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EXECUTIVE SUMMARY

In the first part of this report, we provide our responses to points i) and ii) on the ToR. We
describe the results of an international benchmarking exercise, in which we document
how Indian households allocate assets and take on liabilities both along the lifecycle and
across the wealth distribution, and compare these patterns to those evident in micro-data
on households in a range of advanced and emerging economies.

We find several attributes of Indian households that are exceptional in the interna-
tional context. Importantly, these distinctive features of Indian household balance sheets
cannot be explained by differences in the demographic characteristics, wealth, or income
of Indian households relative to their counterparts in other countries. We also find that
these properties of Indian balance sheets are difficult to explain using a standard lifecycle
portfolio choice model, which we calibrate using estimated data on the income dynamics
of Indian households. Taken together, it appears that these patterns are likely driven by
unique aspects of Indian households’ financial decision-making. The distinctive features
of Indian household balance sheets are:

1. A large fraction of the wealth of Indian households is in the form of physical assets
(in particular, gold and real estate). This is unusual in the international context, and
especially unusual for younger households, and for households in the bottom 40%
of the wealth distribution, i.e., those with the lowest amounts of gross assets.

2. Despite the high holdings of real estate, mortgage penetration is low early in life, and
subsequently rises as households age. This is also at variance with Indian house-
holds’ counterparts in other countries, where debt has a characteristically hump-
shaped pattern over the lifecycle. Indian households tend to borrow later in life
and are more likely to reach retirement age with positive debt balances, which is a
source of risk given that they are no longer earning income during these years.

a) We note that 1. and 2. above are clearly connected. Social arrangements in
which households bequest housing wealth to future generations and in turn
receive support during retirement are an underlying determinant of these pat-
terns. Such traditional approaches to household financial management have
likely evolved over time as a rational response to prevailing economic condi-
tions. We note, however, that these traditional structures are increasingly un-
der pressure from shifting demographic patterns, social norms, and changing
economic conditions, introducing risks to economic well-being especially as
households age.

3. The Indian household finance landscape is distinctive through the near total ab-
sence of pension wealth. Pension accounts and investment-linked life insurance
products exist, but they are only used frequently by households located in a small
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group of states, while in most other states, the contribution of pensions wealth to
household wealth is negligible.

4. We document high levels of unsecured debt, and perhaps more importantly, debt
taken from non-institutional sources such as moneylenders. Such debt generates
high costs for Indian households, and as we document later in the report, is likely
to lead to households becoming trapped in a long cycle of interest repayments. We
note that this phenomenon has been well-documented over the decades, but nev-
ertheless remains stubbornly persistent.

5. There are low levels of insurance penetration (life and non-life) despite numerous
sources of risk such as rainfall (leading to income shocks in largely agrarian seg-
ments of the population), health shocks, and catastrophes such as floods or cy-
clones.

6. There is a strong negative correlation between participation in insurance and the
incidence of non-institutional source debt, suggesting that households are dealing
with risks through high-cost borrowing ex-post as opposed to insuring against such
risks ex-ante. We find that this is a costly approach for households, as high inter-
est payments on informal debt impose substantially greater costs on Indian house-
holds relative to the (counterfactual) policy of purchasing actuarially fair insurance.

a) This is an important observation, since it suggests that efforts to reduce in-
formal lending will likely fail in an environment in which households are not
sufficiently well-insured against risks.

b) We note that some of these risks could be mitigated through strengthening the
public provision of health and social welfare services. We also observe that
this finding could arise from tight constraints on household budgets which do
not permit them to take on insurance ex-ante; or as a consequence of adverse
selection, moral hazard, or other issues causing premiums in the insurance
market to become unaffordable for households.

Next, we attempt to evaluate the implications of these features of Indian household
balance sheets in response to point ii) on the ToR. We also attempt to evaluate the size of
any gains from counterfactual policies that households might pursue, and conclude (in
this partial equilibrium exercise) that Indian households can potentially realise significant
benefits from several changes to their balance sheets. In particular, we find that:

1. If the current patterns of allocation are maintained, demographic projections indi-
cate that there will be significant additional pressure on the demand for assets such
as gold and real estate in the coming decades.

2. Over the coming decade and a half, the elderly cohort is expected to grow by 75
percent. Only a small fraction of this cohort has saved in private pension plans.
Moreover, a large segment of the population of households in all age cohorts has
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not actively taken steps to insure adequate financial coverage during retirement.
The need to finance adequate consumption during retirement is therefore a loom-
ing issue, and when combined with the low penetration of insurance, households
appear particularly vulnerable to adverse shocks later in life.

3. Indian households can benefit greatly by re-allocating assets towards financial mar-
kets and away from gold. If households in the middle third of the gold holdings
distribution re-allocated a quarter of their existing gold holdings to financial as-
sets, on average, they could earn an amount equivalent to 0.8% of their annual in-
come per year (on an ongoing flow basis). Expressed differently, the wealth gain in
real present value terms accruing from this shift would be sufficient to move these
households roughly 1 percentage point (pp) up the current Indian wealth distribu-
tion. For households that hold more substantial amounts of gold, i.e., those in the
top third of the cross-sectional distribution, the ongoing annual income gain from
re-allocating a quarter of their gold holdings to financial assets is 3.4%, which when
capitalised, translates into a upwards movement of roughly 5 pp along the Indian
wealth distribution. These projected gains are almost always above zero, even when
we account for volatility which may lead to different realisations of returns on gold
and financial assets.

4. For the median Indian household, shifting from non-institutional debt to institu-
tional debt can lead to gains equivalent to between 1.9%–4.2% of annual income
on an ongoing basis, or equivalently when capitalised, to upward moves along the
current Indian wealth distribution of 2.5 pp–5.5 pp. These gains are almost always
above zero in the cross-section of all households, regardless of the reason that the
debt was incurred (medical costs, or financing business operations), and regardless
of whether the debt is secured by collateral or unsecured. We also note that these
numbers are quite conservative, as we accept self-reported “friends and family” in-
terest rates as zero, despite the fact that there is likely significant non-monetary
compensation demanded for the provision of such informal credit.

5. By avoiding the interest burden of emergency credit associated with medical costs,
the median Indian household can gain 0.4%–1.2% of annual income on an ongoing
basis, or equivalently, move up the Indian wealth distribution between 0.4 pp–1.6
pp. Households could avoid such costs if they were able to access strengthened
public health services or if they were able to purchase actuarially fair insurance ex-
ante that exactly covered the ex-post debt principal incurred in order to finance
future emergency (such as health) expenditure.

Having documented that the expected gains from these changes to Indian households’
balance sheets are high, we turn to point iii) on the ToR. Here, we uncover significant
evidence for the underlying causes of the deviations between Indian household financial
allocations and what might be considered to be more desirable financial allocation and
behaviour. In particular, we find that the following causes are important:



xi

1. High transactions costs and bureaucratic impediments to efficient participation
create a high “nuisance factor” for households hoping to engage in formal finan-
cial markets. For example, we find from the empirical analysis of several household
surveys that Indian households strongly associate formal banking institutions with
large administrative burdens and complicated paperwork.

2. Trust issues that households face in their participation in formal financial mar-
kets. We find that these arise from households’ often negative perceptions of formal
providers, which are exacerbated by occasional poor experiences with unscrupu-
lous providers. These trust issues appear to correlate highly with the income level
of the household, and low income households often report their belief that access
to financial products is the prerogative of elite groups in society. This lack of trust
in financial institutions helps to explain the tendency of households to eschew fi-
nancial products and to invest in instruments such as gold instead. It also helps
to explain the continuing reliance of Indian households on traditional systems of
provision of financial services.

3. The use of non-institutional debt is related to the type of expenditure for which the
liability is incurred, and the urgency of the financial need. This points once again to
non-institutional debt serving as a high-cost, imperfect form of insurance.

4. Behavioural factors such as a lack of self-confidence in engaging with formal finan-
cial systems. For example, we find that the lack of participation in the market for
life insurance products appears to be related to the self-perceived financial man-
agement skills of the household head. As in many other parts of the world, we also
find that cognitive issues such as present bias are widely prevalent, and can lead to
issues such as low pensions take-up.

5. The high complexity of Indian households’ financial needs:

a) We note that there are significant differences across households located in dif-
ferent states even after controlling for households’ demographic character-
istics (for example, there is a particularly high demand for gold in southern
Indian states). This is further evidence that traditional and cultural factors
are strong determinants of observed allocations. Effective policies in Indian
household finance should attempt to complement, or at least recognise, such
longstanding traditional approaches to financial management in order to be
effective.

b) Self-reported financial goals of households are often driven by “life events,”
such as marriage, which disproportionately affect the household budgets of
the poor because of the high fixed costs of such events. This highlights the
importance of traditional social insurance in driving household financial de-
cisions. Notably, such life events appear to be more important to households
than goals such as financing education.
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c) There are the usual lifecycle and wealth considerations leading to different de-
mands by households. As added complications in the Indian context, informal
labour market arrangements are widely prevalent, and income derived from
agrarian sources generates significant variation in the timing and frequency of
income that households receive. Such complications can make the often rigid
contractual terms in standard financial products undesirable for such house-
holds.

d) Decisions concerning homeownership, savings product choice, insurance,
pensions, mortgages, and emergency credit are inter-dependent and inter-
related, increasing the total complexity burden on household decisions.

6. There is no unified framework or guidelines for the provision of high quality and
low cost financial advice to Indian households.

The diagnosis of these problems naturally leads to a set of policy responses, which we
are directed to provide in points iv) and v) of the ToR. To set the context for our recom-
mendations, we make several observations about promising solutions in Indian house-
hold finance:

1. Indian households require customised financial products that account for their
unique economic conditions, longstanding traditions, idiosyncratic life goals, and
the complexity of their financial circumstances.

2. Such customised financial products are required at low marginal costs of servicing
additional households. That is, they need to be scalable.

3. These products need to be relevant to households, in the sense that they should be
delivered in a manner that is free from incentive problems, at a price that is fair, and
dispensed alongside financial advice that is in the best interests of households.

4. Complicated paperwork and bureaucratic impediments can exacerbate feelings of
embarrassment and shame for low income and poorly educated households in their
initial engagement with financial markets. Financial product terms and conditions
should therefore be explained to households in a manner that is both intuitive and
salient.

5. Technological solutions hold significant promise for providing customisation and
scalability simultaneously, and technological interfaces can help in depersonalis-
ing potentially embarrassing face-to-face interactions when households are making
financial decisions.

6. Given the cognitive/behavioural issues that we uncover, “nudge” solutions, where
sensible default options are provided to households also appear appealing to im-
prove Indian household finance outcomes.
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These observations lead us in turn to our recommendations, which we view as com-
plementary to those in previous important committee reports in this space. These rec-
ommendations are listed in order of how quickly we believe they can be implemented:

1. We propose a set of sector-specific recommendations to improve the functioning
of mortgage, collateralised lending, insurance, pensions, and gold markets. We be-
lieve that these “old fashioned” recommendations are potentially helpful in fixing
obvious gaps in Indian household financial markets, and are an important comple-
ment to the technology-based solutions which we also propose. We also propose
improvements to official survey data on Indian household finance, in an effort to
spur more detailed analysis and research of these issues in the future, and to assist
in the implementation of evidence-based policy.

