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What the heck is a 
budget?
The Very Core of It 

Let’s take a step back and understand what the whole concept of a 
budget is.  

The Union Budget is nothing but a statement from the government 
about: 

A. The money that it expects to receive (through tax and other means); 
and 

B. The money that it expects to spend Over the next year. 

Additionally, the budget also documents the actual receipts and 
expenditures for the last few years. The budget documents are placed 
before Parliament by the government. Since the government is an 
extremely large and complex entity, the actual numbers take time to 
collate. The general practice, therefore, is to present: 

• The numbers for the coming financial year as “Budget 
Estimates” (BE); 

• The numbers for the immediate previous financial year as “Revised 
Estimates” (RE) (The budget is usually presented about a month 
before the close of the financial year. So the government does not 
have the actual figure for receipts and expenditure. They are 
therefore presented only as an estimate and are called revised 
estimates); 

• The numbers for the years gone by as per “Actuals.” 

The main budget this year was announced on Feb 29 by Arun Jaitley, the 
Finance Minister of the nearly 2-year old BJP government which has a 
majority of the seats in the Lok Sabha. This time, Budget Day fell on a 
Monday; thus, stock markets were open so that people would have 
something to do while the budget was being read out. (We’re kidding. It 
was actually open because otherwise how would we know if the Budget 
was good or bad? Sensex went up = good, otherwise bad, and saves us 
much of the trouble.) This Budget is what we analyse in this book.
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If the budget is just a financial statement why all the buzz 
surrounding it? 

Many reasons for that. 

One, the government is the dominant player in the economy, by far. So 
its activities and their outcomes in the form of earnings and 
expenditures have a profound and lasting impact on the economy. 
Therefore, it matters a great deal from an economy wide perspective. 

Also, traditionally policy changes on taxation etc. have been announced 
along with the presentation of the budget. This is not a requirement, but 
has become a tradition. This is also what most people care about, other 
than economists and industry players. 

Policy announcements like changes in duty structures etc. are also made 
on a regular basis outside the budget too. These announcements 
however do not attract the same kind of attention that announcements 
on the budget day do. 

The enabling instrument for Parliament to approve the budget and 
taxation proposals of the government is the “Finance Bill” which is also 
tabled on the floor of the Parliament. 

The Finance Bill is debated upon and passed by Parliament as an Act. 
This gives the legislative mandate to the government to tax citizens and 
make spending as per the budget proposals. 

Revenue, Expenditure and Deficits 

With that brief introduction, let’s dive right in to the meat of “what is 
the budget?” 

The government’s budget can be broadly categorised under three heads 

a) Revenue and Other Receipts: 
Revenue is the money that government earns through taxes and other 
means. The qualifying word here is “earns”. In simple terms, this money 
does not need to be repaid. 

Other Receipts broadly comprise borrowings and other one off inflows 
like receipts due to disinvestment (when the government sells the 
shares that it holds in companies), sale of national assets like spectrum, 
exploration rights for natural resources like oil, coal etc.
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b) Expenditure: 
Expenditure is the money that the government spends. These can be of 
two types: 

• Revenue expenditure; and 
• Capital expenditure. 

Revenue expenditure is akin to consumption - an expense that does not 
lead to creation of an asset. Capital expenditure is incurred to build an 
asset. Once built, the asset is likely to earn revenue sometime in the 
future. Examples of revenue expenditure are salaries, interest 
payments, subsidies etc. 

Examples of capital expenditure could be money spent on building a 
power plant or a port or a road. The power plant, road or port is likely 
to earn revenue in the future years once completed. 

The government also classifies expenditure as Plan and Non Plan. The 
exact difference is not material to our discussion, but one can broadly 
assume it to be similar to Capital and Revenue Expenditure respectively. 
(They are however not the same). 

c) Deficit: 
A deficit occurs because the government spends more than it earns. In 
other words, expenditure exceeds revenue. 

Two types of deficits are important: 

i. The Fiscal Deficit: This is the excess of total expenditure over 
total revenue. 

ii. The Revenue Deficit: This is the excess of revenue expenditure 
over revenue receipts. (As in, we remove capital expenditure and 
borrowings) 

The fiscal deficit is bridged in two ways – Printing Money or Borrowing 

i. Printing Money: This is also called monetisation of deficit. In the 
Indian context this happens when the government borrows from 
RBI directly or indirectly. This process involves creation of fresh 
“Primary” Money or Reserve Money. 

ii. Market Borrowing: When the government borrows from the 
market, no fresh primary money is created. 
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The Budget Structure 
The Budget documents are released on http://indiabudget.nic.in as soon 
as the budget speech is completed. 

The documents contain: 
• The Full Budget Speech; 
• The Annual Financial Statement (Past year); 
• Finance Bill – changes to taxes etc. go here; 
• Memorandum: Because you can’t understand the legal thing, the 

changes are explained in the memorandum; 
• Receipt budget: Revenue and Capital Receipts, both summarised and 

detailed. Outlay for next year, and past data as well; 
• Expenditure Budget: By Ministry, By Type of expenditure, and 

includes excel sheets. You get the past two years expenditure as well; 
• Customs, Excise and Service Tax changes for indirect taxes; 
• Three statements: The Macroeconomic Framework, Medium Term 

Fiscal Policy and Fiscal Strategy statements. These are, to put it 
mildly, boring; 

• Revenue foregone because of the tax sops in the past year, and new 
ones in the current year. 

Apart from this there is an Economic Survey released one day before 
the budget, which contains everything about the economy that you 
might need. This is also on the same web-site as the budget. 

ef
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For you and I, 
taxes, more taxes, 
and even more 
taxes!

The budget wasn’t as big a deal as we might have expected but there are 
a few things we have to note: 

You have a lot more taxes. 

Nothing happened to tax slabs. They’re still at 
• Less than 2.5 lakh: no tax 
• 2.5L to 5L: 10% 
• 5L to 10L: 20% 
• >10L: 30% 

If your income is less than 5L, you got a rebate of Rs. 2000 (you had to 
pay that much less). Now, that’s up to Rs. 5,000. Won’t apply if your 
income is higher. 

Then there’s a 3% cess. Okay, it gets worse from here: 

15% surcharge if you get more than a crore in income 
Last year there was 12% surcharge on income of more than Rs. 1 crore. 
That has been raised to 15%, which takes the highest tax rate to 34.5% 
(30% plus 15% of 30%), and then there’s 3% further cess on this. It’s just 
bad to be rich. 
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EPF gets taxed now 
The exits from Employee Provident funds and superannuation 
funds weren’t taxed. Now, only for contributions after 1 April 2016, you 
will be taxed; basically 60% of your corpus (of amounts put in after 
April 1) will be added to your taxable income. (More in a separate post) 

Dividends Taxed if you get more than 10 lakh 
Dividend is taxed at source so you don’t pay it when you get divided. 
But now if you make more than Rs. 10 lakh in dividend, you will pay an 
additional tax of 10%. This isn’t added to your income, you just pay 
10%. (Read this post) 

Service Tax Increased to 15% 
The good thing is: At least it’s not 16%. Another random cess has been 
added to push it up from 14.5% to 15%. Booyah.  

Vehicles: Pay a Pollution Cess 
Any new vehicles bought anytime after today. Small petrol cars (1%), 
Medium cars or diesel cars (2.5%), SUVs and others (4%). Applies to 
everything except taxis, 3 wheelers, hybrids etc. (More coming up on 
this) 

Higher Option STT: 0.05% 
Options are the biggest traded set in the NSE, and current Securities 
Transaction Tax is 0.017%. This is now moved up to 0.05%, a 3x 
Increase. For an average Nifty option bought at Rs. 1000, a full lot of 75 
will still pay only Rs. 3-4 as STT, so this is not much. But more is more! 

An Equalization Levy for Companies, of 6% 
If you buy services from abroad you will pay 6% extra as an 
“equalization” levy. This applies to businesses (and to people who have 
business income). 

Buying a 10 lakh rupee (or more) vehicle? Pay 1% more as Tax 
If you pay Rs. 10 lakh rupees (in cash or cheque or otherwise) you will 
pay 1% more as a tax that will be paid as a “TCS” of sorts. The 1% is 
available to offset against other tax payable later, but you’ll pay that 1% 
when you buy the car. 

Deductions will be reduced, New Co Tax Rates at 25% 
Deductions such as accelerated depreciation, investment linked 
deductions etc. will be reduced. (More on this later). But this also should 
have meant lower 25% rates for companies, but not all companies will 
get the lower rate – only new companies, in the manufacturing sector, 
created after 1 April 2016, get to pay 25% tax on profits. For the rest, 
there’s 30%++ that continues.
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Oh, and there’re some interesting things as well: 

Another Amnesty Scheme 
You can declare your “black” income and pay 45% tax on it as a penalty, 
and you get a full waiver on past sins. 

Higher Rent Deduction for Professionals 
Non salaried people who don’t get HRA can now deduct a rent of Rs. 
60,000 (if they pay rent and don’t own a house). This is good. 

No Service Tax for Regulatory Fees 
You don’t need to pay the 14.5% (now 15%) on RBI/SEBI/IRDA fees, if 
they apply to you. 

Lower Cost Housing Loans – Get Rs. 50,000 more off 
If you take a loan next year for a house worth 50 lakh or less (loan value 
of Rs. 35 lakh or less) you get another Rs. 50,000 off on the interest paid. 
There’s some more on this that we’ll write about too. 

Overall, there’s a lot more in the budget but the theme for the individual 
is: we’ll pay a lot more tax.
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Other Tax Changes in the Budget 

IIM’s 2 Year MBA won’t pay any service tax. 
Well, it isn’t an MBA. It’s a two year diploma in Management. And there 
were doubts on whether the 14% service tax would apply to that course. 
At least going forward it will not. The IIM folks must be happy, but it 

Rental agreement, not registration is the date for capital gains 
So when you buy a property, you might have set up an agreement with 
the seller, paid an advance, and then registered the property later. From 
1 April 2016, the date of the agreement (not the date of the registration) 
will be considered as the applicable one for capital gains tax 
calculations. All that is need is that the advance money be paid in any 
method except cash. (Cheque, bank transfer etc) 

This means that if as a seller you’ve agreed to sell the property at a 
certain price on Date X, and you actually register the sale a year later, 
you might wonder what date will apply to your transaction. The new 
rule says the capital gains date will be the date X, not the date of the 
agreement. And the sale consideration will be the value on the 
agreement date (according to the local authority’s stamp duty rules) and 
not the actual registration date.  

