Capital Gains Tax - What Is the Capital Gains Tax? 
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	As per AY 2008-09
Dividends that are distributed attract a tax of 15 per cent. Short term capital gains attract a tax of 10 per cent under Section 111A. There is merit in equating the rates and hence increased the rate of tax on short term capital gains under Section 111A and Section 115AD to 15 per cent. This encourages investors to stay invested for a longer term.

STT paid will be treated like any other deductible expenditure against business income. Further, the levy of STT, in the case of options, is to be only on the option premium where the option is not exercised, and the liability to be on the seller. In a case where the option is exercised, the levy is to be on the settlement price and the liability will be on the buyer. There will be no change in the present rates.

Commodities Transaction Tax (CTT) introduced on the same lines as STT on options and futures. 


	For the Assessment Year 2007-08


	The undermentioned assets is brought under the scope of capital assets and has been excluded from the scope of personal effects: 

· Archeological collections 
· Paintings 
· Drawings 
· Sculptures 
· Any work of art

Ceiling prescribed for investment in Long-Term Specified Bonds (LTSB) for claiming the exemption of long-term capital gains: 

· All the capital gains arising from transfer of any long-term capital assets is exempt if such gains are invested in Long-Term Specified Bonds. From April 1, 2007, ceiling of Rs 5 million has been stipulated for investments in such bonds made during any financial year.
· Notifying of such bonds in Official Gazette is dispensed. Bond issued by NHAI or by REC on or after 01.04.07 & redeemable after three years will be LTSB. Bond issued between 01.04.06 & 31.03.07 will be deemed to be LTSB.


	 
	Short-term Capital gains tax
	Long-term capital gains tax

	Sale transactions of securities which attracts STT:-
	10%
	NIL

	Sale transaction of securities not attracting STT:-
	 
	 

	Individuals (resident and non-residents)
	Progressive slab rates
	20% with indexation;

10% without indexation (for units/ zero coupon bonds) 

	Partnerships (resident and non-resident)
	30%
	

	Individuals (resident and non-residents)
	30%
	

	Overseas financial organisations specified in section 115AB
	40% (corporate) 
30% (non-corporate)
	10%

	FIIs
	30%
	10%

	Other Foreign companies
	40%
	20% with indexation;

10% without indexation (for units/ zero coupon bonds) 

	Local authority
	30%
	

	Co-operative society
	Progressive slab rates
	





A capital gain is income derived from the sale of an investment. A capital investment can be a home, a farm, a ranch, a family business, or a work of art, for instance. In most years slightly less than half of taxable capital gains are realized on the sale of corporate stock. The capital gain is the difference between the money received from selling the asset and the price paid for it. 

"Capital gains" tax is really a misnomer. It would be more appropriate to call it the "capital formation" tax. It is a tax penalty imposed on productivity, investment, and capital accumulation. 

The capital gains tax is different from almost all other forms of taxation in that it is a voluntary tax. Since the tax is paid only when an asset is sold, taxpayers can legally avoid payment by holding on to their assets--a phenomenon known as the "lock-in effect." 

There are many unfairnesses imbedded in the current tax treatment of capital gains. One is that capital gains are not indexed for inflation: the seller pays tax not only on the real gain in purchasing power but also on the illusory gain attributable to inflation. The inflation penalty is one reason that, historically, capital gains have been taxed at lower rates than ordinary income. In fact, "most capital gains were not gains of real purchasing power at all, but simply represented the maintenance of principal in an inflationary world." 

Another unfairness of the tax is that individuals are permitted to deduct only a portion of the capital losses that they incur, whereas they must pay taxes on all of the gains. That introduces an unfriendly bias in the tax code against risk taking. When taxpayers undertake risky investments, the government taxes fully any gain that they realize if the investment has a positive return. But the government allows only partial tax deduction if the venture goes sour and results in a loss. 

There is one other large inequity of the capital gains tax. It represents a form of double taxation on capital formation. This is how economists Victor Canto and Harvey Hirschorn explain the situation: 

A government can choose to tax either the value of an asset or its yield, but it should not tax both. Capital gains are literally the appreciation in the value of an existing asset. Any appreciation reflects merely an increase in the after-tax rateof return on the asset. The taxes implicit in the asset's after-tax earnings are already fully reflected in the asset's price or change in price. Any additional tax is strictly double taxation. 

Take, for example, the capital gains tax paid on a pharmaceutical stock. The value of that stock is based on the discounted present value of all of the future proceeds of the company. If the company is expected to earn Rs.100,000 a year for the next 20 years, the sales price of the stock will reflect those returns. The "gain" that the seller realizes from the sale of the stock will reflect those future returns and thus the seller will pay capital gains tax on the future stream of income. But the company's future Rs.100,000 annual returns will also be taxed when they are earned. So the Rs.100,000 in profits is taxed twice--when the owners sell their shares of stock and when the company actually earns the income. That is why many tax analysts argue that the most equitable rate of tax on capital gains is zero. 
[image: image4.png]



Capital Gains Tax - Computation of Capital Gains
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· Capital asset
· Transfer
· Profits or Gains
· Short Term Capital Gains (STCG)
· Long Term Capital Gains (LTCG)
· Full value of consideration
· Cost of acquisition
· Cost of acquisition with reference to certain modes or acquisition
· Cost of improvement
· Cost of transfer
· Period in holding of certain cases
· Long-term capital gains on transfer of listed equity shares
· Long-term capital gain when transaction is covered by the securities transaction tax 
Profits or gains arising from the transfer of a capital asset made in a previous year is taxable as capital gains under the head "Capital Gains". The important ingredients for capital gains are, therefore, existence of a capital asset, transfer of such capital asset and profits or gains that arise from such transfer.

