Act is an exhaustive one and the term ‘commodity’ 
does not include currency. A commodity ordinarily 
means processed or processed goods, e.g. grain, 
fruits, vegetable, precious metal, etc., and doesn’t 
include currency. Where the taxpayer obtains 
forward contracts for meeting its trade liabilities 
to be discharged in foreign currency and not to 
regularly deal in the currency, the gain would not be 
speculative in nature. Hence, when the taxpayer is 
not a dealer in foreign exchange and the transaction 
is purely incidental to the taxpayer’s regular course 
of business the loss would be allowable.

Further, proviso to Section 43(5) of the IT Act 
excludes certain contracts from being considered as 
speculative. Such contracts include:
 “- 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,

 - 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

However, here, one can argue that loss on forward 
exchange contracts can be ascertained only after 

the actual settlement of the forward contracts and so 
long as that stage has not been reached, the loss can 

only be notional and not actual/real.

2 Essar Steel Ltd. vs. DCIT [2005] 97 ITD 125 (Ahmedabad bench of ITAT), M/s Gill and Co Ltd (ITA No.216/Mum/2002) (Mumbai ITAT) followed by Voltas 
International Ltd. vs. ACIT NO.2931/Mum/2005, Voltas International Ltd. vs. ACIT [2008]126 TTJ 702 (Mum, ITAT)
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 - 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,

 - an eligible transaction in respect of trading in 
derivatives referred to in Clause (ac) of Section 
2 of the Securities Contracts (Regulation) Act, 
1956 (42 of 1956) carried out in a recognised 
stock exchange; or,

 - an eligible transaction in respect of trading 
in commodity derivatives carried out in a 
recognised association.”

From the above, it is clear that trading in derivative 
as defined in SCRA3 in recognised stock exchange, 
has been specifically excluded from the above 
definition. Further, though a transaction in which a 
contract for the purchase or sale of a commodity is 
settled otherwise than by actual delivery or transfer 
of the commodity has been defined as a speculative 
transaction, certain species of such transactions 
entered into under specific circumstances, have 
been taken out of the definition. 

The Mumbai High Court in the case of CIT 
vs. Ramachandra Shivnarain [1992] 201 ITR 862 
(Mum. H.C.) held that 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 shall not be deemed to be 
a speculative transaction. The Gujarat High Court in 
CIT vs. Mohanlal Rochhandas’ [1993] 203 ITR 304 
(Gujarat H.C.) held that the hedging transactions are 
genuine transactions entered into for the purpose of 
insuring against adverse price fluctuations. The IT 
Act, by legal fiction, has taken out of the purview of 
speculative transactions forward contracts effected 
with a view to guard against the loss due to adverse 
price fluctuations.

In Circular no. 23 dated 12th September, 1960, 
issued by the CBDT, it has been clarified that the 
hedging transactions should not be treated as 
speculative transactions and has directed that the tax 
officer should not treat genuine hedging transactions 
in connected commodities as speculative 

transactions.
It is also important to take note of another 

decision rendered by the Delhi High Court in the 
case of CIT vs. Industrial Finance Corpn. of India 
Ltd. [2009] 228 CTR 132 (Delhi H.C.) wherein 
following the mercantile system of accounting, the 
taxpayer amortised the premium towards foreign 
exchange price fluctuation (being the difference 
between forward rate and exchange rate prevailing 
on the date of entering into forward contracts) in 
the books of accounts, have been held to be fully 
allowable. The High Court observed that such 
premium is definite and ascertained liability exists 
in the year of entering into the forward contracts. 
Accordingly, it was held that the difference between 
forward rate and exchange rate prevailing on the date 
of entering into forward contracts is fully allowable 
as deduction even if the difference is amortised in 
the books of account over the life of the forward 
contracts. However, in a contrary decision given by 
ITAT in the case of Siam Commercial Bank PCL vs. 
DDIT’ [2011]144 TTJ 235 (without referring to the 
High Court decision mentioned above), it was held 
that there is absolutely no basis for determining the 
loss by considering the rate at which the taxpayer 
converted foreign currency on the receipt of deposit 
with that for which it entered into an agreement at 
a future date. What is relevant is the question of 
determining profit or loss on account of exchange 
rate as on the balance sheet date. It is impermissible 
to recognise loss solely on the basis of the forward 
rate of exchange and the rate prevailing as on the date 
of entering into contract dehors the rate of exchange 
at the close of the year falling between the date of 
entering into and execution of forward contract. 

In the recent past, an instruction (Instruction no. 
3/2010 dated 23rd March, 2010) has been issued by the 
CBDT to its tax officers instructing them to disallow 
the MTM losses debited to profit and loss account, 
while computing the taxable income. It lays down 

The taxation of derivative transactions is not 
specifically dealt with under the IT Act. There could 

be two possible interpretations, viz. derivatives 
transactions are pure business transactions and 

hence the income/loss thereon should be assessed 
as normal business income/loss.