Non-compete fee is business income.  
When people sold companies they would take part of the consideration 
as a “non-compete” fee. This non-compete fee was a bone of contention 
– what kind of income is it? Capital gains, or business income? If it was 
capital gains, then the effective tax rate was lower. This was a loophole 
because of a Mumbai tribunal order, which taxed such income as 
capital gains. Now, the budget has removed the discrepancy – it’s all 
business income. 

Less tax pain: Declare 8% of your turnover as “presumptive” income 
for turnover upto 2 cr. and pay tax on that.  
Individuals with business income must maintain books of accounts 
(balance sheet, P&L etc) to be able to offset expenses. There was a relief 
– if you had income upto 1 cr. You could simply declare 8% of it as 
income and leave it be. Now, you can do this for upto 2 cr. of turnover. 

Such presumptive taxation also applies to professionals earning less 
than Rs. 50 lakh, but with profits assumed to be 50% of receipts. This 
is too high;
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If you deposited your gold to the government in the Gold Monetisation 
Scheme and get an interest the interest will no longer be taxable. If you 
have Gold Bonds, the income on that is taxable, but when you redeem 
the bonds as they mature, the redemption proceeds will not get any 
capital gains tax.  

Corporate taxes fall to 29% for companies with less than Rs. 5 cr. in 
turnover (from 30%).  

New companies in the manufacturing space will pay only 25% if they 
choose to not take deductions (like accelerated depreciation etc). 
Remember that MAT is 20%, so they might just take the exemptions and 
pay 20% tax, rather than pay 25%. But it’s a good step anyhow.  

NBFCs get a tax deduction for provisions that they have to put on bad 
loans. This brings them on par with banks. 

10
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More incentives for losing money in Real Estate 

The existing provisions of section 80EE provide a deduction of up to 1 
lakh rupees in respect of interest paid on loan by an individual for 
acquisition of a residential house property. 

As though the deduction claimed was too low, the finance minister 
has provided a few more freebies to the Real Estate Sector for an 
individual investment. 

With the Government’s goal of ‘housing for all‘, an additional 
deduction up to Rs. 50,000/- will be provided for to incentivise first-
home buyers availing home loans by providing additional deduction in 
respect of interest on loan. But remember that this cannot be availed for 
every piece of home.  

The condition is that the value of the house property should be less 
than Rs. 50 lakhs and the loan amount should not exceed Rs. 35 
lakhs (applicable for the period 1 April, 2016 to 31st March, 2017). The 
benefit of this deduction will be provided till the repayment of loan 
continues. 

In addition to this, if your property was not delivered to you after 3 
years, your tax deduction would not have applied, but now that period 
has been extended to 5 years. 

ef
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Budget 2015-16 was the first real budget by the government. Which 
missed many estimates and added many more things. But here are the 
elements to note in the FY17 budget. 

What the government’s doing, at least on paper, is to bring the fiscal 
deficit down to 3.5% of GDP by increasing revenues and reducing 
expenditure. 

Revenues Will Grow 14%, Highest Since FY14: Possible? 

Let’s look first at how the government expects to earn its money. 

They will make Rs. 13.7 trillion (1 trillion = 1 lakh crore) this year, much 
higher than the 12.06 trillion they made in 2015-16. This translates to a 
growth rate of 14%, something we haven’t seen since 2013-14. This 
sound possible, but remember that then, inflation was a 8 to 9%, and 
inflation increases revenues easily. Now, inflation is at 5%, and getting 
14% means you want to get a substantially higher chunk of revenues 
from someplace. 

Budget 2016: Meets 
Deficit Targets Through 
Higher Taxes and Lower 
Expense Growth 
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Overall, the lower price of crude and the massive increase in crude 
taxes took the current year’s revenues up by 60,000 crores! We made 12 
trillion where we expected to make only 11.4 trillion. In FY 16, crude 
taxes ensured that excise duties were up 50%! 

This year, on the back of this massive bonanza, we see to expect a fairly 
large increase in taxes, but none of them alarming. 

Given low inflation and a slowing corporate economy, taxes from 
companies grew only 6% while they are supposed to grow 9% this year. 

Personal taxes on the other hand will grow at 18%, which would make 
sense because they’ve taxed a lot more of income: from additional 
dividend taxes to higher surcharges. Plus, remember that we have a tax 
amnesty scheme that will bring in more money. 

Indirect taxes are only expected to grow 10%. They all saw robust 
growth last year, with service tax going up 25% from the year before! 

This still sounds extremely ambitious. With lower inflation (thanks to 
the drop in crude price) government revenue collection will be very low 
as inflation is a big boost to tax revenues. When prices go up, your 
indirect taxes are a % of the price, remember – so the government earns 
more. When inflation is low, government revenues are hit too.
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With low inflation continuing there needs to be real growth. The 
government continues to tax India more – both personal taxes and 
corporate taxes are up. Can we expect that corporate and personal taxes 
will grow so much in spite of higher taxation? 

There are elements of revenue that you might contest, but are parts of 
the estimates. For instance, they expect the telecom spectrum licenses 
to produce Rs. 99,000 crores in revenues. They have regular revenues 
of about Rs. 57,000 crores, which means they expect about Rs. 40,000 
crores more in FY17. This isn’t unachievable. 

They also expect to get 36,000 crores from disinvestment and then Rs. 
20,500 crores from “strategic disinvestment”, for a total disinvestment 
number of Rs. 56500 crores. In context: last year they expected 69,500 
crores from disinvestment, and they got 25,000 crores instead. Thank 
heavens for the crude price fall! This item is unlikely to make it. 

Overall, the revenue number seems well justified. But if things start to 
go wrong in the world economy, we are going to see all these estimates 
go haywire. We would only say this because things ARE going wrong in 
the world economy with China hurting, Europe being shaky, Japan in 
horrendous territory and the Asian economies hurting with a debt 
crisis. 
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Expenditure goes up only 10.8% 

The lower deficit number comes from a much lower expenditure 
number. 

We are going to see a 10% increase in interest payments and that we 
cannot change. 

Defence sees a 10% increase in expenditure, much of which is the 
One-Rank-One-Pension change introduced this year. However, it’s not 
apparent what’s happening with the pay-commission recommendations. 

The subsidy bill actually goes down! From 257,000 crores it falls to 
250,000 crores, largely because of a lower food subsidy bill, which is 
1.34 trillion rupees (versus the 1.39 trillion we spent this year). 

They’ll only spend Rs. 25,000 cr. On bank recapitalisation. Which is 
less than otherwise required, but they are likely to add more if they 
should. 

Roads get about 97,000 crores this year. With 55,000 crores coming 
from the central budget directly to NHAI, another 27,000 crores will be 
used to build rural road networks. This is huge and productive. 

The NREGA (rural employment guarantee act) will get Rs. 38,500 
crores. (10% higher) 

Plan expenditure is up 15%. Next year, finally, we won’t see a 
differentiation between “plan” and “non-plan” because the planning 
commission is gone. But this time we see the plan expenditure up 
mainly due to a higher allocation to roads, gram panchayats and 
irrigation. 

How are we split? 
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Fiscal Deficit 

The deficit actually decreases in absolute terms to 5.34 trillion, but that’s 
a lower percentage of GDP (only 3.5%) which is estimated to be Rs. 150 
lakh cr.

The deficit actually decreases in absolute terms to 5.34 trillion, but that’s 
a lower percentage of GDP (only 3.5%) which is estimated to be Rs. 150 
lakh cr. 

The GDP goes up by Rs. 15 lakh crore, which is a 11% increase. 

Last year, this didn’t work at all; the government saw the crude prices 
crash over 50% which saved them, but kept GDP growth at 8%. 
However, unless we see a major world crisis in FY17, a 10% to 11% GDP 
growth should be possible (5% inflation and about 5%-6% real growth)
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Corporate exemptions see a sunset 

We see exemptions removed for corporates. 

Accelerated depreciation will be limited to 40% from FY18. Read that 
right – FY17 is fine, the 100%+ depreciation can be used on things like 
windmills and so on. But not after next year, when it will be limited to 
40%.  (Bad for Inox wind, Suzlon) 

Contributions for Scientific Research: Paying for this gave a taxpayer 
an exemption of over 100%. This gets limited to 100% from FY18 when 
companies get the money, and to 150% for FY18/FY19 and then 100% 
after that when associations get it. The latter also applies to in-house 
R&D, research programmes etc. (Rough for companies like Biocon) 

Certain other exemptions like “zero tax” – like SEZs – or deductions in 
skill development projects, will be phased out from FY21. Some others 
like section 80IA will exit in FY18. 

While this is lousy for many corporates, we have to be aware that 
corporate exemptions will not help the overall case of the economy 
going forward. It is much better, in our opinion, to lower exemptions, 
and lower overall tax rates.  

This time the lowering of tax rates was a sham. Current companies don’t 
get the benefits. Some new ones do, but a bulk of jobs are held at 
existing companies. The government isn’t cutting its expenses either.  

But on the other side, none of these exemptions get taken out this year. 
They will only exit from FY18 onwards, which means corporates get all 
the exemptions in FY17. So, hopefully, there will be a tax cut in the next 
year. 

Overall, the idea of a lower tax regime and no exemptions is great. It 
puts a good part of the “lawyer” and “accountant” GDP out of business, 
but these guys will never really go out of business – for every tax 
rationalisation there is another loophole to look forward to.  

ef
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18

Overall the revenue numbers look okay, only with the tax amnesty and 
higher tax percentages applying. However, the expenditure numbers look 
a little low in the light of a huge pay commission bill (which might not 
have been factored in) and potentially higher requirements for banks. 

While the government will probably be able to make the deficit targets 
this year, it looks like they are squeezing out higher taxes from us and 
seeing their revenues grow much faster (14%) than the GDP (11%). And 
their expenditure is only at 10.4%, slower than the GDP growth expected. 
This is unsustainable, and will crimp growth – a number that is 3.5% of a 
GDP that grows 11% will not work if GDP only grows by 8%. 

In some ways this is a “duct tape” budget – where many key elements are 
brought in only to make sure the budget deficit numbers work. The 
massive push for infrastructure is simply not there, other than in roads 
and railways.   

But that also means we should stop expecting the government to do all 
the hard work in infra; much is required from private citizens in terms of 
investment and execution. Most of our large private companies have come 
up through crony capitalism, and that will only change if the big names 
are changed by new players coming in. This process is inherently 
destructive, and we will see a few bankruptcies (there’s even a bill for 
that!) that will drag down the GDP and government revenues. 

This shouldn’t worry us. In fact we’d be happy if they miss their revenue 
estimates this way. It will really prove that the model – of bad cronies 
dying and their assets sold to newer private parties – is happening and the 
long term story is rosier. 

The end view on the budget is: it is better than we expected because 
we expected so much worse. But it’s a reminder that India is 
moving on from a budget-determined path of growth once a year, 
to a more dynamic path that is charted as the year proceeds.  

