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Abstract:  This study investigates the taxation structure of mutual funds and derivative products in India, 

with a particular emphasis on HDFC Asset Management Company (HDFC AMC). The study examines the 

tax consequences for various investor groups, such as retail investors, high-net-worth individuals (HNIs), and 

institutional investors, and assesses how taxes effects investment decisions and portfolio management 

strategies. 

The Income Tax Act of 1961 provides varied tax treatment for equity, debt, and hybrid mutual funds, as 

well as derivative instruments such as futures, options, and swaps. The study uses a mixed-method approach, 

which includes a review of relevant literature, portfolio analysis, and scenario-based tax computations, to 

investigate the effectiveness of tax planning and the impact of tax legislation on HDFC AMC's mutual fund 

products.  

Findings reveal that equity mutual funds are generally more tax-efficient due to favorable long-term capital 

gains (LTCG) tax rates and exemptions, while derivatives are subject to higher tax volatility. Additionally, 

the abolition of the Dividend Distribution Tax (DDT) has shifted the tax burden to individual investors, 

affecting their overall returns. The study also compares India’s tax regime to international practices in markets 

like the US and UK, where tax rates vary by income level and investment duration. 

Index Terms - Mutual fund taxation, Derivative taxation, HDFC AMC, Capital gains tax, Tax efficiency, 

Securities Transaction Tax (STT), Dividend Distribution Tax (DDT), Investment behavior 

I. INTRODUCTION 

 

In India's rapidly expanding investment landscape, mutual funds and derivative instruments have emerged as 

critical financial tools for a diverse variety of investors. As one of India's major asset management businesses, 

HDFC Asset Management Company Limited (HDFC AMC) plays an important role in providing these 

investment products to both individual and institutional clients. Taxation, as a critical component of financial 

decision-making, has a direct impact on the attractiveness and profitability of these investments. 

Understanding the tax structure for mutual funds and derivatives is therefore critical for investors who want 

to maximise returns while minimising tax costs. 

The Indian tax structure, largely administered by the Income Tax Act of 1961, has separate laws for different 

financial instruments. Mutual funds are divided into equity, debt, and hybrid schemes, each with a unique tax 
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treatment based on the holding term and type of gain. Long-term capital gains (LTCG) from equities mutual 

funds held for more than a year are taxed at 10% for sums over ₹1 lakh, while short-term capital gains (STCG) 

are taxed at 15%. Derivative instruments, such as futures, options, and swaps, are typically taxed as business 

income or short-term capital gains, depending on the investor's classification (Iyer, 2020). The tax status of 

these securities influences’ investor choices, risk appetite, and portfolio management tactics. 

Taxation is an important aspect influencing investor behaviour and corporate strategy in business 

management, particularly within an MBA framework. Investors, particularly high-net-worth individuals 

(HNIs), retail investors, and institutional participants, seek tax-efficient returns to reduce their tax burden 

while meeting their financial goals. Understanding the complexities of tax efficiency, particularly in the 

context of HDFC AMC's mutual funds and derivatives, is critical for making educated decisions because it 

influences cash flows, investment horizon, and risk management techniques. Taxation has an impact on 

product offerings, fund management techniques, and marketing initiatives targeted at increasing client 

happiness while meeting regulatory requirements (Kale & Dighe, 2021). 

Furthermore, India's taxes rules have changed significantly in recent years. The repeal of the Dividend 

Distribution Tax (DDT) in 2020 moved the tax burden from corporations to individual investors, who are now 

taxed based on their income bracket (Choudhary, 2020). This legislative shift has influenced investor 

preferences, particularly among those looking for stable dividend income. Furthermore, the imposition of the 

Securities Transaction Tax (STT) on equities and derivative transactions has complicated the tax environment, 

making it critical for investors and asset management firms to stay current with new tax legislation (Garg & 

Chhabra, 2021). 

International comparisons emphasise the relevance of taxation in affecting investment decisions. For example, 

in economies such as the United States and the United Kingdom, tax rates on short- and long-term capital 

gains vary according to income level, resulting in a more varied tax landscape for investors (Campbell and 

Ramadorai, 2020). These worldwide insights serve as important benchmarks for evaluating how HDFC 

AMC's taxation strategy compares to international standards, as well as how Indian investors may profit from 

tax-efficiency measures. 