3	 Clause	2(ac)	of	Securities	Contracts	(Regulation)	Act,	1956	defines	‘Derivative’	as	to	include:-
-	 				a	security	derived	from	a	debt	instrument,	share,	loan,	whether	secured	or	unsecured,	risk	instrument	or	contract	for	differences	or	any	other	form	of
      security; and 
-	 			a	contract	which	derives	its	value	from	the	prices,	or	index	of	prices,	of	underlying	securities.
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that MTM loss may be given different accounting 
treatment by different taxpayers. Some may reflect 
such loss as a balance sheet item without making 
any corresponding adjustment in the profit and 
loss account. Other may book the loss in the profit 
and loss account which may result in the reduction 
of book profit. In cases where no sale or settlement 
has actually taken place and the loss on marked-
to-market basis has resulted in reduction of book 
profits, such a notional loss would be contingent in 
nature and cannot be allowed to be set off against the 
taxable income.

In a recent decision rendered by the ITAT in the 
case of S. Vinodkumar Diamonds (P) Ltd. vs. Addl. 
CIT [2013] 155 TTJ 280 (Mum ITAT), the Court 
dealt with an issue where taking recourse of the 
above CBDT instructions, the tax officer disallowed 
the claim of the taxpayer with respect to the MTM 
losses suffered on forward contracts which were 
found to be cancelled. The Court held that unless 
the taxpayer shows that there was some existing 
contract in respect of which he was likely to suffer 
a loss because of future price fluctuations and that 
it was to safeguard against such loss that he entered 
into the forward contracts of sale, he could not claim 
that the resultant loss is a non-speculative loss. In 
this case, the taxpayer incurred certain loss due to 
cancellation of forward cover. The Court laid down 
the following guidelines in order to determine 
whether the loss is a non-speculation loss:
•	 There	is	a	contract	for	actual	delivery	of	goods	

manufactured by the taxpayer/merchandise 
sold by it;

•	 Taxpayer	 must	 be	 a	 subsequent	 transaction	
intend to guard against losses through future 
price fluctuations in respect of such contract;

•	 Transaction	 in	 question	 must	 be	 a	 contract	
entered into in respect of raw materials or 
merchandise in the course of the taxpayer’s 

manufacturing business and it should have been 
settled otherwise than by actual delivery of 
goods;

•	 Hedging	contracts	may	be	both	with	regard	to	
sales and purchases;

•	 Hedging	 contracts	 need	 not	 succeed	 the	
contracts for sale and actual delivery of 
goods manufactured, but the latter may be 
subsequently entered into, provided they are 
within the reasonable time not exceeding 
generally the assessment year (i.e., year next to 
tax year);

•	 In	 order	 to	 be	 genuine	 and	 valid	 hedging	
contracts of sales, the total of such transactions 
should not exceed the total stocks of the raw 
materials or the merchandise on hand which 
would include existing stocks as well as the 
stocks acquired under the firm contracts of 
purchases;

•	 The	hedging	contract	need	not	necessarily	be	in	
the same variety of the commodity they could 
be in connected commodities, e.g., one type of 
cotton against another type of cotton.

In the light of the above, it is recommended 
that the taxpayer should maintain adequate 
documentation to substantiate that such losses have 
occurred on forward covers which were obtained in 
the ordinary course of business and thus constitute 
integral part or incidental to its business.

Addressing the MAT issue
Another question which the taxpayer may face here 
is, where the taxpayer is computing its tax liability 
under the special provisions of the IT Act embedded 
under Section 115JB of the IT Act (Minimum 
Alternate tax), is there any special treatment required 
to be given to the ‘MTM’ loss?

Section 115JB of the IT Act contains special 
provisions for arriving at the tax liability of the 
taxpayer being a company based on profits as per 
books (book profit), wherein income under normal 
provisions of the IT Act falls short of the prescribed 
percentage of the book profit. For computation of 
such book profit, profits as arrived at in the annual 
accounts drawn by the company in accordance with 
the provisions of the Companies Act, 1956 (The 
Companies Act, 1956 has been replaced with the 
Companies Act, 2013, however there is no change 
in the situation discussed herein in the new Act), 
need to be considered. Further, such book profit 
is adjusted (increased/decreased) by certain items 

It is also important to take note of another decision 
rendered by the Delhi High Court in the case of CIT 

vs. Industrial Finance Corpn. of India Ltd.’ [2009] 228 
CTR 132 (Delhi HC) wherein following the mercantile 

system of accounting, the taxpayer amortised the 
premium towards foreign exchange price fluctuation 

(being the difference between forward rate and 
exchange rate prevailing on the date of entering into 

forward contracts) in the books of accounts, have 
been held to be fully allowable.
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specifically provided in the IT Act for instance, the 
amount by way of provision for losses of subsidiary 
companies, the amount set aside as provision for 
diminution in the value of any asset, the amount 
set aside to provisions made for meeting liabilities, 
other than ascertained liabilities are required to be 
added back. 