Our View 
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Looking for new sources of Income, Mr. Arun Jaitley introduced 
the Infrastructure Cess on Motor Vehicles. If you read between the 
lines, you will notice that the motor vehicles which are exclusively to be 
used as taxis will be exempted from this cess. Considering that the tax is 
applicable based on the type of the vehicle, this would effectively be 
paid while the registration of the vehicle takes place with the Regional 
Transport Offices. 

This rule would come into effect immediately which means that if you 
are in the process of buying a new vehicle which satisfies the below 
conditions and is due for registration, be ready to fork a couple of extra 
thousands. 

• Petrol/LPG/CNG driven motor vehicles of length not exceeding 4m 
and engine capacity not exceeding 1200cc – 1% 

• Diesel driven motor vehicles of length not exceeding 4m and engine 
capacity not exceeding 1500cc – 2.5% 

• Other higher engine capacity motor vehicles and SUVs and bigger 
sedans – 4%. 

Pay pollution cess on 
cars and even more on 
SUVs 
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How Much Would Increase the Government Revenue? 

We know the approximate sales of vehicles under each of these 
categories. Our calculation results in an additional income of Rs. 
700 Cr. to the government on a monthly basis which would turn up 
to Rs. 8,400 Cr on an annual basis. 

ef

Here are the exempted categories 

Electrically operated vehicles, Hybrid vehicles, Hydrogen vehicles based 
on fuel cell technology, Motor vehicles which after clearance have 
been registered for use solely as taxi, Cars for physically handicapped 
persons and Motor vehicles cleared as ambulances or registered for use 
solely as ambulance will be exempt from this Cess. No credit of this Cess 
will be available, and credit of no other duty can be utilised for payment 
of this Infrastructure Cess. 
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As the Budget day 2016 dawned upon us, expectations were lofty; 
would the government ease taxation? What about small savings 
schemes? Oh, the subsidies, something has to be done about them! 
While the Budget Speech in itself was quite a drab, it would seem that 
the devil is in the details. 

In this post, we look at how the Budget has altered Service Taxes: 

Krishi Kalyan Cess 

Alert! Another cess on the horizon. Owing to the success of the Swachch 
Bharat cess, the Finance Ministry has now decided to come up with the 
Krisha Kalyan cess. What is it? 

The tax (because that’s what it is) of 0.5% will be levied on all the 
existing taxable services and will come into effect on June 01, 2016. The 
proceeds from this burden, will be used to improve agricultural 
practices, and boost welfare of the farmers. Input tax credit will be 
available against this charge. This basically means that any Taxes Paid 
on the inputs of the final service that you are providing, will be 
available to you as a Tax Credit. This concept is the underlying principle 
of Value Added Tax (VAT) – you only pay taxes on the value that you add 
in the value chain. 

The Krishi Kalyan cess, is proposed to be collected in another way as 
well. Enter Black Money. A strong and continuing focus of the Finance 
Ministry has been to pre-empt those with undeclared assets and income, 
to come forth and do so. Special attention has been given to this focus 
this year. Any declarants who come forward and declare their 
undisclosed income, will have to pay 30% taxes on it, plus a 7.5%

The Service Tax 
increases to 15%, ambit 
gets revamped 
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penalty and an additional 7.5% as a surcharge. This additional charge 
will also accrue to the ‘Krishi Kalyan’ scheme. 

Previously Exempt Services Coming Under the Scanner 

The following services are proposed to be slapped with service tax from 
April 01, 2016. 

• Services provided by an advocate to another advocate or partnership 
of advocates (14%); 

• Construction & installation of original works pertaining 
to monorail or metro, in respect of contracts entered into on or after 
1st March 2016 (5.6%); 

• Services of transport of passengers by ropeway, cable car or aerial 
tramway (14%); 

• Service Tax is being levied on transportation of passengers by air 
conditioned stage carriage (5.6%); Stage carriages are basically larger 
cabs, that are allowed to carry People and Goods. 

New Exemptions Announced 

• Housing projects under Housing For All (HFA) (Urban) Mission/
Pradhan Mantri Awas Yojana (PMAY), Low Cost houses up to a 
carpet area of 60 square metres in a housing project under 
“Affordable housing in Partnership” component of PMAY, and 
Low Cost houses up to a carpet area of 60 square metres in a 
housing project under any housing scheme of the State 
Government; 

• Life Insurance business provided by way of annuity under the 
National Pension System; 

• Services provided by Employees’ Provident Fund Organisation 
(EPFO); 

• Services provided by Insurance Regulatory and Development 
Authority (IRDA); 

• Services provided by SEBI;
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• General Insurance business provided under ‘Niramaya’ Health 
Insurance scheme launched by National Trust for the Welfare of 
Persons with Autism, Cerebral Palsy, Mental Retardation and 
Multiple Disability;  

• Services provided by National Centre for Cold Chain Development  

• Services provided by way of skill/vocational training by training 
partners under Deen Dayal Upadhyay Grameen Kaushalya Yojana; 

Other Fascinating Measures 

• Indian shipping companies now have to pay taxes only for 
transporting Goods to India, from outside. Any goods transported 
outside of India, can be used to avail tax credits.  

• Exemptions on construction for a Governmental authority and 
canals, dams or other irrigation works are being reinstated after 
being removed for a year.  

• IIM’s are now exempt from paying Service Tax! Doesn’t apply to 
their Executive Management programs though.  

• Small changes in taxation for agents in the Mutual Funds industry. 

ef
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Prior to today’s session of Budget 2016, dividends received from 
listed companies was not taxed in the hands of the shareholders 
(Individuals/ HUF/ Resident of India). The company paid taxes (more 
than 28% effectively) on that money before it was paid out.  

 Effective 1 April, 2016 any dividend income from a company 
received by an individual or a HUF in excess of Rs. 10 lakhs in a year, 
shall be taxed at a rate of 10%. This is only limited if the dividend 
income is greater than 10 lakhs in a year. The first 10 lakh of dividend is 
tax free. 

It also applies to mutual fund dividend payouts and private company 
dividends.  

Update: Alert reader Prajesh points out that this doesn’t apply to mutual 
fund units yet (since the section change applies to 115-0, which is dividend 
from stocks, while dividend from mutual funds is in 115-R). We stand 
corrected. 

The rule does not cover or talk about non-individual investors which 
implies that Trusts, Companies (Parent companies that receive dividend 
income from their subsidiaries) will not have to pay the 10% tax. The 
parties that are affected are individuals/HUFs and firms. 

This shall be applicable from the 1 April, 2016 which means that the 
dividends declared before 31 March, 2016 would not be taxable. 

However, dividends taxed would mean effectively a lower recognised 
return on dividends received from equities. 

Widening of the DDT Net 
to Individuals / HUF / 
Residents in India
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In what might be heartwarming news, the exit of an El Nino and a 
potential La Nina situation may augur well for Indian farmers, and for 
overall water supply at a time when reservoir levels are low. 

What is El Niño? 
Agricultural production in India is affected by El Niño, an abnormal 
warming of the Pacific waters near Ecuador and Peru, which disturbs 
weather patterns around the world. 

An abnormal cooling indicates a La Nina, which is quite beneficial for 
India in that it helps provide the basis for ample rainfall during the 
south west monsoon. 

What’s the current scenario? 
The current El Niño started around February 2015; most climate models 
predict a return to “neutral” conditions not before May 2016.  

There is a La Nina developing but there is no guarantee it will happen. 
And even if it does develop by summer, it could take six months to 
provide a positive impact. (the 2015 El Nino started in Feb 2015, but 
affected us only after August)  

An extended and strong El Niño explains why India had a deficient 
south-monsoon and dry weather lasting through the winter this time.  

And in fact, any change – either no-El-Nino, or a yes-La-Nina will be 
positive for agri-growth. Look at the graph here that shows it: 

Less than 50% in Water 
Reservoirs, But Will a La 
Nina Provide A Better 
Monsoon?
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Essentially: 

• If the El-Nino retreats and there is no La Nina, agri growth is likely to 
be positive, where averages are 3.7% 

• If a La Nina develops, agri growth is likely to be even higher at 8%+ 

• But remember a La Nina won’t affect us till December and therefore 
it will be the 2017 crop that will work. 

What’s the current status of water storage? 
While the El Nino is regressing, it is still going to take a few months for 
its effects to wane.  

The current available water level in reservoirs is 51,200,000,000,000 
litres or 32.45% of the total holding capacity down almost 50% from 
the previous year and avg. of last 10 years. 

The reference levels are: For communities with a population of between 
20,000 to 100,000 — 100 to 150 litres per head per day. For communities 
with a population of over 100,000 — 150 to 200 litres per head per day.
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Notes: BCM = Billion cubic metres or 1 followed by 9 zeroes, Northern 
Region – Himachal Pradesh, Punjab and Rajasthan, Eastern Region – 
Jharkhand, Odisha, West Bengal and Tripura, Western Region – Gujarat 
and Maharashtra, Central Region – Uttar Pradesh, Uttarakhand, 
Madhya Pradesh and Chhattisgarh, Southern Region – Andhra Pradesh, 
Telangana, AP&TG (Two combined projects in both states) Karnataka, 
Kerala and Tamil Nadu. 

NOAA’s latest forecast assigns only a 22% probability of La Niña 
developing in June-July-August, going up to 50% for September-
October-November.  

This means that while the El Nino will end closer to summer, the 
development of La Nina can take a while. 

What’s the Positive? 
Just the receding of an El-Nino is positive news for agriculture and the 
rural economy. A La-Nina will be a huge added positive but will only 
impact us in 2017. While the agrarian part of our economy is small, 
more people are impacted by it. The upcoming budget might have to 
soothe rural voices of distress coming after a rough season; but at the 
same time, we should understand that the natural cyclical weather 
pattern change (El Nino out and La Nina probably in) will mean a 
natural recovery of agriculture, and that we might not need panic 
measures. 

With 2 more days to go for the Union Financial Budget of 2016-17, we 
take a closer look at the Union Financial Budgets of the previous year to 
see how the numbers add up. 

Source: Ministry of Water Resources

ef
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With a couple of days to go for the Union Financial Budget of 2016-17, 
we take a closer look at the Union Financial Budgets of the previous 
year to see how the numbers add up. 

As part of this feature, we take a look at Government Revenue – the one 
decent barometer measuring the government performance or say a 
report card of how our finance ministers (master of coins as described 
in The Game of Thrones) both past and present have been performing. 
Do note: this excludes all politics, mud sheds, gali galocha, hulla bulla. 
We don’t side with the left or the right, neither do we switch camps like 
mantri mahodays or go crazy like the guy from Not Times Now.  

