
Tax investments should be part of asset allocation policy 

The period from December to March in a financial year is the time when most of you 
seriously evaluate tax-savings products. The issue at hand is this: Should you invest to 
save taxes? In this article, we discuss why investing to save taxes may not be necessarily 
good for you. We also suggest how you can set up a tax-efficient investment policy.  

Tax-saving  

Suppose your provident fund contribution each year is Rs 35,000 and your life insurance 
premium is Rs 40,000. And if you also have a public provident fund (PPF) account, will 
you restrict your PPF investments to Rs 25,000 to claim the Rs 1 lakh tax benefit? Or will 
you deposit, say, Rs 75,000 in PPF because your investment objective requires you to 
invest Rs 75,000 in bonds with 15-year maturity and you believe that PPF is a good bond 
investment?  

You should deposit Rs 75,000 if you believe PPF is a good investment.  

But if you are of an opinion that PPF is not an attractive investment, you should not 
invest even if it saves taxes. Any investment that qualifies for the Section 80 benefit will 
save you taxes. So, why PPF if you believe it is not a good investment?  

Remember, you are investing for a reason. And that reason is not to earn positive returns 
or save taxes. Rather, it is to have money to meet your future consumption requirements. 
You should define your future consumption requirement and invest today to accumulate 
wealth to meet those requirements.  

Moreover, if you invest to save taxes, you will be forced to look for alternative tax-
savings products in a year when the tax structure changes. Over the years, your portfolio 
will contain disjointed products with no particular purpose.  

Tax-efficient  

You and I cannot anticipate changes in tax laws. You should, therefore, subject your tax-
savings decisions to your asset allocation process. Suppose you decide to invest 60 per 
cent in equity and 40 per cent in bonds to meet certain investment objective. Your 
investments in tax-savings products should be to meet your 60:40 asset allocation policy.  

As the first step in this process, you should consider the sources of returns on 
investments. All investments offer two sources of returns — income returns and capital 
appreciation. Income returns typically constitute interest income, rental income and 
dividends. Income returns are typically taxed at your marginal tax rate while capital gains 
are taxed at a lower rate.  

Now, returns on equity primarily come from capital appreciation while returns on bonds 
primarily come from interest income. So, in a world where capital appreciation and 



income returns on both stocks and bonds are taxable, you should prefer tax-saving bond 
products, subject to your overall asset allocation policy. This is because the total return 
on your bond investments is taxable at a higher rate than total return on equity.  

At present, there are no taxes on long-term capital gains from equity investments. But 
you have to pay taxes on your interest income from bonds at your marginal tax rate. The 
current tax structure, therefore, provides an even persuasive argument for you to buy tax-
saving bond products.  

Go for pf  

Your objective should be to first use the Rs 1-lakh room for your provident fund and term 
insurance plans. You can use any head-room to invest in PPF. In other words, you should 
buy tax-savings bond products as part of your tax-efficient investment process. You 
should also consider investing in tax-free bonds of public sector companies such as REC 
and NHAI as part of your bond allocation to meet your investment objectives.  

Your decision to invest in tax-savings bond products would change if tax on interest 
income is exempt and long-term capital gains on equity is taxable. And that is exactly 
opposite to the current tax structure.  
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