2. At present, financial advice regulations are product-specific and vary across regu-
lators. We make proposals about the current structure of financial advice in India.
We suggest a set of standardised norms across regulators for financial advice to be
implemented in a phased and unified manner, supported with a fiduciary standard
for financial advisors. We propose that the provision of financial advice be clearly
separated from the distribution of financial products, and provided in a manner
that avoids conflicts of interest. We also discuss the promise of robo-advice, which
appears to offer both scale and customisation, which, as discussed earlier, are twin
imperatives for Indian household finance.

3. We propose a number of measures to streamline the delivery of and access to finan-
cial products that are relevant for Indian households, to eliminate or reduce infor-
mal transactions costs, such as filling in forms, bureaucratic impediments such as
certification and verification costs, and costs arising from any uncertainty in know-
ing when approvals will happen. In particular, we propose that the total time and ef-
fort taken to engage in the financial market be substantially reduced through a com-
bination of digital end-to-end distribution networks and the movement of know-
your-customer (KYC) requirements into purely paperless form (i.e., eKYC). We also
propose that regulators and service providers strive to enable quick, cost-effective,
and seamless switching between financial service providers.

4. We suggest improvements to the electronic collateralised lending registry (CERSAI)
to aid the development of this important market, as well as improvements to the
RBI’s recent policies on account aggregation to help households form a compre-
hensive and integrated view of their financial situation.

5. We describe a minimum set of financial products which Indian households should
have in order to effectively harness the benefits of formal financial markets. Many
of these products already exist, and indeed, are being delivered to households via
government programmes such as PMJDY. Nevertheless, we believe that it is useful
to provide this list for several reasons.
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a) To serve as a checklist that can be used to evaluate progress on participation
and use of household financial markets in India.

b) Where this is not already the case, products on the list could be made readily
available to households, either seeded automatically at the point of PMJDY
account opening (or added later to PMJDY accounts as a default but “opt-out”
option), or by automatically pre-qualifying households to access all of these
products at the point of e-KYC for any single product.

c) While households will have access to the essential minimum kit of assets by
default, we propose requiring (either or both of) explicit opt-ins and manda-
tory education before households access more complex products. This is not
to inhibit households from portfolio optimization, but rather, to permit an op-
portunity for households to reflect on whether the added complexity will ap-
propriately serve their needs.

d) We recommend additional design features which could simplify access to, or
improve the use of, several of the simple products which are currently out in
the market.

6. We recognise that technological solutions to household finance problems often rely
on households sharing personal data with financial product providers. This raises
obvious issues of privacy. While this is not the principal focus of our recommenda-
tions, we do provide thinking about a sensible framework for data privacy in Indian
household finance, and suggest the adoption of a rights-based privacy framework
in contrast with the more common consent-based privacy framework.

7. Finally, we stress the need for flexible regulatory processes to further encourage fi-
nancial innovation that will benefit households. Towards this aim, we propose the
creation of a regulatory sandbox to allow regulators to facilitate small-scale tests
by financial technology firms. In such a carefully controlled environment, certain
regulations may be temporarily relaxed, and households can be allowed to partici-
pate in new products. The goal is to collect empirical evidence which can ultimately
lead to better policy solutions, whilst simultaneously evaluating the risk of any new
product or technology. Such an institution can provide a structured avenue for reg-
ulators to engage with the financial supply-side, develop innovation-enabling reg-
ulations, and holds promise to facilitate the delivery of relevant, customised, and
low-cost financial products to Indian households.
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1
INDIAN HOUSEHOLD FINANCE: AN

INTERNATIONAL COMPARATIVE ANALYSIS

The average Indian household holds 84% of its wealth in real estate and other physical goods,

11% in gold and the residual 5% in financial assets. Retirement accounts play a very limited

role in household balance sheets, even at the top of the wealth distribution. Indian house-

holds continue to accumulate debt as they approach retirement age, and most debt is un-

secured (56%), reflecting an unusually high reliance on non-institutional sources such mon-

eylenders. We compare these patterns to those of households in a range of developed and

developing countries, using detailed micro-level data from representative national surveys.

Households in advanced economies hold substantially more financial assets than their In-

dian counterparts, are much more likely to finance home purchasing with a mortgage, and

allocate a sizeable fraction of their wealth to retirement savings over the course of their life-

time. The variation in household demographic characteristics and wealth explains only a

negligible fraction of the difference between India and the rest of the world. The remainder

can be attributed to differences in household behaviour, which is partly determined by expo-

sure to the Indian institutional context. Using a calibrated portfolio choice life cycle model,

we can only rationalise the large holdings of physical assets at young ages and during retire-

ment by creating another puzzle, which is the lack of significant secured debt take-up and

collateralization of household asset holdings. The model also cannot explain the observed

prominence of physical assets in middle-age, exactly when the potential for the accumula-

tion of financial wealth would be largest, and the low mortgage loan take-up during young

age, when most households expect an upwards-sloping labour income profile.

The first item of the terms of reference (ToR) of the committee calls for a benchmark-
ing exercise, where the current depth of household financial markets in India are to be
compared to those in other major world markets. To conduct this first analysis, we adopt
methodology from Badarinza, Campbell, and Ramadorai (2016), Campbell (2016), and
Badarinza, Balasubramaniam, and Ramadorai (2017), and employ multiple waves of the
nationally representative All-India Debt and Investment Survey to document the alloca-
tion of assets and liabilities of Indian households along the life cycle (i.e., the age distri-
bution) and across the wealth distribution.1 Throughout, we compare these patterns to

1We note here that many observations in this section are drawn from Badarinza, Balasubramaniam,
and Ramadorai (2016), which provides a relatively comprehensive overview of Indian household balance
sheets and international comparisons using representative national household survey micro-data.

1
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those of households in a range of developed and developing countries (Australia, China,
Germany, Thailand, the U.K., and the U.S.) using detailed micro-data from household sur-
veys in these countries. We find several attributes of Indian households that are distinct
in the international context. Our work on the first few points on the ToR can be viewed as
providing a rigorous evidence-base and foundation for our ultimate policy recommenda-
tions.

1.1 Cross-country comparison: Broad trends

HIGHLIGHTS

Indian household balance sheets exhibit a set of features that is unusual in the international context:

• A disproportionately high share of wealth allocated to physical (i.e. non-financial) assets, such as

gold.

• Under-investment in long-term insurance and pension products.

• A disproportionally large reliance on unsecured debt, mostly from non-institutional sources (e.g.

moneylenders).

We begin by comparing the average allocations of household assets across different
countries in Figure 1.1. In India, the average household holds 77% of its total assets in
real estate (which includes residential buildings, buildings used for farm and non-farm
activities, constructions such as recreational facilities, and rural and urban land), 7% in
other durable goods (such as transportation vehicles, livestock and poultry, agricultural
machinery and non-farm business equipment), 11% in gold and the residual 5% in finan-
cial assets (such as deposits and savings accounts, publicly traded shares, mutual funds,
life insurance and retirement accounts). Taken together, non-financial assets therefore
account for 95% of the household balance sheet, which is identical with the 95% for Thai
households, and only slightly higher than the corresponding 91% for Chinese households.
However, the average Chinese household has a relatively lower share of real estate wealth
(62%), a higher share of durable assets (28%), and negligible amounts of gold (0.4%). Fur-
thermore, household allocation choices are very different in India, Thailand and China
when compared with more advanced economies. On average, holdings of real estate ac-
count for low fractions of wealth in countries such as the US (44%), and particularly Ger-
many (37%).

Households in advanced economies hold substantially more financial assets than
their Indian counterparts. In addition, households in these economies allocate a size-
able fraction of their wealth to retirement savings over the course of their lifetimes, for
example, retirement assets account for relatively large shares of wealth in Australia (23%),
and the UK (25%). The two trends are related, in the sense that state-sponsored schemes
appear to act as a substitute for private savings in retirement accounts, but potentially as
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a complement to private savings in non-retirement financial assets. The German case
illustrates this effect particularly well. Since the German retirement system is mostly
based on state-sponsored defined-benefit pensions, households in Germany only save
small amounts in private retirement accounts, and invest larger amounts in financial as-
sets such as sight deposits, government bonds, publicly traded shares, and mutual funds.

The liabilities of Indian households also exhibit distinct patterns relative to other
countries. Figure 1.1 reports the average allocation of liabilities across all households
that carry a positive amount of debt at the date of the survey. Mirroring the dominance of
real estate as the dominant component of wealth, we find that mortgage loans are house-
holds’ largest liability in China, the US, the UK, and Australia. In these countries, the
average household’s mortgage holdings account for close to 60% of their total debt expo-
sure. Germany is an exception to this rule (the share of mortgage debt is 44%), which is
not surprising given the low homeownership rate and the relative preference for renting
over owning in the German population. However in India, despite the prominent role of
non-financial assets in the household balance sheet, mortgage loans account for only a
small part of total liabilities (23%) and the role of other secured debt (such as vehicle loans
and instalment credit for durable goods) is well below the levels observed in other coun-
tries, particularly Thailand. The high average level of home equity held by Indian house-
holds is important, and suggests a strong investment motivation for real estate purchases
in addition to the usual consumption motivation. Of course, the consumption motiva-
tion may also be high in an environment of poor contract enforcement, and suggests that
measures to improve the private rental market may have a non-negligible impact on the
physical asset share.

Instead of secured debt, most Indian household debt is unsecured (56%), which as we
will see, also reflects an unusually high reliance of Indian households on informal, non-
institutional sources of lending such as moneylenders and intra-family loans. We also
document a non-negligible role for gold loans (7.6%), which are a unique feature of the
Indian market, and absent from other countries, suggesting that gold plays a dual role as
an investment asset as well as a store of collateral value for Indian households.

These conclusions are also apparent when averages are computed by wealth-
weighting across households rather than equally-weighting across households. This sug-
gests that for India (and China) unsecured debt (including gold loans, for India) also mat-
ter in the aggregate. Quantitatively, unsecured loans account for 23% of total debt in
China and 39% in India, while they play a negligible role in the financial systems of devel-
oped countries (with the exception of the US, where households rely relatively more on
short-term debt for both daily expenses and for purchases of durable consumer goods).

These aggregate patterns are interesting, but there is also significant variation in allo-
cations along Indian households’ life cycles, and across the wealth distribution. We de-
scribe how these patterns make the distinct features of the aggregate allocations in India
a potential cause for concern, as they suggest that Indian households may face signifi-
cant constraints which impede them from participating optimally in financial asset and
liability markets.
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1.2 Participation in financial markets

HIGHLIGHTS

• Indian households are exceptional in the international context, as there is no reduction in their hold-

ings of physical assets as they pass retirement age - unlike in countries such as the UK, Australia,

Germany, and China.

• The participation rate of Indian households in financial assets is well below the one observed in de-

veloped countries. This pattern has been recognised and there has been a sustained drive to spread

banking to the unbanked.

• The important distinction between access and use needs to be considered carefully when formulat-

ing policy – simply extending access to banking services is unlikely to be sufficiently effective on its

own.

