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F
inally, the Reserve Bank of
India has freed interest
rates on savings bank ac-

counts. Predictably, banks have
started offering better rates (6%)
on savings accounts, mostly for
amounts exceeding .̀ 1 lakh. Does
this mean investors who park
their spare cash in liquid and ul-
tra short-term bond funds (or liq-
uid plus funds) should abandon
the practice? 

“Liquid and liquid plus funds
are still good options to keep
your idle cash due to the higher
returns on offer and a better tax
treatment, compared with the
interest on savings bank ac-
count,” says Pankaj Mathpal,
managing director, Optima
Money Managers.

According to Value Research, a
mutual fund tracking agency, the
category of liquid funds deliver-
ed 8.26% in the past year and liq-
uid plus funds as a category deliv-
ered 8.55% during the same
period. To get a better idea, take a
look at how they performed in the
short term. 

Liquid and liquid plus funds’
categories delivered 0.73% and
0.72% last month. Compare this
with what the savings bank ac-
count has started offering and
you will get a better picture of the
situation. Some banks like Yes
Bank, Kotak Bank and IndusInd

Bank have hiked the interest
rates on savings bank account to
6%. This is definitely better than
the that savings bank accounts
have been earning till the rate de-
regulation. Still, the returns lag
short-term funds.

DON’T GO BY RATES ALONE

However, focusing on the rates
alone could be a mistake. This is
because the interest on savings
bank account is assured. But that
is not the case with the liquid and
liquid plus funds. These funds in-
vest in call money market and
short-term papers and the NAV

keeps moving up with the ac-
crued interest. A liquid fund
manager will invest in debt in-
struments with less than 90 days’
residual maturity. 

In liquid plus fund, the fund
manager may have instruments
with longer maturity to make ex-
tra returns, which, of course,
comes at an extra risk. Put sim-
ply, the returns from these funds
will be in line with the prevailing
short-term interest rates. Howev-
er, there is good news. 

“Given the government’s bor-
rowing programme, liquidity in
the system is expected to remain

count even at night, using inter-
net banking, but an investment in
liquid fund will be available only
the next day,” says Mukund Sesh-
adri, founder-partner, MS Ven-
tures Financial Planners. 

The worst situation will be
when you have to start looking
for your agent to redeem your in-
vestments in liquid and liquid
plus funds. Of course, there are
options like online investments
that offer access to your money at
the click of a button.

Experts may stand divided on
which option should be used for
maintaining emergency funds,
but liquid and liquid plus funds
remain the best option to keep
idle cash otherwise for two rea-
sons. Firstly, you can earmark
the money in a fund for a specific
purpose, but that won’t be the
case with the money kept in a sav-
ings bank account. Secondly,
transactions in relation to these
funds are easy. 

You can invest in liquid funds
and liquid plus funds through on-
line platforms or your stock bro-
ker. If after selling your shares,
you are expecting a large sum and
you want it to be invested in liq-
uid and liquid plus funds, then
you can do it through the same
broker handling your stocks.
This will help you save the time
involved in transferring funds
from the broker to the bank and
then to the liquid fund, and also
maximise returns. 

Of course, before investing in a
liquid and liquid plus funds
through any third-party distrib-
utor, it is better to ensure that
there are no charges on such
transactions.
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a strong case for liquid and liquid
plus funds since they primarily
invest in short-term papers and
call money markets. 

PAY ATTENTION TO THE TAX ANGLE

The dividend distribution tax
(DDT) on liquid funds is 27.03%
whereas the DDT on liquid plus
funds is 13.52% for individual in-
vestors. The interest on savings
bank account is, however, added
to an individual’s income and
taxed at the rate applicable to the
individual. This means if you are
in the higher tax bracket, you will
pay a tax of 30.9% on your inter-
est from savings bank account. 

“The favourable tax treatment
means the post-tax returns on liq-
uid and liquid plus funds are like-
ly to be higher than the interest
earned on savings bank ac-
count,” says Mathpal. 