The goal of this research is to investigate the complex tax arrangements that effect mutual funds and derivative 

investments at HDFC AMC. This study will assess how taxes affect investing decisions, portfolio 

management methods, and overall financial planning by assessing the tax consequences for several types of 

investors—retail, HNIs, and institutional. This study attempts to provide useful insights into the impact of 

taxation in driving both investor behaviour and company strategy in India's changing financial ecosystem by 

analysing HDFC AMC's product offerings and portfolio performance. 

II. RESEARCH OBJECTIVES  

The primary research objective for the research are as follows 

 Analyse the tax consequences of mutual funds for various categories of investors.  

 To investigate the tax implications of various derivatives and their impact on investing strategies. 

 To compare the tax efficiency of mutual funds with direct investments in securities.  

 To investigate the international taxation of mutual funds and derivatives. 
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III. RESEARCH FRAMEWORK 

Sources of Secondary Data: 

 Financial Data: Gather information from financial reports, mutual fund prospectuses, and derivative 

product disclosures to determine the true tax impact on investment returns from hdfc asset 

management company. 

 Tax laws and Regulations: Collect relevant tax laws, legislation, and policy papers from various 

jurisdictions to better understand the legal framework that governs mutual fund and derivatives 

taxation. 

 Academic journals and research papers: Use existing academic material to support theoretical 

arguments and compare results. 

IV. SCOPE OF STUDY 

Scope of the Study: 

 Investor Categories: The research would divide investors into four categories: individual retail 

investors, institutional investors, high-net-worth individuals (HNIs), and non-resident investors. 

 Mutual Fund forms: The various forms of mutual funds (equity, debt, hybrid, and ETFs) and their 

respective tax treatments can be discussed. 

 Taxation Aspects: The study will look at capital gains tax (both short-term and long-term), dividend 

distribution tax (or the impact of dividend income taxes after abolishment), and the tax implications 

of systematic withdrawal plans (SWPs). 

 Influence of Tax Changes: The study could also consider the influence of recent or anticipated tax 

changes, both at the national and state/local levels. 

 Tax Rules: It would also explore certain tax regulations related to derivatives, including how losses 

are carried forward, how gains or losses that are marked-to-market are taxed, and how cash settlements 

are treated differently from physical settlements. 

 Long-Term vs. Short-Term Investments: An analysis of the tax efficiency of long-term versus 

short-term investment strategies. 

 Economic Implications: In addition to the legal concerns, the study might consider how taxes affect 

investment habits, market efficiency, and financial planning from an economic standpoint.  

 

 

V. LITERATURE REVIEW 

Overview: 

Given the consequences for investor behaviour, portfolio management, and market dynamics, mutual fund 

and derivative taxes has become a hot topic in academia and the industry. This literature review examines 

various studies that have looked at how taxation affects investment strategies in mutual funds and derivatives, 

both in India and globally. 

 

Mutual funds, particularly equity mutual funds, have been widely studied for their tax benefits and how these 

tax structures influence investor decisions. In the Indian context, the tax treatment of short-term and long-

term capital gains (STCG and LTCG) differs significantly. In equity mutual funds, STCG is taxed at 15% and 

LTCG (for gains over ₹1 lakh) at 10% (Aggarwal, 2019). Such structures encourage long-term investments 

by providing relatively low tax rates and exemptions for minor gains. According to Aggarwal (2019), this tax 

benefit has had a substantial impact on the expansion of equity mutual funds in India, especially among retail 

investors who value tax efficiency. 
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Furthermore, after the Dividend Distribution Tax (DDT) is abolished in 2020, dividends will be taxed at the 

investor's income slab rate, introducing heterogeneity in tax consequences. This has moved investor 

preferences away from dividend-paying schemes and towards growth-oriented funds, which are typically 

more tax-efficient for long-term investors (Krishnamurthy, 2020). 

 

Derivatives, such as futures, options, and swaps, have become increasingly important in mutual fund 

strategies, notably for risk management and return enhancement. However, the tax treatment of derivatives is 

still complex and varies based on the type of instrument and holding duration. According to Pingle Wang 

(2023), mutual funds utilise derivatives more to increase returns than to hedge, which is consistent with 

findings from studies in the United States and Europe. 