For the government, there are multiple sources of revenue. There are 2 
types of revenues that the government earns. 

• Tax revenue – the minimum amount that you and me and everyone 
else cribs and pays every year after applying every trick and 
loophole.  

• Non-tax revenue – any revenue earned other than the tax revenue is 
classified as the non-tax revenue. 

Other than these there are Interest Receipts, Capital Receipts and 
Revenue Receipts. We don’t intend to bore you with the details and 
would love to completely skip them and talk today only about the Tax 
and Non-tax revenue. 

Revenue Receipts 
Revenue receipts refer to those receipts which neither create any 
liability nor cause any reduction in the assets of the government. Taxes 
are revenue receipts, and assets sales are capital receipts. 

The Shift from 
Consumption Taxes to 
Income Tax Since 1970 
in Government Revenue
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The government’s revenue receipts for the year 2015-16 stood at 
Rs. 11,415.75 billion [Budget Estimate] compared to Rs. 11,262.94 billion 
[Revised Estimates]. We have down a long road from the Economic 
Reforms of 1990-91 when the revenue receipts were Rs. 660.3 billion or 
from the 2001-02 Tech Bubble at Rs. 2,013.06 billion.

Here are some facts: 

• It took us 8 years (from 1970-71) to move from a double digit revenue 
to a three digit revenue figure (17 years). 

• It took us only 7 years (1995-96 to 2002-03) to double the revenue 
receipts from Rs. 1,101 billion to Rs. 2,013.06 billion
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Tax Revenue 

Tax Revenue and Non-tax Revenue which both together make up 
the revenue receipts. Contribution of the Tax Revenue has always been 
in the lower 80% while the contribution of Non-tax Revenue has hardly 
changes since 1970-71. Its avg. contribution has been 24.17% with its 
highest contribution during the 2001-02 year at 33.67% when Tax 
Revenue was at its worst at 66.33% since 1970-71.
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Tax Revenue is comprised Direct Tax which is further comprised of 
Personal Income Tax and Corporation Tax and then there is Indirect 
Tax.  

We let the charts explain: 

Direct Taxes contributed an avg. of 20.53% of the tax revenue for the 
period 1970-71 to 1989-90. This is was negative trend where in the 
contribution fell from the peak of 25.62% in 1976-77 to its lowest 
ever in the whole period (from 1970-71 to 2015-16) in the year 1989-90 
at 15.72%. This was a make or break year for the country during the 
financial reforms of 1990-91. Since then the contribution of Direct Taxes 
has only grown positive. Since 1990-91 its avg. contribution has been 
massive 39.94% (that is almost double than what it was previously) and 
today Direct Taxes contribute a major share of almost 50% of the Tax 
Revenues – notice this in the below chart where the cross over 
happens between Direct and Indirect Taxes (2009-10). 
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Personal Income Tax and Corporation Tax 

Personal Income Tax is the tax paid on the amount a person earns from 
his salary, and Corporate Tax is the same with the difference that this 
tax is applicable for non-living bodies i.e. Companies. 

From Rs. 1.14 billion Personal Income Tax and Rs. 3.71 billion Corporate 
Tax, we have come to Rs. 1,987.6 billion for Personal Income Tax and 
Rs. 2,964.31 for Corporate Tax. 

Since 1970-71 to 2015-16 [BE], we have had -10 and +35 years while for 
Corporate Tax it has been -4 and +41 years in terms of tax revenue. 
Both Personal Income Tax and Corporate Tax have converged only once 
i.e. in 2000-01 during the Tech Bubble.
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Summary and Notes 

• India has moved from a largely-indirect-tax structure (which is on 
consumption) to a more balanced tax structure (more income tax) 

• In the coming year we will see a lot more in terms of indirect taxes due 
to the increase in excise duty of petrol and diesel, and a lower direct tax 
because of bad corporate results. 

• Personal taxes have been growing as a percentage of the total tax 
receipts. 

• Taxes are 80% of all government revenue. The rest comes from 
dividends and other mechanisms.
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The Budget 2016 continues its stance against Black Money, and is replete 
with new schemes, or updated older schemes to bring into the system, 
funds that have been siphoned away without being taxed. In this vein, 
there are some interesting comments in the Budget. 

Income Declaration Scheme, 2016 

Under this scheme, any funds that are declared from June 01, 2016 will 
be levied a base tax of 30%, along with additional surcharge of 7.5% (the 
proceeds of which go towards the Krishi Kalyan scheme), and another 
7.5% as penalty. There are certain circumstances under which this 
‘Amnesty’ will not be considered: 

• Where notices have been issued under section 142(1) or 143(2) or 148 
or 153A or 153C; 

• Where a search or survey has been conducted and the time for 
issuance of notice under the relevant provisions of the Act has not 
expired; 

• Where information is received under an agreement with foreign 
countries regarding such income; 

• Cases covered under the Black Money Act, 2015; 

• Persons notified under Special Court Act, 1992; 

• Cases covered under Indian Penal Code, the Narcotic Drugs and 
Psychotropic Substances Act, 1985, the Unlawful Activities 
(Prevention) Act, 1967, the Prevention of Corruption Act, 1988. 

Under this Section, it also says that the income now declared “white” is 
exempt from wealth-tax! 

Black Money Amnesty 
2.0: Will they, won’t 
they?
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Now the tax scheme makes a clear distinction between under-
reported income and misreported income. 

It is proposed that the rate of penalty shall be fifty per cent of the 
tax payable on under-reported income. However in a case where 
under reporting of income results from misreporting of income by 
the assessee, the person shall be liable for penalty at the rate of 
two hundred per cent of the tax payable on such misreported 
income. 

Section 270AA 
Under Section 270AA, a new entrant this year, people can apply for 
immunity from the imposition of penalty for with-holding assets as 
income. Again, this is contingent on certain conditions, as well as the 
whims of the Assessing Officer.  

It is also proposed that no scrutiny and enquiry under the Income-
tax Act and Wealth-tax Act be undertaken in respect of such 
declarations and immunity from prosecution under such Acts be 
provided. Immunity from the Benami Transactions (Prohibition) 
Act, 1988 is also proposed for such declarations subject to certain 
conditions. 

While the fight still goes on, the fact is that people who possess black 
money will think twice before turning themselves and their money 
in. What is to stop an Officer, from hounding a citizen who has 
declared? What is the guarantee that he won’t be harassed year-on-
year under the same Act? The officer will be loath to believe that 
every single rupee has been accounted for, which gives him sufficient 
justification to revisit the case. Or maybe a new Officer comes into 
the picture and opens up older cases. The intentions are noble, but 
the practical efficacy of such a stance is still to be ascertained. 

ef
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As the budget rolled in, there are a few things we thought would be 
really great if they came through. Not all of the following are likely or 
even part of the government thinking, but it’s what we would like for 
the future.

Budget Wish: Increase 
“No-tax” Slab to Rs. 
500,000, Remove all 80C 
Exemptions

Source: Economic Survey
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What can we see here: 

• There are 286 lakh (2.8 crore) taxpayers in the country (2014 
data) 

• Only 25 lakh (2.5 million) taxpayers make more than 10 lakh 
rupees per year. 

• Most taxpayers (207 lakh) make less than 5 lakh rupees per 
year. That’s 72% of all taxpayers that make less than 500,000 
rupees a year. 

Lowest Slab Taxes are Irrelevant – Remove Them Completely 

At the lowest slab, the taxation is as follows: 

• Upto 250,000 is tax free 

• From 250K to 500K (2.5 lakh to 5 lakh) you pay 10% tax only. 

• The 250K limit increases to 300K if you’re 60+, and goes to 500K 
if you’re 80+ 

Since the majority of taxpayers are in this bracket – 72% of them – and 
there is a cost to filing/collecting taxes, the government can do 
something radical: Completely eliminate income tax below Rs. 
500,000. 

What’s the Impact? 

Remember, there are 2.07 crore people that make less than 5 lakh 
rupees per annum.  

Since the average income of taxpayers making less than 5 lakh rupees is 
Rs. 2.9 lakh (from the graphic above), let’s also assume that half these 
people are making more than the average, and half are making less. 
That would mean about 1 crore people making more, and about 1 crore 
people making less.  

If you’re making less than 2.9 lakh per year, your income tax is 
negligible, since the first 2.5 lakh is non-taxable. Even at Rs. 2.9 lakh 
rupees, you would be paying only Rs. 4,000 in tax. (10% of whatever is 
above Rs. 2.5 lakh) Since you have to account for a spread, assume Rs. 
2000 per person, for 1 crore people = Rs. 2000 cr. for the tax collection 
of the “under average” people earning below 5 lakh.
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Assume the remaining 1 crore people are earning Rs. 500,000 per year, 
the max that can be earned in this slab. The tax on that would be Rs. 
25,000. (10% of whatever is above 250,000).  Again, assume an even 
distribution, and you might find that the average tax paid will be 
between Rs. 4000 (lower end, at 2.9 lakh) and Rs. 25,000 (upper end at 
Rs. 5 lakh). The average is Rs. 15,000 tax paid per person. 

For 1 crore such people, tax collections are a maximum of  Rs. 15,000 
crore, as the tax collected from “over average” people earning less than 
5 lakh. 

Add them both: the below-5-lakh-income tax collections are a total of 
Rs. 17,000 cr.  

This is however simplistic: we will also find that removing the first 500K 
will impact all taxpayers having an income of MORE than Rs. 500,000 
also.  

There are 79 lakh people with income more than 5 lakh. Each such 
person pays Rs. 25,000 for the “lowest” slab as part of his or her tax. The 
government will lose that income also – and that adds up to about Rs. 
20,000 cr.  

Add them all up – if the government removed all taxpayers paying 
less than Rs. 500,000 from paying any tax, the government would 
lose Rs. 37,000 cr. in tax collections.  

Let’s Make It Up: Remove all 80C exemptions 

Section 80C allows you to “deduct” certain kinds of expenses or 
investments from your taxable income. This currently includes a lot of 
things – your children’s education fees, your housing loan principal, and 
investments in insurance policies or in equity tax-saver funds, PPF etc. 
All of them, put together, are limited to Rs. 150,000 per year. 

Since the government will have increased the lowest slab from 250K to 
500K, essentially another 250,000 of income is totally exempt, 

If the government completely eliminated 80C exemptions (which are 
limited to 150K anyhow) this is still a big positive for every tax payer. 

Under section 80C the government sees potential exemptions of Rs. 
29,237 crore in 2014-15. (Link)  

That means the government will not see that loss if 80C is totally 
removed!
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The net tax impact is: Rs. 37,000 crore income lost minus Rs. 29, 237 
cr. income gained = around Rs. 7,000 crore loss. 

