Taxation of Binary Options Trading for Indian Residents

|. Executive Summary

Binary options trading presents a complex and high-risk proposition for Indian
residents, primarily due to its regulatory status and tax treatment under Indian law.
The Reserve Bank of India (RBI) effectively prohibits online binary options trading by
resident Indians, viewing it as a violation of the Foreign Exchange Management Act,
1999 (FEMA), particularly when involving offshore platforms and unauthorized foreign
exchange transactions.' The Securities and Exchange Board of India (SEBI) does not
regulate these instruments, meaning they are not offered on recognized Indian
exchanges, and traders lack investor protection mechanisms available for regulated
products.®

Despite the regulatory prohibitions, should an Indian resident generate income from
such activities, the Indian Income Tax Act, 1961, mandates its taxation. Given the
nature of binary options — contracts settled without actual delivery of the underlying
asset — income derived is highly likely to be classified as "Speculative Business
Income" under Section 43(5) of the Act.’ This classification carries significant tax
implications. While profits are added to the individual's total income and taxed at the
applicable slab rates, similar to other business income, the treatment of losses is
highly restrictive.” Speculative losses can only be set off against speculative gains in
the same year and can be carried forward for a maximum of four years, solely for
set-off against future speculative gains.' This contrasts sharply with the more
favorable treatment of non-speculative business losses (like those from regulated
Futures & Options trading), which have broader set-off possibilities and an eight-year
carry-forward period.'

Engaging in binary options trading exposes Indian residents to substantial risks,
including potential legal penalties under FEMA, the high probability of financial loss
due to the instrument's nature, and the significant danger of fraud from unregulated
offshore platforms.® Therefore, extreme caution is advised, and professional legal and
tax consultation is essential for anyone considering or involved in such activities.
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ll. Understanding Binary Options

A. Definition and Core Mechanics

A binary option is a type of financial derivative contract characterized by its simplicity
and inherent risk." Its fundamental premise revolves around a straightforward "yes or
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no" proposition concerning the price movement of an underlying asset within a
predetermined, often very short, timeframe.® The trader predicts whether the price of
an asset — which could be a stock, index, commodity, or currency pair — will be above
or below a specific price (the strike price) at a specific point in time (the expiration
time).*

The payout structure is distinctly "all-or-nothing"." If the trader's prediction proves
correct at expiration (the option expires "in the money"), they receive a
predetermined, fixed payout, often expressed as a percentage of the investment (e.g.,
70% to 95%) plus the return of their initial stake.® Conversely, if the prediction is
incorrect (the option expires "out of the money"), the trader typically loses their entire
invested amount.? Expiration times can range from mere seconds or minutes to hours
or days, though short-term expiries are common.®

A critical feature of binary options is that they are cash-settled contracts.* Unlike
some other forms of options, they do not grant the holder the right or obligation to
buy or sell the actual underlying asset.” The transaction concludes purely with a cash
payment (or lack thereof) based on the price prediction outcome. There is no physical
delivery or transfer of the underlying commodity, stock, or currency involved.’ This
specific characteristic — settlement without actual delivery - is fundamental to
understanding their classification under Indian tax law.

B. Key Differences from Traditional (Vanilla) Options

Binary options differ significantly from traditional options, often referred to as "vanilla
options (like those traded on regulated exchanges such as NSE or BSE in India):

1. Payout Structure: Binary options offer a fixed, predetermined payout if
successful and a fixed loss (the entire investment) if unsuccessful.® Vanilla
options, while having a fixed maximum risk (the premium paid to acquire the
option), offer variable profit potential that depends on the extent of the
underlying asset's price movement beyond the strike price.’

2. Underlying Asset Ownership: Vanilla options grant the holder the right (but not
the obligation) to buy (call option) or sell (put option) the underlying asset at the
strike price before or at expiration.? This can potentially lead to the actual
ownership or sale of the asset. Binary options provide no such right; they are
purely speculative contracts on price direction, settled only in cash.”

