                                         Dividend Stripping
                         “A Loop Hole in the Indian Tax System”

1. What does dividend stripping mean?
It refers to: 
“a practice of buying the shares of a company or units of mutual fund just on or before the record date for declaring a dividend, pocketing the dividend amount and then selling the security or units after the record date.”
2. What is record date?

A company fixes a date on which a shareholder must officially own shares to qualify. As per the law every company maintain a register of member. Members whose names appear in this register as on a record date are eligible to get dividends. 

3. How it was used to save the income tax?
In the above mentioned practice normally the investor would incur a short term capital loss because the ex-dividend sale price will be lower than the purchase price, which will be in absence of certain provision in the Indian Income Tax could have been set off against a short term capital gain from some other assets and thereby reducing his tax liability.

Example1: Mr. Rakesh Mehara has purchased 1,000 shares of ABC Ltd. On 1.6.99 at Rs.28 per share. On 10.6.99 the company declares dividend @ Rs.4 per share. Mr. Rakesh Mehara had sold all shares of ABC Ltd on 30.6.99 at Rs.24 per share.

	Date of Transaction
	Particulars

	Working
	Amt

	01.6.99
	Purchase of Shares
	(1000 X 28)
	28,000

	10.6.99
	Dividend earned
	(1000 X 4)
	4,000

	30.6.99
	Sale of Shares
	(1000 X 24)
	24,000

	Short term Capital loss (28,000-24,000)
	(4,000)


In the above example the investor has incurred short term capital loss of Rs.4,000 which can be adjusted against the short term capital gain of any other assets due to absence of certain provisions 

in the Income Tax Act.

But, in the monitory term the investor has not incurred any loss as the total outflow from the client i.e. Rs28,000 (Purchase Cost) is equal to the total inflow to the client i.e. Rs. 28,000 (Sales consideration+ Dividend).
4. Introduction of Sec.94(7) :

As this practice is resulting in loss to the revenue the Finance Act, 2001, introduced sub section (7) to section 94 with effect from April 1, 2002, to counter such dividend-stripping activities.

Now, whenever a person sells shares or units of MF and the following three conditions are simultaneously met, the short-term capital loss arising on such sale of shares or the units of the MF — to the extent it does not exceed the exempt income (dividend received) — has to be ignored.

Conditions: 
1.Purchase is within 3 months before the record date for dividends,

2. Sale is within 3 months in case of shares and nine months in case of units of MF after the record date, 

3. Dividend is tax-free.
Example 2: Mr. Devang Parera has the short term capital gain of Rs.500. He purchased shares of XYZ Ltd. on 01.06.2003 for Rs. 10,000(1000 shares) and the company declares dividend of Rs.4 per share on 30.6.2003. He sold all the shares of the company at Rs. 8 per share on 16.07.2003. 
Now, in this case the total short term capital loss is of Rs.2,000.
Effect before introduction of Sec.94 (7):

The above short term capital loss of Rs.2,000 cab be adjusted against the short term capital gain of Rs.500. Finally the investor would show a short term capital loss of Rs.1,500 in his return of income. 
Effect after introduction of Sec.94 (7):
	Date 
	Particulars
	Working
	Amt.

	01.06.2003
	Purchase of Shares
	(1000X10)
	10,000

	30.06.2003
	Dividend
	(1000X4)
	4,000

	16.07.2003
	Sale of shares
	(1000X8)
	8,000

	Short term Capital loss (10000-8000)
	2,000


Now in the above case the loss of Rs.2,000 can’t be adjusted against the short term capital gain of Rs.500 and this loss of Rs.2,000 can’t be carry forward also to the future because in the above instance the investor has satisfied all the conditions u/s 94(7) i.e.:

1. Purchase is within the 3 months before the record date.

2. Sale is within the three month before the record date.

3. Dividend is tax free. 
In the above case the total short term loss doesn’t exceed the total exempt income received in the hand of the investor.
** Suppose the dividend income would have been Rs.1,000 then in the above case the investor will be allowed to set off loss of Rs.1,000 against short term capital gain in the current year.   

Conclusion: If the condition u/s 94(7) has been satisfied then the loss (Rs.2,000 in the above e.g.) to the extent of the exempt income received(Rs.4,000 in the above e.g.) against the same security will be disallowed and can not be adjusted against the gain on the other assets.
Special Case:

1. Multiple Dividend:

This section is to be applied whether the dividend payout is monthly, quarterly or even daily. The language of sec.94 (7) is clear and unambiguous. It has to be examined whether each individual dividend declares satisfies the condition of the section.          

Example: On 15.10.2005 Mr. Mahesh has invested Rs. 16,000(1,000 units) in Birla MF. The MF declares the 1st dividend on 24.10.2005 at Rs.3 per unit and 2nd dividend on 24.12.2005 at Rs. 2.5 per share. Mr. Mahesh has redeemed all the units of MF at Rs 12 per unit on 25.07.2006. This results in loss of Rs. 4,000 to the investor.  

Solution: It may be clearly noted that as the redemption date is 25.07.2006 the loss to the extent of only Rs.2,500 will be disallowed. Since 9 months have elapsed after the date of the 1st dividend, the dividend of Rs. 3,000 will not be disallowed.

So the calculation for loss will be done as follows:
Loss arisen on sale of MF units                                        4,000

(-) Dividend income received                                            2,500
    Balance available for set off                                          1,500

                                                                                            =====                                                                                        

Conclusion:

It may be worth noting that an investment made with a long-term view in mind, thoughtfully keeping at bay the narrow idea of tax savings as a consideration, is the best bet. However, if one has incurred short-term capital losses, the provisions relating to bonus and dividend stripping must be kept in mind while computing the final tax liability

