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Big Change:
The end of Five-Year Plans: All you need to know

Does it make sense to recycle your ELSS investments after
return of LTCG tax?

Some mutual fund investors love to recycle their investments in Equity Linked Saving
Scheme or ELSS to claim tax benefit under Section 80C of the Income Tax Act. The
strategy is very simple: you recycle your old investment and claim tax deduction on it
again after three years. However, the re-introduction of Long Term Capital Gains (LTCG)
tax may queer the pitch for these investors, say some mutual fund advisors. 

“Fundamentally, this process is unhealthy for your investments but now after the
introduction of LTCG, you will be at loss since you will pay tax on the redemption,” says
Vishal Dhawan, Founder, Plan Ahead Wealth Advisors. 

The finance minister has proposed to tax long term capital gains above Rs 1 lakh on
equity mutual funds at a flat 10 per cent without the indexation benefit. 

For late comers, investments in ELSS qualify for tax deductions of up to Rs 1.5 lakh under Section 80C. However, instead of making
fresh investments, some investors pull out their old investment after the mandatory lock-in period of three years and invest it again to
claim a tax deduction on the investment. Known in mutual fund circles as recycling, mutual fund advisors frown upon this practice. 
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“Earlier, it was just about not letting the money grow in the long term but now you have tax implications also. You will pay 10 per cent on
your redemption above Rs 1 lakh. So the entire money doesn’t go back to the system,” says Vishal Dhawan. 

After the reintroduction of LTCG tax, the investors indulging in this process would pay 10 per cent tax on their long term capital gains
above Rs 1 lakh. But, if the gains are less than Rs 1 lakh, they can escape the LTCG tax. It seems, most investors may be able to
escape the new tax on recycling their ELSS investments, as not many investments would actually make long term capital gains of above
Rs 1 lakh within three years. For example, if you invest Rs 1.5 lakh in ELSS, your investment has to grow at an annual rate of 18.36 per
cent to make capital gains of over Rs 1 lakh. 
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“To make gains worth and above Rs 1 lakh is possible in ELSS. While we can’t guarantee 18-19 per cent returns consistently, there is
definitely a possibility of ELSSs gaining even more than 20 per cent annually,” says Vishal Dhawan. 

Mutual fund advisors believe that investors who want to recycle their investments will continue to do it even after the new LTCG tax. “For
an investor in the 20 per cent tax bracket, it makes sense to pull out Rs 2.5 lakh, pay Rs 5,000 as tax and invest Rs 1.5 lakh back to
save taxes. It saves him tax and gives him extra cash in hand,” says Chokkalingam Palaniappan, Director, Prakala Wealth Management.
However, he cautions that pulling out money early would result in losing the advantage of compounding of returns over a long period. “At
the end, you pulled out Rs 2.5 lakh and invested lesser. The investment could have grown to a larger amount if not churned midway,” he
adds. 

Mutual fund advisors believe that recycling the ELSSs won't be a bad idea in some cases. “Investors who don’t have more money to
invest can go for recycling their investment. We have been asking investors to not indulge in such processes but in some cases where
investor may not have a choice, I think it is okay,” says Chokkalingam Palaniappan. 
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