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Taxation of Income and Capital Gains from Mutual Fund Units
Types of Mutual Fund Schemes

1. Equity  (a) Index Fund

    (b) Large Cap Fund

    (c) Small Cap Fund

    (d) Mid Cap Fund

    (e) Arbitrage Fund

    (f) Sector Specific Fund

    (g) Diversified Fund

    (h) Open Ended Fund
    (i) Close Ended Fund

    (j) ELSS (Equity Linked Savings Schemes)
    (k) Growth Fund

    (l) Value Fund
    (m) Dividend Yield Fund or Equity Income Fund

2. Debt  (a) Debt Fund

(b) Money Market Fund



(c) Liquid Fund


(d) Interval Fund



(e) Fixed Maturity Plans ( FMPs)



(f) Gilt Fund 

(g) Monthly Income Plan (MIP)
3. Balance  (a) Balanced Equity Fund
               (b) Balanced Debt Fund 

4. Exchange Traded Fund (ETF)                                                                                                                                                 (a) Index ETF

          (b) Stock ETF


           (c) Commodity ETF

5. Fund Of Funds

· Open Ended Fund – 
Open for subscription at all time. Exit allowed at all time.
Ex:-Reliance Growth Fund

· Close Ended Fund – 
Open for subscription for a limited period. Exit possible only through Stock Exchange. 
 Ex:-Tata Infrastructure Sector Fund.

· Diversified Fund – 
Invests across sector, across caps.
Ex:-HDFC TOP 200

· Sector Specific Fund- 
Minimum 65% invested in companies of a particular sector only.
Ex:-SBI Magnum IT Sector Fund.

· Index Fund – 
Replica of any index. Index can be brond based index (i.e.- Nifty, Sensex) or a sector specific index (i.e.- BSE pharma index). Fund is invested in the constituent securities of any index, in their respective weightage in the index.   
Ex:-SBI Magnum Index fund.
· Large Cap Fund – 
They primarily invest in large cap companies. i.e., Companies having very High Market Capitalization.  
Ex:-Reliance vision fund.
· Mid Cap Fund – 
They primarily invest in mid cap stocks.
Ex:-Sundaram select mid cap fund
· Small Cap Fund – 
They primarily invest in small cap stocks.
Ex:- Birla Small Cap
· Arbitrage Fund – 
They adopt the arbitrage techniques using derivatives on nifty . They adopt the strategies like “ Long Spot - Short Future”  and vice versa to generate returns. Since underlying of nifty  is equity, arbitrage funds are considered to be equity fund for taxation purposes.
Ex.:-UTI Spread Fund.

· Equity linked Savings Schemes – (ELSS)
They invest at least 90% of their corpus in equities. There is lock in period of three years for investors. Investment eligible for section 80 C deduction.

Ex:-Birla Sunlife Tax Plan
· Growth Fund –
They invest primarily in emerging sectors. High risk high return.

Ex:-Reliance Growth fund.

· Value Fund –
They invest primarily in undervalued stocks
Ex:- Fidelity Value fund.

· Dividend Yield or Equity Income Fund-
They invest primarily in good dividend paying companies.
Ex:- UTI Dividend Yield Fund.

· Debt Fund –

They invest in bonds having term to maturity of over 365 days. Interest rate risk is higher. 

· Money Market Funds-

They invest in bonds having term to maturity between 92 days to 365 days. Interest rate risk is intermediate. Also called “Interval Fund”
· Liquid Fund-
They invest in bonds having term to maturity upto 91 days only. Negligible Interest rate risk.   
· Fixed Maturity Plans (FMPs)-

The maturity amount is not fixed. They invest in bonds having similar duration as that of the FMP. They can’t assure guaranteed returns but can give indicative yields based on yield to maturity (YTM) of the invested bonds.

· Gilt Fund-

They invest in only government bonds.

· Monthly Income Plan (MIP)-
MIP doesn’t guarantee any monthly income. They invest primarily in debt instruments with very little proportion invested in equities. They generally declare dividend on monthly basis depending on surplus position of the fund.

· Balance Fund-

It’s a combination of debt and equity. If equity is more then 65% of the fund, then will be categorized as equity fund for income tax purpose.
· Exchange Traded Fund (ETF)- 
ETFs have features of both equity and MF. They are traded like any other stocks on stock exchanges. Demat A/c and trading A/c with a broker is required for buying/selling of ETF units. Units are created based on some underlying which can be an index , a set of stocks or a commodity like gold.
· Fund  Of Funds (FOF)-

These are special category of mutual funds which invests only in other mutual fund schemes. They can’t invest directly in equity or debt.
TAXATION PROVISIONS


It’s important to note that under the Income Tax Act, 1961, there is mention of only one type of mutual fund. i.e. “Equity Oriented Fund”.  It implies that from Income Tax angle mutual fund schemes can be categorized into-

(a) Equity oriented fund (Scheme)
(b) Non Equity oriented fund (Scheme)
“Equity Oriented Fund” is defined in explanation (b) OF CHAPTER XII-E, of Income Tax Act,1961.