 

In India, derivatives are frequently taxed as business income, particularly futures and options, with STCG 

taxed at 15% on non-speculative transactions. Gains from interest rate swaps and currency futures are 

considered company income and taxed at the corporation rate, complicating tax planning (Kumar & Gupta, 

2019). Furthermore, the Securities Transaction Tax (STT) on derivative transactions raises the tax burden, 

albeit it does have the advantage of simplifying tax calculations for investors. 

 

Mutual funds and derivatives are taxed very differently around the world. In the United States, for example, 

derivative gains are taxed at varying rates depending on whether they are short-term or long-term, and this 

classification might influence overall portfolio management approach (Deloitte, 2020). In example, the United 

Kingdom levies a Capital Gains Tax (CGT) on mutual funds and derivatives but provides several exemptions 

that might lower the effective tax rate for long-term investors (Pingle Wang, 2023). These worldwide taxation 

disparities provide a useful comparative framework for understanding how taxes affect fund performance and 

investor behaviour in India. 

 

The literature also analyses how tax regimes influence investment decision-making. According to Kaniel and 

Wang (2022), investors are more inclined to use tax-efficient tools to boost returns, such as equity mutual 

funds with LTCG benefits or derivatives, especially during moments of market instability, such as the 

COVID-19 epidemic. However, the tax burden from STT and other taxes tends to decrease the appeal of direct 

derivative investments when compared to mutual funds, which provide professionally managed, tax-efficient 

portfolios (Wang, 2023). 

 

VI. DATA ANALYSIS 

 

1.Analyse the tax consequences of mutual funds for various categories of investors. 

 

1. Mutual Fund Overview: 

a. Introduction to HDFC AMC’s Small-Cap, Mid-Cap, and Large-Cap Funds 

Mutual funds are often classified according to their investment methods and market capitalization. 

 Small-Cap Funds: Small-Cap Funds invest largely in small-cap firms. These companies are often 

thought to have tremendous growth potential, but they also pose a higher risk. 

 Mid-Cap Funds: Invest in medium-sized businesses while balancing growth and stability. 

 Large-Cap Funds: Invest in well-established companies that are often less volatile and risky. 
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Table 1 

 

Fund 

Type 

Examples of 

HDFC Funds 

AUM (₹ 

Crores) 

1-Year Return 

(%) 

5-YearReturn 

(%) 

Expense Ratio 

(%) 

Small-

Cap 

HDFC Small 

Cap Fund 
33,893.79 36.37 30.47 1.57 

Mid-

Cap 

HDFC Mid-

Cap 

Opportunities 

75,296.23 46.77 30.74 1.39 

Large-

Cap 

HDFC Top 100 

Fund 
37,783.08 39.7 20.43 1.6 

Data as per factsheet of August 2024. 

 

2. Key Differences Between Small-Cap, Mid-Cap, and Large-Cap Funds: 

 

Table 2 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Graphical Representation: 

A bar chart showing average returns for small-cap, mid-cap, and large-cap mutual funds over different time 

periods: 

Table 3 

Fund Type 
1-Year Return 

(%) 

5-YearReturn 

(%) 

10-

YearReturn 

(%) 

Small-Cap 36.37 30.47 20.31 

Mid -Cap 46.77 30.74 19.92 

Large-Cap 39.7 20.43 13.78 

 

Fund 

Type 

Market 

Capitalization 

Growth 

Potential 
Volatility 

Risk 

Level 

Ideal 

Investor 

Small-

Cap 

Below ₹5,000 

crore 

Very 

High 

Very 

High 
High 

Aggressive, 

long-term 

investors 

Mid-

Cap 

₹5,000-

₹20,000 crore 
High Moderate Medium 

Balanced 

risk-return 

investors 

Large-

Cap 

Above 

₹20,000 crore 
Moderate Low Low 

Conservative, 

risk-averse 

investors 
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Chart 1 AVERAGE RETURN 

 

2. Mutual Fund Taxation 

Tax on Capital Gains 

1. Short-Term Capital Gains (STCG) on Equity Mutual Funds 

 If units are sold within a year of purchase, the gains are considered short-term capital gains. 

 STCG tax rate is 15%. 

