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ACT:

I ncome Tax Act, 1922-Section 24, third proviso, clause
(a)- Requi renent under-Contract-Construction-Contract spoken
in first part and i'n second part-Co-rel ati on-Wen the cl ause
applies to speculative transaction, indicated.

I ncome Tax Act, 1922-Section 24, third proviso, clause
(a)-Transactions entered into by assessee whether saved
under .

HEADNCTE
The appel | ant - assessee, was a registered firm It was
carrying on business in cloth and yarn.: 1ts cloth business

consisted mainly in Gada manufactured by certain MI|s.

The Incone Tax Oficer while naking the assessnent
relating to the assessnment years of 1960-61 and  1961-62,
held that the losses of Rs. 2,004,746 and Rs. /17,000
respectively sustained by the assessee in the twd assessnent
years constituted | osses in speculative transactions in the
nature of business and, therefore, could not be set off
except against profits fromspeculation. He carried forward
the said | oss to be set off against speculation profits, if
any, in subsequent assessnent years.

The assessee’s appeal was dism ssed by the Appellate
Tribuanl, though its further appeal to the Tribuanl was
uphel d.

Before the Tribunal, the assessee, conceding that ' the
transactions in question are specul ative transactions within
the neaning of the Explanation 2 to section 24, Incone Tax
Act, 1922, contended that the transactions in question were
saved wunder clause (a) of the proviso to Section 24 of the
Act .

The Tribuanl held that the transactions entered into by
the assessee were in the nature of the hedging contracts
and, therefore, saved under clause (a) of the proviso.

The Revenue obtained a reference to the H gh Court on
t he

50
guestion, "whether on the facts and in the circunstances of
the case, the transaction resulting in the loss of Rs.
2,04,746 in the previous year relevant for the assessment
year 1960-61 and in the loss of Rs. 17,000 in the assessnent
year 1961-62 were saved frombeing treated as speculative
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transactions by clause (a) of the third proviso to Section
24(1) of the Incone Tax Act, 1922."

The assessee conceding that the transactions in
guesti on were specul ative transactions, contended before the
Hi gh Court that the transaction were saved by clause (a) of
the third proviso to Section 24.

The Hi gh Court answered the reference in negative,
i.e., in favour of the Revenue, holding t hat t he
transactions in question were not saved by clause (a) of the
third proviso.

The assessee-appellant challenged the view taken by
the Hi gh Court in these appeal s by special |eave.

On the question, whether the transactions in question
were saved by clause (a) of the third proviso to Section 24
of the Income Tax Act, 1922, dismissing the appeals, the
Court,

HELD : 1.01. Wen the first part of clause (a) speaks
of a .contract in respect of nerchandise, it refers to a
contract /falling wthin the definition of specul ative
transact.ion. But the further requirenent of clause (a) 1is
that such a contract in respect of nerchandise nust have
been entered into by the nerchant in the course of his
busi ness to guard against loss through future fluctuations
"in respect of his contracts for actual delivery of goods
sold by him" Cearly, the contracts referred to in the
latter part of clause (a) nmust be contracts for actua
delivery of goods sold by him It~ necessarily neans
contracts of sale by himand such contracts must be for
actual delivery of goods. The words "for actual delivery of
goods" have evidently been put-in designedly. [55D E]

1.02. There need not be co-rel ation between contract to
contract but there ought to be a co-relation between the
contracts spoken to in the first part of clause (a) and the
contracts spoken to in the latter part: Unless such co-
rel ati on exi sts between two sets of contracts, the clause is
not attracted. [55E-F]

2. The assessee entered into a contract of /purchase
with the mlls and a contract of sale with another person.
Then he entered into a

51

contract of purchase with such person in respect of the
sane goods. He then obtained delivery of the cloth fromthe
mlls and sold themto the third parties. So far _as the
first nmentioned party is concerned he settled the contract
by paying the difference ,resulting in loss. It is evident
that the course of transactions do not attract and cannot be
made to fall within the four corners of clause (a). The
contracts entered into by the assessee do not « fall wthin
nor are they saved by clause (a) of the proviso. [55H 56B

55G]

JUDGVENT:

ClVIL APPELLATE JURISDICTION : Civil Appeal Nos. 1109-
10 of 1976.