Capital asset

Capital asset means property of any kind except the following : 

a) Stock-in-trade, consumable stores or raw-materials held for the purpose of business or profession. 

b) Personal effects like wearing apparel, furniture, motor vehicles etc., held for personal use of the tax payer or any member of his family. However, jewellery, even if it is for personal use, is a capital asset. 

c) Agricultural land in India other than the following: 
· Land situated in any area within the jurisdiction of muni-cipality, municipal corporation, notified area committee, town area committee, town committee, or a cantonment board which has a population of not less than 10,000 according to the figures published before the first day of the previous year based on the last preceding census. 
· Land situated in any area around the above referred bodies upto a distance of 8 kilometers from the local limits of such bodies as notified by the Central Government (Please see Annexure 'A' for the notification). 
d) 6 1/2 per cent Gold Bonds, 1977, 7 per cent Gold Bonds, 1980, National Defence Gold Bonds, 1980 and Special Bearer Bonds, 1991 issued by the Central Government. 

e) Gold deposit bonds issued under the Gold Deposit Scheme 1999 notified by the Central Government. 

Though there is no definition of "property" in the Income-tax Act, it has been judicially held that a property is a bundle of rights which the owner can lawfully exercise to the exclusion of all others and is entitled to use and enjoy as he pleases provided he does not infringe any law of the State. It can be either corporeal or incorporeal. Once something is determined as property it becomes a capital asset unless it figures in the exceptions mentioned above. Something is determined as property it becomes a capital asset unless it figures in the exceptions mentioned above. 

Transfer

Transfer includes: 

i) Sale, exchange or relinquishement of a capital asset

A sale takes place when title in the property is transferred for a price. The sale need not be voluntary. An involuntary sale like that by a Court of a property of judgement debtor at the instance of a decree holder is also transfer of a capital asset. 

An exchange of capital asset takes place when the title in one property is passed in consideration of the title in another property. Relinquishment of a capital asset arises when the owner surrenders his rights in property in favour of another person. For example, the transfer of rights to Subscribe the shares in a company under a 'Right Issue' to a third person. 

ii) Extinguishment of any rights in a capital asset 

This covers every possible transaction which results in destruction, annihilation extinction, termination, Cessation or cancellation of all or any bundle of rights in a capital asset. For example, termination of a lease or and of a mortgagee interest in a property. 

iii) Compulsory acquisition of the capital asset under any law 

Acquisition of immovable properties under the Land acquisition Act, acquisition of industrial undertaking under the Industries (Development and Regulation) Act or preemptive purchase of immovable properties by the Income-tax Department are some of the examples of compulsory acquisition of a capital asset. 

iv) Conversion of a capital asset into stock-in-trade 

Normally, there can be no transfer if the ownership in an asset remains with the same person. However the Income-tax Act provides an exception for the purpose of capital gains. When a person converts any capital asset owned by him into stock-in-trade of a business carried on by him, it is regarded as a transfer. For example, where an investor in shares starts a business of dealing in shares and treats his existing investments as the stock-in-trade of 6 new business, such conversion arises and is regarded as a transfer. 

v) Part performance of a contract of sale 

Normally transfer of an immovable property worth Rs.100/- or more is not complete without execution and registration of a conveyance deed. However, section 53A of the Transfer of Property Act envisages situations where under a contract for transfer of an immovable property, the purchaser has paid the price and has taken possession of the property, but the conveyance is either not executed or if executed is not registered. In such cases the transferer is debarred from agitating his title to the property against the purchaser. 

The act of giving possession of an immovable property in part performance of a contract is treated as "transfer" for the purposes of capital gains. This extended meaning of transfer applies also to cases where possession is already with the purchaser and he is allowed to retain it in part performance of the contract. 

vi) Transfer of rights in immovable properties through the medium of co-operative societies, companies etc. 

Usually flats in multi-storeyed building and other dwelling units in group housing schemes are registered in the name of a co-operative society formed by the individual allottees. Sometimes companies are floated for his purpose and allottees take shares in such companies. In such cases transfer of rights to use and enjoy the flat is effected by changing the membership of co-operative society or by transferring the shares in the company. Possession and enjoyment of immovable property is also made by what is commonly known as Tower of Attorney' transfers. 

All these transactions are regarded as transfer. 

vii) Transfer by a person to a firm or other or Body of a person to a Association of Persons (AOP) Individuals (BOI) 

Normally, firm/AOP/BOI is not considered a distinct legal entity from its partners or members and so transfer of a capital asset from the partners to the firm/AOP/BOI is not considered as 'Transfer'. However, under the Capital Gains, it is specifically provided that if any capital asset is transferred by a partner to a firm/AOP/BOI by way of capital contribution or otherwise, the same would be construed as transfer. 

viii) Distribution of capital assets on Dissolution

Normally, distribution of capital assets on dissolution of a firm/AOP/BOI is also not considered as transfer for file same reasons as mentioned in (vii) above. However, folder the capital gains, this is considered as transfer by the firm/AOP/BOI and therefore gives rise to capital gains .| the case of the firm/AOP/BOI. 

ix) Distribution of money or other assets by a Company on liquidation 

(i) If a shareholder receives any money or other assets from a Company in liquidation, the shareholder is liable to pay capital gains as the same would have been received in lieu of the shares held by him in the company. However, if the assets of a company are distributed to the shareholders on its liquidation, such distribution shall not be regarded as transfer by the company. 