3. Flexibility and Complexity: Vanilla options offer greater flexibility in terms of
choosing strike prices, expiration dates (ranging from days to months or even
years), and employing various complex trading strategies.® Binary options are
simpler, typically offering limited choices in strike prices (often set near the



current market price) and shorter, fixed expiration times.°

C. Why Binary Options are Often Compared to Gambling

The structure and mechanics of binary options lead many financial commentators,
regulators, and even educational resources to compare them more closely to
gambling than to traditional investing or trading.”' This comparison stems from several
factors:

e Yes/No Bet: The core mechanic is a simple wager on a binary outcome, akin to
betting on red or black in roulette or an over/under bet in sports.*

e Fixed Odds: The payout is fixed and known in advance, similar to odds offered by
a bookmaker, rather than reflecting the magnitude of the price move.?

e Short Timeframes: Extremely short expiration times (sometimes minutes or
seconds) encourage rapid, high-frequency betting rather than long-term
investment analysis.’

e Negative Expectation: Often, the payout percentage for a win (e.g., 70-90%) is
less than the amount risked (100%), implying a statistical edge for the platform or
broker over time, similar to the house edge in a casino.”

e Lack of Underlying Ownership: The detachment from actual asset ownership
reinforces the perception of it being a pure bet on price movement.*

e Platform Practices: The prevalence of fraud, manipulation, and issues with
withdrawals on many online platforms further blurs the line between legitimate
financial activity and unregulated gambling operations.’

This perception is not merely descriptive; it reflects substantive differences from
regulated financial instruments and significantly influences the stringent regulatory
approaches adopted in many jurisdictions, including India, where such activities are
viewed with considerable suspicion due to the high risks and potential for fraud.'

lll. The Regulatory Minefield: Binary Options Legality in India

Navigating the legality of binary options trading in India requires understanding the
roles and regulations of key authorities, primarily the Reserve Bank of India (RBI) and
the Securities and Exchange Board of India (SEBI), as well as the implications of the
Foreign Exchange Management Act, 1999 (FEMA).

A. Reserve Bank of India (RBI) Regulations and FEMA

The RBI, India's central bank and primary regulator of foreign exchange, plays a
crucial role in the status of binary options trading. The RBI has explicitly cautioned the
public against and effectively prohibited resident Indians from participating in forex



trading, including binary options, on unauthorized electronic trading platforms (ETPs)."

This stance is rooted in FEMA, which governs foreign exchange transactions in India.’
Key FEMA provisions relevant here are:

1. Authorized Persons and Platforms: Resident Indians are permitted to undertake
forex transactions only with persons explicitly authorized by the RBI and only on
ETPs authorized by the RBI or on recognized stock exchanges (NSE, BSE, MSE).*
Most online platforms offering binary options are based offshore and are not
authorized by the RBI.

2. Permitted Purposes: Forex transactions must be for purposes permitted under
FEMA.* Speculative trading on unauthorized platforms is generally not a permitted
purpose.

3. Liberalised Remittance Scheme (LRS) Restrictions: The LRS allows resident
individuals to remit funds abroad for certain purposes. However, the RBI has
clarified that remittances under LRS cannot be used for margins or margin calls to
overseas exchanges or counterparties, effectively prohibiting the funding of
speculative trading accounts on foreign platforms through this scheme.*

To underscore its warnings, the RBI maintains and periodically updates an "Alert List"
of entities that are neither authorized to deal in forex nor operate ETPs for forex
transactions in India.® This list explicitly includes numerous platforms widely
associated with binary options trading, such as Alpari, Binomo, eToro, Exness, Expert
Option, FBS, IQ Option, OctaFX, Olymp Trade, Quotex, Pocket Option, and others."”
Dealing with these listed entities is strongly discouraged by the RBI.

Violating FEMA regulations by undertaking unauthorized forex transactions or
remitting funds for such purposes can attract significant penalties. These may include
fines up to three times the sum involved in the contravention and, in severe cases,
potentially imprisonment.® The primary legal barrier to online binary options trading
for Indians thus stems from RBI's mandate to control foreign exchange and prevent
unauthorized capital outflows for speculative purposes.

B. Securities and Exchange Board of India (SEBI) Stance

SEBI is the regulator for India's securities market, including stocks, bonds, and
derivatives traded on recognized exchanges. However, SEBI does not regulate binary
options.? Consequently:

e No Indian stock exchange (like NSE or BSE) is permitted to offer binary options
trading.?
e No broker registered with SEBI is authorized to provide binary options trading



services.®

This stands in stark contrast to traditional Futures & Options (F&O), which are
considered legitimate derivative instruments traded on recognized stock exchanges
under SEBI's regulatory oversight.” SEBI's non-regulation means that binary options
fall outside the purview of Indian securities law and the investor protection framework
it provides.