From the Judgnent and Order dated 19.4.1973 of the
Madras Hi gh Court in Tax Case NO 278 of 1967.

A T.M Sampath for the Appellant.

Dr V. Gaurishankar, P. Parmeswarn, S. Rajappa and M.
A. Subhashini for the Respondents.

The Judgrment of the Court was delivered by

B. P. JEEVAN REDDY, J. These appeal s by the assessee are
preferred against the judgnent of the Mdras H gh Court
answering the question referred to it in favour of the
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Revenue. The question stated for the opinion of the High
court under Section 66 (1) of the Indian Incone Tex Act,
1922 was "whether on the facts and in the circunsstances of
the <case, the transactions resulting in the loss of Rs.
2,04,746 in the previous year relevant for the assessnent
year 1960-61 and in the loss of Rs. 17,000 in the assessnent
year 1961-62 were saved frombeing treated as speculative
transactions by Cause (a) of the third proviso to Section
24(1) of the Inconme Tax Act, 1922."

The assessee is registered firmcarrying on business in
cloth and yarn. |Its Head-Ofice is at Madurai w th branches
at Vijayanagaram and Calcutta. |Its trade in cloth consisted
mainly in Gada nanufactured by certain mlls including
Meenakshi M Ils Ltd., Virudhanagar Textiles Ltd. and Loya
Textiles MIls Ltd. The assessnment yeras concerned herein
are 1960-61 (previous year ending on 12.4.1960) and 1961-62
(pervious year ending on 12.4.1961). In his assessnent
orders,” relating to these two assessment years, the Income
Tax Officer -held that the |osses of Rs. 2,04,746 and Rs.
17,000 respectively sustained by the assessee in the said
two assessnent year constituted Jlosses in specul ative
transaction in the nature of business and, therefore, could
not

52
be set off except against profits from speculation. He
carried forward the said loss to be set off against
specul ation profits, if any, insubsequent assessment
years. The assessee’s appeal to the Appellate Tribuna
proved unsuccessful .. However, his further appeal to Tribuan
was uphel d. Before  the Tribunal, the counsel for the
assessee conceded that "the transactions in question are
specul ative transacti ons within the neaning of t he
explanation." (The reference is to Explanation-2 to Section
24). His contention, however, was that the transactions in
guestion are saved under Clause (a) of the proviso to
Section 24. The Tribunal exam ned the said contention wth
reference to the facts of the case and concluded that the
transactions entered into by the assessee were in the nature
of the hedging contracts and, therefore, saved under ~d ause
(a) of the proviso. Dissatisfied with the —order ~of the
Tri bunal, the Revenue asked for and obtained the above
ref erence. Before the Hi gh Court as well, counsel for the
assessee conceded that the transactions in question are
specul ative transactions but contended that they are saved
by Cause (a) of the third proviso to Section 28. This is
what the Hi gh Court has recorded
"In this case it has been conceded at all stages
by the assessee that the transactions in respect
of which the losses in question have occurred are
specul ative transactions as defined in Explanation
2, and therefore, it is not necessary for us to
consi der the scope of the Explanation 2 to
Section 24. The only question for consideration
is whether the transactions which are admttedly
specul ative comng within Explanation 2 to Section
24(1), WII fall within the scope of O ause (a) of
the third proviso to that section."

