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DIRECT TAX – LAWS AND PRACTICE 

 

 

CAPITAL GAINS 
 

Chargeability: Section 451 

Section 45 provides that any profits or gains arising from the transfer of a capital 

asset effected in the previous year will be chargeable to income-tax under the 

head ‘Capital Gains’. Such capital gains will be deemed to be the income of the 

previous year in which the transfer took place. In this charging Section, two terms 

are important. One is “capital asset” and the other is “transfer”. 

 

Conditions:2 

 a) There should be a capital asset. In other words, the asset transferred should be 

a capital asset on the date of transfer; 

b) It should be transferred by the taxpayer during the previous year; 

c) There should be profits or gain as a result of transfer. 

 

Capital Assets:3 

Land, building, house property, vehicles, patents, trademarks, leasehold rights, 

machinery, and jewellery are a few examples of capital assets. This includes 

having rights in or in relation to an Indian company. It also includes the rights of 

management or control or any other legal right. 

 

                                                           
1 https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf 
2 https://taxguru.in/income-tax/capital-gain.html 
3 https://cleartax.in/s/capital-gains-income 

https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf
https://taxguru.in/income-tax/capital-gain.html
https://cleartax.in/s/capital-gains-income
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The following do not come under the category of capital asset: 

a. Any stock, consumables or raw material, held for the purpose of business or 

profession 

b. Personal goods such as clothes and furniture held for personal use 

c. Agricultural land in rural India 

d. 6½% gold bonds (1977) or 7% gold bonds (1980) or national defence gold 

bonds (1980) issued by the central government 

e. Special bearer bonds (1991) 

f. Gold deposit bond issued under the gold deposit scheme (1999) or deposit 

certificates issued under the Gold Monetisation Scheme, 2015 

Definition of rural area (from AY 2014-15) – Any area which is outside the 

jurisdiction of a municipality or cantonment board, having a population of 10,000 

or more is considered a rural area. Also, it should not fall within a distance (to be 

measured aerially) given below – (population is as per the last census) 

4 

Short-term capital asset:5  

An asset held for a period of 36 months or less is a short-term capital asset. The 

criteria of 36 months have been reduced to 24 months for immovable properties 

such as land, building and house property from FY 2017-18. 

                                                           
4 https://cleartax.in/s/capital-gains-income 
5 https://cleartax.in/s/capital-gains-income 

https://cleartax.in/s/capital-gains-income
https://cleartax.in/s/capital-gains-income
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For instance, if you sell house property after holding it for a period of 24 months, 

any income arising will be treated as long-term capital gain provided that 

property is sold after 31st March 2017. 

 

Long-term capital asset:  

An asset that is held for more than 36 months is a long-term capital asset. The 

reduced period of the aforementioned 24 months is not applicable to movable 

property such as jewellery, debt-oriented mutual funds etc. They will be classified 

as a long-term capital asset if held for more than 36 months as earlier.  

Some assets are considered short-term capital assets when these are held for 12 

months or less. This rule is applicable if the date of transfer is after 10th July 2014 

(irrespective of what the date of purchase is). 

The assets are: 

a. Equity or preference shares in a company listed on a recognized stock 

exchange in India 

b. Securities (like debentures, bonds, govt securities etc.) listed on a recognized 

stock exchange in India 

c. Units of UTI, whether quoted or not 

d. Units of equity oriented mutual fund, whether quoted or not 

e. Zero coupon bonds, whether quoted or not 

When the above-listed assets are held for a period of more than 12 months, they 

are considered as long-term capital asset. 

In case an asset is acquired by gift, will, succession or inheritance, the period for 

which the asset was held by the previous owner is also included when determining 

whether it’s a short term or a long-term capital asset. In the case of bonus shares 

or rights shares, the period of holding is counted from the date of allotment of 

bonus shares or rights shares respectively. 