The overall allocations described in the previous section mask important patterns ev-
ident along the lifecycle of Indian households and across the wealth distribution. Un-
covering these patterns is important for two reasons. First, India is an extraordinarily
diverse country along many dimensions, and so we need to be able to coherently capture
the diversity of household experiences. Moreover, different household finance problems
may manifest themselves at a) different points in the wealth distribution, and b) at dif-
ferent ages. For an example of the former, we find that poorer households in India have
significantly lower allocations to any form of retirement savings than their counterparts
overseas, which further highlights the need for some mechanism to address these needs.
An example of the latter is that we detect a rising pattern of indebtedness with age in both
secured and unsecured loans in India, which is unusual both from the perspective of the-
oretical optimization as well as from the cross-country comparison. In other countries,
there is a more natural hump-shaped pattern of indebtedness as households borrow pre-
sumably to smooth consumption over their lifetimes.

Figure 1.2 illustrates these and other patterns across the age distribution of Indian
households. Only 65% of Indian households in which the household head is younger than
35 years of age hold any financial assets. This participation rate increases to 77% for more
mature households, but remains well below the rate of financial asset market participa-
tion observed in developed countries, where close to all households own at least one bank
account and use formal financial products as the preferred means of savings.2

While the drive to bank the unbanked in India holds great promise, it is worth noting
the massive popularity of physical assets. In both China and India, the rate of participa-
tion in land and housing assets is 78% for the lowest age cohort and increasing to roughly

2Interestingly, in Thailand and China, which we see as the closest peers in terms of economic develop-
ment, the pattern is flat or even reversed: young cohorts are slightly more likely to hold financial assets (even
relative to their Indian counterparts), and the participation rate decreases significantly for older households
and retirees.
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95% for households that are close to retirement. However, Indian households are excep-
tional in the international context, as there is seemingly no reduction in their holdings
of real estate as they pass retirement age, unlike in countries such as the UK, Australia,
Germany, and China. This is probably the consequence of “joint family” households in
which multiple-generations co-exist, in which land and residential properties constitute
a significant share of bequests and inter-generational wealth transfers.

The patterns in the assets of Indian households are also distinct across the wealth
distribution. In terms of participation, only 55% of the poorest households hold any fi-
nancial assets (see Figure 1.3). This number rises to 90% for the richest population group,
but is still well below the fraction participating in developed countries. Turning to non-
financial asset holdings, one particular finding stands out. At the very bottom end of the
wealth distribution, 60% of Indian and Chinese households have ownership over land or
buildings, while in Germany, the UK and Australia, this number is less than 1%. At least
part of this observation can be attributed to the very different nature of what is consid-
ered and recorded as ownership of real estate across these countries. The average value of
the main residence in the bottom quintile group of Indian households is equal to |22,000,
which is significantly lower than the lowest percentile of the value of the main residence
in Germany (|15 lakh) or the US (|3.7 lakh). In India and China, the urbanisation rate is
much lower, rental markets are virtually absent, and agricultural work is widely prevalent.
We explore these issues using a number of alternative datasets, as we describe later in this
report.

Turning to the liabilities of Indian households in Figure 1.4, mortgage indebtedness is
particularly low across the age distribution in India in comparison with other countries
except Thailand. Especially during peak earnings years, very few households take mort-
gage loans in the international comparative context throughout the lifecycle. However,
surprisingly, the participation rate of older households and retirees is comparable to that
in Australia and the UK. This suggests that Indian households take on relatively higher
financial burdens towards the end of life, probably reflecting intergenerational transfers.
This under-penetration of mortgages despite high reliance on real estate is an important
issue, and we explore it in greater detail in other chapter of this report. Part of the issue
is that Indian households are extremely debt-averse, but there are also frictions in mort-
gage markets impeding easy access to this important source of borrowing, which allows
smoothing of consumption across the lifecycle.

In response to point iii) in the ToR, the report will go on to investigate whether and
to what extent Indian household balance sheets reflect deviations from optimal financial
allocations, or indeed signal the presence of behavioural anomalies. To some extent,
these patterns may also reflect underlying constraints of households, and in response to
points iv) and v), we consider the extent to which specific types of financial products can
improve the observed allocations of Indian households. However, we first turn to a brief
description of the pattern of household assets and liabilities, conditional on participating
in these markets.
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1.3 Allocation of wealth

HIGHLIGHTS

• The largest fraction of the wealth of young households in India is in the form of durable goods and

gold. The largest share of wealth as Indian households approach retirement is held in land and

housing.

• Financial assets and pensions account for a very low portion of the total balance sheet even for the

rich.

• Unsecured debt accounts for two-thirds of total liabilities for the very poor, and one-third for the

rich.

In the previous section, we considered the extent to which Indian households partic-
ipate in particular types of assets and liabilities. This is admittedly an important ques-
tion, and improvements along this dimension are clearly a government priority, as can
be seen from PMJDY. However, it is equally important, and perhaps even more relevant
for households’ well-being that when they do participate in financial markets, that they
do so efficiently. This is because the benefits of participation can quickly turn into costs
if participation is inefficient (see, for example, Campbell, 2006). This is essentially the
distinction between access and use of financial instruments.

We find four broad patterns here. First, the exposures of Indian households to the real
estate sector are higher in all population sub-groups. The difference from other countries
is particularly striking for poorer cohorts. Second, we find that households continue to
accumulate mortgage debt as they approach retirement age, which can potentially lead
to larger inter-generational transfers of liabilities. Third, we find that retirement assets
play a very limited role, even for households at the top of the wealth distribution. Fourth,
the prevalence of non-institutional debt is high for poorer households, but it decreases
for relatively richer segments of the population, although even wealthier households who
take on debt hold high fractions of unsecured liabilities. This tendency to take on unse-
cured liabilities at the bottom end of the wealth distribution is primarily associated with
loans for productivity/working capital purposes, but worryingly, is highly likely to be from
high-cost non-institutional sources.

In Figure 1.5, we can see that the patterns of participation on the assets side of the
balance sheet are mirrored in the allocations conditional on participation. In contrast
with the advanced economies, a large fraction of the wealth of young households in India
and China is in the form of durable goods and gold, and most of their wealth as they
approach retirement comprises land and housing. It is notable that financial assets and
pensions account for a very low portion of the total balance sheet even for the rich (3.7%).
Instead, we observe a pronounced substitution effect between durable goods, gold, and
real estate. Poor households own more of the former two assets, and richer households



1.4. UNDERSTANDING INTERNATIONAL ALLOCATION DIFFERENCES 7

move away from these assets and towards real estate, but in a manner that leaves the total
share of assets in physical form relatively fixed. This is somewhat unusual - in the UK, and
the US for example, wealthier households hold larger shares of financial assets, but this
pattern is not seen in India, suggesting that there are important factors impeding financial
market participation even for the wealthy.

On the liabilities side, we note that India is the only country in which mortgages ac-
count for an increasing share of total liabilities as people approach retirement age, sug-
gesting a relatively large debt exposure beyond retirement age. For households in de-
veloped countries, the share of mortgage debt relative to total liabilities follows a hump-
shaped pattern along the life cycle (see Figure 1.2), which implies that the financial bur-
den of home-ownership is shifted towards the period in the life cycle when it is easiest
to bear, and in keeping with standard consumption-smoothing motivations. In addition,
the overall relative share of mortgage debt in total liabilities remains lower in India than
in China across all parts of the population, with the gap narrowing only at the very top.
Moreover, unlike in developed countries, where secured debt backed by vehicles and con-
sumer goods seems to be the preferred alternative to mortgage debt, in India unsecured
debt accounts for close to two-thirds of total liabilities for the very poor and one-third for
the rich.

The picture that emerges is one in which Indian households are relatively less in-
debted than their foreign counterparts, but those that take on debt are more likely to have
no collateral to secure it, which leaves them exposed to repayment risk even in old age.

While the cross-country and cross-state statistics that we have generated suggest that
there are indeed significant deviations from desirable allocation and behaviour, we at-
tempt to more rigorously answer question iii) on the ToR.

1.4 Understanding international allocation differences

HIGHLIGHTS

• Indian household demographic characteristics and wealth levels explain a negligible fraction of the

differences between Indian household portfolios and those observed in the rest of the world. The re-

mainder can be attributed to differences in Indian household financial behaviour, partly determined

by exposure to the Indian institutional context.

• Demographic characteristics and wealth levels explain a large part of the differences between Indian

household credit product choices and those observed in the rest of the world. This suggests that

economic development will correct at least some of the imbalances noted on the liabilities side of

the Indian households’ balance sheets.

To understand the role of the demographic profiles and wealth levels in explaining
why Indian households’ allocations differ from the international comparator countries,
we decompose the observed average shares of assets and liabilities into a component that
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is explained by household characteristics, and the residual component, which we broadly
attribute to differences in the behaviour of Indian households relative to their counter-
parts in other countries.

We calculate counter-factual values of shares of assets and liabilities under the as-
sumption that Indian households behave exactly like their counterparts from other coun-
tries, using a four-step procedure.

We start by expressing the wealth levels of households from other countries in 2012
equivalent Indian rupees. For example, to calculate the equivalent rupee value of the
wealth of a US household surveyed in 2010, we multiply the observed US dollar value
with the total gross US inflation rate between 2010 and 2012, and with the average bilat-
eral exchange rate between Indian rupees and US dollars in 2012. We then attach equal
weights for all countries, but carefully preserve the population weighting structure within
each country. We then construct within-country quintile categorical variables, which cap-
ture the positions of households in their own country’s distributions of ages and wealth
levels, and across-country quintile categorical variables, which capture the positions of
households in the world distributions of ages and wealth levels.

For each asset and debt share, we run two identical analyses for India and for the ’rest
of the world’, with both within- and across age and wealth quintile categorical variables as
explanatory variables. To obtain counter-factual ’predicted’ values for India, we multiply
the explanatory variables obtained for India with the estimated coefficients from the ’rest
of the world’.

The results of this decomposition, reported in Figure 1.6, show that when looking at
the asset side of the balance sheet, the variation in household demographic characteris-
tics and households’ wealth explains only a negligible fraction of the difference between
India and the rest of the world. The remainder can be safely attributed to differences in
behaviour, which is also determined by households’ exposure to the Indian institutional
context.

To the contrary, when turning to the liabilities side, we find that demographic and
economic characteristics explain 50% of the difference between the mortgage share in
India and the other countries in our sample, and 32.5% of the difference in the share of
unsecured debt. As the Indian economy grows, and household wealth (in absolute terms)
approaches that observed in other countries, the mortgage share will likely increase, and
the share of unsecured debt can be expected to decrease.

Nevertheless, a large part of the difference between the asset portfolio allocation and
mortgage indebtedness of Indian households, relative to their counterparts from other
countries, still remains unexplained. To explore whether the allocation of household
wealth and liabilities can be rationalised in the context of the particular institutional
framework in India, we build a life cycle model of optimal household decisions in the
next section.
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1.5 Theory: Optimal decisions along the life cycle

HIGHLIGHTS

• Benchmark theoretical models predict high participation rates in financial assets throughout the

life cycle, a relatively larger prevalence of debt for younger cohorts, and a reduction of both assets

and liabilities as people approach retirement. These implications are difficult to reconcile with the

observed empirical patterns of behaviour for Indian households.

• We construct a life-cycle model of household behaviour and calibrate it to Indian data.

• Rational portfolio optimization cannot explain Indian households financial allocations.