“Equity Oriented Fund” is defined to mean:

· Such funds where the investible funds are invested by way of equity shares in domestic companies to the extent of more then 65% of the total proceeds of such fund; and 
· Which has been setup under a scheme of mutual fund specified under section 10 (23D).

The percentage of equity shares holdings of such fund is required to be computed with reference to the annual average of the monthly averages of opening and closing figures. 
TAX IMPLICATION ON INVESTORS

Investor can earn by investing in Mutual Funds in the one or more of  the following  ways : 
· Dividend 

· Short Term Capital Gains

· Long Term Capital Gains

DIVIDEND INCOME:-

· Any dividend received by investors of all kinds of schemes, is tax free in the hands of investors in accordance with provisions of Section 10(35)(a).

· However, AMC deducts DDT in case of Non Equity oriented Schemes [S115R(2)]
TABLE OF DDT RATES
	Income distributed to
	Effective tax rate (%) (Money Market Mutual Fund or a Liquid Fund)
	Effective tax rate (%)

(others)i.e, Debt Fund, Fund of Funds etc.

	Individuals and Hindu Undivided Families (‘HUFs’)
	28.325

(tax rate of 25% plus surcharges @ 10% thereon plus additional surcharge by way of education cess @ 3% on the income tax plus surcharge)

	14.1625

(tax rate of 12.5% plus surcharges @ 10% thereon plus additional surcharge by way of education cess @ 3% on the income tax plus surcharge)

	Persons other than individuals and HUFs
	28.325

(tax rate of 25% plus surcharges @ 10% thereon plus additional surcharge by way of education cess @ 3% on the income tax plus surcharge)

	22.66

(tax rate of 20% plus surcharges @ 10% thereon plus additional surcharge by way of education cess @ 3% on the income tax plus surcharge)


CAPITAL GAINS
· If holdings period ≤ 12 months, then Short Term Capital Asset, Otherwise Long Term Capital Asset (Section 2(42A) in respect of all MF schemes.
Taxation of Short Term Capital Gain From MF Units











· In case of individual/ HUFs  being residents , where the Total Income, excluding Short Term Capital Gains, is below the maximum amount not chargeable to tax, then the difference between the current maximum amount not chargeable to tax, and total income excluding Short Term Capital Gains, shall be adjusted from capital gains. Therefore, only balance STCG will be liable to income tax at the rate of 15%.

· In respect of short term capital gains arising to non resident individual unit holders, the Mutual Fund is required to deduct tax at source @15% +SC+EC, in case of Equity Funds and @ 33.99% (30% +SC+EC) in case of non equity schemes.
· No tax needs to be withheld from capital gains arising to a FII (section 196D)

· In respect of STCG arising to Foreign Companies (Other than FIIs and Overseas Financial Organisation but including OCBs), the fund is required to deduct tax at source @42.23% (40%+SC+EC)

LONG TERM CAPITAL GAINS

LTCG From Equity Schemess
· Equity Oriented Scheme – NIL [S.10(38)]

· However, companies are required to include such long term capital gains in computing the Book Profit and MAT liability under S.115JB

LTCG from  Non Equity Oriented Schemes
i) Without Indexation -10%

ii) With Indexation – 20%

·  Further in case of Individuals/HUF, being residents, where the Total Income excluding LTCG is below the maximum amount not chargeable to tax, then the difference between the maximum amount not chargeable to tax and Total Income excluding LTCG, shall be adjusted from LTCG. Therefore, only the balance LTCG will be liable to be taxed @10% or 20% . 
· As per the provisions of Section 115AB of the Act, LTCG on transfer of units arising to specified overseas financial organizations, being companies, on transfer of units purchased by them in foreign currency shall be liable to tax @10.5575% (i.e. 10% +2.5%SC+EC). No indexation benefit is available to S.115AB entities.  

·  If section 115AB entity is other than company, tax shall be chargeable at the effective tax rate of 11.33% (10%+SC10%+EC).
· LTCG arising to FII (being company) shall be taxed @10.5575% (10%Tax +2.5%SC+3%EC)
· LTCG arising to FII (non company)-11.33% 

TDS PROVISIONS ON LONG TERM CAPITAL GAINS

· TDS rate is 22.66% (20% +10%SC+EC), in case of Non Resident Individual Unit holders.  
·  In case of FIIs and OCBs , TDS is mandatory. 
DIVIDEND STRIPPING [S. 94(7)]

As per the provisions of section 94(7) of the Act, loss arising on transfer of units, which are acquired within a period of three months prior to the record date (date fixed by the fund for the purpose of entitlement of the unit holders to receive the income from units) and sold within a period of nine months after the record date, shall not be allowed to the extent of income distributed by the fund in respect of such units. 