C. The Problem of Unauthorised Platforms and Associated Risks

Since binary options are not available through regulated Indian channels, residents
attempting to trade them invariably turn to online platforms, most of which operate
offshore and are not regulated by Indian authorities.’ Engaging with these platforms
entails multiple significant risks:

1. Legal Risk: As discussed, trading on these platforms likely violates FEMA
regulations, exposing the trader to penalties from the RBI.?

2. Fraud Risk: The binary options industry, particularly the offshore segment, is
notorious for fraudulent practices.”® Common complaints include platforms
refusing to credit accounts or process withdrawals, manipulating trading software
to generate losses, overstating potential returns, and outright theft of personal
and financial data (identity theft)." The FBI estimates global losses from binary
options scams at billions of dollars annually.”

3. Lack of Recourse: Because these platforms are not registered with or regulated
by SEBI or RBI, Indian traders have virtually no effective legal or regulatory
recourse if they fall victim to fraud or disputes.” The absence of SEBI oversight
translates directly into a lack of investor protection mechanisms, dispute
resolution forums, and compensation schemes that are available for regulated
market activities.

D. Summary of Regulatory Positions

The following table summarizes the stance of key Indian regulators and legislation
concerning online binary options trading:

Regulator/Act Stance on Binary Key Relevant
Options Trading Regulations/Concer References
(Online Platforms) ns

RBI Prohibited / FEMA violations [
Discouraged / (unauthorized forex
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platforms transactions/remittan
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This regulatory landscape clearly indicates that engaging in binary options trading
through commonly available online platforms is fraught with legal peril and lacks the
safeguards associated with regulated financial markets in India.

IV. Taxation of Binary Options Income under Indian Income Tax
Act

Despite the regulatory prohibitions, if an Indian resident derives income from binary
options trading, this income is subject to taxation under the Income Tax Act, 1961. The
classification of this income is crucial for determining the applicable tax rates and
rules for loss treatment.

A. Determining the Nature of Income

Income in India is categorized under five main heads: Salary, Income from House
Property, Profits and Gains of Business or Profession (PGBP), Capital Gains, and
Income from Other Sources. Given the nature of binary options trading - involving
frequent transactions with the intent to profit from short-term price movements -
income derived from it is generally considered Profits and Gains of Business or
Profession (PGBP)."” It is unlikely to be classified as Capital Gains because there is no
transfer of a capital asset (like shares held for investment).” While some sources
mention possibilities like "online earning” °' or "Income from Other Sources" %%, the
PGBP classification aligns most consistently with how income from active trading
activities is treated under the Act.

B. Section 43(5): The "Speculative Transaction" Definition

Within the PGBP head, a further distinction is made between speculative and



non-speculative income. Section 43(5) of the Income Tax Act defines a "speculative
transaction" as "a transaction in which a contract for the purchase or sale of any
commodity, including stocks and shares, is periodically or ultimately settled otherwise
than by the actual delivery or transfer of the commodity or scrips".’

Binary options transactions squarely fit this definition. They are contracts based on
the price movements of underlying assets (which can be considered analogous to
‘commodities’ or 'stocks and shares' in the broad sense intended by the section).*
Crucially, these contracts are always settled in cash based on the price outcome,
without any actual delivery or transfer of the underlying asset taking place.’ The very
essence of a binary option is settlement without delivery.

The proviso to Section 43(5) lists certain exceptions that are not treated as
speculative transactions. Notably, clause (d) exempts eligible transactions in
derivatives traded on a recognized stock exchange." This exemption applies to
Futures & Options (F&O) traded on Indian exchanges like NSE and BSE. However,
since binary options are typically traded over-the-counter (OTC) or on offshore,
unregulated platforms that are not recognized stock exchanges under Indian law, they
do not qualify for this exemption.® The failure to meet the criteria of being traded on a
recognized Indian exchange is a key reason why binary options fall under the
speculative category, unlike regulated F&O.