(ii) Transactions not regarded as Transfer 

The following, though may fall under the above definition of transfer are to be treated as not transfer for the purpose of computing Capital Gains: 

Distribution of capital assets on the total or partial , partition of a Hindu Undivided Family; of a capital asset under a gift or will or an irrevocable trust except transfer under a gift or an irrevocable trust, of shares, debentures or warrants allotted by a company to its employees under Employees' Stock Option Plan or Scheme; 

iii) transfer of a capital asset by a company to its subsidiary company, if: 

a) the parent company or its nominees hold the whole of the share capital of a subsidiary company, 

b) the subsidiary company is an Indian company, 

c) the capital asset is not transferred as stock-in- trade, 

d) the subsidiary company does not convert such capital asset into stock-in-trade for a period of 8 years from the date of transfer, and 

e) the parent company or its nominees continue to hold the whole of the share capital of the subsidiary company for 8 years from the date of transfer. 

iv) transfer of a capital asset by a subsidiary company to the holding company, if: 

a) the whole of the share capital of the subsidiary company is held by the holding company, 

b) the holding company is an Indian Company, 

c) the capital asset is not transferred as stock-in-trade, 

d) the holding company does not convert such capital asset into stock-in-trade for a period of 8 years from the date of transfer, and 

e) the holding company or its nominees continue or hold the whole of the share capital of the subsidiary company for 8 years from the date of transfer. 

v) in a scheme of amalgamation, transfer of a capital asset by the amalgamating company to the amalgamated company if the amalgamated company is an Indian company. 

vi) transfer of shares of an amalgamating company, if: 

a) the transfer is made in consideration of the allotment of share or shares in the amalgamated company, and 

b) the amalgamated company is an Indian company. 

vii) transfer of shares of an Indian Company by an amalgamating foreign company to the amalgamated foreign company, if: 

a) at least twenty-five per cent of the shareholders of the amalgamating foreign company continue to remain shareholders of the amalgamated foreign company and 

b) such transfer does not attract tax on capital gains in the country, in which the amalgamating company is incorporated. 

viii) in a demerger : 

a) transfer of a capital asset by the demerged company to the resulting company, if the resulting company is an Indian company; 

b) transfer of share or shares held in an Indian company by the demerged foreign company to the resulting foreign company if: i) the shareholders holding not less than three-fourths in value of the shares of the demerged foreign company continue to remain shareholders of the resulting foreign company; and 

ii) such transfer does not attract tax on capital gains in the country, in which the demerged foreign company is incorporated. 

c) transfer or issue of shares, in consideration of demerger of the undertaking by,the resulting company to the shareholders of the demerged company. 

ix) transfer of bonds or Global Depository Receipts, purchased in foreign currency, by a non-resident to another non-resident outside India. 

x) transfer of agricultural land in India effected before first of March,'70. 

xi) transfer of any work of art, archeological, scientific or art collection, book, manuscript,drawing, painting, photograph or print, to the Government or a University or the National Museum, National Art Gallery, National Archives or any such other public museum or institution notified by the Central Government in the Official Gazette to be of national importance or to be of renown throughout any State or States. 

xii) transfer by way of conversion of bonds or debentures, debenture stock or deposit certificate in any form, of a company into shares or debentures of that company. 

xiii) transfer of membership of a recognised stock exchange made by a person (other than a company) on or before 31.12.1998, to a company in exchange of shares allotted by that company. However, if the shares of the company are transferred within 3 years of their acquisition, the gains not charged to tax by treating their acquisition as not transfer would be taxed as capital gains in the year of transfer of the shares. 

xiv) transfer of land of a sick industrial company, made under a scheme prepared and sanction under section 18 of the Sick Industrial Companies (Special Provisions) Act, 1985 (1 of 1986) where such sick industrial company is being managed by its workers' co-operative and such transfer is made during the period commencing from the previous year in which the said company has become a sick industrial company under section 17(1) of that Act and ending with the previous year during which the entire net worth of such company becomes equal to or exceeds the accumulated losses. 

xv) Transfer of a capital asset to a company in the course of corporitisation of a recognised stock exchange in India as a result of which an Association of Persons (AOP) or Body of Individuals (BOI) is succeeded by such company, if: 

a) all the liabilities of the AOP or BOI relating to the business immediately before the succession become the assets and liabilities of the company, 

b) corporitisation is carried out in accordance with a scheme which is approved by Securities and Exchanges Board of India (SEBI). 