 

Transfer [SECTION 2(47)]6 

As per S. 2(47) of Income Tax Act, 1961, unless the context otherwise requires, the 

term “transfer”, in relation to a capital asset, includes- 

                                                           
6 https://www.caclub.in/transfer-meaning-s-247-income-tax/ 

https://www.caclub.in/transfer-meaning-s-247-income-tax/
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(i) The sale, exchange or relinquishment of the asset; or 

(ii) The extinguishment of any rights therein; or 

(iii) The compulsory acquisition thereof under any law; or 

(iv) In a case where the asset is converted by the owner thereof into, or is treated 

by him as, stock-in-trade of a business carried on by him, such conversion or 

treatment; or 

(iva) The maturity or redemption of a zero coupon bond; or 

(v) Any transaction involving the allowing of the possession of any immovable 

property to be taken or retained in part performance of a contract of the nature 

referred to in Section 53A of the Transfer of Property Act, 1882; or 

(vi) Any transaction (whether by way of becoming a member of, or acquiring 

shares in, a co-operative society, company or other association of persons or by 

way of any agreement or any arrangement or in any other manner whatsoever) 

which has the effect of transferring, or enabling the enjoyment of, any immovable 

property. 

 

Scope and Year of Chargeability7 

(i) Receipts from insurance parties [Section 45(1A)]:- Where any person receives 

any money or other assets under any insurance from an insurer, then, any profits 

or gains arising from receipt of such money or other assets shall be treated as 

“Capital gains” and shall be deemed to be the income of such person in the year 

of receipt. 

(ii) Conversion or treatment of a capital asset as stock-in-trade [Section 45(2)]: - 

Such a transaction is a transfer. The profits or gains arising from such conversion or 

treatment will be chargeable to income-tax as his income of the previous year in 

which such stock-in-trade is sold or otherwise transferred by him. 

(iii) Transfer of beneficial interest in securities [Section 45(2A)]:- Where any person 

has had at any time during the previous year any beneficial interest in any 

securities, then, any profits or gains arising from the transfer made by the 

Depository or participant of such beneficial interest in respect of securities shall be 

chargeable to tax as the income of the beneficial owner of the previous year in 

which such transfer took place and shall not be regarded as income of the 

                                                           
7 https://www.hostbooks.com/in/capital-gains-income/ 

https://www.hostbooks.com/in/capital-gains-income/


Page 4 of 18 
 

depository who is deemed to be the registered owner of the securities by virtue 

of Section 10(1) of the Depositories Act, 1996. 

(iv) Introduction of capital asset as capital contribution [Section 45(3)]:- With the 

transfer of a capital asset to a firm, AOP or BOI as capital contribution or otherwise, 

the profits or gains arising from such transfer will be chargeable to tax as income 

of the previous year in which such transfer takes place. 

(v) Distribution of capital assets on a firm’s dissolution [Section 45(4)]:- With the 

transfer of capital assets by way of distribution of capital assets on the dissolution 

of a firm or AOP or BOI or otherwise shall be chargeable to tax as the income of 

the firm etc. of the previous year in which such transfer takes place. For this 

purpose, the fair market value of the asset on the date of such transfer shall be 

the full value of consideration. 

(vi) Compensation on compulsory acquisition [Section 45(5)]: - When the Central 

Government pays compensation for compulsory acquisition of a building or some 

other capital asset belonging to a person, capital gains may arise. Such capital 

gains are chargeable as income of the previous year in which such 

compensation is received. 

Enhanced Compensation: If the court awards a compensation which is higher 

than the original compensation, the difference thereof will be chargeable to 

capital gains in the year in which the same is received from the government. 

 

CAPITAL GAINS ON DISTRIBUTION OF ASSETS BY COMPANIES IN LIQUIDATION 

[SECTION 46]8 

(1) In the hands of liquidated company: Where the assets of a company are 

distributed to its shareholders on its liquidation, such distribution shall not be 

regarded as a transfer by the company for the purposes of Section 45 [Section 

46(1)]. The above Section is restricted in its application to the circumstances 

mentioned therein i.e., the assets of the company must be distributed in specie to 

shareholders on the liquidation of the company. If, however, the liquidator sells 

the assets of the company resulting in a capital gain and distributes the funds so 

collected, the company will be liable to pay tax on such gains.  