Generally, idle cash is parked for
a short term. Hence, for those in-
vesting in liquid funds, it makes
sense to be with the monthly divi-
dend option. You may choose the
dividend reinvestment option to
keep the money invested. In all
the other cases, your dividends
are credited to your bank account
electronically if you have chosen
that option. 

NEVER LOSE SIGHT OF YOUR GOAL

Now, the big question: Why do
you keep liquid cash? The answer
is simple — at least in the case of
most people. One, we must set
aside some money for any emer-
gency. The other situation when
you are sitting on cash is when
you have sold some of invest-
ments and are looking for the
right time to deploy your funds in
the market. 

“In the case of an emergency
fund, more than returns, safety
and accessibility are of higher
importance. One can access his/
her money in a savings bank ac-

low, which will ensure that the
short-term rates, especially in
the call money market, remains
firm,” says Yadnesh Chavan,
fund manager — fixed income,
Mirae Asset Mutual Fund. 

The government has been bor-
rowing from the financial mar-
kets to fund its widening deficit,
and this has impaired liquidity in
the banking system. 

Since bankers don’t see im-
provement in the liquidity situa-
tion in the near future, short-
term instruments such as certifi-
cates of deposit may continue
charging firm rates. That makes
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Managing money requires more
skill than making it. That is why it
is important to invest wisely by op-
timally balancing both risk and re-
turns. Private investments such as
deposits with commercial banks
and mutual funds have been at-
tractive due to convenience and
better liquidity. On the other hand,
investments in government sav-
ing schemes have been popular
with investors as they are consid-
ered secure investments. 

On July 8, 2010, the Centre consti-
tuted an expert committee under
the chairpersonship of Shyamala
Gopinath, deputy governor, Re-
serve Bank of India, for a compre-
hensive review of the National
Small Savings Fund. The commit-
tee submitted its report in June.
Broadly, recommendations in the
report include increasing liquidi-
ty, linking returns on small sav-
ings with returns on secondary
market yields of comparable gov-
ernment securities, etc. Let us now
see the available savings options,
the tax implications on them un-

der the Income-Tax Act, 1961, and
what suggestions the committee
has for some of these schemes.

15-YEAR PUBLIC PROVIDENT FUND:

Public Provident Fund, or PPF,
with its various tax benefits, is a pop-
ular saving instrument. Falling in
the Exempt Exempt Exempt (EEE)
regime, an amount invested in PPF
is deductible under Section 80C of
the I-T Act. (Under the section invest-
ments of up to .̀ 1 lakh per financial
year in specified instruments will be
eligible for tax deductions). Interest
generated in the account (approxi-
mately 8% compounded annually) is
tax-free. Further, withdrawal
amount is also tax exempt.

Investment in PPF is currently re-
stricted to .̀ 70,000 per financial
year (FY). However, the committee
has recommended that the limit be
increased to .̀ 1 lakh per FY, to align
it with the ceiling of Section 80C of
the I-T Act. 

NATIONAL SAVINGS CERTIFICATES:

Investment in National Savings
Certificate, or NSC, qualifies for de-
duction under Section 80C of the I-T
Act. The interest accrued is taxable
in the hands of the individual. How-
ever, the annual interest accrued is
deemed to be reinvested (except in-
terest in the maturity year) and,
thus, qualifies for deduction under
Section 80C of the I-T Act. 

The committee’s report has, howev-
er, proposed that the benefit under
Section 80C of the I-T Act on the ac-
crued interest on NSC be with-
drawn.

Currently, NSC is issued for a
fixed term of six years and offers
8% interest, compounded half
yearly. The committee’s report
says that two NSC schemes be in-
troduced with maturity periods of
five years and 10 years and the in-
terest rates be benchmarked to the

five-year and 10-year government
securities.

POST OFFICE SCHEMES: Investments
in five-year time deposit qualifies
for deduction under Section 80C of
the I-T Act, subject to the overall
limit of .̀ 1 lakh in an FY. 

However, interest earned on the
deposit is liable to tax. These depos-
its offer interest varying from
6.25% to 7.5% depending on the pe-
riod of deposit. 