(xvi) Where a firm is succeeded by a company in the business carried on by it as a result of which the firm sells or otherwise transfers any capital asset or intangible asset to the company, if: 

a) all the assets and liabilities of the firm relating to the business immediately before the succession become the assets and liabilities of the company, 

b) all the partners of the firm immediately before the succession become the shareholders of the company in the same proportion in which their capital accounts stood in the books of the firm on the date of succession, 

c) the partners of the firm do not receive any consideration or benefit, directly or indirectly, in any form or manner, other than by way of allotment of shares in the Company and 

d) the aggregate of the shareholding in the company of the partners of the firm is not less than fifty percent of the total voting power in the company and their shareholding continues to be as such for a period of five years from the date of the succession. 

If the conditions laid down above are not complied with, then the amount of profits or gains arising from the above transfer would be deemed to be the profits and gains of the successor company for the previous year during which the above conditions are not complied with. 

xvii) Where a sole proprietary concern is succeeded by a company in the business carried on by it as a result of which the sole proprietary concern sells or otherwise transfers any capital asset or intangible asset to the company, if: 

a) all the assets and liabilities of the sole proprietary concern relating to the business immediately before the succession become the assets and liabilities of the company. 

b) the shareholding of the sole proprietor in the company is not less than fifty percent of the total voting power in the company and his shareholding continues to so remain as such for a period of five years from the date of the succession and 

c) the sole proprietor does not receive any consideration or benefit, directly or indirectly, in any form or manner, other than by way of allotment of shares in the company. 

If the conditions laid down above are not complied with, then the amount of profits or gains arising from the above transfer would be deemed to be the profits and gains of the successor company for the previous year during which the above conditions are not complied with. 

xviii) transfer in a scheme of lending of any securities under an arrangement subject to the guidelines of Securities and Exchanges Board of India (SEBI). 

Profits or Gains

The incidence of tax on Capital Gains depends upon length for which the capital asset transferred was held the transfer. Ordinarily a. capital asset held for 36 or less is called a 'short-term capital asset' and if the period exceeds 36 months, the asset is known as term capital asset'. However, shares of a Company, the of Unit Trust of India or any specified Mutual Fund or security listed in any recognised Stock Exchange are to considered as short term capital assets if held for 12 or less and long term capital assets if held for more 12 months. 

Transfer of a short term capital asset gives rise to "Short Term Capital Gains' (STCG) and transfer of a long capital asset gives rise to 'Long Term Capital Gains' LTCG). Identifying gains as STCG and LTCG is a very important step in computing the income under the head Gains as method of computation of gains and tax on the gains is different for STCG and LTCG. 

Short Term Capital Gains (STCG) 

Short Term Capital Gains is computed as below : 

Computation of short - term Capital Gains 
1. Find out full value of consideration 
2. Deduct the following : 
a. expenditure incurred wholly and exclusively in connection with such transfer
b. cost of acquisition; and 
c. cost of improvement 
3. From the resulting sum deduct the exemption provided by sections 54B, 54D, 54G 
4. 4. The balancing amount is short-term capital gain 
Long Term Capital Gains (LTCG) 

Long Term Capital Gains is computed as below : 

Computation of long - term Capital Gains 
1. Find out full value of consideration 
2. Deduct the following : 
a. expenditure incurred wholly and exclusively in connection with such transfer 
b. indexed cost of acquisition; and 
c. indexed cost of improvement 
3. From the resulting sum deduct the exemption provided by sections 54, 54B, 54D, 54EC, 54ED, 54F and 54G 
4. The balancing amount is long-term capital gain 
Full value of consideration

This is the amount for which a capital asset is transferred. It may be in money or money's worth or a combination of both. 

Where the transfer is by way of exchange of one asset for another, fair market value of the asset received is the full value of consideration. Where the consideration for the transfer is partly in cash and partly in kind Fair market value of the kind portion and cash consideration together constitute full value of consideration. 

Cost of acquisition 

Cost of acquisition of an asset is the sum total of amount spent for acquiring the asset. 

Where the asset was purchased, the cost of acquisition is the price paid. Where the asset was acquired by way of exchange for another asset, the cost of .acquisition is the fair market value of that other asset as on the date of exchange. 

Any expenditure incurred in connection with such; purchase, exchange or other transaction e.g. brokerage paid, registration charges and legal expenses also forms I part of cost of acquisition. 

Sometimes advance is received against agreement to transfer a particular asset. Later on, if the advance is retained by the tax payer or forfeited for other party's failure to complete the transaction, such advance is to be deducted from the cost of acquisition. 

Cost of acquisition with reference to certain modes or acquisition 

Where the capital asset became the property of the assessee: 

a) on any distribution of assets on the total or partial partition of a Hindu undivided family; 

b) under a gift or will 

c) by succession, inheritance or devolution; 

d) on any distribution of assets on the dissolution of a 'firm, body of individuals, or other association of persons, where such dissolution had taken place at any time before 01.04.1987; 

e) on any distribution of assets on the liquidation of a company; 

f) under a transfer to a revocable or an irrevocable trust; 

g) by transfer in a scheme of amalgamation; 

h) by an individual member of a Hindu Undivided Family living his separate property to the assessee HUF anytime after 31.12.1969. 

The cost of acquisition of the asset shall be the cost for which the previous owner of the property acquired it, as increased by the cost of any improvement of the asset incurred or borne by the previous owner or the assessee, as the case may be, till the date of acquisition of the asset by the assessee. 