The High Court disagreed with the interpretation placed
by the Tribunal upon C ause (a) of the said proviso and held
that on the material placed before it, it is not possible to
hold that the transactions in question were saved by cl ause
(a) of the third proviso. Accordingly, it answered the
guestion referred n the negative-that is against t he
assessee and in favour of Revenue. The correctness of the
vi ew taken by the High Court is challenged in this appeal
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Section 24 of the 1929 Act insofar as it is relevant
reads as follows :

"24. Set off of loss in conmputing aggregate incone
(1) where any assessee sustains a |oss of
profits or gains in any year under any of the
heads mentioned in section 6, he shall be entitled
to have the anpbunt of the |oss set off against his
income, profits or gains under any other head in
that years
53

Provided that in conputing the profits and gains
chargeabl e under the head ‘profits and gains of
busi ness, profession or vocation, any | oss
sustained in speculative transactions which are in
the nature of a business shall not be taken into
account except to the extent of the anount of
profits ~and gains, if any, in any other business
consi sting of specul ative transactions.

Expl anation 2 : A speculative transaction neans a
transaction'in which a contract for purchase and sal e of any
commodi ty - including stocks and shares is periodically or
ultimately settled otherw se than by the actual delivery or
transfer of the commodity or scrips.

Provi ded that for the purposes of this Section :

(a) a contract in respect of raw nmaterials or
ner chandi se 'entered into by a person in the course
of his ‘manufacturing or nerchanting business to
guard agai nst | oss t hrough future price
fluctuations in respect of his contracts for actua
delivery of goods manuf actured by him or
ner chandi se 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 holding of stocks and
share through price fluctuations; or

(c) a contract entered into by a nenber of a
forward market or a stock exchange in the course of
any transactions in the nature of jobbing or
arbitrate to guard agai nst loss which may arise in
the ordinary course of his business as such nenber, "

Expl anation 2 to Section 24 defines what a specul ative
transaction is. It corresponds to the definition contained
in Clause 5 or Section 43 of the Income Tax Act, 1961. The
Mardas High Court has taken the view that by virtue of the
definition contained in Explanation 2, "whenever thereis no
actual delivery or transfer of the goods, ‘the transaction
should be taken to be of a speculative nature.... ... If the
actual delivery of the goods is not given wunder. the
settlenent of the contract, then the intention of  the
parties at the tine of contract is immterial." It is not
necessary for us to express any opinion on this aspect since
it was conceded by the assessee’s counsel before the High
Court that the transactions in question were irndeed
specul ative transactions as defined by Explanation 2. The
only question with which we are concerned-and which alone
has been considered by the H gh Court too-is whether the
transactions in question are saved by Clause (a) of the
third proviso to Section 24.

54

The Tribunal was of the opinion that C ause (a) of the
third proviso is intended to save hedging contracts anopng
others. It dealt with the concept of hedging contracts and
held that for attracting Cause (a) of the proviso, the
"contracts for actual delivery of goods manufactured by him
or nerchandise sold by him' need not necessarily by sale




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 5 of 6

contracts but can al so be purchase contracts. Applying the
said interpretation it examned the transactions in question
and held them saved by the said Cause. The H gh Court,

however, did not agree with the said interpretation. It
took the viewthat 'for a transaction to come under d ause
(a), it should be one entered into by an assessee to guard
agai nst loss through future price fluctuations in respect
of his sale contracts". |It, however, agreed with the
Tribunal that there need not be actual co-relation

contract to contract, between the purchase and sal e
contracts contenplated by the Cause and that it is

sufficient if a transaction either by way of purchase or
sale is entered into with a viewto guard agai nst any future
loss in that particular line of business. It held "for a
transaction to cone under Clause (a) it should be one
entered into by an assessee to guard against 1o0ss through
future price fluctuations in respect of hi s sal e
contracts.......:. there need not be actual co-relation

contract /to -contract, but that it 1is sufficient if a
transaction  either by way of purchase or sale is entered
into with a viewto guard against any future loss in that

particular line of business." It, however, added a note of
caution which we may set out in its own words. "But we are
inclined to think that we wll be doing considerable