Update: Thanks to what reader Pras said, even this can be removed. 
Consider that taxpayers making more than 10 lakh rupees now suffer – 
they pay Rs. 25K less tax (due to no 10% slab between 250K to 500K) but 
they lose all the 150K benefit of the 80C, which would have saved them 
50K of tax. So they net pay Rs. 25K more in taxes!  

There are 24 lakh such people with 10 lakh or more as income. 
Assuming all of them pay Rs. 25,000 more in tax due to the above, we 
have Rs. 6000 cr. extra collected in taxes. 

The total income tax impact then is Rs. 1,000 crore only. (Rs. 7,000 cr. 
above minus the extra Rs. 6,000 cr. collected). And I haven’t even 
mentioned the savings in tax collection costs yet! 

And There Are Other Gains 

80C only applies to individuals, as does the Rs. 500,000 slab, so there is 
no corporate tax impact. 

There are huge gains made by lower collection costs: 

• 72% of taxpayers don’t have to pay tax. That’s a significantly 
lower tax collection burden on the tax department 

• No 80C means significantly lower tax filing issues – everything 
is straightforward – and therefore tax scrutiny of such tax 
exemptions etc is no longer required as is none of the 
associated paperwork 

These two alone can result in lesser costs that will reduce that net 
impact by half. And then you have that many happy taxpayers for 
whom the net impact is positive! 

Some of us will hate it 

Of course removal of exemptions is hated by people. How will we 
encourage equity investments? Why tax insurance investments? etc.  

My principle is that if you have lower exemptions and a lower tax rate – 
which is what I propose – we will significantly reduce the bullshit 
around tax that we have to be doing. It will hurt CAs and accountants 
but will in effect allow them to serve more people rather than dealing 
with the complexities of a few.
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The Summary: What Are We Saying? 

Make the income tax slabs: 

• Below Rs. 500,000: no tax. (Can give some higher limit for >80) 

• From 5L to 10L : 20% tax  

• Above 10L: 30% tax  

• Remove all 80C exemptions completely 

This will probably have a very low impact on tax collections (less than 
7,000 cr. ) and save tremendous costs in collection and scrutiny. 

ef
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The Eco Survey for 2016 is out and upon us! And in typical Capital Mind 
fashion, we look to dissect it to find out the points that really drive 
home, the key issues that face the Indian economy in the months to 
come. Of course, it does wax eloquent about some of the ground-
breaking schemes launched by the incumbent policy-makers and its 
breath-taking effects on the economy, but hey, as usual, we take them 
with a pinch of salt. Having said that, there are some wonderful 
observations provided in this gem of a document, and plenty of them 
have been backed by data – end of the day, numbers do not lie. 

Continuing on in that fashion, there is a brilliant chapter called 
the “Chakravyuh Challenge“. It is a fantastic euphemism for the much-
talked about ‘exit’ problem in the Indian industry. Here’s what the 
‘Chakravyuha Challenge’ actually means, in the CEA’s own words: 

India has made great strides in removing the barriers to the entry of 
firms, talent, and technology into the Indian economy. Less progress 
has been made in relation to exit. Thus, over the course of six 
decades, the Indian economy moved from ‘socialism with limited 
entry to “marketism” without exit’. Impeded exit has substantial 
fiscal, economic, and political costs. We document its pervasive 
nature which encompasses not just the public sector and 
manufacturing but the private sector and agriculture. A number of 
solutions to facilitate exit are possible. The government’s initiatives 
including the new bankruptcy law, rehabilitation of stalled projects, 
proposed changes to the Prevention of Corruption Act as well as the 
broader JAM agenda hold the promise of facilitating exit, and 
providing a significant boost to long-run efficiency and growth.

“Barriers to Exit” Still 
Loom Large above the 
Indian Economy
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In other words, there is a long-standing problem of capital allocation 
within the Indian economy. Of late, some serious advancements have 
been made on the “Entry” front: 

• We have, as a people, been able to quite easily grasp technological 
advancements; 

• Policy changes have been made to attract foreign capital 
with decreasing hurdles; 

• FDI norms have been relaxed; 

• Monopoly of Public Sectors has been considerably negated in 
industries; 

• Start-ups with innovative solutions, products and services are 
raking in the moolah; This has helped in reversing the Brain Drain – 
we are seeing a resurgence in talent coming back to the country. 

However, there are significant barriers for the re-allocation or removal 
of funds and resources – from the inefficient and value-eroding firms to 
the more productive companies. That is a part of what is referred to 
here, as “The Exit“. Take Coal India for example – surely one of the 
more infamous examples for inefficient business. The Coal industry is 
still monopolized and the private sector is still barred from tapping this 
sector that is rife with many inefficiencies. PSBs are another case in 
point – a point that is expounded on, with the help of a brilliant example 
in this ‘Chakravyuha Challenge’ chapter in the EcoSurvey 2016. What’s 
worse, there are regulations that further exacerbate this issue –  

But policy action is needed when the costs clearly outweigh the 
benefits, when the lack of exit generates externalities that hurt others
—such as firms that have to compete with subsidised “sick” firms or 
taxpayers who have to pay for the corporate subsidies. Those paying 
the costs could well be the poor. They pay taxes, even if only indirect 
ones. And they may also have to bear the burden of paying higher 
prices while getting substandard goods and services from inefficient 
firms which should have exited, but haven’t. In fact, the true 
beneficiaries of the interventions that prevent exit may often be the 
rich, who own the firms. 

(Note: All bold points are our doing, not the survey’s. Graphs have been 
borrowed from the survey as well.)
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Old vs New – a Simple Graphical Representation 

One of the main issues that corporates and money (to extend the 
definition) have in the Indian industry, are significant impediments to 
find their way out. There are a multitude of ways in which to identify 
and gauge this issue. One such issue identified in the EcoSurvey, is that 
of inefficient firms still hogging a sizeable chunk of labor and capital. 

Now, normal intuition should suggest to us, that firms that are more 
productive and efficient, should be the ones that attract capital and 
human resources. Following that, they would ostensibly be the ones that 
survive the longest. Is that really the case? 

What the first graph shows, is a comparison between firms in the US, 
India and Mexico. As we can see, on an average, firms that are over 40 
years old, employ almost 8 times the number of people that a firm less 
than 5 years would. Compare this to Mexico, where they employ twice 
as many employees. But in India, the ratio is barely 1.5!
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This chart goes on to show that the issue has exacerbated over the 
years. Older firms used to employ many more folks back in 1998-99, 
whereas 10 years later, the ratio has considerably reduced. 

This study also brings out some interesting results from other 
researches conducted on the state of companies in the Indian industry, 
to drill home the point that the CEA is trying to make. Take for example, 

Bloom and Van Reenen (2010)1 take another approach. They show 
that India unlike many countries seems to have a 
disproportionately large share of inefficient firms with very low 
productivity and with little exit. They assign a management practice 
scores of 1 to 5 (worst to best) for a sample of 695 randomly chosen 
U.S. manufacturing firms with 100 to 5,000 employees and the 
second panel for 620 similarly sized Indian ones. The results reveal 
that compared to the US, there is a “thick tail” of badly run firms in 
India. This is directly related to an exit problem in Indian industry 
because a majority of these large numbers of small and inefficient 
firms should not survive. 

In the next part, the Chapter outlines some of the costs to the Indian 
economy, posed by this ‘exit’ issue. 

Fiscal costs: Exit is impeded often through government support of 
incumbent, mostly inefficient, firms. This support—in the form of 
explicit subsidies (for example. bailouts) or implicit ones (tariffs, 
loans from state banks)—represents a cost to the economy.
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Indeed. We are seeing the ruinous effects of this cost, be it through 
continuous recapitalisation of PSBs, ineffectual Bailout programs, 
cumbersome processes of settlement through Debt Recovery Tribunals 
and so on. 

Economic costs: Economic losses result from resources and factors 
of production not being employed in their most productive uses. In 
a capital scarce country such as India, mis-allocation of resources 
can have significant costs. 

This goes against the definition of a free market, wherein resources are 
allocated to its best use – which in turn, is decided by the markets. 

Political costs: The lack of exit can also have considerable political 
costs for governments attempting to reform the economy. The 
benefits of impeded exit often flow to the rich and influential in the 
form of support for “sick” firms. This can give the impression that 
governments favour large corporates, which politically limits the 
ability to undertake measures that will benefit the economy but 
might be seen as further benefiting business. 

A problem that we have been struggling with for a while now. Curiously, 
this is exactly what the current government had been “accused” of even 
before they came into power – of being a business-first policy regime. 
The CEA cleverly and subtly underlines why that is a misnomer. 

In an upcoming post on the ‘Chakravyuha Challenge’ we will talk about 
the examples enumerated in this Chapter, as well as the possible 
solutions suggested by the CEA.

ef
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Subsidies are usurped by the rich, and it goes to say that much of the 
benefits that subsidies are supposed to provide, happen to be used 
largely by the rich too. 

PPF Subsidized the Rich By 12,000 cr. 

Here’s a graphic in the eco-survey about the kind of subsidy that’s been 
provided to people who don’t really deserve a subsidy:

Subsidies like PPF, LPG 
and Kerosene Have Seen 
the Not-So-Poor Benefit 
by 100,000 cr.

46



Budgetonomics | Demystifying Budget 2016 capitalmind.

Look at PPF – the effective interest rate if you assumed both principal 
and interest were taxed, is 16%, which is a 6% subsidy. On the total 
amount, that’s about 19,182 cr. but we take only 62% of this figure, as 
about 62% of people who file 80C claims are people earning more than 4 
lakh per year. 

This is a little shady because the really poor won’t even file tax returns, 
and they may still have a PPF account.  

The only solution, of course, is to make PPF taxable in some way or the 
other, I supposed. Taxed at exit through an EET regime would probably 
be one way to go. 

Effective Subsidies to the Rich More than 100,000 crores! 

A trillion rupees – 100,000 crores – of what subsidies are meant for the 
poor are used by the rich, apparently. Here the rich are not necessarily 
“rich” in the sense that they have too much money. But they are rich in 
the sense that they are above poverty levels, and that the subsidies 
created targeted only people below these poverty levels but were 
available to everyone. 
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Gold here is basically considered as a lower taxed item at compared to a 
26% tax on other goods. Railways subsidy uses the ratio of unreserved 
(poor) to all other reserved classes (rich). ATF taxes of 20% are lower 
than the taxes on petrol/diesel, and it’s effectively a “rich” subsidy.  

These are all a little shady, in my opinion, in the sense that the reason 
you don’t tax gold is because it’s an investment, not a product. Or the 
Railways or ATF which is not a big deal in the larger scheme of things, 
with the railways actually charging higher for A/C levels than costs.  