If the previous owner had also acquired the capital asset by any of the modes above, then the cost to that previous owner who had acquired it by mode of acquisition other than the above, should be taken as cost of acquisition. 

Where shares in an amalgamated Indian company became the property of the assessee in a scheme of amalgamation the cost of acquisition of the shares of the amalgamated company shall be the cost of acquisition of the shares in the amalgamating company. 

Where a share or debenture in a company, became the property of the assessee on conversion of bonds on debentures the cost of acquisition of the asset shall be the part of the cost of debenture, debenture stock or deposit certificates in relation to which such asset is acquired by the assessee. 

Where shares, debentures or warrants are acquired by the assessee under Employee Stock Option Plan or Scheme and they are taken as perquisites under section 17(2) the cost of acquisition would be the valuation done under section 17(2). 

Cost of Acquisition of shares in the resulting company, in a demerger. Net book value of the assets transferred in a demerger Net worth of the demerged company immediately before demerger Cost of acquisition of shares of the demerged company. 

The cost of acquisition of the original shares held by the shareholder in the demerged company will be reduced by the above amount. 

Where the capital asset is goodwill of a business or a mark or brand name associated with a business, fit to manufacture, produce or process any article or tenancy rights, stage carriage permits or loom hours, cost of acquisition is the purchase price paid by the and in case no such purchase price is paid it is nil. 

Where the cost for which the previous owner acquired the property cannot be ascertained the cost of acquisition to ,the previous owner means the fair market value on the on which the capital asset became the property of the owner. 

Where share or a stock of a company became the property of the assessee on : 

a) the consolidation and division of all or any of the share capital of the company in to shares of larger amount than its existing shares; 

b) the conversion of any shares of the company into stock; 

c) the reconversion of any stock of the company into shares; 

d) the sub-division of any of the shares of the company into shares of smaller amount; or 

e) the conversion of one kind of shares of the company into another kind.Cost of acquisition of the share or stock is as calculated from the cost of acquisition of the shares or stock from which it is derived. 

The cost of acquisition of rights shares is the amount which is paid by the subscriber to get them. In case a subscriber purchases the right shares on renunciation by an existing share holder, the cost of acquisition would include the amount paid by him to the person who has renounced the rights in his favour and also the amount which he pays to the company for subscribing to the shares. The person who has renounced the rights is liable for capital gains on the rights renounced by him and the cost of acquisition of such rights renounced is nil. 

The cost of acquisition of bonus shares is nil. 

Where equity share(s) are allotted to a shareholder of a recognised stock exchange in India under a scheme of corporitisation approved by SEBI, the cost of acquisition of the original membership of the exchange is the cost of acquisition of the equity share(s). 

Cost of improvement 

The cost of improvement means all expenditure of a capital nature incurred in making additions or alternations to the capital asset. However, any expenditure which is deductible in computing the income under the heads Income from House Property, Profits and Gains from Business or Profession or Income from Other Sources (Interest on Securities) would not be taken as cost of improvement. Cost of improvement for goodwill of a business, right to manufacture, produce or process any article or thing is NIL. 

Cost of transfer 

This may include brokerage paid for arranging the deal, legal expenses incurred for preparing conveyance |and other documents, cost of inserting advertisements in newspapers for sale of the asset and commission paid to auctioneer, etc. However, it is necessary that the expenditure should have been incurred wholly and exclusively in connection with the transfer. An expenditure incurred primarily for some other purpose but which has helped in - effecting the transfer does not qualify for deduction. 

Besides an expenditure which is eligible for deduction in computing income under any other head of income, cannot be claimed as deduction in computing capital gains. For example, salary of an employee of a business cannot be deducted in computing capital gains though the employee may have helped in facilitating transfer of the capital asset. 

Period in holding of certain cases 

Normally the period is counted from the date of acquisition to the date of transfer. However, it has the following exceptions. 

i) in the case of a share held in a company on liquidation the period subsequent to the date on which the company goes into liquidation would not be considered. 

ii) where the cost of acquisition is to be taken as the cost to the previous owner, the period of holding by the previous owner should also be considered. 

iii) where the capital asset is the shares of an amalgamated y company acquired in lieu of the shares of the v amalgamating company, the period of holding of the shares of the amalgamating company should also be considered. 

iv) where the capital asset is the right to subscribe to a rights offer and it is renounced, the date of offer of the rights should be taken as the date of acquisition. 

v) where the capital asset is share(s) in an Indian company which has become the property of the assessee in consideration of a demerger, the period for which the share(s) of the demerged company were held should also be considered. 

Long-term capital gains on transfer of listed equity shares 

Capital gains is not chargeable to tax if the following conditions are satisfied - 

1. The asset, which is transferred, is a long-term capital asset being an eligible equity share in a company. 

2. Such shares are purchased on or after March 1, 2003 but before March 1, 2004. 

3. Such shares are held by the taxpayer for a period of 12 months or more. 

If the aforesaid 3 conditions are satisfied, then the long-term capital gain arising on transfer is not chargeable to tax. Conversely, long-term capital loss arising on transfer cannot be adjusted against any income if the aforesaid conditions are satisfied. 