The Apex Court in Apollo Tyres Limited vs. 
Commissioner of Income-tax [2002] 255 ITR 273 (SC) 
held that, for the purpose of verifying book profits, 
the tax officer has the power of only examining 
whether the books of account are certified by 
the statutory auditors as having been properly 
maintained in accordance with the Companies Act, 
1956. He, thereafter, has limited power of making 
adjustments to the extent specifically provided 
under the provisions of the IT Act. 

The financials prepared by the taxpayer needs to 
be in compliance with various accounting standards 
issued by ICAI and should disclose properly the 
accounting policies followed by it. Further, as per the 
Accounting Standard discussed above, provisions 
should also be made for all known liabilities and 
losses even though the amount cannot be determined 
with certainty and represents only a best estimate in 
the light of available information. Further, provisions 
for all known liabilities and losses shall also be made 
in the books. 

IT Act does not specifically provide for reducing 
book profits by any unrealised gain arising on 
account of foreign exchange fluctuation, credited 
to the profit and loss account. Similarly, it does not 
provide for adding back unrealised loss on foreign 
exchange fluctuation debited to the profit and 
loss account while computing ‘book profit’ figure. 
Further, unrealised foreign exchange loss is also not 
in the nature of “provision for meeting unascertained 
liabilities’ which is specifically required to be added 
to the book profits to arrive at taxable book profits 
under the IT Act. 

The aforesaid proposition also find support from 
the decision rendered by the Courts in various cases4 
wherein it was held that loss arising as a result of 
fluctuation in foreign exchange rates on the closing 
day of the year is not contingent, unascertained 
or notional in nature. The main ingredient of a 
contingent liability is that it depends upon happening 
of a certain event. Since, the event, i.e., the change 
in the value of foreign currency in relation to Indian 

currency has already taken place in the current year, 
therefore, the loss incurred by the taxpayer is a fait 
accompli and not a notional one.

Concluding Remarks
In the light of the above, one may take a view that 
so far as book profit is concerned, it should remain 
unaffected by MTM losses recognised in the books 
of accounts and accordingly, is not required to 
be increased on account of such losses. Further, 
it may be concluded that hedging transactions 
are not in the nature of speculative transactions 
within the meaning of the IT Act. However, it 
would be important on the part of the taxpayer to 
demonstrate that the transaction has been entered 
into for the purpose of hedging the foreign exchange 
fluctuation risk in respect of existing contract of and 
not for speculative purposes. Instruction no. 3/2010 
dated 23rd March, 2010 issued by the CBDT, no 
doubt, creates ground difficulties for the taxpayers 
to claim deduction for MTM losses provided for in 
the books in respect of open contracts in compliance 
with the accounting standard. However, in our view, 
such instructions are contrary to the law in view 
of the decision of the Apex Court in Woodword 
Governor case (supra) and thus can be challenged 
in the Court of law. It is a well settled legal position 
that the Circulars/instructions issued by the CBDT 
are binding on the tax authorities and not on the 
taxpayer. These have the force of law to the extent 
beneficial to a taxpayer5. 

Another point which merits attention here is 
that draft Tax Accounting Standards issued by the 
CBDT do not treat MTM gain/loss as chargeable/
allowable unless contract is closed/settled. Hence, 
even if the taxpayer would have booked the ‘MTM’ 
loss in accordance with AS-11/AS-30, if draft Tax 
Accounting Standards come into effect and form 
part of the statute, such losses will not be treated as 
allowable despite prior favourable rulings. 

Section 115JB of the IT Act contains special 
provisions for arriving at the tax liability of the 

taxpayer being a company based on profits as per 
books (book profit), wherein income under normal 

provisions of the IT Act falls short of the prescribed 
percentage of the book profit.

4 ONGC vs. DCIT [2002] 261 ITR 1 (Del, ITAT), CIT vs. Woodward Governor India (P) Ltd. [2007]294 ITR 451 (Del. H.C.)/ CIT vs. Woodward Governor 
[2009] 312 ITR 254 (SC)

5	 ‘Union	of	India	vs.	Azadi	Bachao	Andolan’	[2003]	263	ITR	706,	‘CIT	vs.	Indian	Oil’	[2004]136	Taxman	491
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