Electricity subsidy is based just on two states – Delhi and Tamil Nadu – 
where they assume lower consumption patterns for the poor. This also 
makes no sense because the lower consumption invites lower bills; at 
best this figure includes the lower slabs for the higher end consumers. 
They have extrapolated this for the whole country but I don’t think you 
should ever use Delhi data to represent anything beyond the borders of 
that city.  

LPG and Kerosene are fair arguments. 

Overall, this shows you the level of subsidy that exists. If you removed 
this subsidy – or somehow changed it so that your PAN number would 
be used to check if you have paid tax on income> 4 lakh and then 
removed you from the subsidy – then patterns of usage will change 
dramatically. And that would not result in anywhere close to this 
number. 

For example if you said I had to pay full electricity price right from the 
first unit, I would reduce my electricity usage. If you taxed gold at 26% 
India wouldn’t see official gold usage at any level compared to current. 
And so on. 

But the tone of this argument seems to suggest that the government 
might be in favour of: 

• Targeted subsidies (like they did with LPG, only to bank 
accounts) 

• Removal of exemptions (from stuff like PPF) 

• No increase in exemption limits (so only the poor benefit) 

Let’s see how the budget works on Monday. 

ef
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There’s more than 400,000 cr. stuck in the debt recovery tribunals in 
2014-15 and the pending number is just increasing year on year.  

There needs to be a bankruptcy law, argues the Survey, but we also need 
to be a way to empower the bureaucrats that run institutions so they 
can resolve problems faster. 

Only 5.5% of earning individuals pay tax!

400K Cr. Stuck in Bad 
Debt, Need to Tax RE/
Agriculture, Only 5.5% 
Earners Pay Tax
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There needs to be a bankruptcy law, argues the Survey, but we also need 
to be a way to empower the bureaucrats that run institutions so they 
can resolve problems faster. 

Only 5.5% of earning individuals pay tax! 

The Eco Survey says there has been too much exemptions and we 
should either maintain thresholds or cut them. And reduce tax rates. 
And that we should tax agriculture and Real Estate too: 

Laying out the fiscal capacity roadmap for the 21st Century, the 
Survey calls for widening of the individual tax payers’ base. Despite 
the number of tax returns filed picking up from mid-1980 
onwards, nearly 85 percent of the economy remains outside the 
tax net.  Pointing out that just 5.5 percent  of earning individuals 
are in the tax net, translating to a ratio of about 4 percent of tax 
payers to voters, the Survey says this ratio should be raised to a 
desirable estimate of about 23 percent. It says that tax paying and 
political participation are the two important accountability 
mechanisms wielded by citizens. This difference in taxpaying and 
voting results in contrasting phenomena such as the Indian state 
being able to avert famines while chronic malnutrition remains a 
challenge, organising mega events but routine safety for women 
being more difficult to achieve, and effective state response to 
floods and tsunami while water and power metering remain more 
challenging. (emphasis ours) 

Reduce Exemptions, Tax RE and Agriculture, Increase Property 
Tax:  

As a steps towards building fiscal capacity, the Survey suggests 
that the easiest way to widen the tax base would be not to raise 
exemption thresholds.  Making a study of the data since 
Independence, the document points out that the exemption 
thresholds have been raised much more rapidly than underlying 
income growth resulting in a widening of the wedge between 
average income and threshold limit. Bringing more and more 
people into the tax net via some form of direct taxation will help 
in realising the promise of Indian democracy, it notes.
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The Economic Survey also calls for a review and phasing out of the 
tax exemption Raj that benefited the richer private sector. The 
Survey recalls the promise to bring down Corporate Taxes from 
30 percent to 25 percent while proposing the phasing out of 
exemptions in an orderly manner.  It also calls for reasonable 
taxation of the better-off individuals regardless of where their 
income comes from, – Industry, Services, Real Estate or 
Agriculture.  

The Survey identifies Property Taxation as an area calling for 
urgent attention.  Higher Property Tax Rates with periodic 
updation will improve local government finances, discourage 
speculation in real estate sector and pave the way for Smart Cities. 

India has second highest number of undernourished people: 194 
million (19.4 cr.) 

Economic Survey 2015-16 states that India has the second 
highest number of undernourished people at 194.6 million 
person (FAO, State of Food Insecurity in the World, 2015) which 
warrants immediate attention. Moreover, with 27 per cent of the 
population below the poverty line, the rise in prices of food 
impacts the poor adversely, with a greater proportion of their 
household incomes being spent on food. Therefore, along with 
provision of food subsidy, stability in agricultural commodity 
prices is essential for making poorer sections food secure. 

It’s not that difficult, in our times, to recognise when supply is going to 
fall. I was on TV last year – Feb 27, so almost exactly a year back – 
saying: 

The big problem is in pulses. Pulses production was down 10 
percent in the summer crop last year, so that means there is low 
production; there is a 10 percent increase in freight cost for pulses, 
so that automatically creates a potential for inflation in 
pulses and this is potentially bad because this is going to affect 
inflation at least visible inflation from the point of view of the 
common man in a way. This can affect us about two-three months 
down the line and that is one of the big concerns. 

We all know what happened with pulses after that! Prices went berserk 
and the “dal” went up to 180 Rs. per kg. It was predictable for the 
previous year. This year, the issue is less of a problem – but pulse prices 
will probably fall to massive lows due to overproduction. 
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The Budget 2016 saw several small changes here and there, while the 
truly substantial ones were hidden deep in the fine print. Nothing truly 
head-turning, but a few were definitely eyebrow-raising; the EPF 
taxation issue and increased Service Tax come to mind. We had written 
a post as soon as the Budget was out on Feb 29, giving you small tidbits 
about what the key take-aways were. 

Among the more talked-about news regarding the Budget, revolved 
around the issue of Indirect Taxes. This Budget focuses on meeting the 
fiscal deficit targets as stated by the FinMin (3.5%) through increased 
taxes, and a reduced growth in Expenditure. One such way, is through 
Indirect Taxes. 

What are Indirect Taxes? 

To put it simply: Indirect Taxes are taxes that the end-consumer pays for 
indirectly, as opposed to a Direct Tax such as Income or Capital Gains 
Tax, which you would pay straight to the government coffers. Indirect 
Tax is usually levied on the price of a good or a service. Because this tax 
is supposed to hit the end-consumer, the middle-man or the 'agent' 
whose service you avail of, collects the tax from you, and pays it to the 
government on your behalf. 

But that was just the starting point. How has it changed over the years? 

Remember that teeny-weeny line item on your pub bill which says 
"Swachch Bharat Cess'? Indirect Tax. Introduced in the previous Budget. 
How about that annoying item, which coaxes you into buying a Rs. 150 
serving of ice-cream, only to realize that something called VAT has 
bumped up the actual price to Rs. 175. Yup, Indirect Tax. As is the 
'Service Tax'.

Budget 2016: The 
Indirect Tax Show
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Ever wondered: Why are petrol prices still the same, when crude oil is 
tumbling in the markets?! Well, because the government jacked up the 
Excise Duties levied on fuel, thereby negating the positive effects of a 
crude oil drop. This is also a form of Indirect Tax, as the effects are 
passed down directly to the consumer. 

There are many theories around the application of Indirect Taxes, and 
its usefulness to an economy, apart from raising funds for the Central 
Government. The problem with Indirect Taxes, is that everybody pays 
the same amount of tax for the same good/service, regardless of their 
income. The poor and the rich pay the same, which isn't the case for 
Direct Personal or Corporate Income Taxes. It is for this very reason 
that arguments have been raised calling Indirect Taxes a regressive 
regime. 

Now, did we mention the part where it lines the country's pockets? 
Right, then why bother, it is always going to be around. 

Every year, the Budget gives the Finance Ministry a chance to review 
their tax policies and the efficacy of the tax regime that was in place for 
the preceding 12 months. Indirect Taxes are a key component of the 
Revenues earned by the government - in fact, for 2015-16 and 2014-15, 
Indirect Taxes accounted for 48.21% and 43.85% of Gross Tax Revenues 
respectively. 

Indirect Tax Collections
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Indirect Taxes was 8.6% greater than was expected, mainly coz of 
increased excise revenues from crude oil. It was in fact higher than the 
previous year by 29.8%! This was despite reduced inflation. Inflation as 
you know, increases prices, which in turn increase Indirect Tax 
collection as these taxes are based on price. Despite the reduced 
inflation, Indirect Tax Collections were much higher than FY 2014-15; 
this was mainly due to the massive excise duty collections on Crude 
Oil. Excise Duties saw a mammoth near 50% jump from the previous 
year!

Indirect Tax Collections are expected grow 10.8% through to next year. 

Thus, making a few adjustments to the items covered under Excise, 
Customs or Export Duties, or by increasing the rates charged on such 
items, the  government can massively affect Tax Collections. Tax 
Collections are the major contributors to Revenues and the ability to 
augment revenues can have a significant impact on the fiscal deficit. 
Fiscal Deficit is an issue that has been given much importance by both 
the RBI and the Finance Ministry, as a skewed Fiscal Deficit metric can 
have dangerous repercussions for a growing, developing economy such 
as ours. 

This Budget gives the FinMin, the chance to overhaul the policies or 
make minor changes, in order to balance their books. Let's see what the 
FinMin had in store for us this year, as far as Indirect Taxes are 
concerned. 

Customs & Exports 

If you sift through the Budget Memorandum, to the section called 
'Customs' and past the changes in semantics that were proposed, what 
you will come across, are certain products for which the customs rate 
have been increased. These include:

54



Budgetonomics | Demystifying Budget 2016 capitalmind.

Even export duties have been modified; a few of them quite surprising: 

• Iron & Chromium Ore exports have been given a boost 
with export duties being dropped completely. 

• Cold Chain and Refrigerated Containers saw their customs duties 
being reduced. 

• For the Petroleum products and OnG Exploration & Production 
industries, there was good news as customs duties were slashed for a 
slew of items. 

• Customs duties reduced for certain specified fibres, yarns and fabric 
manufactured for export. 

• Certain road-construction machinery saw CVD coming into play at 
12.5%. 

• Braille paper import duty reduced (this news did the rounds a couple 
of months ago when 2 Bangalore girls raised the issue). 

Excise Duties 

Levied on the sale, or production for sale, of specific goods or a tax on a 
good produced for sale, or sold, within a country or licenses for specific 
activities. There are some usual victims here, including: 

• Aerated Beverages; 

• Cigarettes; 

• Fertilisers were boosted by news that excise duties on certain key 
ingredients would be removed; 

• Excise Duties on engines for hybrid electric vehicles were reduced. 

ef

55



Budgetonomics | Demystifying Budget 2016 capitalmind.