Eligible quity share for the above purpose means, - 

a. any equity share in a company being a constituent of BSE-500 Index of the Stock exchange, Mumbai as on March 1, 2003 and the transactions of purchase and sale of such equity share are entered into on a recognised stock exchange in India; or 

b. any equity share in a company allotted through a public issue on or after the March 1, 2003 and listed in a recognized stock exchange in India before the March 1, 2004 and the transaction of sale of such share is entered into on a on a recognised stock exchange in India. Generally in case of "public issue" the invitation is for fresh issue of share capital by a company. It is different from "offer for sale" by an existing shareholder. 

Long-term capital gain when transaction is covered by the securities transaction tax 

A new clause (38) has been inserted with effect from the assessment year 2005-06 in section 10. 

The following conditions should be satisfied - 

1. Taxpayer is an individual, HUF, firm or company or any other taxpayer. 

2. The asset which is transferred is long-term capital asset. 

3. Such asset is equity share in a company or units of equity oriented mutual fund. For this purpose "equity oriented fund" means a fund which satisfies the following points - 

a. the investible funds are invested by way of equity shares in domestic companies to the extent of more than 50 percent of the total proceeds of such fund ( the percentage of equity share holding of the fund shall be computed with reference to the annual average of the monthly averages of the opening and closing figures ); and 

b. the fund has been set up under a scheme of a mutual fund specified section 10(23D). 

4. The transaction of sale of such equity share or unit is entered into in a recognized stock exchange in India. 

5. Such transaction takes place on or after 1.10.2004 

6. The transaction is chargeable to securities transaction tax. 
Capital Gains Tax - Why Does Capital Matter?
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Capital is the engine of a growing economy. A recent study by Dale Jorgenson of Harvard University discovered that almost half of the growth of the American economy between 1948 and 1980 was directly attributable to the increase in U.S. capital formation (with most of the rest a result of increases and improvements in the labor force). 

The term "capital" has more than one meaning. Most people think of capital as money--the rupees invested in the stock market or in a new business. But for the purpose of understanding the capital gains tax, it is wrong to think of capital as just financial assets. Capital is also physical investment--the plant, the factory, the forklifts, the computers, the fax machines, and the other nonlabor factors of production that make a business operate efficiently. A corner lemonade stand could not exist without capital--the lemons and the stand are the essential capital that make the enterprise operate. 

Capital can also refer to technological improvements or even the spark of an idea that leads to the creation of a new business or product. Ten years ago when Bill Gates decided to form a computer software company and then brought MS-DOS to market, he was creating capital. An investor who had the foresight to take the risk of investing in Bill Gates's idea made fabulous amounts of money. That may seem like a huge windfall for the original financers of Microsoft, but without those investors' risking their money, a globally dominant American firm that employs 15,000 U.S. workers might not exist today. Of course, for every Microsoft whose stockholders make large profits, there are hundreds of risky investments that lose money for investors. 

Opponents of a capital gains tax cut often maintain that the returns on capital accrue primarily to the owners of the capital and that those owners tend to be wealthier than the average worker or family. It is therefore argued that a capital gains tax cut would mostly benefit affluent citizens. But that ignores the critical link between the wage rate paid to working citizens and the amount of capital they have to work with. 

What happens to the wage rate when each person works with more capital goods? 

Because each worker has more capital to work with, his or her marginal product [or productivity rises. Therefore, the competitive real wage rises as workers become worth more to capitalists and meet with spirited bidding up of their market wage rates. 

The relationship among productivity, wages, and capital is especially dramatic in agriculture. 

The recap 

There are three reasons capital should matter to the worker: 

1. Capital represents the modern tools that work with on the job. 

2. Capital formation makes the average worker more productive. 

3. Improvements in worker productivity lead to higher real wages and improvements in working conditions. 
Capital Gains Tax - How Do Capital Gains Taxes Affect Workers? 
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Assuming that the capital gains tax reduction would lower the cost of capital and stimulate additional investment and business formation, what would be the effect on jobs? 

Several forecasters have attempted to estimate through economic simulation models the direct employment gain from a capital gains tax cut. 

In 1994 Gary Robbins and Aldona Robbins, formerly economists with the U.S. Department of the Treasury, performed an economic simulation to estimate the number of new jobs and the increase in economic growth that would result if the Contract with America's capital gains tax provisions were adopted. The Robbinses' analysis was based on calculations of the fall in the service cost of capital for a wide range of corporate investment opportunities in response to the rate reduction. They then translated the lower cost of capital calculations into estimates of the impacts on gross national product and jobs by employing the standard Cobb-Douglas production function to simulate the long-term economywide production process. 

The Robbinses' conclusion is that the GOP capital gains tax cut would, by the year 2000, reduce the cost of capital by 5 percent, increase the stock of capital by $2.2 trillion, and yield an extra $960 billion in national output. The increased capital formation triggered by the tax cut would give rise to 720,000 new jobs. 

Historical experience also confirms that the corollary is true as well: when the capital gains tax rises, job opportunities are reduced. 