With respect to savings account,
from FY 2011-12, interest income of
.̀ 3,500 (in single account) and .̀ 7,000
(in joint account) is exempt from
tax under Section 10(15) of the I-T
Act. There is also a proposal in the
Committee Report to increase the
interest rate on savings accounts
from current 3.5% to 4%. 

Some of the other investment
schemes offered are five-year re-
curring deposit (RD) accounts and
monthly income scheme (MIS). No
tax concessions are available on
these schemes.

KISAN VIKAS PATRA: Kisan Vikas
Patra, or KVP, which is issued for
eight years and seven months is al-
so popular among subscribers.
However, it is not specifically eligi-
ble for tax concession. The panel
has strongly recommended that
KVPs be discontinued as they are
prone to misuse being a bearer like
instrument.

DEPOSITS IN BANKS: Savings bank
accounts and recurring deposit ac-
counts with banks are not eligible
for tax concessions. 

Deduction under section 80C of
the I-T Act is available for invest-
ment in fixed deposits with a sched-
uled bank, of not less than five
years, subject to the overall limit of
.̀ 1 lakh in an FY. The interest re-
ceived on term deposits is taxable

and may also be subject to tax de-
duction at source. Interest rates
may vary with each bank. 

INVESTMENT IN MUTUAL FUND: In-
vestments in some mutual funds
(MFs) qualify for deduction under
Section 80C of the I-T Act, subject
to the overall limit of .̀ 1 lakh in an
FY. Further, dividend from MFs is
tax-free. MF investments are likely
to provide a high rate of return but
at the same time, the risk attached
with them may also be high. 

It may, however, be noted that tax
concessions with respect to NSC,
savings bank schemes, fixed depos-
its, investment in MFs, and divi-
dend from non-equity MFs are not
included in the proposed Direct
Tax Code.

Diversification always reduces
risk and may increase returns, too.
So, one could balance his/her port-
folio and maintain a fair balance of
investment in both government
and private securities.
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It’s time for the annual tax-
saving rigmarole to start –
calls to your chartered ac-
countant or financial plan-
ner, poring over documents,
discussions on best-suited
investment options, and so
on. Things may not be much
different this year from be-
fore, except for one key dif-
ference. You could see your
planners considering the
proposals in the Direct Tax
Code (DTC) while drawing
up the list of tax-saving in-
struments for you. Since
many individuals prefer to
(or are goaded into) buying
life insurance policies mere-
ly to save tax – a tendency,
say financial planners, that
is not advisable at all – here’s
what you need to know
about tax breaks pertaining
to life and health insurance
policies under DTC.

While DTC is yet to be for-
mally legislated and, hence,
is subject to change till it is
implemented, it wouldn’t
hurt to keep an eye on the
proposals while planning
for the current year. And the
chief reason why you need
to understand DTC’s provi-
sions on insurance is be-
cause it will have retrospec-
tive effect, which means
policies that you may buy
this year keeping the cur-
rent norms in mind (and
even those bought in the
past, if any) might see differ-
ent tax treatment in future.

Under the current laws, an
individual can claim deduc-
tion on premium of up to .̀ 1
lakh per annum paid as pre-

mium for life insurance. Life
insurance is among the
many tax-saving avenues
under section 80 C of the In-
come-Tax Act. The section
also offers tax breaks on in-
vestments in provident
fund, pension fund, and
ELSS (equity-linked saving
schemes), besides home
loan principal repayment
and children’s tuition fees. If
DTC is implemented in its
existing form, the total sav-
ings-related deduction will
be .̀ 1.5 lakh.

However, out of this, an ag-
gregate deduction on life as
well as health insurance pre-
mium and children tuition
fees will be restricted to
.̀ 50,000. What’s more, you
will not be entitled to deduc-
tion on life insurance premi-
um if it exceeds 5% of the
policy’s sum assured. That
is, if your policy offers a cov-
er of .̀ 10 lakh, then your an-
nual premium cannot be
more than .̀ 50,000. 