For example, if an investor sells their mutual fund units after holding them for 9 months and makes a 

profit of ₹50,000, the capital gains tax will be: 

Tax on STCG = ₹50,000 × 15% = ₹7,500 

 

2. Long-Term Capital Gains (LTCG) on Equity Mutual Funds: 

 

 If units are sold after being held for more than a year, the gains are considered long-term capital 

gains. 

 LTCG tax rate is 10% for gains over ₹1 lakh in a fiscal year. There is no tax on gains up to ₹1 

lakh. 

For instance, if an investor holds mutual fund units for 2 years and earns a profit of ₹2.5 lakhs, the 

tax will be calculated as: 

LTCG Taxable Amount = ₹2,50,000 − ₹1,00,000 (exemption) = ₹1,50,000 

Tax on LTCG = ₹1,50,000 × 10% = ₹15,000 

Table 4 

 

 

 

 

 

 

 

 

 

 

 

 

Fund Type Holding Period Tax Rate 

Equity Mutual Funds 
Less than 1 year 

(STCG) 

15% on gains 

(Short-Term 

Capital Gains) 

  
More than 1 

year (LTCG) 

10% on gains 

exceeding ₹1 lakh 

(Long-Term 

Capital Gains) 

36.37
30.47

20.31

46.77

30.74

19.92

39.7

20.43

13.78

1-YEAR RETURN (%) 5-YEARRETURN (%) 10-YEARRETURN (%)

Chart Title

Small-Cap Mid -Cap Large-Cap
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Tax on Dividend Income 

 

 Before 2020, mutual funds were subject to Dividend Distribution Tax (DDT), which required 

corporations to pay tax prior to releasing dividends. Investors were not required to pay any additional 

taxes, but the fund company modified the payout for taxes. 

 DDT is no longer used after 2020. Dividends are now taxable in the investor's hands, based on their 

income tax slab rate under the Old or New Regimes. 

 

       Table 5 

 

 

 

 

 

 

 

 

 

 

 

 

 

A comparison between the old and new regimes for dividend taxation. 

 

The tax treatment of dividends depends on whether you choose the Old Regime or the New Regime.  

 

 Old Regime: Investors can claim deductions such as 80C, 80D (health insurance), home loan interest, 

and so on, but dividends are taxed at the corresponding tax rate. 

 New Regime: Lower tax rates but no deductions, and dividend income is still taxed based on the 

income slab. 

 

Recent Tax Regime Changes:  

 

 Dividend Taxation Shift (2020): Investors are now taxed based on their marginal tax rate rather than 

the mutual fund's DDT, which has a greater impact on high-income investors. 

 Impact of the New Regime: While lower-income investors may benefit from lower tax rates, high-

income investors may still choose the Old Regime if they can claim considerable deductions.  

 

3. Tax Consequences for Different Investor Categories: 

a) Individuals: The tax treatment of persons is determined by their income tax slab rates. Gains over 

₹1 lakh are subject to 10% tax, whereas short-term gains are subject to 15% tax. 

b) High Net Worth Individuals (HNIs): Since HNIs are in the highest tax bracket, the tax 

implications are more severe for them, particularly considering the 10% LTCG and high-income 

surcharge. 

c) Corporate Investors: Investments in mutual funds may affect a company's overall tax efficiency. 

Corporations pay a fixed tax rate on capital gains. 

d) Non-Resident Indians (NRIs): Taxation of NRIs may be impacted by special tax laws such as 

DTAA agreements and withholding tax (10% on LTCG). 

 

 

Investor 

Category 

Old Regime 

(DDT) 

New Regime (2020 

onwards) 

Individual in 5% 

slab 

Dividend tax-

free (DDT paid 

by AMC) 

5% tax on dividend 

income 

Individual in 

20% slab 

Dividend tax-

free (DDT paid 

by AMC) 

20% tax on 

dividend income 

Individual in 

30% slab 

Dividend tax-

free (DDT paid 

by AMC) 

30% tax on 

dividend income 
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5. Comparative Analysis: 

a. Comparison of Tax Liabilities: 

 

Table 6 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

2   To investigate the tax implications of various derivatives and their impact on investing strategies  

 

1.Overview of Derivatives  

Financial instruments known as derivatives get their value from underlying assets like stocks, bonds, or 

commodities. In India, institutional investors like HDFC Asset Management Company (AMC) often employ 

derivatives including futures, options, forwards, and swaps to hedge risk and speculate. 