While it is difficult to capture the diversity of preferences, constraints and institutional
arrangements that households face in a single theoretical framework, there are some rela-
tively universal implications delivered by all benchmark models in the field of household
finance about optimal decisions along the life cycle. (i) All households should partici-
pate in financial markets, saving a strictly positive amount in risky assets such as publicly
traded stocks, (ii) The portfolio exposure to risky assets should be largest in young age
and drop off substantially as people approach retirement, (iii) Most debts should be in-
curred during the first years of activity in the labour market, (iv) Mortgages are generally
the largest household liabilities, and (v) Savings of both financial and non-financial assets
should substantially reduce as people age.

To some degree, all of these predictions are different from the observed patterns of
behaviour for Indian households. One possible reason is that the parameters that have
been previously used to calibrate theoretical models do not adequately capture the in-
stitutional situation in India. Our theoretical analysis therefore begins with a calibration
exercise which uses Indian data to estimate conditional survival probabilities along the
life cycle, the dynamics of expected income, and the profiles of financial market risk and
return (see Figure 1.7). We have constructed and calibrated a lifecycle portfolio choice
model of household financial decisions, which we are using to explore whether the ob-
served empirical patterns can be reconciled with theoretically optimal predictions. We
note that the model is selected to have a useful role for durable goods, thus giving it the
best possible chance of models in this class to rationalise the patterns we detect in Indian
household data.

The model economy is assumed to be comprised of agents that live up to a maximum
of T = 100 years. For each age group, the remaining life span is uncertain, and given
by the conditional probability of survival. In each period, the household head receives
labour income, which is randomly shocked using draws from a probability distribution.
We assume the household is exposed to two types of such labour income shocks: tempo-
rary shocks, e.g. minor health issues, or a financial bonus, have only a transitory effect on
the financial situation of the household, limited to just a few months; permanent shocks,
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such as an accident, physical disability, a significant promotion or a shift in occupational
status, have a much more pronounced long-term impact.

We choose to distinguish between education groups because this type of variation is
measured without noise and we need a parsimonious specification to discuss the hetero-
geneity of household finance decisions across the Indian population. Of course, the het-
erogeneity across education groups also captures variation across occupation categories,
regions of residence, and employment sectors.

Households are risk-averse and choose to save some of the income they receive, and to
consume the rest. They derive consumption utility from pure consumption goods such as
food, but also durable goods such as residential real estate, vehicles, mobile phones and
gold. For their savings in the form of financial assets, households earn a risk-free return.
The value of durable goods depreciates at a constant rate in each period. Households
can take on unsecured debt, i.e. credit contracts simply backed by their future labour
income, and also secured debt, where their stock of durable goods serves as collateral
for a loan. Importantly, we assume that durable goods are also illiquid, and households
pay an adjustment cost whenever purchasing or selling them. In each period, a strict
collateralization constraint guarantees full repayment, i.e. we assume that agents do not
default on their payments, but they can roll over any debt indefinitely.

Figure 1.8 illustrates the optimal decisions of Indian households, as implied by the
life cycle model. The two panels report the average levels of net financial assets (i.e. the
difference between investments and debt) and physical assets (i.e. real estate, vehicles
and gold), for different age groups.

In the early years of household formation, the accumulation of financial assets is slow,
and most households are indebted, to be able to afford investments in real estate and
other durables. More wealth is accumulated towards the middle age, a large part of which
continues to be in physical form.

In the top panel of Figure 1.9, we calculate the allocation profiles of wealth for the av-
erage household explicitly. The profiles are similar across all education groups. First, the
relative share of physical assets is larger at the beginning of life. The first ten years in the
labour market, when the income profile is generally expected to be upwards-sloping, is a
period in which it makes sense to invest in durable goods, and to enjoy the utility asso-
ciated with them for long periods of time thereafter (e.g. an apartment, a transportation
vehicle, or gold jewellery). Second, in middle age, the share of physical goods is gradually
decreasing, allowing for the accumulation of financial wealth. Finally, after retirement,
financial wealth is drawn down more rapidly than physical wealth, which increases the
relative allocation towards physical wealth.

The bottom panel reports the optimal share of the population that participates in the
debt market. Consistent with the significant role of physical assets at the beginning of life,
we find that this is the period when most households incur substantial liabilities.

Importantly, our results suggest that later in life, and especially during retirement, it is
optimal to use products that resemble a reverse mortgage arrangement. The property or
physical asset is still retained in the possession of the household, but it is used as collat-
eral for loans, to insure a steady stream of consumption utility. In retirement, uneducated
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households should be the primary beneficiaries of reverse mortgage-type of products, be-
cause they did not have the chance to accumulate high levels of financial wealth that can
be easily liquidated. Put differently, the model uncovers that the puzzle can be shifted
elsewhere. Even if Indian households rationally choose to hold high levels of physical
assets, they are foregoing consumption smoothing opportunities by not collateralising
those assets and extracting liquidity, especially later in life. This calls into question why
the reverse mortgage market isn’t functioning at far higher rates of utilization in the coun-
try than we observe.

Figure 1.9 also compares the optimal allocations described above with the actual ones,
observed in survey data. We can rationalise the predominant role of physical assets be-
low 35 years and during retirement, but the model implies a much larger exposure to
financial assets during middle age. Similarly, we find that more households should hold
positive amounts of debt during their first years in the labour market, compared to what
we currently observe in the Indian economy.

In Figure 1.10, we analyze the counter-factual case in which the return on financial as-
sets is perceived to be very low (1% per year). This leads to a high share of physical goods
for all education groups and at all ages. However, the additional implication is that vir-
tually the entire Indian population should participate in the credit market, continuously
‘financializing’ or ‘liquidating’ at least part of the high holdings of physical wealth, to bet-
ter smooth consumption along the life cycle. This is in striking contradiction to what is
currently observed in the market.

Overall, we are able to rationalise the large holdings of physical assets at young ages
and during retirement, but only by shifting the puzzle. Households should substantially
decrease their overall wealth levels after retirement, de-cumulating financial wealth and
entering into credit contracts of the reverse mortgage type. Instead, what we observe in
the data is that both financial assets and especially physical assets continue to be accumu-
lated as people age. Second, it remains difficult to rationalise the observed prominence of
physical assets in middle-age, exactly when the potential for the accumulation of finan-
cial wealth would be largest. Third, this part of the analysis suggests the presence of very
significant market frictions that prevent mortgage loan take-up during young age, when
most households expect an upwards-sloping labour income profile. Instead, most debt in
India tends to be unsecured, especially during the early years of labour market activity.

In the next chapter, we show that the problem is actually worse. A large part of the
unsecured debt that Indian households hold is sourced from non-institutional sources,
and that the motive for borrowing has a lot to do with unexpected household events such
as loss of crops and livestock, medical emergencies, and the effects of natural disasters.
We start by discussing the heterogeneity of these patterns across states and population
sub-groups and proceed to estimate potential household gains that are associated with a
re-allocation of assets and liabilities within the household portfolio.
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Figure 1.1
Country comparison: Allocation of household assets and liabilities

As documented in Badarinza, Balasubramaniam and Ramadorai (2016b), we compare the average alloca-

tions of household assets across countries. The data sources are the All India Investment and Debt Survey

(2012 wave), the Chinese Household Finance Survey (CHFS, 2012 wave), the Townsend Thai Survey (TTS,

2012), the US Survey of Consumer Finances (SCF, 2010 wave), the UK Wealth and Assets Survey (WAS, 2012

wave), the Australian Household, Income and Labour Dynamics Survey (HILDA, 2010 wave), and the Eu-

rosystem Household Finance and Consumption Survey (HFCS). Real estate includes land, buildings and

other constructions owned by the household, for residential, commercial or vacation purposes. Durable

goods include vehicles and other transport equipment, valuables, works of art and carpets, livestock and

poultry, agricultural machinery, and other farm and non-farm equipment. Gold includes jewellery, bullion,

ornaments and coins. Financial assets include bank deposits, publicly traded shares and government se-

curities, mutual funds, managed accounts, and loans receivable by the household. Retirement accounts

include private pension accounts, provident funds, annuity certificates, and life insurance accounts. Mort-

gage debt includes loans using land or real estate as collateral. Other secured debt includes loans secured

by a third party, and loans using crops, shares of companies, government securities, or insurance policies

as collateral. Gold loans use bullion and ornaments as collateral. Unsecured debt includes all loans classi-

fied as personal security, which are not backed up by any collateral, such as unsecured loans from money

lenders, loans from family and friends, credit cards, and overdraft facilities. We compute weighted pop-

ulation averages across households using representative population weights, as indicated in each survey.
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Figure 1.2
Participation in financial markets along the life cycle

As documented in Badarinza, Balasubramaniam and Ramadorai (2016b), this figure reports the shares of

the population that hold positive amounts of different assets and debt classes. The data sources are the

All India Investment and Debt Survey (2012 wave), the Chinese Household Finance Survey (CHFS, 2012

wave), the Townsend Thai Survey (TTS, 2012), the US Survey of Consumer Finances (SCF, 2010 wave), the

UK Wealth and Assets Survey (WAS, 2012 wave), the Australian Household, Income and Labour Dynamics

Survey (HILDA, 2010 wave), and the Eurosystem Household Finance and Consumption Survey (HFCS).

We compute weighted population averages across households using representative population weights, as

indicated in each survey.
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Figure 1.3
Balance sheet allocation of household assets

As documented in Badarinza, Balasubramaniam and Ramadorai (2016b), this figure reports the average

shares of different asset classes, relative to total household wealth. The data sources are the All India In-

vestment and Debt Survey (2012 wave), the Chinese Household Finance Survey (CHFS, 2012 wave), the

Townsend Thai Survey (TTS, 2012), the US Survey of Consumer Finances (SCF, 2010 wave), the UK Wealth

and Assets Survey (WAS, 2012 wave), the Australian Household, Income and Labour Dynamics Survey

(HILDA, 2010 wave), and the Eurosystem Household Finance and Consumption Survey (HFCS). We com-

pute weighted population averages across households using representative population weights, as indi-

cated in each survey.
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Figure 1.4
Participation in financial markets across the wealth distribution

As documented in Badarinza, Balasubramaniam and Ramadorai (2016b), this figure reports the shares of

the population that hold positive amounts of different assets and debt classes. The data sources are the

All India Investment and Debt Survey (2012 wave), the Chinese Household Finance Survey (CHFS, 2012

wave), the Townsend Thai Survey (TTS, 2012), the US Survey of Consumer Finances (SCF, 2010 wave), the

UK Wealth and Assets Survey (WAS, 2012 wave), the Australian Household, Income and Labour Dynamics

Survey (HILDA, 2010 wave), and the Eurosystem Household Finance and Consumption Survey (HFCS).