If your policy structure
does not meet this condition
in any of the years, you will
also have to pay tax on the
proceeds received upon
completion of the tenure.
This apart, the maturity pro-
ceeds will be exempt from
tax only if they are received
upon completion of the orig-
inal period of contract of
the insurance.

Another change is that
both forms of insurance –
life and health – are clubbed
together for calculating de-
ductions unlike now, where
health insurance-related
concessions for premiums
up to .̀ 35,000 (or up to
.̀ 40,000 in some cases) fall
under section 80D.
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CAPITAL GAINS ON DEPRECIABLE ASSETS

� I plan to sell a commercial property on

which I have been claiming depreciation

since I bought it in 1998. The value of the

property on paper is low and I will have to

pay long-term capitals gains tax. Since this

is a commercial property, can I invest the

capital gains in savings bonds for tax

breaks? I have purchased another commer-

cial property with payments made from my

account. I plan to lease the place. Can I put

my wife's name as a joint holder in the

agreement despite her not having made

any payment towards its purchase? If yes,

can I ask the licensee to make payment to-

wards rent to her account and mine? 

RUPIN SHAH

Since depreciation was claimed on this proper-

ty, the gains arising from its sale will be consid-

ered as short-term gains. You cannot claim tax

exemption on short-term capital gains by mak-

ing investments in capital gains tax-saving

bonds. This exemption is available only on

long-term capital gains. Under the income-tax

laws, there is a concept of block of depreciable

assets. Buying another depreciable commercial

property (falling in the same block of assets)

within the same year can help you avoid short-

term capital gains. The rental income received

in your wife’s name will be taxed in your hands.

DUE DATE FOR TDS

�What is the due date for payment of TDS?

HARDIK MEHTA

The TDS has to be deposited within seven days

from the end of the month in which the tax is

deducted.

TAX-SAVING WITH GUARANTEED RETURNS

� I want to know about schemes that offer

tax benefits and guaranteed returns but

have lock-in period of not more than three

years. PPF is a great way to save tax which

also offers guaranteed returns, but my

money will be locked in it for 15 years.

ROHIT IYER

If you are covered under the Employees Provi-

dent Fund (EPF) scheme for more than two

years, you can make voluntary contributions

to your EPF account. Tax-free withdrawals

from that account are possible after making

continuous contributions for five years. The

current rate of interest on EPF accounts is 9.5%

per annum.

DEDUCTION FOR 2010-11 INVESTMENT

� I invested .̀ 20,000 in infra bonds on

March 23, 2011, but have not claimed tax

deduction on that amount while filing ITR

for the FY2010-2011. Can I claim the deduc-

tion for the FY 2011-12?

ARGHYA TALUKDAR

You cannot claim deduction in FY 2011-12 for

an investment made in FY 2010-11. However,

you can file a revised return for FY 2010-11 to

reflect the deduction under section 80CCF.

INTEREST ON PROPERTY LOAN

� I have a commercial house property. I

had taken a loan from a friend for the prop-

erty. Now, I plan to give the property on

rent to an MNC. Will the interest on the loan

be allowed as deduction while computing

income from the property?

KRITESH

Yes, under section 24(b) of the Income-Tax Act,

1961, you claim deduction on the interest

payable.

VAIBHAV SANKLA
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A
t one level, all financial crises are
the same. A relatively small group
of people, typically bankers, find

the opportunity to take very big risks. For
a while, financiers show high profits, jus-
tifying rising stock prices for their com-
panies and large bonuses for top execu-
tives. But these profits are never properly
adjusted for what will materialise over
five to 10 years, meaning that they under-
state risk and overstate true earnings. 

Greater short-term returns are often
available if you take more risk; just look
at the Icelandic banking system after
2003. Three banks were allowed to devel-
op very large offshore businesses, build-

ing up a combined balance sheet that was
10 times the size of Iceland’s gross domes-
tic product, mostly based on short-term
funding. Iceland’s political leaders
thought they had found a new road to
prosperity. In October 2008 they discov-
ered a perennial truth: Giant profits in-
volve giant risks. Iceland’s banks col-
lapsed, plunging the economy into a deep
recession. The Icelandic attempt to run a
country like a hedge fund may make you
laugh or cry. But the unfortunate truth is
that the US and many European Union
countries did something similar by al-
lowing or encouraging parts of the finan-
cial sector to take on too much risk. This
manifested itself in excessive lending to
some combination of governments, real-
estate developers and households. 