Types of Derivatives HDFC AMC Frequently Uses: 

 Futures: Agreements to purchase or sell an item at a fixed price and date in the future. 

 Options: Contracts known as options grant its holder the option, but not the responsibility, to purchase 

or sell an asset. 

 Swaps: Agreements between two parties to exchange cash flows; usually used for managing interest 

rates or currencies. 

 Forwards: Customised agreements between two parties to purchase or sell an item at a predetermined 

future period are known as forwards. 

 

 

 

 

 

 

 

Investor Category Small-Cap Fund Mid-Cap Fund 
Large-Cap 

Fund 

Individuals 

(Retail) 
High STCG risk 

Moderate 

STCG/LTCG 

Low, mostly 

LTCG 

HNIs 
Higher tax due to 

surcharge 
Balanced impact 

Long-term 

efficiency 

Corporate 

Investors 
Flat rate tax impact Moderate efficiency Most efficient 

NRIs 
Withholding tax 

applies 

Withholding tax 

applies 

DTAA benefits 

apply 
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Table 7 

Derivative 

Type 
Purpose Underlying Asset Use at HDFC AMC 

Futures 
Speculation, 

Hedging 
Equity, Index Portfolio risk management 

Options Hedging Equity, Index 
Risk reduction during 

volatility 

Swaps 
Interest Rate, 

Currency 

Currency, Interest 

Rate 

Hedging foreign exchange 

risk 

Forwards Hedging 
Currency, 

Commodities 
Tailored hedging needs 

 

 

India's Derivatives Tax System: 

The Income Tax Act in India regulates the taxation of derivative instruments. Depending on the kind of 

derivative, how it is used (hedging vs. speculating), and whether it is traded on an accredited stock exchange, 

the tax treatment differs. 

1. Equity Derivatives (Options & Futures):  

 15% tax is applied to short-term capital gains (STCG) on recognised exchanges that are not 

speculative. 

 Depending on the investor's income tax slab, speculative revenue from derivatives not traded 

on approved exchanges is taxed as business income. 

2. Non-equity derivatives, such as currency forwards and interest rate swaps: 

 Profits from interest rate swaps and currency derivatives are taxable at the appropriate 

corporate tax rate for institutional investors and are regarded as business income. 

 These derivatives' losses may be deducted from other corporate revenue. 

3. The tax on securities transactions (STT): 

 

 Derivative trades carried out on approved exchanges are subject to STT. 

 

 STT is charged at 0.01% on the sale side of futures. 

 

 STT is applied to options at a rate of 0.05% of the premium value. 

 

 

Table 8 

Derivative Type Tax Treatment STT Rate Applicable Tax Rate 

Futures (Equity) 
Short-term capital 

gains 
0.01% on sell side 15% 

Options (Equity) 
Short-term capital 

gains 

0.05% on 

premium 
15% 

Currency 

Forwards 
Business income N/A As per investor tax slab 

Interest Rate 

Swaps 
Business income N/A 

As per corporate tax 

rate 
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Graphical Representation: 

Chart 2 

 

 

 

Impact of Derivative Taxation on HDFC AMC’s Investment Strategies: 

Particularly, HDFC AMC uses derivatives to optimize its equities and debt mutual fund strategies. Derivatives 

improve returns and assist in risk management for portfolios. On the other hand, portfolio performance and 

investor returns may be impacted by these instruments' tax consequences.  

1. Hedging Techniques with Derivatives: To protect its portfolios from market volatility, HDFC AMC 

frequently employs futures and options. These tactics preserve investor capital by lowering downside risk, 

but they may also result in increased tax liabilities, particularly if the holdings are liquidated within a year. 

Example: 

 HDFC AMC uses equity index futures to hedge its exposure in a large-cap mutual fund. 

 If the position is held for less than a year, the gains are taxed at 15% (STCG), reducing the overall 

returns. 