C. Classification as Speculative Business Income

Based on the definition in Section 43(5) and the inapplicability of exemptions, income
or loss arising from binary options trading is classified as Speculative Business
Income (or Loss).” This classification is consistent with the treatment of other
non-delivery settled transactions like intraday equity trading.”® While some ambiguity
may exist "', the speculative classification aligns most accurately with the provisions of
the Income Tax Act given the mechanics of binary options.

D. Applicable Tax Rates

There is no special or flat tax rate specifically for speculative business income in
India.” Instead, the net profit derived from speculative business activities (after
accounting for any allowable set-off of speculative losses from other speculative
sources within the same year) is aggregated with the individual's other incomes, such
as salary, rental income, interest income, and non-speculative business income."

This total taxable income is then subject to tax at the income tax slab rates applicable
to the individual for that financial year.” For instance, under the new tax regime



(post-Budget 2023, applicable for FY 2023-24/AY 2024-25 onwards unless the old
regime is opted for), the slab rates for individuals below 60 years are approximately ™:

Up to Rs 3,00,000: Nil

Rs 3,00,001 to Rs 6,00,000: 5%

Rs 6,00,001 to Rs 9,00,000: 10%
Rs 9,00,001 to Rs 12,00,000: 15%
Rs 12,00,001 to Rs 15,00,000: 20%
Above Rs 15,00,000: 30%

(Note: Surcharge and cess are applicable over and above these rates).

Therefore, while the rate of tax on profits might be the same whether the business
income is speculative or non-speculative (as both are added to total income and
taxed at slab rates), the crucial difference lies in the treatment of losses, as detailed in
the next section.

E. Tax Classification Comparison

The following table contrasts the likely tax treatment of binary options with regulated

F&O and intraday equity trading in India:
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This comparison highlights that the speculative classification, driven by the nature of




binary options and their trading environment, results in significantly less favorable tax
treatment for losses compared to regulated, non-speculative trading activities like
F&O.

V. Handling Binary Options Losses

The classification of binary options trading as a speculative business activity has
profound implications for how losses are treated under the Income Tax Act, governed
primarily by Section 73.

A. Rules for Set-Off (Section 73)

Section 73(1) lays down a strict rule for setting off speculative business losses: such
losses incurred in an assessment year can only be set off against the profits and
gains, if any, of another speculation business carried on by the taxpayer in the same
assessment year."”

This means that if a trader incurs a loss from binary options (a speculative business),
they can only offset this loss against profits earned from other speculative activities in
the same year, such as profits from intraday equity trading. Critically, speculative
losses cannot be set off against income from any non-speculative source in the same
year. This includes:

e Non-speculative business income (e.g., profits from F&O trading, regular
business) '’

e Salary income ™

e Capital Gains (Short-term or Long-term) "

e Income from House Property

e Income from Other Sources (e.g., interest income) '

This restriction severely limits the utility of speculative losses in reducing the overall
tax liability for the year in which they are incurred.
B. Rules for Carry Forward

If a speculative loss cannot be fully set off in the assessment year it was incurred
(because the taxpayer did not have sufficient profits from other speculative
businesses in that year), Section 73(2) allows the unabsorbed loss to be carried
forward to subsequent assessment years.™

However, there are two significant limitations on this carry forward:

1. Time Limit: The speculative loss can be carried forward for a maximum of four



assessment years immediately succeeding the assessment year for which the
loss was first computed.™

2. Set-Off Restriction: In the subsequent four years, the carried-forward
speculative loss can only be set off against income from any speculation
business carried on by the taxpayer in those years.™ It cannot be set off against
any non-speculative income in those future years.

Furthermore, the ability to carry forward any business loss (including speculative loss)
is contingent upon filing the Income Tax Return (ITR) for the year in which the loss was
incurred on or before the original due date specified under Section 139(1)." Failure to
file the return on time results in the forfeiture of the right to carry forward that loss.

C. Restrictions Compared to Non-Speculative Losses

The treatment of speculative losses is markedly disadvantageous compared to
non-speculative business losses (e.g., from regulated F&O trading or other regular
business activities):

e Set-off (Same Year): Non-speculative business losses can be set off against
income under any other head (except Salary) in the same year.” This provides
much greater flexibility for immediate tax relief.

e Carry Forward Period: Non-speculative business losses can be carried forward
for eight assessment years, double the period allowed for speculative losses.™

e Set-off (Carry Forward): Carried-forward non-speculative business losses can
be set off against future income from any business or profession (whether
speculative or non-speculative).’