(2) In the hands of shareholders: Shareholders receive money or other assets from 

the company on its liquidation. They will be chargeable to income-tax under the 

head ‘capital gains’ in respect of the market value of the assets received on the 

                                                           
8 https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf 
 

https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf


Page 5 of 18 
 

date of distribution, or the moneys so received by them. The portion of the 

distribution which is attributable to the accumulated profits of the company is to 

be treated as dividend income of the shareholder under Section 2(22)(c), which 

is subject to dividend distribution tax in the hands of the company. The same will 

be deducted from the amount received/fair market value for the purpose of 

determining the consideration for computation of capital gains.  

(3) Capital gains tax on subsequent sale by the shareholders: If the shareholder, 

after receipt of any such asset on liquidation of the company, transfers it, then 

Fair Market value on the date of distribution would be treated as cost of 

acquisition of such asset. 

 

CAPITAL GAINS ON BUYBACK, ETC. OF SHARES [SECTION 46A] 9 

(1) In case of listed shares or other specified securities: Any consideration received 

by a shareholder or a holder of other specified securities from any company on 

purchase of its own shares or other specified securities held by such shareholder 

or holder of other specified securities shall be chargeable to tax on the difference 

between the cost of acquisition and the value of consideration received by the 

holder of securities or by the shareholder, as the case may be, as capital gains. 

The computation of capital gains shall be made in accordance with the 

provisions of Section 48. Such capital gains shall be chargeable in the year in 

which such shares/securities were purchased by the company. For this purpose, 

“specified securities” shall have the same meaning as given in Explanation to 

Section 77A of the Companies Act, 1956.  

(2) In case of unlisted shares: However, in case of buyback of unlisted shares by 

domestic companies, additional income-tax@20% (plus surcharge@12% and 

cess@3%) is leviable in the hands of the company. Consequently, the income 

arising to the shareholders in respect of such buyback of unlisted shares by the 

domestic company would be exempt under Section 10(34A), where the 

company is liable to pay additional income-tax on the buyback of shares. 

 

 

 

                                                           
9 https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf 
 

https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf


Page 6 of 18 
 

Transactions not regarded as transfer10 

47. Nothing contained in Section 45 shall apply to the following transfers:— 

(i) any distribution of capital assets on the total or partial partition of a Hindu 

undivided family; 

(ii) any distribution of capital assets on the dissolution of a firm, body of 

individuals or other association of persons; 

(iii) any transfer of a capital asset under a gift or a will or an irrevocable trust; 

(iv) any transfer of a capital asset by a company to its subsidiary company, 

if— 

(a) The parent company or its nominees hold the whole of the share 

capital of the subsidiary company, and 

(b) the subsidiary company is an Indian company; 

(v) Any transfer of a capital asset by a subsidiary company to the holding 

company, if— 

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

the holding company, and 

(b) the holding company is an Indian company. 

(vi) any transfer, in a scheme of amalgamation, of a capital asset by the 

amalgamating company to the amalgamated company if the 

amalgamated company is an Indian company; 

(vii) any transfer by a shareholder, in a scheme of amalgamation, of a capital 

asset being a share or shares held by him in the amalgamating company 

if— 

(a) the transfer is made in consideration of the allotment to him of any 

share or shares in the amalgamated company, and 

(b) the amalgamated company is an Indian company. 

 

Mode of computation of Capital Gains (SECTION 48)11 

The income chargeable under the head "Capital gains" shall be computed, by 

deducting from the full value of the considera­tion 56 received or accruing as a 

result of the transfer of the capital asset the following amounts, namely: — 

 

                                                           
10 https://www.incometaxindia.gov.in/Acts/Income-tax%20Act,%201961/1969/102120000002038752.htm 
 
11 https://incometaxindia.gov.in/Acts/Income-tax%20Act,%201961/2004/102120000000019652.htm 

https://www.incometaxindia.gov.in/Acts/Income-tax%20Act,%201961/1969/102120000002038752.htm
https://incometaxindia.gov.in/Acts/Income-tax%20Act,%201961/2004/102120000000019652.htm
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          (i)  expenditure incurred wholly and exclusively in connec­tion with such 

transfer 56; 

