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A PUSH for Financial Discipline

The Union budget of 2017 was presented earlier this month with a
focus on improving national finance
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Monetary Policy
The Union budget and world macroeconomics present an interesting
FY2017 - 2018
The Union budget of 2017 was presented on February 1st 2017. The budget was significant for 2 reasons. One, for
the first time the Railway budget and the Union budget were merged. Second, the Union budget was presented
in February so that the proposals can be approved before the beginning of the financial year.
There were many themes to the budget including rural empowerment, improving farmer’s incomes, bringing the
parallel economy to the mainstream economy among others. We will examine the budget on 4 themes: Fiscal
Discipline and Financial Prudence, Digital India, Employment Generation and Affordable Housing.

Financial Discipline and
Fiscal Prudence
Budget of 21.47 Lakh Crore
Fiscal deficit target set at 3.2% of the GDP
Revenue deficit pegged at 1.9% for the
coming financial year
Borrowings from the market to be limited
to 3.48 Lakh Crore
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Digital India

Aadhar based transactions for those
without net banking access
Increased push for PoS machines
Promotion of BHIM app to enable mobile
transactions for customers of all banks
Introduction of payment regulatory
board under RBI

Financial Discipline and
Fiscal Prudence

Digital India

Foreign Investment Promotion Board
(FIPB) to be abolished.

Affordable housing to be given infrastructure status

Electronic Manufacturing to be given
push

Interest deductions for second house
limited to `2 Lakhs

MGREGA to be overhauled to ensure
increase in productivity

National Housing Board to refinance
individual housing loans of about
`20,000 Crore

Industrial Relations and Worker Welfare
acts to be overhauled to improve Ease of
Doing Business
Reduced Tax to MSMEs- 25% tax for
companies with a turnover of up to `50
Crores

Tax benefits to developers of affordable
housing
These 4 themes if implemented will have a
positive influence on the Indian economy as a
whole in the coming years.

The push for fiscal discipline and financial prudence will improve the financial health of the Indian Government. In 2013, the Indian rupee weakened by about 50% due to the poor state of Indian Government’s
finances at that time. Now if financial disciplining is introduced and sustained, the value of the rupee is
likely to strengthen
FIPB was proposed to be abolished as it was redundant. According to the Finance Minister, abolishing FIPB
would be removing “one more layer” of bureaucracy for foreign investments in India. The abolishing of
FIPB is likely to improve ease of doing business in India.
Affordable housing has been accorded an infrastructure status. Additionally, the income tax deductions on
interest on a second home has been capped at `2 Lakhs as against no upper limit. Now, the rental yields
in India are likely to lower further. Now with lower rental yields on second houses, second investments in
residential real estate will be less attractive. Residential real estates will therefore witness a correction and
houses will become more affordable.
Studies have shown that digital or credit payments are a lot less ‘painful’ than paying by cash. This also
leads to increased spending. With a push for digital India, consumption activity is also likely to increase. An
increased consumption translates to increased business leading to increased investments and an overall
boost to the GDP.
Before presenting the Budget Finance Minister Arun Jaitley quoted the IMF and World Bank’s outlooks on the
Indian economy- the Indian economy is a bright spot in an otherwise dull economy. Looking at January 2017, it
would seem that the Indian economy has shaken off the effects of the demonetization move of early November.
The Manufacturing PMI for January 2017 read 50.4 up from 49.6 in December 2016. Any reading of 50 and above
would mean an expansion in activity. Payrolls of companies have increased in the anticipation of increased
consumption. However, the service activity contracted for January with a reading of 48.7. The slowdown in
service activity however, was better than in December 2016 when the Services PMI was 46.9. Earlier this month the
RBI did not lower the interest rates. The RBI had expected a higher core inflation in January. While the CPI for
January 2017 was 3.17%, the core inflation was at 5.1%- the highest since October 2014
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While the official GDP for Q3 has not yet been announced, the general outlook of the Indian economy can be
gauged by the Indian currency- the Rupee. The Rupee has strengthened despite demonetization and flight of
capital to the US as seen below (Fig1)
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Fig1: The strengthening Indian rupee
As seen above, February 1st 2017 marked a significant day for gains in rupee. There were two events that
happened on February 1st 2017- the Union budget and the US Federal Reserve’s decision to keep interest rates
unchanged. The US economy had many positive indicators in January. Manufacturing, Service and overall activities expanded rapidly at multi-month rates. About 2,27,000 jobs were added in January, far exceeding the expected 180,000. Unemployment for January stood at 4.8%. The GDP for Q4 of 2016 grew by 1.9% and the GDP for 2016
overall grew by 1.6%. The US Federal Reserve cited uncertainty in the policies adopted by Donald Trump for the
decision.
Uncertainty has also been prevalent in other parts of the world economy. In Europe for example, the UK parliament has passed the resolution to exit the European Union. The British exit from the European will bring uncertainty in the form of trade policies and relations between UK and the European Union post-Brexit. However, the
overall economic performance of the EU and UK have been positive. PMIs for Composite, Manufacturing and
Service activities for the European Union in January 2017 read 54.4, 55.2 and 53.7 indicating strong economic
activity in each of these sectors. Germany’s trade surplus is at an all-time high. EU is creating jobs at a rate not
seen since 9 years. The UK’s economy also performed well last quarter. The Q4 GDP of UK read 0.6%. While this
growth may not be robust, it does signify consumer confidence.
Emerging economies on the other hand are experiencing significant weakness. Brazil- the largest economy in
Latin America is now in the third year of recession. Brazil’s CPI was 5.35% in the 12 months through January- a
drop of 1 percentage point from before. This has fuelled hopes of a rate cut from Brazil’s Central Bank.
The emerging economies of Asia are experiencing subdued growth. China witnessed a GDP expansion of 6.7% in
the final quarter of 2016. However, much of the growth is fuelled by debt. China’s debt-to-GDP ratio was 277% at
the end of 2016 compared to 254% a year ago. South-East Asian economies have a significant exposure to China.
With a slowing China, the economies of South East Asia also experienced weak growth.
Overall, despite demonetization India is in a much better state than most of the other economies.
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Commodities
Oil prices had rallied from November to December but remained largely range-bound in January and February.
The oil prices had rallied when OPEC and Russia reached a deal in November 2016 to limit the oil production.
However, there was a limited upside to oil prices due to bloated oil inventories in the US and subdued demand in
China.