These restrictive rules under Section 73 effectively treat speculative activities as a
distinct and separate undertaking for tax loss purposes. This structure acts as a
significant disincentive, as potential losses from such ventures have limited value in
offsetting taxes from more stable or regulated income sources, thereby amplifying the
net financial risk of engaging in activities like binary options trading.

D. Loss Treatment Comparison

The table below summarizes the key differences in loss treatment across various
income types:

Feature Speculative Non-Speculati Capital Loss Capital Loss
Business Loss ve Business (Short-Term) (Long-Term)
(e.g., Binary Loss (e.g.,




Options, Regulated F&O,
Intraday Other
Equity) Business)
Set-off (Same Only against Against any Against STCG & Only against
Year) Speculative income head LTCG LTCG
Business except Salary
Income
Carry Forward 4 Years 8 Years 8 Years 8 Years
Period
Set-off (Carry Only against Only against Against STCG & Only against
Fwd) Speculative Business LTCG LTCG
Business Income
Income (Speculative or
Non-Speculative
)
Key Restriction Highly restricted Broad set-off in Restricted to Restricted to
set-off the first year Capital Gains Long-Term
Capital Gains
References

VI. Compliance and Reporting

Accurate reporting and compliance are mandatory for any income earned or loss
incurred, including from binary options trading, despite its regulatory status. Failure to
report correctly can lead to scrutiny, penalties, and interest from the Income Tax
Department.

A. Choosing the Correct ITR Form

Individuals or Hindu Undivided Families (HUFs) reporting income or loss under the
head "Profits and Gains of Business or Profession" are generally required to file
ITR-3. This form accommodates reporting income from various sources, including
salary, house property, capital gains, other sources, and both speculative and
non-speculative business income.

ITR-4 (Sugam) is applicable for individuals, HUFs, and firms opting for the presumptive
taxation scheme under Section 44AD, 44ADA, or 44AE.>® While potentially applicable if



turnover limits are met, the complexities associated with trading income, especially
potential losses and the need for detailed reporting, often make ITR-3 the more
appropriate form for active traders, including those involved in binary options.®

B. Reporting Income and Losses (Relevant Schedules)

Within ITR-3, specific schedules must be completed accurately to report business
income/loss and handle set-offs and carry forwards:

e Schedule BP (Computation of income from business or profession): This is
the primary schedule for reporting business income. It requires bifurcation
between speculative and non-speculative business activities. Turnover, expenses,
depreciation, and net profit/loss for each category must be calculated and
reported here.>® Calculating turnover for binary options can be challenging due to
the lack of standardized reporting from platforms. Common methods used for
F&O (like absolute sum of settlement differences or premium on options sold) *
might need adaptation. A conservative approach could be summing up the
absolute value of payouts on winning trades and investment amounts on losing
trades, but professional advice is recommended.

e Schedule CYLA (Details of Income after set-off of current year losses): This
schedule documents how losses incurred in the current year under one head are
set off against income under the same or other heads, following the prescribed
rules.>® Speculative losses would only show set-off against speculative gains here.

e Schedule BFLA (Details of Income after set-off of Brought Forward Losses of
earlier years): This schedule details how losses carried forward from previous
years are set off against the current year's income, again following specific rules
(e.g., brought forward speculative loss against current year speculative gain).*

e Schedule CFL (Details of Losses to be carried forward to future years): Any
losses remaining unabsorbed after current year and brought forward adjustments
are reported here for carry forward to subsequent years, specifying the amount
and year of origin.>®

C. Claiming Expenses

In principle, expenses incurred wholly and exclusively for the purpose of the business
are deductible against business income under PGBP.*® For trading activities, this could
potentially include:

Brokerage or platform fees (if applicable and documented)
Internet and telephone charges related to trading
Subscription costs for data feeds or advisory services
Depreciation on assets used for trading (e.g., computer)



e Consultancy fees (e.g., for tax advice)

However, claiming expenses related to binary options trading faces significant
practical hurdles. Firstly, the activity itself is discouraged/prohibited by RBI/FEMA.
Secondly, obtaining verifiable and acceptable documentation (like proper invoices or
contract notes) from unregulated offshore platforms can be extremely difficult.’
Attempting to claim deductions for an unauthorized activity using potentially
unverifiable documents carries a high risk of disallowance and scrutiny by tax
authorities. Extreme caution and consultation with a tax professional are essential
before claiming any such expenses.