         (ii)  the cost of acquisition of the asset and the cost of any improvement 56 

thereto: 

Provided that in the case of an assessee, who is a non-resident, capital gains 

arising from the transfer of a capital asset being shares in, or debentures of, an 

Indian company shall be computed by converting the cost of acquisition, 

expenditure incurred wholly and exclusively in connection with such transfer and 

the full value of the consideration received or accruing as a result of the transfer 

of the capital asset into the same foreign currency as was initially utilised in the 

purchase of the shares or debentures, and the capital gains so computed in such 

foreign currency shall be reconverted into Indian currency, so, however, that the 

aforesaid manner of computation of capital gains shall be applicable in respect 

of capital gains accruing or arising from every reinvestment thereafter in, and sale 

of, shares in, or debentures of, an Indian company : 

Provided further that where long-term capital gain arises from the transfer of a 

long-term capital asset, other than capital gain arising to a non-resident from the 

transfer of shares in, or debentures of, an Indian company referred to in the first 

provi­so, the provisions of clause (ii) shall have effect as if for the words "cost of 

acquisition" and "cost of any improvement", the words "indexed cost of 

acquisition" and "indexed cost of any improvement" had respectively been 

substituted: 

Provided also that nothing contained in the second proviso shall apply to the 

long-term capital gain arising from the transfer of a long-term capital asset being 

bond or debenture other than capital indexed bonds issued by the Government: 

 Provided also that where shares, debentures or warrants referred to in the proviso 

to clause  

(iii) of Section 47 are transferred under a gift or an irrevocable trust, the market 

value on the date of such transfer shall be deemed to be the full value of 

consid­eration received or accruing as a result of transfer for the purposes of this 

Section.] 
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The following proviso shall be inserted after the fourth proviso to Section 48 by the 

Finance (No. 2) Act, 2004, w.e.f. 1-4-2005:12 

Provided also that no deduction shall be allowed in computing the income 

chargeable under the head "Capital gains" in respect of any sum paid on 

account of securities transaction tax under Chapter VII of the Finance (No. 2) Act, 

2004. 

Explanation. —For the purposes of this Section, — 

        (i)  "foreign currency" 60 and "Indian currency" 60 shall have the meanings 

respectively assigned to them in Section 2 of the Foreign Exchange Regulation 

Act, 1973 (46 of 1973); 

        (ii)  the conversion of Indian currency into foreign currency and the 

reconversion of foreign currency into Indian currency shall be at the rate of 

exchange prescribed in this behalf; 

       (iii)  "indexed cost of acquisition" means an amount which bears to the cost 

of acquisition the same proportion as Cost Inflation Index for the year in which the 

asset is trans­ferred bears to the Cost Inflation Index for the first year in which the 

asset was held by the assessee or for the year beginning on the 1st day of April, 

1981, whichever is later; 

        (iv)  "indexed cost of any improvement" means an amount which bears to 

the cost of improvement the same proportion as Cost Inflation Index for the year 

in which the asset is transferred bears to the Cost Inflation Index for the year in 

which the improvement to the asset took place; 

       (v)  "Cost Inflation Index", in relation to a previous year, means such Index as 

the Central Government may, having regard to seventy-five per cent of average 

rise in the Consumer Price Index for urban non-manual employees for the 

immediately preceding previous year to such previous year, by notification 62 in 

the Official Gazette, specify, in this behalf. 

                                                           
12 https://incometaxindia.gov.in/Acts/Income-tax%20Act,%201961/2004/102120000000019652.htm 

https://incometaxindia.gov.in/Acts/Income-tax%20Act,%201961/2004/102120000000019652.htm
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13 

 

 

 

 

 

 

 

Exemptions under Section 1014 

The following are the exemption in respect of capital gains under Section 10: 

Section 10(33): Long-term or short-term capital gain arising on transfer of units of 

Unit Scheme, 1964 (US 64) (transferred on or after 1-4-2002). 