WTI Crude Price
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Spot Copper Prices

Fig 2: Oil and Copper over the last 3 months

Donald Trump had promised to invest more in infrastructure during his election campaigns. With his election,
metals such as copper rallied from November 2016 onwards. Copper has sustained the rally since then and has
reached multi-year highs.

Table1: Commodity Prices (as on 19th Jan 2016) and Projections. (Source: Quandl collections)

Commodity (quantity)

Price (USD)

Projection (fortnight)

Copper (tonne)

5,959

Positive

Nickel (tonne)

10,940

Ranged to Positive

WTI Crude Oil 1 month
futures (barrel)

53.37

Ranged

Natural Gas (MMBTU)

2.84

Ranged to Negative

Zinc (tonne)

2,830

Ranged to Positive
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The Indian economy has mostly shaken off the effects of demonetization. Indian companies added more to their
payrolls in the expectation of increased consumption activity. These indicated a significant improvement in
economic activity. The markets also had a generally positive reaction to the Union budget.
Some of Donald Trump’s policies coupled with the US Fed’s decision to not hike interest rates led investors to be
less bullish on the US market. This resulted in a flight of capital to more promising economies such as India.
Various factors related to the macroeconomics of the world as well as India led to the rallying of the Indian stock
indices.

NIFTY

Fig 3: Nifty over the last 2 months
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Bullion
Gold prices in India may continue to remain on the higher side as the import duty on gold is unlikely to come
down this budget. Gold fell in the latter half of 2016 due to reaction of Donald Trump becoming president. The
market believed that some policies proposed by Trump during his campaigns will strengthen the US economy,
especially his promises on investing more on infrastructure and increase spending. However, Dollar weakened as
Trump’s swearing-in day approached and continued to weaken after that.
Dollar and Gold have an inverse relationship. Due to weakening of the Dollar, we look at gold prices rallying. Similarly, after the US Federal Reserve did not raise interest rates during the last policy review on Feb 1st 2017, the
Dollar weakened leading to the rallying of gold.

$/tr.oz

Gold bullion

Fig 4: Gold prices over the last quarter.
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Table2: Precious Metal Prices (as on 19th Jan 2016) and Projections. (Source: Quandl collections)
Commodity (quantity)

Price (USD)

Projection (fortnight)

Gold (tr.oz.)

1,241

Ranged to Positive

Silver (tr. Oz.)

18.10

Ranged to Positive

Platinum (tr. Oz.)