D. Tax Audit Considerations

Under Section 44AB of the Income Tax Act, certain taxpayers are required to get their
accounts audited by a Chartered Accountant. The applicability of tax audit for
business income (including trading) primarily depends on the total sales, turnover, or
gross receipts.

The thresholds have evolved, with higher limits applicable if a large percentage of
transactions are digital. For FY 2023-24 (AY 2024-25), the general threshold is Rs 1
crore. However, this limit is increased to Rs 10 crore if cash receipts and cash
payments during the year do not exceed 5% of the total receipts and payments,
respectively.”’ Given that online trading is predominantly digital, the Rs 10 crore limit is
often relevant for F&O traders.

Additionally, a tax audit can be triggered even below these turnover limits under
specific circumstances, particularly if:

e The taxpayer is reporting profits less than the deemed profit rates (6% or 8% of
turnover) under the presumptive taxation scheme (Section 44AD)."

e The taxpayer has incurred a business loss and their total income exceeds the
basic exemption limit.”

Calculating the turnover accurately for binary options is crucial for determining audit
applicability, but as noted, lacks a standardized definition. Using an absolute
profit/loss summation method *' and consulting a professional is advisable. Failure to
comply with tax audit requirements can lead to penalties.>®

The overall compliance burden associated with reporting binary options income/loss -
involving complex ITR forms, specific schedule reporting, ambiguous turnover
calculation, difficult expense substantiation, and potential tax audits — is considerable,
especially when compared to simpler income sources or even regulated trading



activities.

VIl. Conclusion and Recommendations

The analysis of binary options trading for Indian residents reveals a landscape fraught
with regulatory prohibitions, significant financial risks, and unfavorable tax
implications.

Recap of Legal Status and Tax Treatment: Online binary options trading is
effectively prohibited for resident Indians under RBI regulations enforcing FEMA,
primarily due to concerns over unauthorized foreign exchange transactions and
remittances for speculation. While not explicitly regulated by SEBI, this lack of
oversight means no authorized Indian platforms exist, and traders lack investor
protection. From a tax perspective, income derived from such activities is highly likely
to be classified as "Speculative Business Income" under Section 43(5) of the Income
Tax Act, 1961. Profits are taxed at applicable individual slab rates, but losses face
severe restrictions: they can only be set off against speculative gains and carried
forward for a limited period of four years.

Reiteration of High Risks: Engaging in binary options trading exposes Indian
residents to a confluence of risks:

e Legal Penalties: Potential action by RBI/Enforcement Directorate for FEMA
violations.

e Financial Loss: The inherent all-or-nothing structure carries a high risk of losing
the entire invested capital rapidly.

e Platform Fraud: Widespread issues with unregulated offshore platforms,
including refusal of payouts, data theft, and price manipulation.

e Lack of Recourse: Absence of regulatory oversight leaves traders vulnerable with
no effective grievance redressal mechanism in India.

Strong Recommendation for Professional Consultation: Given the legal
ambiguities, the complexity of tax classification (speculative income), restrictive loss
treatment rules, compliance requirements (ITR-3, potential audit), and the severe risks
involved, it is strongly recommended that any Indian resident considering or already
involved in binary options trading consult a qualified Chartered Accountant or Tax
Lawyer." Professional advice is crucial for understanding individual circumstances,
ensuring compliance with tax laws (despite the activity's regulatory status), and
navigating the potential legal ramifications.

Mention of Regulated Alternatives: Individuals seeking exposure to financial



markets should consider legally permitted and regulated avenues within India. Trading
equities, mutual funds, or SEBI-regulated derivatives like Futures & Options (F&O) on
recognized exchanges (NSE, BSE) offers a framework with established rules, investor
protection mechanisms, and generally more favorable tax treatment for
non-speculative activities.*

In conclusion, the combination of legal prohibition, substantial financial and fraud
risks, and disadvantageous tax treatment under the speculative income category
makes online binary options trading an exceptionally high-risk and ill-advised activity
for residents of India. Safer, regulated alternatives within the Indian financial market
framework are readily available.
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