Affects not jobs but wages 

In the long term the real impact on workers of a change in the capital gains tax is reflected not in jobs but in wages. Consider the chain of events when the capital gains tax is raised: 
· The higher tax lowers the expected after-tax return for the owner of capital. 
· The lower rate of return on capital leads businesses to reduce their purchases of capital--equipment, computers, new technologies, and the like. In the very short term firms may use less capital and more labor to produce goods and services. 
· Because capital is more expensive, the cost of production rises and output falls. 
· Because workers have less capital to work with, the average worker's productivity--the amount of goods and services he or she can produce in an hour--falls. 
· Because wages are ultimately a function of productivity, the wage rate will eventually fall. 
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Capital Gains Tax - Advantages & Disadvantages Of Capital Gains Tax Cut
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One of the most unfair features of the capital gains tax is that it taxes gains that may be attributable only to price changes, not real gains. Different analysts give different views regarding Capital Gains Tax Cut. Let us analyse both step wise. 

Arguments for the motion: 

1. A cut would increase investment, output, and real wages. If the tax on the return from capital investments--such as stock purchases, new business start-ups, and new plant and equipment for existing firms--is reduced, more of those types of investments will be made. Those risk-taking activities and investments are the key to generating productivity improvements, real capital formation, increased national output, and higher living standards. 

2. A cut would liberate locked-up capital for new investment. For those already holding investment capital, a capital gains tax reduction might create an "unlocking effect": individuals would sell assets that have accumulated in value and shift their portfolio holdings to assets with higher long-run earning potential. The unlocking effect might have strong positive economic benefits as well: the tax cut would prompt investors to shift their funds to activities and assets--such as new firms in the rapid-growth, high-technology industry--offering the highest rate of return. 

3. A cut would produce more tax revenue for the government. If a capital gains tax cut increases economic growth and spurs an unlocking of unrealized capital gains, then a lower capital gains rate will actually increase tax collections. 

4. A cut would eliminate the unfairness of taxing capital gains due to inflation. A large share of the capital gains that are taxed is not real gains but inflationary gains. The government should not tax inflation. 

Arguments against the motion: 

1. Provide a large tax cut for the wealthiest citizens. 

2. Have very little positive impact on the economy. Many argue that taxes do not influence investment decisions and that even if there were an unlocking effect. 

3. Increase the budget deficit. If a capital gains tax cut reduces revenues and increases the budget deficit, then savings and investment might actually fall after the tax cut. That would only worsen reported capital shortage. 
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Capital Gains Tax - The Lock-In Effect 
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The major explanation for the lower tax collections at higher tax rates is the lock-in effect. The lock-in effect is generally conceded even by opponents of a capital gains tax cut. The realizations of capital gains decline when tax rates on gains are increased. When the capital gains tax rate is low, the ratio of unrealized capital gains falls (i.e., investors are more likely to sell their assets). After the increases in the capital gains taxes, the unrealized capital gains ratio rises. Clearly, investors are highly sensitive to the rate of capital gains tax when determining whether to sell stock holdings and other assets. 

Since selling is taxed and possessing is not, high capital gains taxes encourage investors to hold rather than sell - thereby avoiding the tax indefinitely. Assets that are held until death avoid capital gains taxes altogether. 

When investors lock in their assets this way, government loses revenue it would have gotten if tax rates were lower, and the capital market loses efficiency because the flow of assets to those who value them the most is impeded. 

Economic Effect: More Investment

Capital gains taxes affect investment decisions. In particular, they reduce the amount of capital available for investments with higher risk potential, such as new start-ups and companies in emerging sectors. As a result, the capital gains tax tends to be a direct tax on the entrepreneurship that all economists recognize as essential to growth. 

The Case for Lower Tax Rates

The vast majority of assets have value only because they are expected to produce future income. For example, bonds will produce interest income and stocks will produce dividends and retained earnings. Since this income will be taxed as it is realized, there is no need to tax the owners of these assets at the time the assets are bought and sold. It impedes the efficient transfer of assets from those who value them less to those who value them more, and it makes investments in all income-producing assets less attractive. 

In sum, if one accepts the notion that a capital gains tax cut promotes economic growth then even the most pessimistic possible fiscal scenario is no loss of tax revenue from a tax rate cut. The more likely effect would be a substantial and permanent rise in revenues. 
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Capital Gains Tax - Myths & Facts Of Capital Gains Tax Cut
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Myth: Lowering capital gains tax rates will not help the economy. 

Fact: Cutting capital gains tax rates is the single best tax policy to improve economic growth. 
· Capital gains play a unique role in fostering economic activity, especially by entrepreneurs in high-technology areas. 
· In fact, many economists believe that the optimal tax rate on capital gains is 0 percent. 
· Because government first takes money through corporate income taxes, taxation of capital gains (and dividends) represent double-taxation of investment returns and should be eliminated. 
Myth: If there is a capital gains tax cut, it should be temporary and it should not be available to all investors. 

Fact: Only a permanent capital gains cut available to all investors - include those who invested long ago -- will stimulate new investment and revive economic growth. 
· A temporary cut will induce people to sell assets, but it will not stimulate new investors who will face today's high rates again in the future after the temporary reduction has expired. 
· A temporary cut will "lock-out" new investment and will hurt economic growth. 
· The induced selling without incentives for new investment will further depress stock and other asset prices and will not stimulate new investment. By unlocking held assets and inducing people to sell investments, a temporary cut may increase tax revenue - it may not, though, because asset prices will be lower - but it will not help stimulate economic growth. 
· A permanent cut will provide the incentives for people now to sell long-held unproductive assets and for people now and in the future to make new productive investments. 
Myth: Cutting capital gains tax rates will cause stock markets to fall. 