There’s a lot of confusion about the whole EPF taxation thing. Let us 
explain. 

• Employees put money every month into their EPF (12% of salary) and 
the company puts another 12%. 

• This money saves tax under section 80C so it’s exempt at entry 

• Then it accrues interest each year, but you pay no tax on that interest. 
(exempt on accrual) 

• Then when you turn 58, you get all the money, tax free.  (exempt at 
exit) 

• This was the EEE regime. 

• This is sadly coming to an end. 

• Now due to Budget2016, when you exit, the amount of money you get 
when you exit will be taxed. But not all of it! 

First, let’s understand this: 

The amount of money you have put in till now, and the interest it will 
get till you retire – that amount is still exempt at tax when you exit. 
That doesn’t change. 

From 1 April 2016, whatever money you put in, that money (plus it’s 
interest) is taxed when you exit.

Clearing the Confusion 
on How EPF is Taxed at 
Exit in Budget 2016
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How Much? 

The tax is: 

• 40% of that corpus is tax free.  

• 60% is added to your taxable income and thus, taxed. 

This is complex because you have to figure out, when you exit, how 
much of that money was for what you paid before 1 April 2016, and 
how much was after, and then apportion the amounts. This requires 
serious math skills especially if the amount of interest every year is 
different! 

Then, you have the big issue: Tax applies not on the gain, but on the 
whole amount. Take an example. Assume I put in Rs. 10,000 a month, 
starting 1 April 2016, for 10 years. That’s Rs. 12 lakh.  

Let’s say my exit corpus is something like 20 lakh.  (Note: This is a yield 
of 9.5%, way higher than current interest rates of about 8.8%) 

You’re thinking: I put Rs. 12 lakh, it’s now Rs. 20 lakh, so I made Rs. 
8 lakh, no? Even if I get taxed, I should get taxed on the Rs. 8 lakh? (Or, 
if you give me inflation adjustment, it might even fall to Rs. 6 lakh?) 

Answer: Are you kidding me? 

The EPF tax applies on the FULL amount. So of the 20 lakh, only Rs. 8 
lakh (40%) is tax free. The remaining 12 lakh rupees get added to 
your income and taxed! If you’re in the 30% tax bracket, you will pay 
Rs. 4 lakh as taxes, taking your post tax return to Rs. 16 lakh – which 
won’t even beat inflation. Plus, note that they just taxed your half of 
your real gains! 

You can complain but that’s how it is.  

Some will tell you – look, you saved taxes when getting in, no? But EPF 
contribution is only one part of the 80C limit – which you can get if you 
have paid kids school fees too, or had a housing loan principal paid 
back, or invested in equity taxsaver funds, or bought insurance policies, 
or bank 5 year tax-saving deposits. Any of these gives you the same 
exemption, and if you have put in the EPF amount too, you’re hosed. 
Plus, if your EPF contribution exceeds 150,000 a year you never got the 
tax benefit getting in.
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Don’t Invest For Taxes 

If you invested in EPF for tax reasons, you will find it was futile. The 
end-tax now is very high, and the only thing which saves you is that 
your contributions till now are tax free on exit. But anything going 
forward is not worthwhile! 

Sadly, EPF is compulsory. But there’s an option.  

Companies have the ability to say they will cap EPF inputs at Rs. 800 or 
so per person. (2% of salary or Rs. 800 per month, whichever was lesser) 

Note: I have been told this has been changed – the min salary was 6500, 
which is upped to Rs. 15,000, in 2014. So you can cap it to 12% of 15,000 
which is Rs. 1800 per month. 

Then no matter how much your salary is, you only pay Rs. 1800 per 
month. We took that option in a company I was in earlier. This option is 
now better since the exit option ensures your real tax is very high when 
you do exit – so no point paying 12% of your real salary when you can 
pay a max of Rs. 1800. However, not every company gives you this 
option. (And apparently, you have to choose that you cap at 15K or you 
pay for full basic as a uniform policy across all employees. I’m not even 
sure if you can change this policy after you’ve started one way) 

But it’s clear now: Don’t invest because of the tax saving based on 
existing tax regimes. The government can change on you and can 
change fast. Your money will be at stake. This time they grandfathered 
the proposal (as in, allowed current corpus to be tax free) but they may 
not do it every time.  

The Last Word on the EPF Thing 

EPF is simply EET (Taxed at Exit) now, and companies should be allowed 
to shift to the NPS for superannuation. The taxes make it less 
worthwhile (like I have shown earlier). However that applies only on 
exits at one shot – currently that’s the option. But things are going to be 
clarified – you may be able to buy an annuity and defer the tax. 

Also note, you do not pay tax at exit on your corpus as of 31 March 2016. 
Current payments have been completely grandfathered at exit. So don’t 
rush to withdraw or remove money; you don’t have to. (Anyhow, you 
can only withdraw what you pay in, with a notification in Feb. Your 
employer’s contributions are not withdrawable till age 58)  

PPF is okay. It’s still exempt, in full, on maturity. 
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NPS is now on par with the EPF, but probably wins because its yields 
have been higher. 

In all cases, the tax on EPF on exit, and the lack of full availability of 
that tax on input (since 80C limits are taken by other things also) means 
you get a horrible retirement package which won’t beat inflation. 
There’s not much you can do though – as an employee, you can’t exit 
easily. You don’t have to exit now, because anyhow nothing that you put 
in till March 31, 2016 will be taxed even on exit. But after that, you need 
to understand that your retirement return immediately becomes 
substandard.  

Update: Minister of State for Finance Jayant Sinha has confirmed on 
twitter that they will issue certain clarifications. Apparently, this rule 
may also apply to PPF (current rules don’t include PPF) and that if you 
transfer the 60% money to an annuity you will not be taxed on that 
60%. And then, supposedly annuity returns (monthly payments) may 
not be taxed. This is all in the air, because I cannot find any of it in the 
finance bill and will need an addendum. 

Overall, this move is a move to the EET regime. This would be fine – 
fully exempt on entry and accrual, and fully taxed on exit. That’s a good 
thing to have in general but remember that in EPF, there are multiple 
issues: 

• EPF entry is not all non-taxable – entry of Rs. 3 lakh (1.5 lakh of 
yours, 1.5lakh of employers) is non taxable, anything more is 
not. Even your contribution is within 80C, where you may have 
exhausted limits due to investments in other securities/
expenses – children’s education, housing loan principal etc. (But 
then exit is also not taxed 100%, only 40%) 

• EPF is not optional – for all companies > 20 employees, it’s 
compulsory. And most don’t make it easy for an employee to 
only take the Rs. 1800 per month option – they actually pay 24% 
of their salary. (People negotiate the FULL salary – which 
includes the employers contribution, as a Cost-To-Company – 
the company will happily pay you the excess if your EPF 
payment is lower, say because you already have other 80C 
exemptions, if you’re okay getting taxed) 

• EPF is the only instrument going EET. Other such things – 
Insurance payouts and ELSS are still EEE. That makes no sense.
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So if what Mr. Sinha says is right, then we must also make EPF optional 
(versus say an NPS or say self-invested lower retirement savings) and 
will see it go 100% tax free at entry too. (Then they can tax 100% at exit, 
which can be an annuity or something else) Also other long term saving 
might also go into the “taxed at exit” mode. This will happen in later 
years. You have to be careful about how the regime is changing – what 
they say is “not taxable” now, can become taxable later. Don’t bet on 
taxes for your retirement kitty.  

Update from FinMin: PPF Is Not Taxable, But EPF Corpus is 
Taxable at Exit And More 

• PPF is unaffected. No change, No tax on exit.  

• EPF Is taxable at exit. If you earned less than 15,000 rupees a month 
when you retire, you don’t pay this exit tax.  

• The idea is to discourage taking full PF when you retire, as a lump-
sum. Take 40%, no tax. The remaining 60% if you do take, you are 
taxed on it (at retirement) 

• Note: it’s 60% of the whole corpus, not interest. 

• If you use this 60% to buy an annuity from an insurer, then there is no 
tax. Now this needs a clarification that it’s not really taxed – because 
technically the money comes to you and you buy an annuity, so it’s 
income in your name. I think the concept may be hidden in the tax 
code, but I haven’t been able to find it. 

• The annuity pays you a monthly amount. This monthly amount is 
taxable. (Please don’t believe what someone has “said”. Income from 
annuities is taxable, nothing has changed there) 

• If you die and the remaining annuity goes to your heirs, they don’t 
pay tax. (basically, we can’t enjoy our money, our heirs can) 

• Employees and Employers can both contribute whatever they want, 
but only 1.5L (each) is allowed as an exemption.  

• People have asked that only the accumulated interest be taxed, not 
principal. And that the input limits should be removed (currently 1.5L 
on both employer and employee contributions). They will think about 
it, so these changes have not yet happened.
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Please note. 

There is a lot of drama happening. Everyone’s furious. But this has to 
happen someday – retirement savings have to be taxed at exit as part of 
the EET regime. However, in this case, it’s piecemeal – firstly, we should 
have a uniform approach for everyone (so even PPF, Insurers, ELSS etc. 
should have a tax on exit), or nothing should. Secondly, remember that 
EPF is mandatory for most people and most companies don’t even know 
they can have employees opt for a lower amount; the EPFO should let 
them lower that liability. Thirdly, the EPF you pay in is not fully tax 
exempt so this amounts to double taxation for the richer employees. 

The law protects past investments but applies to fresh investments 
made in the future. EPF should be only used in the most minimum 
quantities primarily because the quality of annuities in India are way 
lesser than equivalent products. An annuity for life with return of 
premium to your heirs gives you a return of about 6.7% today (Rs. 6,700 
per year for one lakh invested) which is taxable. If you had the corpus, 
you could invest in tax free bonds and get an income of 7.5% tax free. 
Annuities make no sense to buy, but we now are forced to buy them.
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Our Suggestions 

At Capital Mind, the EET regime is not something we abhor. But we 
require a level playing field for all long term tax saving products. If you 
saved tax going in, you’re going to be taxed getting out. That should apply 
for everything. 

So there are two real problems with the EPF and the EET regime. For 
many, it’s TET. (Since the entry amount is often paid from post-tax income) 
and thus it amounts to double taxation of the same amount. Imagine you 
had Rs. 100 and you paid Rs. 30 tax on it, and invested the Rs. 70 into the 
EPF. The Rs. 70 after many years becomes Rs. 150, and now 60% of it is 
taxed again! This is not new (dividend distribution tax is a form of double 
taxation) but is strange to do. A better solution is to simply state that all 
input into EPF is 100% tax free, and all output is 100% taxed.  

