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The precarious state of Indian household finances

The recently submitted report of the committee on household finance shows that only 5% of the
average Indian household’s wealth is in financial assets. The other 95% is in physical
assets—77% in real estate, 7% in durables such as vehicles, livestock and equipment and 11% in
gold. That’s very different from the pattern in the developed economies, where the proportion of
financial assets is much higher.

The percentage shares are misleading. The average value of the main residence in the bottom
quintile group (the bottom fifth) of Indian households is equal to Rs22,000. If that is the value of
the main asset among the Indian poor it’s a reflection, not of asset allocation preferences, but of
the dire necessity of having some sort of roof above one’s head. It’s a reflection of abject poverty.

But the report also finds that financial assets account for a very low portion of the balance sheet of
the rich. Is that because some rich people don’t understand the benefits of investing in financial
assets?

The survey does find that higher education is associated with a lower share of real estate, and
higher shares of both pensions and financial wealth. Does that mean all that is needed to open the
eyes of these people is to educate them? Not really—the idea that the rich do not know their own
financial interests has a fishy smell about it.

The report is sceptical, pointing out that higher education is correlated with employment in the
formal sector—with fewer opportunities for tax evasion, and more exposure to formal financial
markets. In particular, says the report, richer households may find it easier to place illicit earnings
or engage in tax evasion by investing in real estate, thereby avoiding the scrutiny associated with
investments in the formal financial sector. The role of real estate as a swamp to cover up black
money is behind the affection of the rich for investment in the sector.

How does asset allocation play out over the life cycle of the average Indian household? The
largest fraction of the wealth of young households in India is in the form of durable goods and
gold. Why gold? Lack of trust in financial institutions is a big reason. As they approach retirement,
more household wealth is held in land and housing, in marked contrast to the developed nations,
where people have a nest egg of financial savings to fall back upon after retirement.

The report points out Indian households are exceptional, as India is the only country in which
mortgages account for an increasing share of total liabilities as people approach retirement age,
leaving them exposed to repayment risk even in old age. What’s more, over the coming decade
and a half, the elderly cohort is expected to grow by 75% and the financing of health expenses
and consumption during retirement is expected to leave older households particularly vulnerable to
adverse shocks.

Strangely, the high share of real estate in household portfolios is not accompanied by an
equivalent share of mortgages in total household debt. In fact, 56% of household debt is
unsecured, reflecting high reliance on non-institutional sources such as moneylenders. Moreover,
the major reasons for households getting into debt are loss of crops and livestock, medical
emergencies, and the effects of natural disasters. Half the households count on help from family,
friends and moneylenders to tide over these emergencies. For medical expenses, 69% of
households draw upon informal sources of funding, 26% of which are loans from moneylenders.
This clearly points to the precarious financial situation of the majority of Indian households.

The main three risks that households face (i.e. the loss of crops and livestock, major medical
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emergencies, and damage to physical assets due to natural disasters) are all insurable. So why
don’t households buy insurance? The report says the main reason is not lack of awareness, but
affordability.

The committee points out that allocating a larger proportion of savings to financial instruments will
raise returns for households and recommends a number of excellent measures for improving
financial inclusion. The government’s crackdown on the real estate sector and on black money is
already seeing a flood of money into the financial markets.

Although financial inclusion is a buzzword now, there’s nothing new about it. The Indian state has,
through the expansion of the state-owned banks, been practising financial inclusion for decades. I
recall the head of a public sector bank boasting that the public sector banks were responsible for
the rise of the Indian middle class, with their expansion of lending to small businesses and to rural
India.

With modern technology, the costs of financial inclusion have fallen dramatically, enabling a
reaching out to the poor. The fact remains, though, that there must be adequate income in the first
place before people can save and allocate savings to financial assets.

Here are some facts the report brings out: only 65% of Indian households in which the household
head is younger than 35 years of age hold any financial assets; only 55% of the poorest
households hold any financial assets; only a quarter of households are able to deal with
emergency expenses by drawing upon accumulated wealth; very low-income households wish to
save nearly 65% of their annual income in an effort to repay past loans.

All these facts reflect the very low levels of income and savings for most households in India. This
column has earlier pointed out that the income of almost 70% of farm households is less than their
consumption expenditure, according to the government’s own data. How can they be expected to
save anything?

In short, while the effort to improve financial inclusion is welcome, we must not forget the primary
responsibility for providing jobs and social security lies with the government.

Manas Chakravarty looks at trends and issues in the financial markets. Respond to this column at
manas.c@livemint.com.
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