We compute weighted population averages across households using representative population weights, as

indicated in each survey.
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Figure 1.5
Balance sheet allocation of household liabilities

As documented in Badarinza, Balasubramaniam and Ramadorai (2016b), this figure reports the average

shares of different debt classes, relative to total household liabilities. The data sources are the All In-

dia Investment and Debt Survey (2012 wave), the Chinese Household Finance Survey (CHFS, 2012 wave),

the Townsend Thai Survey (TTS, 2012), the US Survey of Consumer Finances (SCF, 2010 wave), the UK

Wealth and Assets Survey (WAS, 2012 wave), the Australian Household, Income and Labour Dynamics Sur-

vey (HILDA, 2010 wave), and the Eurosystem Household Finance and Consumption Survey (HFCS). We

compute weighted population averages across households using representative population weights, as in-

dicated in each survey.
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Figure 1.6
Cross-country comparison: Blinder-Oaxaca decomposition

This figure reports predicted values for the average shares of assets and liabilities of Indian households,

under the assumption that Indian households behave like their counterparts in other countries. We first ex-

press the wealth levels of the surveyed households from China, Thailand, USA, UK, Australia and Germany

in 2012 equivalent Indian Rupees, using bilateral exchange rates and inflation levels in respective countries

and years. We then construct within-country quintile dummies, which capture the positions of households

in their own country’s distributions of ages and wealth levels, and across-country quintile dummies, which

capture the positions of households in the world distributions of ages and wealth levels. For each asset and

debt share, we run two identical regressions for India and for the ’rest of the world’. We include within-

country age and wealth level quintile dummies, and across-country age and wealth level quintile dummies

as explanatory variables. To obtain counter-factual ’predicted’ values for India, we multiply the values of

the explanatory variables for Indian households with the estimated coefficients from the ’rest of the world’.

We compute weighted population averages across households using representative population weights, as

indicated in each survey.
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Figure 1.7
Model calibration parameters

This figure reports the life cycle profiles of the parameters used to calibrate the household portfolio choice

model for India. Panel A shows the evolution of survival probabilities for each age years, conditional on

survival until the previous age year. Panel B shows the evolution of average family income profiles by edu-

cation groups. The profiles are constructed by fitting a third-degree polynomial through the coefficients on

the age dummies in a cross-sectional regression of family income on ages. Income after 70 is the median

income of households whose heads are over 70. The profiles are smoothed through linear interpolation to

insure continuity of the model functions. For easier interpretation, we normalize the absolute values by

dividing through the average yearly income level in the population. The data comes from the second wave

of the India Human Development Survey, 2015.

Panel A
Conditional survival probabilities

20 25 30 35 40 45 50 55 60 65 70 75 80 85

Age of household head

  0%

 20%

 40%

 60%

 80%

100%

P
ro

ba
bi

lit
y

(years)

Panel B
Life cycle income profiles across education groups

20 25 30 35 40 45 50 55 60 65 70 75 80 85

Age of household head

0

0.2

0.4

0.6

0.8

1

1.2

1.4

N
or

m
al

iz
ed

 u
ni

ts

(years)

Primary education High-school degree College degree



1.5. THEORY: OPTIMAL DECISIONS ALONG THE LIFE CYCLE 19

Figure 1.8
Model-implied life cycle profile for Indian households

We construct and solve a portfolio choice life cycle model of optimal household behaviour. In each period,

households receive labour income and decide optimally on how to allocate their available resources across

a set of consumption goods, financial assets and durable goods, such as houses and gold. We calibrate

the model with income life cycle profiles for the Indian economy, for three education groups (below pri-

mary school, primary or secondary school degree, and college degree), survival probabilities, and market

parameters characterizing the constraints and market conditions that Indian households face. We simulate

N=50,000 life cycle profiles. In the figure below, we report average holdings of financial assets and durable

goods, for each age-education group. For easier interpretation, we normalize the absolute values by divid-

ing through with the average yearly income level in the population.
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Figure 1.9
Model implications vs. observed household behaviour

The top panel of this figure compares the allocations of household wealth that are implied by the portfolio

choice life cycle model, with the observed allocations of Indian households. The source of the empirical

data is the 2012 wave of the All India Debt and Investment Survey (AIDIS), which is representative for the

entire country. In the data, the physical assets share is calculated as the sum of real estate wealth, durable

goods and gold, normalized by the total household wealth level. The bottom panel reports the model-

implied and the actually observed participation rate in the debt market. Both in the model and in the

data, total household debt includes both secured and unsecured credit products. We compute weighted

population averages across households using representative population weights, as indicated in the survey.
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Figure 1.10
Counter-factual scenario: Low return on financial assets

The top panel of this figure compares the allocations of household wealth that are implied by the portfolio

choice life cycle model with the observed allocations of Indian households. We calibrate the model assum-

ing a counter-factual return on financial assets equal to r = 1%. The source of the empirical data is the 2012

wave of the All India Debt and Investment Survey (AIDIS), which is representative for the entire country. In

the data, the physical assets share is calculated as the sum of real estate wealth, durable goods and gold,

normalized by the total household wealth level. The bottom panel reports the model-implied and the actu-

ally observed participation rate in the debt market. Both in the model and in the data, total household debt

includes both secured and unsecured credit products. We compute weighted population averages across

households using representative population weights, as indicated in the survey.
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2
UNDERSTANDING INDIAN HOUSEHOLD

FINANCIAL DECISIONS

This chapter documents the trade-offs and frictions that affect the financial decisions of In-

dian households, and the ways in which they can lead households to sub-optimal behaviour.

First, we observe substantial heterogeneity in the allocation patterns of assets and liabilities

in balance sheets across Indian states. Second, we find that households simply shift gold

holdings towards real estate, and do not increase their wealth allocation to either financial

assets or retirement accounts, even as they move towards the top of the wealth distribution.

Third, we document a strong link between the insufficient take-up of insurance products and

the reliance on non-institutional sources of unsecured credit. Finally, we document signifi-

cant financial vulnerabilities implied by an ageing population, and demonstrate the poten-

tial for financial gains from changes in household behaviour. We estimate financial gains for

three scenarios: a shift of resources of 25% of gold holdings to financial assets, a full replace-

ment of non-institutional with institutional debt, and a shift to full coverage of medical costs

through health insurance. For the median household, such changes in behaviour can lead

to financial gains equivalent to an upwards movement of 3.5 pp, 3.8 pp, and 0.9 pp along the

wealth distribution, over a period of 10 years.

2.1 Heterogeneity across Indian states

HIGHLIGHTS

• The availability of resources and the sources of debt are very different across Indian states.

• Some states (e.g., Maharashtra, Karnataka and Tamil Nadu) have high levels of life insurance partic-

ipation, while in others (e.g. Madhya Pradesh and Chattisgarh) participation is very low.

• In states such as Tamil Nadu, households store a high fraction of their wealth in gold, and also have

more than 40% of their total debt in the form of gold loans.

India has enormous heterogeneity in a number of dimensions: geographical, linguis-
tic, and cultural. We explore the extent to which Indian household balance sheets also

22
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vary across states of India, and find that there are significant differences across house-
holds located in different states, even after controlling for households’ demographic char-
acteristics.

In both participation and allocation, we observe substantial heterogeneity in the pat-
terns of assets and liabilities in household balance sheets across Indian states (see Table
2.1). For example, a (relatively poor) state like Bihar has households with barely no fi-
nancial assets, while cities/union territories such as Chandigarh have the highest levels
of financialization of the household balance sheet. Another important example is that in
Tamil Nadu, households hold relatively large amounts of gold, followed closely by Andhra
Pradesh. These high gold holdings in Southern Indian states suggest that strong cultural
factors may also be at play in these cross-state patterns.

Large differences can also be observed in patterns of debt allocation. While poor states
such as Bihar have nearly all of their loans as unsecured debt and almost all of it originated
from non-institutional sources, states such as Goa have only small amounts of unsecured
loans, as well as low fractions originated from non-institutional sources. Moreover, in
states such as Tamil Nadu, where households store a high fraction of their wealth in gold,
they also have more than 40% of their total debt in the form of gold loans – further sug-
gesting that gold plays multiple roles in household balance sheets, and that solutions to
sub-optimally high gold holdings will need to consider these different dimensions of its
use.

Even in the prevalence of simple bank accounts, we see wide dispersion across states.
Figure 2.1 shows data from a nationally representative survey (Financial Inclusion In-
sights Survey, 2015), and documents substantial heterogeneity by states in terms of the
participation rates in access and use of bank accounts. The correlation between access
and use of bank accounts in India is 0.59, which is not particularly high, suggesting that
while the drive to provide bank accounts to the unbanked is a promising policy, it needs to
be supplemented with policies to promote effective use of finance amongst Indian house-
holds.1

One of the most striking observations from the previous chapter is the predominance
of physical assets in the portfolio of household wealth, and a very limited role for financial
assets. Of course, this pattern has been recognised by the Indian government, and there
has been an important drive in India to spread banking to the unbanked. The recent pol-
icy push for universal coverage of bank accounts through the Pradhan Mantri Jan Dhan
Yojna (PMJDY) has had a significant impact on households in India. Figure 2.3 presents
trends in coverage and use of PMJDY accounts obtained from a submission to the com-
mittee by the largest scheduled commercial bank, the State Bank of India (SBI). The rapid
decline in the fraction of accounts with non-zero balances do not necessarily mean that
these accounts are being transacted in frequently. Around 33% of the PMJDY accounts
were second accounts opened for individuals, and hence about 28% of these accounts
lay dormant. Agarwal, Alok, Ghosh, Ghosh, Piskorski and Seru (2017) show that about
77% of the bank accounts (as of November 2016) maintain a positive balance and usage

1Chopra, Prabhala and Tantri (2017) show that the recent policy push has been towards newly included
households who are typically poor, unfamiliar with banking, and do not undergo any literacy or training.
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increases over time with inward and outward remittances being the most common type
of transaction conducted with bank accounts. Importantly, they present evidence that is
consistent with learning by individuals – lendings (and defaults on new loans) increase in
regions with low ex-ante access to banking services, which suggests that supplying Indian
households with bank accounts has created new demand for formal banking credit from
households that were previously unbanked. In related work, Chopra, Prabhala and Tantri
(2017) show that the extent of transactions using bank accounts increases as accounts age
and that they converge or exceed levels in non-PMJDY accounts of similar vintage.2

The objective of universal access to banking services driven by a state-led initiative
has enabled two important possibilities for households in India. It allows for households
to create formal credit histories, which in turn increases their potential for future access to
debt at lower rates of interest. Some evidence for such supply creating future demand for
financial services has been documented in Chopra, Prabhala and Tantri (2017). Second, it
allows households to learn and build experience with the formal financial system. Some
evidence of this is also documented in Agarwal, Alok, Ghosh, Ghosh, Piskorski and Seru
(2017). These findings suggest that some form of product push does hold promise, espe-
cially for low income households to benefit from accessing the formal financial system.
However, as we will document later, there is an important distinction between access and
use that needs to be considered carefully when formulating policy in this area.

Figure 2.2 turns to another important financial instrument which households also use,
and shows that there is substantial geographic heterogeneity in the uptake of life and non-
life insurance products in India. While some states of India (e.g., Maharashtra, Karnataka
and Tamil Nadu) have higher levels of life insurance participation, states such as Madhya
Pradesh and Chattisgarh have very poor penetration rates for life insurance. Similarly,
non-life insurance products that hedge against common shocks such as accidents and
poor rainfall have literally no take-up in states where we ex ante believe that they will be
most relevant – for example, despite historical levels of drought in Andhra Pradesh, non-
life insurance levels are abysmally low. However, solutions are not completely straightfor-
ward. The appropriate use of financial services, in contrast with access, may be far more
challenging than simply endowing every individual in the country with a suite of financial
assets.