Another problem is that annuities from insurers are crap in India, and the 
annuity income is taxable. Instead of demanding that the EPF corpus is 
invested in annuities, the government should state that the money could 
be invested in a) government bonds and b) tax-free bonds just the same as 
annuities. With the rider that they cannot sell and must reinvest any 
principal if it matures. (Otherwise the money gets taxable) People can 
drip-sell and reduce tax liability on their own.  

Not that this will happen, but still, there’s a need for suggesting solutions 
other than “roll it all back”. 
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Jaitley finally withdrew the EPF Proposal. He mentioned this in his 
speech in Parliament: https://www.youtube.com/watch?
v=mP6bAe0pzGc 

Our View 

We think the EPF Tax is gone for now, but they will review the concept 
and come back. The review is intended to push people into a 
pensioned retirement rather than a lump-sum withdrawal and 
therefore this tax can come back in different ways. The fight isn’t over. 
The change will however be a relief to people who can’t change their PF 
contributions because the companies they work in don’t know how to 
switch the contribution amounts. 

The other thing: Even the employer contribution being limited to Rs. 
150,000 for non-taxability has been removed. (Para 139 in the 
speech). So employers can put any amount (limited to 12% of basic 
salary) and that will remain non-taxable, apparently.  

The battle has been won, for today. But in the long term we should 
expect that if it’s not taxed going in, it will be taxed at exit. But at least 
this year, EPF remains “EEE”, like PPF, ELSS and PPF. 

Update: EPF Will No 
Longer Be Taxed, Jaitley 
Withdraws Budget 
Proposal
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Did you know that startup investments (from non-Indians) got a tax 
fillip from the Budget 2016? If they sell shares in a private 
company, they will get taxed at only 10% of the gains in FY17, compared 
to the 20% they currently pay. 

From the Memorandum in the budget:  

Clarification regarding the definition of the term 
‘unlisted securities’ for the purpose of Section 112 (1) 
(c) 

Existing provisions of clause (c) of sub-section (1) of 
section 112 provide tax rate of ten per cent for long-
term capital gain arising from transfer of securities, 
whether listed or unlisted. The expression 
“securities” for the purpose of the said provision has 
the same meaning as in clause (h) of section 2 of the 
Securities Contracts (Regulations) Act, 1956 (32 of 
1956)(‘SCRA’). A view has been taken by the courts 
that shares of a private company are not “securities”. 

With a view to clarify the position so far as taxability 
is concerned, it is proposed to amend the provisions 
of clause (c) of sub-section (1) of section 112 of the 
Income- tax Act, so as to provide that long-term

Startup Boost: 
Investments By Non-
Residents in Private 
Companies Will See 
Only 10% Capital Gains 
Tax
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capital gains arising from the transfer of a capital 
asset being shares of a company not being a company 
in which the public are substantially interested, shall 
be chargeable to tax at the rate of 10 per cent. 

And because some of you will be curious, here’s the Section 112 part 
that is being referred: 

 (c)  in the case of a non-resident (not being a 
company) or a foreign company,— 

 (i)  the amount of income-tax payable on the total 
income as reduced by the amount of such long-term 
capital gains, had the total income as so reduced 
been its total income; and 

 (ii)  the amount of income-tax calculated on long-
term capital gains [except where such gain arises 
from transfer of capital asset referred to in sub-
clause (iii)] at the rate of twenty per cent; and 

(iii) the amount of income-tax on long-term capital 
gains arising from the transfer of a capital asset, 
being unlisted securities, calculated at the rate of ten 
per cent on the capital gains in respect of such asset 
as computed without giving effect to the first and 
second proviso to section 48; 

Wait, Wait. Cut Through The BS, No? 

Ok, boss. 

• Assume you are a VC or a foreign investor, even an NRI in 
Dubai. 

• You bought shares of Indian company (private). 

• Flipkart acquired you. And paid money. And this was more 
than a year after you bought the shares. (So long term capital 
gains taxes apply) 

• You currently pay 20% of tax on the “gain” you make. 

• Why? Because this is a private unlisted company. 

• And because some courts had decided that shares of private 
unlisted companies were not “securities”. So the (iii) clause
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above does not apply.  

• So the new budget has said: Dude, they are securities. From 
April 1, 2016, any sales of private company shares will be 
treated as securities, so (iii) above will apply, and the investor 
has to pay only 10% of gains as tax. 

• What the F is “first and second proviso of section 48”? Glad you 
asked. You can offset the impact of inflation when you calculate 
long term capital gains. If you bought something at Rs. 10 and 
sold at Rs. 20, and inflation was say 20%, then your cost is 
assumed to have become Rs. 12, so your gain is Rs. 8. You pay 
20% of Rs. 8. This is the section 48 thing. So basically, they’re 
saying, don’t offset inflation and pay 10%, or offset inflation 
and pay 20%.  

• Many of these investments are exited at 10x or 20x (okay, we 
wish). But even if not, the effective tax rate is the 10% upper 
barrier. 

But Indian Investors Can’t Celebrate 

If we are Indian residents, there’s no love for us. We pay 20% on 
unlisted securities gains. (Whether or not we care about inflation 
offsets) This applies to both Indian companies and individuals. Sad! 

This is unfair. I hope they fix this. We lost all our energy on the silly EPF 
thing. Now we can only hope the finance minister listens. How do you 
make in India if you incentivize only foreign investors?  

For most VCs coming through Mauritius or Singapore, this doesn’t 
matter. They don’t pay any capital gains taxes since we have a treaty in 
place. Individual investors who’ve sold shares and who aren’t resident 
in India will see a lower tax at exit. Indian residents who sell shares, no 
such luck! 

If you’re going to sell a company, it’s perhaps better to leave India for six 
months, live in Dubai and then sell shares to get a lower tax incidence. 
This is however a stupid thing to do for the country, and lets hope the 
FinMin keeps that in mind and equalizes the space for all Indian 
residents too.  

Note: This doesn’t apply to “listed” securities. Even as an Indian 
resident, you either pay zero tax (if you sold in the stock market) or 10% 
upper limit (if you sold in an off-market transaction).
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Our Take 

Non-Resident investors get a fillip in terms of a lower tax rate when 
exiting private companies, so startups get helped to that extent. It would 
however make more sense, if they wanted to incentivise such 
investments, to extend the lower tax to Indian residents also.
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In February, the Finance Ministry announced some radical measures 
around the rates that various Small Savings Schemes currently offer.  

The products that are colloquially referred to as Small Savings Schemes 
include: 

• Post Office Savings Bank accounts 

• Public Provident Fund 

• Post Office Time Deposits (1-yr, 2-yr, 3-yr and 5-yr) 

• Post Office RDs 

• Kisan Vikas Patra 

• National Savings Certificate 

among others. 

Currently, the rates for these products stand at:

Small Savings Schemes: 
Interest Rates Slashed!
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How Do the Interest Rates for these Schemes Get Determined? 

The Ministry segregates these schemes, on the usage of the funds that 
are raised through them. Based on the perceived ‘nobility’ of the cause, 
the schemes offer rates above the benchmark Government Security of 
comparable maturities. 

So for example, the Sukanya Samriddhi Yojana and the Senior Citizens 
Savings scheme offer 9.2% and 9.3% respectively; the highest among the 
Small Savings schemes. They enjoy a spread of 75 bps and 100 bps over 
the rate of G-securities of comparable maturities. This is what the 
Ministry had to say about the move: 

1. The Sukanya Samriddhi Yojana, the Senior 
Citizen Savings Scheme and the Monthly 
Income Scheme are savings schemes based 
on laudable social development or social 
security goals.  Hence, the interest rate and 
spread that these schemes enjoy over the G-
sec rate of comparable maturity viz., of 75 
bps, 100 bps and 25 bps respectively have 
been left untouched by the Government.  

2. Similarly the spread of 25 bps that long term 
instruments, such as the 5 yr Term Deposit, 
5 year National Saving Certificates and 
Public Provident Fund (PPF) currently enjoy 
over G-Sec of comparable maturity, have 
been left untouched as these schemes are 
particularly relevant to the self-employed 
professional and salaried classes.  This will 
encourage long term savings. 

3. The 25 bps spread that 1 yr., 2yr. and 3 yr. 
term deposits, KVPs and 5 yr Recurring 
Deposits have over comparable tenure 
Government securities, shall stand removed 
w.e.f. April 1, 2016 to make them closer in 
interest rates to the similar instruments of 
the banking sector.  This is expected to 
help the economy move to a lower 
overall interest rate regime eventually 
and thereby help all, particularly low-
income and salaried classes.
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All these revisions mentioned in the 3rd point above, will come into 
effect from April 01 this year. All revisions will be done each quarter. 

Why is there so Much Clamour for this Move? 

Why indeed? As per information from the RBI, at the end of May 2015 
deposits under all the savings schemes put together, totalled Rs. 
6.28 lakh cr. This included funds allocated towards Deposits, Certificates 
and the Public Provident Fund (PPF) schemes. 

Why is there so Much Clamour for this Move? 

Why indeed? As per information from the RBI, at the end of May 2015 
deposits under all the savings schemes put together, totalled Rs. 
6.28 lakh cr. This included funds allocated towards Deposits, Certificates 
and the Public Provident Fund (PPF) schemes. 
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Of these, the schemes that are going to offer rates more closely linked to 
the market are:
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All the figures are as of May 2015. As of that date, the funds under the 
schemes that are going to be affected by the revision of rates amount to 
Rs. 2.54 lakh cr – more than 40% of all funds invested in all these 
schemes! 

The main reason why the Ministry is taking such a move, is to enable 
the easy transmission of rate cuts by the RBI, through to the consumers 
via banks. Banks are claiming that the attractiveness of these schemes, 
reduces the competitiveness of their interest-bearing products, as 
customers prefer to move to these smaller schemes where returns are 
higher. Apparently, the issue of the schemes’ higher interest rates 
having an impact on monetary transmission had been raised by the RBI 
with the government. Banks had also raised the issue at the pre-budget 
consultations held with finance minister Arun Jaitley. 

There is another interesting tidbit in the FinMin announcement: 

The compounding of interest which is biannual in the 
case of 10 yr National Saving Certificate 
(discontinued since 20-12-2015), 5 yr National Saving 
Certificate and Kisan Vikas Patra, shall be done on an 
annual basis from 1.4.16. 

In effect, if the rates on these instruments were to go down by even 50 
bps, that could lead to an annual savings of Rs. 1,250 cr. to the 
government. Coupled with the announcement of taxation on EPF funds, 
these are 2 steps that are sure to keep the country’s fiscal situation in 
check. We shall wait till the 15th of March, when the first revision gets 
announced. 
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