violence to the /language wused in Clause (a) if it is
understood to cover all cases of purchases and sal es entered
into by an assessee with a view to guard against his future
loss in general in that line of business. It is true, a co-
rel ati on-contract to contract-may not be necessary. But the
contract or contracts contenplated by O ause(a) has or have
to guard agai nst | oss through price fluctuations in respect
of contract or contracts of sale entered into by himof the
same goods." Applying the said test the H-gh Court exam ned
the transactions in question and cane to the concl usion that
they were not saved under the said Clause. It noted that
both with respect to cotton bales and yarn, the assessee had
initially entered into contracts of purchase of certain
goods fromthe mlls. He then entered into a contract of
sal e of the sane goods to a party. Later , he entered’'into a
contract to re-purchase the same goods fromthe sane party.
Subsequently ,he took delivery of the goods from the
mlls and sold themto other parties. So far as contracts of
purchase and sale wth the first nentioned party are
concerned , he settled them by paying the difference. Inthe
circunstances, the H gh Court held that it-is not possible
to say either that the sale contract entered into by the
assessee with the purchaser, or the purchase contract
entered into between them would come under Clause (a).. The
only question now before us is whether the H gh  Court’' was
right in its interpretation of Clause (a) of the /third
provi so of
55

Section 28 (which corresponds to Clause (a) of the provi so
to the definition of speculative transactions contained in
Clause 5 of Section 43 of the 1961 Act)?

The proviso containing Clauses (a) to (c) is a proviso
to Expl anati on 2 which defines what a speculative
transaction is. Cause (a) of the proviso contenplates and
applies to a manufacturer as well as a nmerchant. The
assesee herein is not a manufacturer but only a nerchant.
The said Cause insofar as it is relevant to the nmerchant
woul d read thus :

"a contract in respect of merchandise entered into
by a person in the course of his nmerchanting
business to guard against loss through future
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price fluctuations in respect of his contracts for
actual delivery of nerchandise sold by him shal
not be deened to be a specul ative transaction".

When the first part of Cause (a) speaks of a contract
in respect of merchandise, it refers undoubtedly to a
contract falling within the definition of specul ative
transacti on. But the further requirenent of Clause (a) is
that such a contract in respect of nerchandise nust have
been entered into by the nerchant in the course of his
busi ness to guard against |oss through future fluctuations
"in respect of his contracts for actual delivery of goods
sold by him" Cearly, the contracts referred to in the
latter part of Cause (a) nust be contracts for actua
delivery of goods sold by him It necessarily neans
contracts of sale by himand such contracts must be for
actual delivery of goods. ~The words "for actual delivery of
goods" have evidently been put in designedly. W agree with
the | earned Judges of the Hi gh Court that there need not be
co-relation between contract to contract but there ought to
be a <co-relation between the contracts spoken to in the
first part of Clause (a) and the contracts spoken to in the
latter part. Unl ess such co-relation exists between two
sets of contracts, ‘the Cause is not attracted. The
Tri bunal was not right in holding that the words "contracts
for actual delivery of goods" occurring in the latter part
of the definition do also take in contracts of purchase.
Such an understanding is inconsistent with the schene and
spirit of the d ause.

If we exanmine ‘the contracts entered into by the
assessee on the above touch-stone, it would be evident that
they do not fall within nor are they saved by Clause (a) of
the proviso. The nature of transactions entered into by the
assessee, as found by the Hi gh Court, has already been set
out by us hereinbefore. The assessee entered into a
contract of the purchase with the mlls and a contract of
sale with another person. Then he entered into a

56
contract of purchase with such person in respect of the sane
goods. He then obtained delivery of the cloth from the
mlls and sold themto the third parties. So far ~as the
first mentioned party is concerned he settled the contract
by paying the difference resulting in loss.— It is evident
that the said course of transactions do not attract and
connot be made to fall within the four corners of Clause(a)

We, accordingly, dismss the appeal. No order as to
costs.

V.P.R Appeal s-di snm ssed
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