Fact: Cutting capital gains tax rates will, as it has in the past, cause asset values, including stock markets, to rise. 
· Some people claim that lowering capital gains tax rates will cause the stock market to fall, because people would sell their investments. By this silly logic, if people want to increase stock market values, then there should be an increase in capital gains tax rates, because, then investors would be less willing to sell investments. 
· In fact, lowering capital gains tax rates increases the prices of stocks and other assets. Stock markets reflect the collective actions of people looking forward. 
· Lowering the cost of capital by decreasing tax rates on investment returns will increase asset values. 
· For example, the 1997 cut in the top capital gains tax rate from 28 percent to 20 percent increased stock prices by approximately 8 percent. 
Myth: Capital gains tax cuts benefit the "wealthy." 

Fact: Capital gains tax cuts improve the entire economy. 
· Capital gains tax reductions stimulate economic growth, which benefits the entire country. 
· Capital gains taxes disproportionately hurt the elderly, low and middle-income investors who have less discretion over the timing of their capital gains. 
· Most people who report capital gains do not have high annual incomes. 
· People with high incomes are most sensitive to capital gains tax rates, because they possess the most flexibility and means to avoid high tax rates. When capital gains tax rates are high, people with high incomes do not sell their assets and realize their gains. 
· High-income people pay a greater percentage of capital gains taxes when capital gains tax rates are low than when capital gains tax rates are high. 
· High capital gains tax rates make capital scarce. When capital is scarce it goes to safe investments. Low capital gains tax rates make capital abundant. When capital is plentiful it goes to "riskier" investments - such as inner cities and disadvantaged areas. 
Myth: Lowering capital gains tax rates will not lead to more investment. 

Fact: Taxpayers are very responsive to capital gains tax rates. High capital gains tax rates punish and reduce investment. Low capital gains tax rates induce more investment. 
· Taxpayers have a choice over when to realize capital gains and pay taxes. High capital gains tax rates lead people not to invest and current investors to hold assets, increasing the "lock-in" effect. 
· Lowering capital gains tax rates increases new investment and unlocks long-held undesirable assets, thereby increasing capital gains realizations. 
· High-income taxpayers, who have great discretion over the timing of their investment decisions, are particularly responsive to changes in capital gains tax rates. 
Myth: Government cannot "afford" large and permanent cut in capital gains tax rates. 

Fact: Improving economic growth is the proper focus of the debate regarding capital gains tax rates, and greater economic growth increases federal tax revenue from many sources. 
· The correct goal of tax policy should be to maximize economic growth, not tax revenue. Consequently, the optimal tax rate is the rate that is best for the economy, and this rate is lower than the rate that provides the government with the most tax revenue. 
· The government should not act like a business trying to maximize revenue. Rather, the goal of tax policy should be to enhance economic growth and raise only as much tax revenue as is needed, not as much as is possible. More investment and greater realizations caused by lower capital gains tax rates 
· lead to increased capital gains tax revenue and more revenue from other taxes such as corporate taxes, personal income taxes, and payroll taxes. When predicting the budgetary effects of capital gains tax rate changes, it is necessary to account for behavioral responses by using "dynamic" rather than "static" scoring. 
Myth: Capital gains already receive preferential treatment because they are taxed at lower rates than ordinary income. 

Fact: Double-taxation of investment returns and taxing inflation cause capital gains tax rates to exceed tax rates on ordinary income. 
· The government taxes investment returns - dividends and capital gains - twice, first as corporate income taxes and then as personal income taxes. 
· This double taxation causes capital gains tax rates to exceed ordinary income tax rates. 
· For example when a corporation earns $100 profit, the government takes $35 in corporate taxes, leaving $65 distributed to investors taxed at 20%. The government takes another $13 (20% of $65) in capital gains taxes, leaving investors with $52 and government with $48 out of the original $100 profit. Thus, an effective tax rate on capital gains of 48%. (Note: Since dividend are also subject to double taxation, but are taxed at ordinary income tax rates, the effective tax rates on dividends can approach 60%!) 
· The most counterproductive and unfair characteristic of the tax on capital gains is that it taxes inflation, because capital gains are not adjusted for inflation. The example above does not even include the fact that capital gains taxes include taxes on inflation, and, therefore, actually tax investors at even higher real tax rates - at times more than 100%! 
· For example, if an investment of $1000 rises in value to $1100, while prices generally have risen 10%, there is no real (after inflation) increase in value. However, an investor who sold this asset for $1100 would still have to pay taxes on the inflationary gain of $100. At the current top statutory rate of 20%, this investor would pay $20 in capital gains taxes on an investment that produced no real gain. The result, in this case, is a tax rate of infinity! 
· The policy of failing to adjust capital gains for inflation raises effective capital gains tax rates to levels substantially exceeding statutory rates and often surpassing 100 percent. 
· These high effective tax rates force investors to retain assets, increasing the "lock-in" effect. Moreover, the policy hurts economic growth by inhibiting new investments, because under current law inflation is a risk investors must bear. 
· The tax on inflation most severely punishes the elderly, low-income, middle-income, and less successful investors, because these people are less able to adjust the timing of their investment decisions than investors with higher incomes. 
· Indexing (adjusting) capital gains for inflation - as other countries have done - would eliminate the unfair and harmful tax on inflation. 
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