Table 9 

Hedging 

Strategy 

Tax 

Consequence 
Tax Rate 

Impact on 

Returns 

Equity Index 

Futures (1 

year) 

STCG on gains 15% 

Lowers net 

returns for 

investors 

Equity Options 

(1 year) 
STCG on gains 15% 

Reduces the cost-

effectiveness of 

hedging 

 

2. Speculative vs. Long-Term Derivative Strategies: To profit from transient market fluctuations, HDFC 

AMC may take on speculative derivative positions, but these approaches are subject to significant taxes. Long-

term tactics, on the other hand, are more tax-efficient (such as holding options for more than a year). 

Example: 

 Speculative currency derivatives held for a few months are taxed as business income, with the gains 

added to corporate income tax liability. 

 Longer-term derivative strategies are beneficial because they attract a lower tax rate (if structured 

properly). 

0%
2%
4%
6%
8%

10%
12%
14%
16%

0.01% on sell side 0.05% on premium N/A N/A

Short-term capital
gains

Short-term capital
gains

Business income Business income

Futures (Equity) Options (Equity) Currency Forwards Interest Rate Swaps

Chart 2
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Tax Implications for Different Investor Categories: 

The tax consequences of derivatives can vary depending on the type of investor. 

 

Table 10 

Investor Category Tax Implications 
Recommended 

Strategy 

Retail Investors 

STCG on derivative gains 

is 15%, raising tax 

burdens. 

Focus on long-term 

derivative positions 

to reduce STCG 

liabilities. 

HNIs 

HNI investors fall into 

higher tax brackets, 

making derivatives costly. 

Use tax-efficient 

hedging strategies 

to reduce exposure. 

Corporate 

Investors 

Derivative gains taxed as 

business income at 

corporate tax rates. 

Employ hedging to 

manage 

currency/interest 

rate risks with 

minimal tax. 

Institutional 

Investors 

High turnover in 

derivative trading results 

in higher STCG. 

Use longer holding 

periods for 

derivatives to 

optimize tax 

liabilities. 

 

Comparative Analysis of Tax Scenarios 

Scenario 1: Speculative Trading in Equity Futures 

 An investor speculates in equity futures and earns a profit of ₹2 lakh. 

 Tax as STCG at 15% = ₹30,000. 

 Effective return after tax: ₹1.7 lakh. 

Scenario 2: Long-Term Hedging with Currency Forwards 

 An institutional investor holds a currency forward contract for 2 years and earns ₹3 lakh. 

 Taxed as business income at 30% = ₹90,000. 

 Effective return after tax: ₹2.1 lakh. 
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Table 11 

Scenario 
Profit 

Earned 
Tax Rate 

Tax 

Liability 

Net 

Return 

Speculative 

Trading 

(Futures) 

₹ 

2,00,000 

15% 

(STCG) 
₹ 30,000 

₹ 

1,70,000 

Long-

Term 

Hedging 

(Forwards) 

₹ 

3,00,000 

30% 

(Business 

Tax) 

₹ 90,000 
₹ 

2,10,000 

 

Chart 3 

 

3.To compare the tax efficiency of mutual funds with direct investments in securities. 

1. Introduction to Investment Vehicles. 

Mutual Funds: 

Mutual funds combine funds from different participants to invest in a diverse portfolio of stocks, bonds, and 

other securities. HDFC AMC provides a few mutual fund alternatives, which include:  

 Equity Funds invest mostly on stocks. 

 Debt Funds: Invest in fixed-income securities. 

 Hybrid funds combine stock and debt assets. 

Direct Investments: 

Direct investments entail purchasing individual securities (stocks and bonds) directly from the market. 

Investors maintain complete control over their investing decisions, but they carry all related risks.  

 

Table 12 

Investment 

Type 
Characteristics Benefits Risks 

Mutual 

Funds 

Professionally 

managed; 

diversified 

Professional 

management; 

diversification 

Management 

fees; limited 

control 

Direct 

Investments 

Direct 

ownership of 

securities 

Full control; 

potential for 

higher returns 

Higher risk; 

requires 

more 

knowledge 

₹200,000 

0 ₹30,000 

₹170,000 

₹300,000 

0 ₹90,000 

₹210,000 

PROFIT EARNED TAX RATE TAX LIABILITY NET RETURN

Chart 3

Speculative Trading (Futures) Long-Term Hedging (Forwards)
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2. Taxation Framework in India 

Mutual Funds  

          Capital Gains Tax: 

 Short-Term Capital Gains (STCG) are taxed at 15% for equity mutual funds held for less than a 

year. 