BOOM-BUST-BAILOUT

We may disagree on the precise causes of
any crisis. Some people blame the latest
boom-bust-bailout cycle in Europe and
the US on bankers for capturing the
hearts and minds of government offi-
cials; others stress the culpability of
those officials. Irrespective of your view,
we should agree on one thing: Someone
has to pay for the mess. 

There are three potential payees. 
First, it is natural to point a finger at the

people who were at the epicenter of the di-
saster — the ones who built the large fi-
nancial institutions and mismanaged the
risks. The problem is that, even if you
could claw back the earnings of this
group, they simply did not walk away
with enough cash to make a difference.
Finance professors Sanjai Bhagat of the
University of Colorado at Boulder, and
Brian J Bolton of Portland State Univer-
sity, last year calculated that the chief ex-
ecutives of the US’s top 14 financial com-
panies received about $2.5 billion in cash
(salary, bonus and stock options exer-
cised) from 2000 to 2008. 

That’s a substantial payday, but a drop in
the bucket considering the damages to
the nation’s broader social balance sheet.
According to the Congressional Budget
Office (CBO), the US’s medium-term
debt-to-GDP increased about 50%, or
roughly $7 trillion, due to the crisis. The
true economic damages are, of course,
much larger when lower economic
growth, loss of jobs and disruption to peo-
ple’s lives are counted. And part of the
higher debt will be shoved onto future
generations, hoping that they will be

why you see public-sector trade unions
and relatively well-to-do people in the
streets. 

The third group, of course, is the rest of
us. The middle class in the US and Europe
is large and, by any historical standard,
affluent. People could pay more tax or re-
ceive lower benefits from the govern-
ment. There are plenty of subsidies lurk-
ing throughout our system of fiscal
transfers. It’s not hard to balance the bud-
get. Not extending the Bush-era tax cuts,
which are due to expire at year’s end,
would be a major step in the US. It’s also
politically imaginable — extending the
cuts would require both chambers of
Congress and the president to agree. 

But what is the legitimacy for this or
that cut in benefits or an increase in any-
one’s taxes? None of us caused the crisis.
And many of us didn’t even overspend
during the boom. 

Let’s be honest. We are all now fighting
to maintain our subsidies and our tax
benefits. Iceland has no choice but to cut;
the size of its disaster was overwhelm-
ing. Greece is heading in the same direc-
tion. Countries such as Italy and France
may soon follow. 

Allowing the financial markets to beat

austerity into you is not smart. It’s a very
costly and inefficient way to make fiscal
adjustments. But sometimes it’s the only
way to break political deadlock and to
force difficult decisions, as Iceland and
Greece can attest. – Bloomberg

richer, or perhaps just luckier, than we
are. But debt-to-GDP levels in many in-
dustrialised countries were already high
and the debt surge — mostly caused by
lost tax revenues due to the recession —
has pushed us into the red zone. We need
to bring down our deficits and put debt
onto a more sustainable path. The unfor-
tunate truth is that those “responsible”
for the crisis never have enough money to
make the rest of us whole. 

POOR PEOPLE

Second, you could tax poor people. This
may sound like a shocking suggestion,
but typically people at the lower end of the
income and wealth distribution are
squeezed after major financial crises.
They are often not well organised and
lack political clout. Their benefits are cut
by reducing access to health care, for ex-
ample, or by laying off teachers, which
hurts the quality of public education. 

MIDDLE CLASS

But even if you are willing to squeeze the
poor to some degree, the butcher’s bill is
still too large. Greece cannot put its bud-
get onto a sustainable footing just by cut-
ting subsidies to poor people, which is

Middle Class Pays for the Mistakes of Financial Market
The large, affluent middle

class is the only group that

can pay more tax or

receive lower benefits

from the government 