2An additional important heterogeneity is the gender distortion in access to basic financial services.
Although women in India are more excluded from financial services than men, the PMJDY program helped
to reduce the number of financial excluded women by 20%, narrowing the gap between men and women
by 6 percentage points (Omidyar, 2017).
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2.2 Household behaviour: a detailed analysis

HIGHLIGHTS

• As they become richer, households trade off gold holdings for real estate. They do not increase their

wealth allocation to either financial assets or retirement accounts.

• Formal bank loans are almost irrelevant as a means to cope with unexpected emergencies. In-

stead, we document a trade-off between the take-up of insurance products and the reliance on non-

institutional sources of unsecured credit.

• The financing of retirement happens mostly through informal arrangements between parents and

children.

Thus far, we have identified a number of dimensions along which Indian household
finance decisions are unusual relative to those of their counterparts in other countries.
We now aim to dig a little deeper into the trade-offs and frictions that underlie these de-
cisions. In the previous chapter, we looked into the variation of unconditional average
shares of asset classes and credit products across households. We now control for house-
hold demographic characteristics.

In this chapter, we add to the previous analysis by also deriving insights from a number
of household surveys including the Financial Inclusion Insights Survey (2015), the Fin-
scope Survey (2015), the 2015 wave of the NSS health survey, the 2015 UNDP population
projections, and the ICE 360 national household survey. In addition, we continue to ana-
lyze household-level data from the 2012 wave of the Indian AIDIS survey, but now explain
the wealth shares of households with an augmented set of categorical variables capturing
wealth quintiles and education groups, as well as a set of other control variables including
age quintile categorical variables, rural vs. urban residence, and the number of children.
The tables and figures at the end of the chapter provide the source of the analysis for each
statistic that we describe in the text.

Household saving: financial assets vs. physical assets

In the top panel of Figure 2.4, we first document a clear substitution effect between real
estate and gold as households become richer. Conditional on age levels and other demo-
graphic characteristics, households in the top quintile of wealth have a 50% higher share
of real estate and a 30% lower share of gold in their portfolio of assets. Interestingly, hold-
ings of financial assets only play a relatively modest role, even for the wealthiest Indians.
This is an important finding, and raises multiple challenges in the context of the future
development of the Indian economy. We also note here that this may well be a symptom
of income diversion, in addition to more standard cultural and behavioural factors.3 In

3A similar substitution effect between real estate and gold is also observed along the institutional di-
mension. Households with historically better property rights under the land-tenure system prefer to park
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particular, richer households may find it easier to place illicit earnings or engage in tax
evasion by investing in real estate wealth, thereby avoiding the scrutiny associated with
investments in the formal financial sector.

Interestingly, the picture is very different when we turn to the role of education. Higher
education is unambiguously associated with a lower share of real estate, and higher shares
of both pensions and financial wealth. This finding suggests that education more gener-
ally (rather than financial education more specifically) has the potential to improve fi-
nancial allocations, but may also be a proxy for the fact that higher education is corre-
lated with employment in the formal sector - with fewer opportunities for tax evasion,
and more exposure to formal financial markets.

Household risk management: debt vs. insurance

We now turn to understanding the source of financial uncertainty for Indian households,
and the ways in which they use alternative vehicles to deal with unexpected realisations
of risk.

Panel A of Figure 2.5 describes the sources of major financial vulnerability for Indian
households. We find that the events that have had the largest financial impact on the fam-
ily during the 2 years prior to the survey date are the loss of crops or livestock due to bad
weather, medical emergencies associated with hospitalisation, and damage to properties,
farm equipment or other business capital, due to a natural disaster. Cumulatively, these
events account for the major financial losses in more than 60% of cases.

The next three sources in order of financial vulnerability concern reductions of the
income-generating capacity of the household, due to job loss, an increase in the costs of
agricultural inputs, or a deterioration in overall market conditions. Cumulatively, they
account for the major financial losses of around 25% of households.

Finally, life events such as theft/burglary, family separation, or the death of the main
income earner are also important sources of financial risk, which may affect a consider-
able part of the population, but their overall financial impact seems to be much smaller
than the other sources discussed above.

How do households cope with these risks? Figure 2.5 suggests that India is still largely
an informal economy. Only a quarter of households are able to deal with emergency ex-
penses by drawing upon accumulated wealth. Instead, half of the population counts on
help from family, friends and moneylenders. Most notably, loans from formal financial in-
stitutions are virtually irrelevant as a coping mechanism, which suggests that the financial
system fails to achieve one of its most important goals of helping households smooth cash
flows and consumption patterns. The problem seems particularly acute when we look at
medical expenses. 69% of households deal with medical expenses by drawing upon infor-
mal sources of funding, 26% of which are loans from moneylenders.

their investments in real estate. However, in areas which are more prone to communal violence and lower
property rights, households have a higher propensity to hold movable assets such as gold. We thank Niru-
pama Kulkarni and Abhiprerna Smit at CAFRAL for raising this important point.
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We note here that help from family and friends is generally perceived as benign. It may
indeed be associated with low costs, but we note that payments on such loans are gen-
erally non-pecuniary and involve service delivery by family members, which often goes
unreported and thus leads to an underestimate of true costs. They are also viewed as easy
to renegotiate, although there may be social quid pro quo accompanying such loans. On
the positive side, there is potentially less asymmetric information in such loans, they can
be issued at relatively low ticket sizes, and be accompanied by non-monetary assistance.
Overall, though, we caution that this type of informal lending can pose significant pres-
sures on family structures, and likely also lead to psychological burdens that cannot be
ignored (see Lee and Persson (2016)).

Moreover, Figure 2.6 shows that loans from family and friends, and in particular loans
from moneylenders, are much more likely to be rolled over.

Panel A of Figure 2.7 shows that this is particularly problematic because the interest
rates on non-institutional debt are very large. Panel B of the figure shows that also the loan
amounts are comparable in size to the loan amounts corresponding to formal debt. This
suggests a very significant financial burden associated with debt from non-institutional
sources, which is likely to be persistent, and to lead to a chain of indebtedness that quickly
exhausts the financial resources of the household.

Importantly, thinking back to the sources of the source of uncertainty that leads to
borrowing from non-institutional sources, we note that the main three risks that house-
holds face (i.e. the loss of crops and livestock, major medical emergencies, and damage
to physical assets due to natural disasters) are all insurable. This opens up the question
of why households do not choose adequate insurance products to cover these risks. Us-
ing data from the 2015 wave of the Finscope survey, Figure 2.8 shows that the most often
stated reason for non-participation is affordability. 50% of the population indicates insur-
ance products as unaffordable, and only 16% state a lack of awareness.4 The most likely
reasons are high transaction costs, a lack of understanding of the details of the products,
and the distribution channel. We will explore alternative explanations along these lines
in chapter 3.

To understand the trade-off between debt and insurance products in detail, we first
focus on the prevalence of informal arrangement across states. Panel A of Figure 2.9 shows
that in states where the incidence of non-institutional debt is high, insurance take-up is
low, and vice-versa. A strong negative correlation between insurance participation and
the incidence of non-institutional debt suggests that there are common factors that are
associated with the two observed phenomena with household financial choices in India.
Such common factors may include reasons that lead to the prevalence of seemingly high
discount rates for Indian households, including tight budget constraints leading to an
inability to finance the up-front costs of premiums, regional variation in the pricing of
insurance products, or the ease of access to moneylenders as opposed to access to simple
insurance products.

4As emphasised in Rampini and Viswanathan (2016), buying insurance requires paying up-front so it
may use up debt capacity. The finding on unaffordability may capture the extent to which Indian house-
holds face financial constraints impeding their purchases of insurance.
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To further uncover the overall contribution of state-level variation to household de-
cisions, we take advantage of the micro-level data from the AIDIS survey. We use life in-
surance as a proxy for the general participation of insurance market. At the minimum,
this captures access to the market – to the extent households could access life insurance,
we believe that other insurance products are not less accessible. In Panel B of Figure 2.9
we first show that the overall substitution effect is very strong: participation in the insur-
ance market is associated with a 20% lower likelihood of taking up a loan from a non-
institutional source. State-level differences account for 3% of this effect, but a large frac-
tion of this variation has to do with the overall level of wealth. This is consistent with the
fact that people deem insurance as unaffordable. Richer households are more able to buy
insurance products, and may have to rely less on non-institutional debt. Demographic
characteristics like age and education play a relatively minor role, and the remainder of
the effect (7%) is unexplained by observed demographic and social characteristics. This
suggests that there may be room for unobserved behavioural factors at play.

Before exploring these issues further in the next chapter, we refer to the last important
household decision: the planning of retirement financing.

Household planning for retirement

Panel A of Figure 2.10 shows that 77% of Indian households either do not expect to re-
tire, or have not actively planned for retirement, and Panel B reports the expected sources
of funds in retirement. Interestingly, despite the large share of real estate in household
wealth, only very few households expect to benefit from this part of accumulated wealth
to finance expenses in old age. Instead, most households (more than 50% of the popula-
tion) expect to rely heavily on help from their children. This suggests that Indian house-
holds actually implement a variant of a reverse mortgage contract, consistent with the im-
plication of the optimal life cycle model described in chapter 1, promising to leave their
property wealth as bequests, and benefiting from the children’s care and monetary sup-
port during old age. Of course, this can have positive externalities for society, helping to
maintain strong family relationships, solidifying cultural norms and fostering social cohe-
sion. Nevertheless, the enforcement of this informal arrangement can also put substantial
pressure on the social fabric of society, creating inter-generational tensions, limiting the
education and productivity potential of the young generation, and locking up a large part
of the nation’s wealth in highly illiquid assets.

Going forward, India faces an ageing population. Indian households seem poorly fi-
nancially prepared to deal with the consequences of ageing. The lack of retirement sav-
ings and more generally the predominant reliance on the income-generating capacity of
future generations generates large risks at all levels of the financial sector. We now turn to
analyzing the expected changes in the Indian population over the coming decades, and
the likely financial impact of these changes.
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2.3 Medium-term projections

HIGHLIGHTS

• If the current allocation pattern of resources is maintained, this implies additional pressure on the

demand side for assets such as gold, land, and real estate.

• Over the coming decade and a half, the elderly cohort is expected to grow by 75 percent. Only a

small part of this cohort is adequately covered through private pension plans, and a large part of the

population did not actively take steps to insure adequate financial coverage during retirement. The

financing of health expenses and consumption during retirement is expected to leave older house-

holds particularly vulnerable to adverse shocks.

• Absent significant changes in household behaviour, the problems that we have identified will con-

tinue to prevail in the Indian economy.

To answer point ii) in the ToR, we now turn to documenting the likely evolution of the
Indian household finance landscape, using demographic growth rate information. There
are two main reasons to make such future projections. First, it can help to envision the
implications of household behaviour for aggregate quantities in Indian financial markets.
Second, if problems are confined to certain cohorts of the population (say, the elderly),
some of the problems that we have documented above may in fact be self-correcting, and
projections are a useful tool to be able to see whether this is indeed the case.

To do these projections, we start by reporting the likely evolution of the Indian pop-
ulation during the coming decades. In Figure 2.11, we use data from Prof. Irudaya Rajan
of CDS to show that the largest growth in absolute terms is expected to occur in the mid-
dle of the age distribution (around 148 million individuals by 2031). If these households
maintain their current household finance allocation patterns, this demographic projec-
tion implies additional demand pressure for assets such as gold, land, and real estate.