 Equity mutual funds with profits above ₹1 lakh (held for more than a year) are subject to a 10% 

LTCG tax rate. 

Dividend distribution tax (DDT): 

Dividends are taxed at 20% before distribution, which reduces net profits for investors. 

Direct investments  

          Capital Gains Tax: 

 Short-Term Capital Gains (STCG) are taxed at the investor's applicable income tax bracket (for 

assets held for less than one year). 

 Long-Term Capital Gains (LTCG) are taxed at 10% on gains above ₹1 lakh for equities held for 

over a year. 

 Dividend Tax 

            Tax on Dividends: 

 Dividends from direct stock investments are taxed at the investor's current income tax bracket.  

 

Table 13 

        

 

 

 

 

 

 

 

 

 

Comparative Analysis of Tax Efficiency 

 

Table 14 

             

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Investment 

Type 

STCG 

Tax Rate 

LTCG 

Tax Rate 

DDT/Dividend 

Tax 

Mutual Funds 
15% 

(equity) 

10% 

(above ₹1 

lakh) 

20% at source 

Direct 

Investments 

Investor 

slab 

10% 

(above ₹1 

lakh) 

Taxed at 

investor's slab 

Investor 

Category 

Mutual Funds (Tax 

Efficiency) 

Direct Investments 

(Tax Efficiency) 

Retail 

Investors 

Lower STCG 

burden; predictable 

outcomes 

Higher potential 

taxes; more volatile 

HNIs 
Beneficial due to ₹1 

lakh exemption 

Higher taxes based on 

slab; less efficient 

Corporate 

Investors 

Better for tax 

planning; stable 

returns 

Complex tax 

implications; more 

variability 
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Scenario-Based Analysis 

1. Holding Period Impact: 

o Scenario A: Investor holds mutual fund for 1 year. 

o Scenario B: Investor holds direct stock for 1 year and sells. 

 

Table 15 

Scenario Type Gains Tax Rate 
Tax 

Liability 

Scenario 

A 
Mutual Fund ₹ 1,50,000 

10% 

(LTCG) 
₹ 15,000 

Scenario 

B 
Direct Stock ₹ 1,50,000 

20% 

(assumed 

slab) 

₹ 30,000 

 

4.To investigate the international taxation of mutual funds and derivatives. 

1. An overview of mutual funds and derivatives. 

Mutual Funds 

Mutual funds pool capital from different investors and invest in a diverse range of securities overseen by 

experienced fund managers. They are available in numerous varieties, such as: 

Equity Funds 

 Debt Funds 

 Hybrid Funds 

 Index Funds 

Derivatives 

Derivatives are financial instruments that derive their value from underlying assets (such as stocks, bonds, or 

commodities). Common types include: 

 

 Futures 

 Options 

 Swaps  

 Forwards 
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2. International Taxation Frameworks: 

 

Capital Gain Tax 

 

1. United States:  

 Short-Term Capital Gains (STCG) are taxed like ordinary income.  

 Long-term capital gains (LTCG) are taxed at 0%, 15%, or 20%, depending on income level. 

2. United Kingdom: 

 STCG is taxed at 10% for basic rate taxpayers and 20% for higher rate taxpayers.  

 LTCG is taxed at similar rates, with an annual exemption amount. 

3. India: 

  STCG is 15% for equities mutual funds (held for less than a year). 

 LTCG: 10% on equities fund gains over ₹1 lakh (held for more than a year). 

 

Dividend Taxation  

 

       1.  United States 

 Qualified dividends: Taxed at 0%, 15%, or 20%, depending on income level. 

 Ordinary dividends are subject to ordinary income tax. 

2.  United Kingdom 

 Dividend Tax Allowance: Up to £2,000 is tax-free; everything above that is taxed at 7.5%, 32.5%, or 

38.1%, depending on income. 

3. India 

 Dividend Distribution Tax (DDT): 20% is deducted at the source from mutual fund dividends.  

 

 

3.Taxation of Derivatives 

1. United States 

 In the United States, gains from derivatives are taxed as either ordinary income (short-term) or capital 

gains (long-term), depending on the holding period. 

2. United Kingdom 

 Most derivative transactions are taxed as capital gains; nevertheless, financial instruments are subject 

to certain limitations. 