1,012

Ranged to Positive

Investment Strategy
Budget 2017 highlighted the Government’s push for financial discipline, digitalization of the economy, improve
ease of doing business in India and the overall push to boost the economic growth of India. These measures, if
implemented, will attract more investment through FDIs as well as FPI/FIIs. An increase in FDI will not only bring
more competitiveness in various sectors, create jobs as well.
In his budget speech, FM Jaitley mentioned that the demonetization move of November 2016 yielded the
Government with “rich data.” The data is likely to increase the government’s tax revenue. The government additionally capped the borrowings from the market to 3.48 Lakh Crores. All these factors will increase demand for
Government bonds in India. It will be beneficial to have exposure to bond in the portfolio.
Equity markets have been rallying over the past month and a half. In the Union Budget, the government
announced measures to improve foreign investment in India. With uncertainty in the policies of the president of
the US, investors are increasingly moving capital out of the US. Therefore there will be inflow of foreign investments in India thereby boosting the equity markets. It will be best to invest in equity for long
Gold will be an effective counterbalance to the portfolio. However, gold exposure must be between 5-10% of the
portfolio.
Real Estate has been in a correctional phase since demonetization. With the home loan interest deduction for a
second house capped at 2 Lakhs, rental yields will be lowered further. Real estate prices are likely to continue
their correction. Therefore real estate must not be purchased as an investment.
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Global Economy
Country/Region

USA

Event

Trump’s protectionist policies
implemented

European Union/UK

Brexit process begins

East Asia

China raises interest rates

India

India eliminates FIPB

Impact(Projected)
• Dollar weakens
• Gold Strengthens

• Euro weakens
• Gold strengthens

• Yuan strengthens
• ASEAN currencies weaken
• Rupee strengthens
• FIIs, FPIs increase
• Stock indices rally
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ELSS

HOW EFFICIENT IS IT AS A TAX SAVING INSTRUMENT?

Most of the working professionals scramble to buy financial products during the last quarter of the financial year.
This is because they are required to submit proofs of investments made under various heads that they had given
in the Investment Declaration Form at the beginning of the year. It is a common practice that professionals indicate
in the Declaration form that they hold instruments which would entail them to Tax exemption for the rest of the
year. But come January, when the Human Resources team reaches out to the employees to submit proofs of these
investments, that is when there is a mad scramble to buy various financial products which give Tax exemption. We
can safely call January-February-March to be the Killer Quarter since most of the Financial mistakes are committed
during this quarter.
We decode ELSS (Equity-Linked Savings Scheme), one of the most efficient Tax Saving Instruments for you. ELSS
can be understood under the following heads:

Lowest Lock-In Period
All investments made in ELSS are eligible for Tax exemption for the minimum lock-in period of 3 years. This makes
ELSS one of the most efficient Tax Saving Instruments. Also, the investor need not exit the ELSS after the expiry of
the maturity period. They can stay invested for longer periods also. So what happens if an investor wants to withdraw his investment before the lock-in period? He cannot withdraw either in part or full, of his investment from
ELSS even though he is willing to fore-go the Tax benefits already availed.

Gives Equity Exposure
ELSS funds are invested into giant-cap and large-cap companies. In simple words, this means ELSS funds are
invested into companies which are market leaders of Indices. This in turn translates into higher risk as well as
returns as compared to other Tax Saving Instruments.
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No Capital Gains levied on withdrawal after Lock-in period
Withdrawal after Lock-in period, does not attract any Tax on capital gains. However, it should be noted that ELSS
cannot be taken on any family members’ name unlike other Tax Saving Instruments. You can also opt for a
Dividend Payout option, thereby realizing some potential gain during the lock-in period, although If you are trying
to create wealth over a long term, Dividend Payout is not a good option.

Returns
The last 3 years average returns of ELSS funds have been 27.28%. This is much higher than the returns given by
traditional Tax Saving Instruments. However, investing in ELSS funds would be recommended only for those
professionals who are willing to take the risk of being exposed to the Equity market.

Conclusion:
Over a long term horizon, ELSS funds are the best Tax Saving Instruments. Also, including ELSS in your financial
plan to achieve your long term goals can be considered as a good strategy. However, it should also be noted that
ELSS may not be suitable for every working professional since they come with exposure to Equity. For the risk
averse, ELSS may seem to be too risky to put their money on.
Although Direct Tax Code (DTC), has excluded ELSS as a Tax Saving Instrument, you would not get a deduction
from your income under Sec 66 (which is a replacement of Sec 80C under DTC). It remains to be seen if the Government would keep ELSS as a Tax Saving Instrument in the final version of the DTC. But for working professionals who
have a long-term horizon in mind, ELSS funds are the best Tax Saving Instruments, especially for those who are
willing to take some additional risk. It also remains to be seen if the Mutual Fund industry can get the Government
to include ELSS as a Tax Saving Instrument in the final draft of the DTC.
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