In relative terms, while the growth rate of the middle cohort is expected to reach 54
percent by 2031, the age group with the highest expected growth rates are elderly retirees,
aged 65 years and above. Over the coming decade and a half, this cohort is expected to
grow by 75 percent. Since only a small part of this cohort is adequately covered through
private pension plans, and a large part of the population did not actively take steps to
insure adequate financial coverage during retirement (see Figure 2.10), the financing of
health expenses and consumption during retirement is expected to leave older house-
holds particularly vulnerable to adverse shocks.

To further understand the quantitative implications of these changes in the Indian
population, we implement a two-step procedure. We begin by calculating total state-
level assets and liabilities, using average holdings by each household age group in each
state from the 2012 AIDIS survey. We then calculate projected average holdings of finan-
cial products by 2031, based on the projected population distribution for each state, and
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use these counter-factual total state-level quantities to obtain projected levels and growth
rates in household demand over the next 15 years, for each asset and debt category.

Panel A of Figure 2.12 shows that the largest expected growth (in absolute terms) is in
real estate. If the current trend continues, we expect an increase in housing demand by
around 45% – in real terms. There are two conclusions that we can draw here: On one
side, absent massive investment in new housing construction, this development is likely
to put large pressure on house prices, potentially decreasing affordability even more, and
especially in the urban centres where the young population is likely to cluster. But at the
same time, even if housing supply reacts by expanding greatly, it seems inefficient for an
economy to allocate such a large portion of its total wealth to a single sector.

This is especially relevant because, as we report in Panel B of Figure 2.12, the aver-
age share of real estate in household wealth is likely to actually increase, while the share
of financial assets is projected to remain constant. Therefore, not only will the housing
market be subject to large demand pressure, but any price volatility will generate more
uncertainty for the average Indian household, as it gets more and more undiversified by
holding larger and larger amounts of real estate.

We note that the average wealth share of real estate is projected to rise because we
expect relatively higher population increases in the part of the population that is more
likely to have a higher share of real estate (i.e. the middle-age and older generations).
Importantly, we also project that the mortgage share is increasing: the mortgage market
is expected to grow by around 41%, and the share of mortgages in the overall portfolio of
household debt is likely to increase by 3 percentage points. However, on net, the overall
amount of housing equity on household balance sheets looks set to increase if nothing
changes.

Overall, we conclude that, absent significant changes in household behaviour, the
problems that we have identified above will continue to prevail in the Indian economy.
We next attempt some quantification of potential financial benefits to Indian households
from implementing such changes in behaviour.
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2.4 Gains from re-allocation of household wealth

HIGHLIGHTS

• We estimate financial gains for three scenarios: a shift of resources of 25% of gold holdings to finan-

cial assets, a replacement of non-institutional with institutional debt, and a shift to full coverage of

medical costs through health insurance.

• Households can earn substantial ongoing income gains from these movements. When capitalised,

the real present value gain from re-allocating to financial wealth from gold translates into average

movements up the Indian wealth distribution of between 0.2 and 4.9 percentage points (pp).

• Households shifting from non-institutional to institutional debt can move between 2.5 pp and 5.5

pp up the wealth distribution.

• Households can move up between 0.4 pp and 1.6 pp by taking on insurance to avoid the burden of

emergency credit associated with medical costs.

In this section, we estimate the distribution of financial benefits from three alterna-
tive scenarios of changes in household behaviour, over a period of 10 years. In Figure
2.13, we express the financial gains from these changes in equivalent percentage point
(pp) movements along the wealth distribution, using the observed distribution of wealth
across Indian households in the AIDIS (see Appendix Section C for an illustration of the
method). In the figure, the lower and upper limits of the bars indicate the 5th and 95th

percentiles of the estimated simulated distributions, and the horizontal line indicates the
median. We also express these gains as a percentage increase in ongoing annual income
for households arising from these counterfactual moves.

The first scenario considered in Panel A of the figure is a 25% shift of resources from
gold to financial assets. To quantify the benefits of more efficient participation (in a par-
tial equilibrium fashion), we simulate returns on the different assets from historically ob-
served distributions, and evaluate household expected returns under different assump-
tions about the portfolio composition. We use two alternative return processes for gold
and financial assets, the first capturing the experience of India over the last 15 years, and
the second the experience of the United States, as the Indian stock market has performed
particularly well over this period. When we assume that the stock market performance
of Indian stocks continues to remain at the high levels observed during the last years, we
find that, in expectation, households can gain between 0.4 pp and 8.3 pp (i.e., between
|6,922 and |1.78 lakh in discounted present value terms, discounted at the current stated
target interest rate of the RBI, or equivalently between 1.4% and 6% of annual income on
an ongoing flow basis), depending on the amount of gold held. Instead, if stock market
returns in India were more similar to those in the United States, the movement up the
wealth distribution would be between 0 pp and 1.0 pp. We also note that the gains are
almost always above zero.
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In Panel B, we consider replacing non-institutional with institutional debt in house-
hold balance sheets. We use the cross-sectional distribution of interest rates reported in
Figure 2.7, to calculate the expected future value of interest saved. We distinguish between
loans for medical costs and loans for business operations, including expenses for farm
and non-farm equipment. For the median household, the results suggest that a shift from
non-institutional to institutional debt can lead to movements up the wealth distribution
of between 2.5 pp and 5.5 pp (equivalently, between 1.9% and 4.2% of annual income on
an ongoing basis). We note that these estimates are conservative – in a few cases, the shift
from non-institutional to institutional debt results in small losses, because some informal
arrangements reportedly carry zero interest rates – as we have discussed earlier, this does
not take into account non-pecuniary repayments on loans from friends and family.

In Panel C, we consider the financing of health expenses exclusively with medical in-
surance. Under the assumption that the pricing of medical insurance is actuarially fair,
there will be no first-order expected gains from the take-up of this product. However,
there can be substantial cost savings due to the avoidance of interest payment on un-
secured loans. We categorise households depending on their location and monthly per
capita consumer expenditure (UMPCE) class, which determines the size of their medical
bill (and, indirectly, also the amount of debt they may have to incur to pay for medical
costs). We estimate that if households sign up for actuarially fair health insurance (i.e.
the premia exactly cover the expected value of realized expenses), they can gain amounts
equivalent to an upwards movement of between 0.4 pp and 1.6 pp along the wealth distri-
bution (between 0.4% and 1.2% of annual income on an ongoing basis), simply by avoid-
ing the interest burden accruing from emergency credit.

Overall, Figure 2.13 shows that the proposed re-allocations of household wealth are
likely to generate positive financial gains for all households and across a large set of of
different projected realisations of financial returns, benefitting large parts of the Indian
population.

In the next chapter, we further explore the causes of households’ sub-optimal deci-
sions, and then discuss qualitative principles for financial policy to help correct some of
these problems.
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Figure 2.1
Access and use of bank accounts

Panel A shows that an average of 66% of randomly selected adult household members have a bank account. Access is lowest in Assam, Bihar and Madhya

Pradesh (about 50% of respondents), whereas states like Goa, Himachal Pradesh, and Tami Nadu have the highest participation rate (about 80%). However,

access does not necessarily mean active use of these bank accounts. Panel B shows that among bank account holders, 64% have used their account in the

past 90 days. Use of bank accounts is lowest in Chattisgarh, Jharkhand and Uttar Pradesh (less than 50%), and highest in Goa (about 90%). Use measured

with a 30-day threshold is even lower. Merely 43% have used their account at least once in 30 days (not shown). As a means of comparison, per World

Bank’s Global Findex, 72 percent of individuals in high-income countries use their account 2-3 times in 30 days (see Allen, Demirguc-Kunt, Klapper and

Peria (2016); Demirgüç-Kunt, Klapper, Singer and Van Oudheusden (2015)).

Panel A Panel B

Access to bank accounts Use of bank accounts (90 days)

< 32.3%
32.4 to 62.0%
62.1 to 68.0%
68.0 to 74.3%
74.4 to 86.9%

< 32.3%
32.4 to 62.0%
62.1 to 68.0%
68.0 to 74.3%
74.4 to 86.9%
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Figure 2.2
Participation rates in life and non-life insurance policies

This figure reports the percentages of respondents in the Financial Inclusion Insights Survey (2015) who have life insurance (Panel A), and those who have

other non-life insurance policies (Panel B). For life insurance (Panel A), Chattisgarh has the lowest (2.15%) and Karnataka and Tamilnadu have the highest

participation rates (22.51% and 17.10%, respectively). For non-life insurance (agricultural, medical and accident), Panel B shows that Odisha, Tamilnadu

and Kerala have the highest participation rates (22.17%, 15.28% and 14.90%, respectively), while in Jharkhand, Bihar, Himachal Pradesh and Uttar Pradesh

the participation rates are less than 1%.

Panel A Panel B

Life insurance Non-life insurance

< 0.16%
0.17 to 2.55%
2.56 to 6.14%
6.15 to 10.50%
10.50 to 22.50%

< 0.16%
0.17 to 2.55%
2.56 to 6.14%
6.15 to 10.50%
10.50 to 22.50%
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Figure 2.3
Access and use of PMJDY accounts

The State Bank of India, in its submission to the committee, presented statistics on the uptake and non-zero

balance PMJDY accounts. This figure reports the total number of accounts per month since September

2014, the share of the total with non-zero account balance and the fraction of the total that have been

opened in rural areas.

Sep 14 Dec 14 Mar 15 Jun 15 Sep 15 Dec 15 Mar 16 Jun 16 Sep 16

 5 crore

10 crore

15 crore

20 crore

25 crore

Total accounts (Crore, left axis)
Rural share (%, right axis)
Accounts with zero balance (%, right axis)

20%

30%

40%

50%

60%

70%

80%



36 CHAPTER 2. UNDERSTANDING INDIAN HOUSEHOLD FINANCIAL DECISIONS

Table 2.1
Regional variation of household balance sheets

This table presents the average share of wealth in each asset type across Indian states (in rows), listed in

the increasing order of the financial assets ratio. Real estate includes all land and buildings owned by the

household. Gold includes jewellery, bullion, ornaments and coins. Financial assets include bank deposits,

publicly traded shares and government securities, mutual funds, managed accounts, and informal loans

receivable. Retirement accounts include private pension accounts, provident funds, annuity certificates,

and life insurance accounts. Mortgage debt includes loans using land or real estate as collateral. Gold loans

use bullion and ornaments as collateral. Unsecured debt includes all loans classified as personal security.

Non-institutional debt includes loans from family, friends, and money lenders. The data source is the 2012

wave of the All India Investment and Debt Survey.