BONUS STRIPPING [S. 94(8)]

As per the provisions of S.94(8) of the Act, where any units (“original units”) are acquired within a period of three months prior to the record date (date fixed by the fund for the purpose of entitlement of the unitholder to receive bonus units) and any bonus units are allotted (free of cost) based on the holding of the original units, the loss, if any, on sale of the original units within a period of nine months after the record date, shall be ignored in the computation of the unitholders taxable income. Such loss will however be deemed to be the cost of acquisition of the bonus units.   

TAX TREATMENT OF CAPITAL GAINS FROM SYSTEMATIC INVESTMENT PLANS (SIP)
Nature of capital gains arising to unitholder who has invested by way of SIP will depend upon the period of holding of units. There may be two situations-
i) Where SIP is closed and some / all units are redeemed ;

ii) Where SIP is not closed but some / all existing units are redeemed. 

At the time of redemption it is impossible to understand as to which units are being redeemed. In this condition, for computing the capital gain chargeable to tax, the cost of acquisition and period of holding of units shall be determined on the basis of FIFO method.
TAX TREATMENT OF CAPITAL GAINS FROM SYSTEMATIC TRANSFER PLANS (STP)

STP denotes transfer of a certain amount on a certain date (i.e. weekly, monthly or quarterly) from one scheme of a MF to another scheme of the same MF. Generally transfer is from debt scheme to equity scheme of the same fund house, though it could be vice versa or from one equity scheme to another or one debt scheme to another. The complexity arises, when it is transfer from equity scheme to debt scheme or vice versa. Let’s understand the same through an example. 

i) Initial investment in Debt Scheme 




–Rs. 1,00,000/- (NAV Rs10)

ii) Mode of STP from Debt scheme to Equity Scheme 


–Rs. 2,000/-P.M.

iii) NAV of debt scheme on the date of transfer to equity 
Scheme
–Rs. 10.30

iv) NAV of equity scheme on the date of transfer to equity scheme
-Rs. 25.00

v) NAV of equity scheme on the date of redemption


-Rs. 30.00 

The taxability of Capital Gains from STP would depend upon :-

i) Holding period in debt fund;

ii) Holding period in equity fund;

iii) Difference between NAV of debt fund,  between the date of investment and date of transfer to equity fund; and
iv) Difference between NAV of equity fund between the date of transfer from debt fund and redemption from equity fund


SHORT - TERM CAPITAL ASSET if, 
· T2 – T1 ≤ 12 months, STCG = 10.30 - 10.00=Rs0.30 per unit
· T3 – T2 ≤ 12 months, STCG = 30.00 - 25.00=Rs5.00 per unit
LONG - TERM CAPITAL ASSET if, 

· *T2 – T1 > 12 months, LTCG = 10.30 - 10.00

· T3 – T2 > 12 months, LTCG = 30.00 - 25.00

*Indexation benefits may be availed.

# FIFO method has to be applied.
SYSTEMATIC WITHDRAWL PLANS (SWP)

SWP operates in two ways :-

i) A specified amount is given back to the investors at regular intervals by redeeming required no. of units. ; or
ii) The capital appreciation amount is given back to the investors by redeeming required no. of units.  

In both the conditions the investor is paid back by redeeming a certain no. of units. The redemption may result into STCG/LTCG depending upon the holding period. 

#FIFO method has to be applied. 

IMPORTANT

i) Arbitrage funds are treated as equity fund.
ii) Fund of Funds (FOF) is treated as Non-Equity Fund.
iii) ETF will be treated as equity or non equity fund depending upon the underlying. If the underlying security is domestic equity it will be equity fund, otherwise non equity. 
STT PROVISIONS

The Rates of STT are as under :-
i) Delivery based sale of equity fund on Stock Exchange


: 0.125% of value

ii) Delivery based purchase of equity fund on Stock Exchange

: 0.125% of value

iii) Non-delivery based trading of equity fund on Stock Exchange

: 0.025%

iv) Sale of units of equity fund back to Mutual Fund


: 0.25%

Equity Oriented Scheme





Non-Equity Oriented Scheme








Redemption through AMC





Sale through Stock Exchange





Subject to STT





Individual & HUF according to Slab





Firm & Company @ 33.99 %





F.I.I., being Foreign Company 


@ 31.6725 %





FII other than Foreign Company @ 33.99%





Foreign Co. other than FII including overseas financial organization  & OCBs covered U/S 115 AB @ 42.23 %


(40%+SC+


EC)





























Tax Rate 15%  + SC + EC (as may be applicable) in case of  all assesees





T1


Initial investment in debt fund


NAV Rs. 10





T2, Transfer to equity fund,


Debt NAV :10.30


Equity NAV :25.00





T3, Redemption from  equity fund,


Equity NAV :30.00
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