Section 10(37): An individual or Hindu Undivided Family (HUF) can claim 

exemption in respect of capital gain arising on transfer of agricultural land 

situated in an urban area by way of compulsory acquisition. This exemption is 

available if the land was used by the taxpayer (or by his parents in the case of an 

                                                           
13 https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf 
14 https://help.myitreturn.com/hc/en-us/articles/360001630552-Are-any-capital-gains-exempt-under-section-10- 

https://resource.cdn.icai.org/46240bos36354p4secAcp4d.pdf
https://help.myitreturn.com/hc/en-us/articles/360001630552-Are-any-capital-gains-exempt-under-section-10-
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individual) for agricultural purpose for a period of 2 years immediately preceding 

the date of its transfer. 

Section 10(37A): An individual or Hindu Undivided Family (HUF) can claim 

exemption in respect of capital gain arising on transfer of land or building or both 

under Land Pooling Scheme under the Andhra Pradesh Capital City Land Pooling 

Scheme (Formulation and Implementation) Rules, 2015. This exemption is 

available if individual or HUF was owner of such land as on 02-06-2014. [Inserted 

by the Finance Act 2017 w.e.f. 01-04-2015]. 

Section 10(38): Long-term capital gain arising on transfer of equity shares or units 

of equity oriented mutual fund (*) or a unit of a business trust other than a unit 

allotted by the trust in exchange of shares of a special purpose vehicle as referred 

to in Section 47(xvii), will be exempt from tax, if the following conditions are 

satisfied: 

The asset transferred should be equity shares of a company or units of an equity 

oriented mutual fund or a unit of a business trust other than a unit allotted by the 

trust in exchange of shares of a special purpose vehicle as referred to in Section 

47. 

 

Bonus Share15 

Bonus shares are additional shares given to the current shareholders without any 

additional cost, based upon the number of shares that a shareholder owns. These 

are company's accumulated earnings which are not given out in the form of 

dividends, but are converted into free shares. 

Where bonus shares are allotted without any payment on the basis of holding of 

original shares, the cost of such bonus shares will be nil in the hands of the original 

shareholder. 

 

Right Shares16 

Right shares are the shares that are issued by a company for its existing shareholders. 

The existing shareholders have their right to subscribe to these shares unless some 

special rights reserve them for some other persons. 

 

                                                           
15 https://economictimes.indiatimes.com/definition/bonus-share 
16 https://www.mbaskool.com/business-concepts/finance-accounting-economics-terms/8636-right-shares.html 

https://economictimes.indiatimes.com/definition/bonus-share
https://www.mbaskool.com/business-concepts/finance-accounting-economics-terms/8636-right-shares.html
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Cost of improvement17 

Cost of improvement is the capital expenditure incurred by an assessee for 

making any addition or improvement in the capital asset. It also includes any 

expenditure incurred in protecting or curing the title. In other words, cost of 

improvement includes all those expenditures, which are incurred to increase the 

value of the capital asset. However, any expenditure which is deductible in 

computing the income under the heads Income from House Property, Profits and 

Gains from Business or Profession or Income from Other Sources (Interest on 

Securities) would not be taken as cost of improvement. 

–    Cost of Improvement in relation to below mention shall be taken to be nil. 

i)    Goodwill. 

ii)   Right to manufacture, produce or process any article or thing. 

iii) Right to carry on any business. 

–  Any other capital asset. 

i) In case asset acquired before 01/04/1981 – Cost of Improvement incurred since 

01/04/1981 either by previous owner or assessee. 

ii) In case asset acquired after 01/04/1981 – All cost incurred by previous owner 

and assessee. 

 

 

 

 

 

 

 

 

 

 

 

                                                           
17 https://taxguru.in/income-tax/section-55-cost-acquisition-improvement.html 

https://taxguru.in/income-tax/section-55-cost-acquisition-improvement.html
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Exemption on Capital Gains 

 

18 

 

 

 

                                                           
18 https://www.caclubindia.com/forum/cg-exemption-u-s-54-54b-54d-54ec-54f-54g-54ga-table-46334.asp 

https://www.caclubindia.com/forum/cg-exemption-u-s-54-54b-54d-54ec-54f-54g-54ga-table-46334.asp
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24 https://www.caclubindia.com/forum/cg-exemption-u-s-54-54b-54d-54ec-54f-54g-54ga-table-46334.asp 

https://www.caclubindia.com/forum/cg-exemption-u-s-54-54b-54d-54ec-54f-54g-54ga-table-46334.asp
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Capital Gains Account Scheme25: 