3. India 

 Gains from derivatives are classified as business income for corporations; individuals pay a 15% 

STCG on equity derivatives. 
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4. Comparative Analysis of Tax Policies: 

 

 

Table 16 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

5. Cross-border Investments 

Investors who want to invest in overseas mutual funds and derivatives should consider: 

 

1. Double Taxation Avoidance Agreements (DTAA):  

 These agreements protect investors from paying taxes on the same income in both jurisdictions. 

 Investors can claim tax credits for taxes paid abroad, lowering their total tax burden. 

 

2. Implications for Investors:  

 Withholding taxes on foreign dividends may vary by jurisdiction. 

 Understanding the existing tax treaties is critical to maximising tax efficiency. 

  

 

 

6. Investor Categories and Tax Implications: 

 

Table 17 

 

 

 

 

 

 

 

 

 

 

 

 

 

Country 

STCG on 

Mutual 

Funds 

LTCG 

on 

Mutual 

Funds 

Dividend 

Tax Rate 

Derivative 

Taxation 

United 

States 

Ordinary 

income 

0%, 

15%, 

20% 

0%, 15%, 

20% 

Ordinary 

income/LTCG 

United 

Kingdom 

10% 

(basic) / 

20% 

(higher) 

Like 

STCG 

7.5%, 

32.5%, 

38.1% 

Capital gains 

India 15% 

10% 

(above 

₹1 lakh) 

20% 

(DDT) 

Business 

income 

(individuals: 

STCG at 15%) 

Investor 

Category 
Mutual Funds Derivatives 

Retail 

Investors 

Beneficial for 

tax-efficient 

investing 

Higher tax 

liabilities on 

frequent 

trading 

HNIs 

Favourable tax 

treatment due to 

LTCG exemption 

Can utilize 

derivatives 

for hedging; 

tax-efficient 
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VII. CONCLUSION 

 

Mutual funds and derivatives are liable to taxation dependent on the type of investment and the investor's 

status. Short-term capital gains (STCG) on stock investments held for less than a year are taxed at 15%, while 

long-term capital gains (LTCG) are taxed at 10% on profits beyond ₹1 lakh. Dividends are taxed according 

to the investor's income tax bracket, whereas derivatives like futures and options are subject to a 15% STCG. 

Corporate investors pay the corporate tax rate, which includes profits from hedging activities. The Securities 

Transaction Tax (STT) governs the sale of derivatives. Mutual funds are typically more tax-efficient than 

direct investments due to LTCG exemptions and professional management. High-net-worth individuals 

should focus on tax-efficient solutions such as SWPs and hedging. 

 

The impact of taxation on investment strategies is enormous, influencing both investor behaviour and portfolio 

composition. Tax treatment, which includes Short-Term Capital Gains (STCG), Long-Term Capital Gains 

(LTCG), and dividend taxes, has a direct impact on returns, influencing investment duration, fund selection, 

and trading strategies. Short-term assets incur greater STCG taxes, whilst long-term investments benefit from 

a lower LTCG rate. Furthermore, speculative derivative trading carries greater taxes, making it less appealing 

to retail investors. 

Mutual funds, particularly equities funds, provide tax advantages, notably through long-term capital gains tax 

breaks. Growth plans are more tax-efficient than dividend plans since the elimination of the Dividend 

Distribution Tax (DDT) have rendered dividends taxable for individuals, which affects people in higher tax 

rates. Different investor types, such as retail investors, high-net-worth individuals (HNIs), and institutional 

investors, have different tax consequences, with long-term plans typically more advantageous. 

International comparisons reveal that India's capital gains tax rates are competitive, particularly when 

compared to countries such as the United States and the United Kingdom. Derivatives can be useful risk 

management tools, but their taxation is complicated and varies by purpose and holding period. Tax-efficient 

funds, such as index and passive funds, frequently beat actively managed funds due to lower turnover, making 

them appealing to long-term investors. Changes in tax policy, such as the abolition of DDT, have had a 

significant impact on investor behaviour, and future reforms should consider the implications on both retail 

and institutional participants. 

 

 

 

 

 

 

 

 

 

 

 

Institutional 

Investors 

Greater 

flexibility in tax 

planning 

Taxed as 

business 

income; may 

offset losses 
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