Capital Gains Account Scheme was introduced in 1988 by the Central 

Government. As mentioned above, the time limit available to the depositor for 

re-investment and avail the exemption, in many cases is longer than the due date 

to file the return of income. In such cases, the taxpayer is given an option of 

depositing such underutilised capital gains in ‘Capital Gains Account’ introduced 

under Capital Gains Account Scheme. Any capital gain invested in Capital Gains 

Account Scheme will be eligible for capital gain exemption as it would in case of 

re-investment. 

 

 

Short-term capital gain arising on account of transfer of short-term capital asset is 

computed as follows:  

 

 

26  

 

 

 

                                                           
25 https://cleartax.in/s/capital-gains-accounts-scheme 
26 https://www.incometaxindia.gov.in/tutorials/14-%20stcg.pdf 

https://cleartax.in/s/capital-gains-accounts-scheme
https://www.incometaxindia.gov.in/tutorials/14-%20stcg.pdf
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Long-term capital gain arising on account of transfer of long-term capital asset 

will be computed as follows:27  

 

 

 

 

TAX ON LONG-TERM CAPITAL GAINS [SECTION 112]  

(i) Where the total income of an assessee includes long-term capital gains, tax is 

payable by the assessee @20% on such long-term capital gains. The treatment of 

long-term capital gains in the hands of different types of assessees are as follows  

(1) Resident individual or Hindu undivided family: Income-tax payable at normal 

rates on total income as reduced by long-term capital gains plus20% on such 

long-term capital gains. However, where the total income as reduced by such 

long-term capital gains is below the maximum amount which is not chargeable 

to income-tax then such long-term capital gains shall be reduced by the amount 

by which the total income as so reduced falls short of the maximum amount 

which is not chargeable to income-tax and the tax on the balance of such long-

term capital gains will be calculated @ 20%.  

 

                                                           
27 https://www.incometaxindia.gov.in/Tutorials/15-%20LTCG.pdf 

https://www.incometaxindia.gov.in/Tutorials/15-%20LTCG.pdf
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(2) Domestic Company: Long-term capital gains will be charged @ 20%. (3) Non-

corporate non-resident / foreign company:  

   (i) Long-term capital gains arising from the transfer of a capital asset, being 

unlisted securities, or shares of a company not being a company in which public 

are substantially interested, would be calculated at the rate of 10% on the capital 

gains in respect of such asset without giving effect to the indexation provision 

under second proviso to Section 48 and currency fluctuation under first proviso to 

Section 48.  

    (ii) In respect of other long-term capital gains, the applicable rate of tax would 

be 20%.  

(4) Residents (other than those included in (i) above): Long-term capital gains will 

be charged @20%. (ii) Lower rate of tax for transfer of listed securities and zero 

coupon bonds: Where the tax payable in respect of any income arising from the 

transfer of a listed security (other than a unit) or a zero coupon bond, being a 

long-term capital asset, exceeds 10% of the amount of capital gains before 

indexation, then such excess shall be ignored while computing the tax payable 

by the assessee.  

Consequently, long term capital gains on transfer of units of debt oriented mutual 

fund and unlisted securities are not eligible for concessional rate of tax@10% 

(without indexation benefit). Therefore, the long-term capital gains, in such cases, 

is taxable@20% (with indexation benefit).  

However, in case of non-corporate non-residents and foreign companies, long 

term capital gains arising from transfer of a capital asset, being unlisted securities 

or shares in a company in which public are not substantially interested are eligible 

for a concessional rate of tax@10% (without indexation benefit).  

(iii) No deduction under Chapter VI-A against LTCG: The provisions of Section 112 

make it clear that the deductions under Chapter VIA cannot be availed in 

respect of the long-term capital gains included in the total income of the 

assessee. 
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                                        Tax on long-term capital gains [Section 112] 

 