Portfolio allocation Allocation of debt
across asset categories across product types

Real Gold Financial Retirement Mortgage Gold Unsecured Non-instit.
estate assets accounts debt loans debt debt

Bihar 90.5% 2.7% 1.0% 0.5% 8.2% 0.3% 81.9% 82.2%
Rajasthan 79.4% 9.5% 1.4% 1.7% 21.3% 1.0% 70.2% 68.7%
Nagaland 82.6% 1.6% 1.5% 7.3% 8.0% 0.0% 30.8% 40.3%
Manipur 84.0% 5.1% 1.6% 2.8% 3.1% 14.2% 30.4% 77.7%
Uttar Pradesh 85.4% 5.6% 1.8% 1.5% 27.3% 1.3% 63.0% 59.2%
Madhya Pradesh 82.2% 7.4% 1.9% 1.7% 30.4% 1.0% 60.0% 53.6%
Telengana 70.5% 17.5% 2.0% 2.4% 11.3% 2.9% 73.0% 55.8%
Orissa 78.9% 10.0% 2.1% 2.0% 26.9% 2.3% 59.1% 47.1%
Gujarat 72.5% 13.7% 2.1% 3.5% 38.0% 2.8% 38.2% 39.9%
Uttaranchal 78.7% 10.0% 2.2% 2.2% 18.8% 0.0% 67.6% 45.4%
Lakshadweep 80.4% 11.2% 2.5% 3.1% 9.7% 9.3% 66.7% 24.2%
Jharkhand 85.6% 4.4% 2.5% 1.9% 12.9% 0.2% 79.7% 62.8%
Chhattisgarh 81.7% 6.8% 2.7% 1.1% 14.7% 0.2% 65.2% 54.3%
Kerala 78.9% 13.1% 2.8% 1.8% 38.3% 17.2% 31.6% 20.0%
Jammu & Kashmir 84.2% 4.7% 2.9% 3.1% 10.1% 0.0% 62.2% 56.3%
Tripura 76.5% 10.0% 3.0% 3.8% 3.8% 0.2% 72.7% 44.7%
Maharashtra 76.6% 10.4% 3.1% 3.6% 47.0% 1.4% 36.0% 27.9%
Tamil Nadu 59.4% 28.3% 3.1% 3.2% 11.3% 41.3% 37.9% 42.1%
Punjab 81.6% 4.9% 3.1% 4.5% 25.7% 2.1% 57.4% 57.7%
Haryana 81.1% 5.9% 3.4% 3.0% 27.8% 0.0% 53.2% 48.1%
Goa 60.0% 20.2% 3.7% 6.0% 18.1% 3.5% 19.0% 8.0%
Andhra Pradesh 62.8% 21.6% 3.8% 3.1% 9.5% 9.5% 55.3% 48.9%
West Bengal 81.2% 6.7% 4.0% 3.3% 16.7% 2.8% 69.5% 47.4%
Meghalaya 80.7% 3.0% 4.3% 3.5% 2.3% 0.2% 74.0% 24.7%
Mizoram 79.6% 1.2% 5.0% 5.7% 40.7% 0.0% 34.0% 17.2%
Karnataka 67.1% 16.1% 5.0% 4.4% 24.8% 3.4% 53.8% 49.2%
Assam 76.1% 6.6% 5.3% 2.6% 15.8% 1.2% 62.9% 48.0%
Andaman & Nicobar 42.5% 23.5% 6.3% 18.1% 6.4% 13.1% 66.4% 36.2%
Himachal Pradesh 71.8% 13.6% 6.8% 3.5% 35.6% 0.0% 42.4% 35.1%
Pondicherry 56.9% 25.7% 7.2% 4.5% 3.4% 50.1% 33.3% 40.2%
Arunachal Pradesh 63.3% 5.1% 8.3% 5.0% 18.1% 1.3% 33.3% 45.7%
Chandigarh 57.0% 10.2% 8.3% 14.1% 47.1% 0.0% 23.0% 9.5%
Delhi 54.9% 17.4% 9.8% 6.2% 15.6% 0.4% 63.9% 46.6%
Dadra & Nagar Haveli 62.8% 6.5% 10.5% 12.4% 52.7% 2.4% 34.6% 31.3%
Sikkim 55.6% 14.6% 11.6% 10.3% 27.0% 0.0% 48.2% 17.8%
Daman & Diu 48.0% 24.4% 11.8% 10.8% 5.0% 0.0% 69.1% 66.9%
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Figure 2.4
Heterogeneity of household decisions

This figure reports estimated β coefficients from the following estimated specification:

fi ,k =α+µk +βXi ,k +εi ,k ,

where fi ,k are wealth shares of household i in state k, and Xi ,k are dummy variables capturing wealth quin-

tiles and education groups, as well as a set of other control variables including age quintile dummies, rural

vs. urban residence, and number of children. In this regression, the omitted categories for the two sets of

dummy variables are the first quintile of wealth, and the lowest education group, ’Below Primary School’.

The reported coefficients capture marginal effects relative to these omitted categories. The data source is

the 2012 wave of the All India Investment and Debt Survey. We use population weights, as indicated in the

survey. The vertical bars indicate 95% confidence intervals for each estimated coefficient, based on robust

standard errors, clustered at the state level.
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Panel B
The liabilities side of the household balance sheet
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Figure 2.5
Sources of risk for Indian households

Panel A of this figure reports the distribution of survey responses to the question ’Which of these events made

the biggest impact on your household income in the last two years?’, conditional on having experienced a

household emergency. Panel B reports the distribution of survey responses to the question ’What was the

main thing done to make ends meet when (highest ranked risked from previous question) happened to you

or your household?’, referring to the highest ranked risk from the previous question. The source of the data

is the Financial Inclusion Insights Survey (2015). We compute weighted averages across households using

population weights, as indicated in the survey.
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Figure 2.6
Loan repayment behaviour

This figure reports the distribution of survey responses to the question ’Which of the following statements

best describes how you usually repay your loans?’, conditional on having a loan outstanding. Non-Bank for-

mal institutions include post offices, NBFCs, microfinance institutions, and self-help groups. The source

of the data is the Financial Inclusion Insights Survey (2015). We compute weighted averages across house-

holds using population weights, as indicated in the survey.
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Figure 2.7
Variation of loan terms across households

This figure reports the distributions of loan interest rates and loan volumes across Indian households. We

winsorize the distributions at the upper 99th percentile. Secured debt includes loans using land or real

estate, crops, shares of companies, government securities, insurance policies, bullion or ornaments as col-

lateral. Unsecured debt includes all loans classified as personal security, which are not backed up by any

collateral, such as unsecured loans from money lenders, loans from family and friends, and bank credit card

or overdraft facilities. The source of the data is the 2012 wave of the All India Debt and Investment Survey.

We use population weights, as reported in the survey.
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Figure 2.8
Reasons for non-participation in the insurance market

This figure reports distribution of survey responses to the question ’There are different reasons for people not

having [insurance] products. Why don’t you have it?’. Multiple responses are accepted. The question is only

asked to those respondents who answered ’Yes’ to the question ’Have you ever heard of insurance?’. Never-

theless, we have also added the responses of not having heard of insurance in the plot below, to provide a

more complete picture. The source of the data is the FinScope Survey (2015). We use population weights,

as reported in the survey.
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Figure 2.9
Substitution effect between insurance products and non-institutional debt

Panel A reports the cross-sectional relationship across Indian states between the rate of participation in

life insurance and pensions and the incidence of non-institutional debt, among households with positive

amounts of debt. Panel B reports the estimated coefficient from a linear regression where the dependent

variable is a dummy which takes a value of 1 if the household has outstanding amounts of non-institutional

debt, and the explanatory variable is a dummy variable which takes the value of 1 if the household has life

insurance or pension accounts. We include additional control variables sequentially, as indicated on the

horizontal axis. The demographic characteristics we consider are age groups, education, and the number

of children. The vertical bars indicate 95% confidence intervals, based on robust standard errors, clustered

at the state level. The source of the data is the 2012 wave of the All India Debt and Investment Survey. We

use population weights, as reported in the survey.
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Figure 2.10
Retirement planning behaviour by Indian households

Panel A of this figure reports the distribution of answers to question ’What best describes your current posi-

tion regarding retirement planning?’. Panel B reports the distribution of answers to the question ’What are

likely to be the primary means for you to ensure financial security in your old age?’ asked to those respon-

dents who expected to retire. In this case, households have the possibility to choose multiple responses at

the same time. The source of the data is the 2016 wave of the ICE 360 Degrees National Household Survey.

We use population weights, as reported in the survey.
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Figure 2.11
Predicted change in Indian population across age groups

In this figure, we report predictions about the evolution of the Indian population between 2017 and 2031.

We divide the population in twelve age groups, each comprising five years. Panel A reports predicted abso-

lute changes (expressed in crore of individuals), and Panel B reports predicted relative changes (expressed

in percent, relative to the respective initial population level in 2017). The source of the data is Prof. Irudaya

Rajan, Centre for Development Studies, Tiruvananthapuram, India.
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Figure 2.12
Projections

We calculate medium-term projections of the real growth rates of different sub-markets of the Indian fi-

nancial and real estate sector, and the allocation of household wealth. We start by denoting by xi ,s the

average holdings of financial products x by age group i in state s. Here, we include physical and financial

assets, and secured and unsecured liabilities. Letωi ,s capture the age distribution of the population in state

s. We calculate total state-level assets and liabilities: Xs = ∑
i∈I xi ,sωi ,s , and compute counterfactual aver-

age holdings of financial products X s , based on the projected population distribution ωi ,s , and assuming

xi ,s = xi ,s : X s =∑
i∈I xi ,sωi ,s . The data sources are the AIDIS national survey, and the population data from

Prof. Irudaya Rajan, Centre for Development Studies, Tiruvananthapuram, India.
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Figure 2.13
Estimated gains from changes in household behaviour

This figure reports the distribution of estimated gains from three alternative scenarios capturing changes in

household behaviour. We express the financial gains in percentage point (pp) movements across the wealth

distribution for the median household, over a period of 10 years. For example, a value of 5pp implies a fi-

nancial gain equivalent to moving from the 50th to the 55th percentile of the wealth distribution. In Panel

A, the scenario considered is a shift of 25% of gold holdings to financial assets. We use two alternative esti-

mated return processes for gold and financial assets, the first capturing to the experience of India over the

last 15 years, and the second the experience of the United States. The lower and upper limits of the bars indi-

cate the 5th and 95th percentiles of the estimated simulated distributions, and the horizontal line indicates

the median. All financial returns and household gains are expressed in real present-value terms, assum-

ing a risk-free interest rate of 4%. In Panel B, the scenario considered is a replacement of non-institutional

with institutional debt. We use the cross-sectional distribution of interest rates reported in Figure 2.7, to

calculate the expected future value of interest saved. The lower and upper limits of the bars indicate the

5th and 95th percentiles of the cross-household distribution of interest rates, based on the cross-sectional

variation of interest rates. The horizontal line indicates the median. For some few cases, the shift from

non-institutional to institutional debt results in small losses, because some informal arrangements carry

zero interest rate. On the horizontal axis, we distinguish between loans for medical costs and loans for busi-

ness operations, including expenses for farm and non-farm equipment. In Panel C, the scenario considered

is the financing of health expenses exclusively with medical insurance. Under the reasonable assumption

that the pricing of medical insurance is actuarially fair, there will be no first-order expected gains from the

take-up of this product. However, there can be substantial cost savings due to the avoidance of interest

payment on unsecured loans. The lower and upper limits of the bars indicate the 5th and 95th percentiles

of the cross-household distribution of gains, based on the cross-sectional variation of interest rates. The

horizontal line indicates the median. On the horizontal axis, we distinguish between different hospitaliza-

tion costs, corresponding to the respective UMPCE class. The data sources are the 2012 wave of the AIDIS

national survey, the FRED St. Louis database, and the 2015 wave of the NSS health survey.
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Figure 2.13
Estimated gains from changes in household behaviour

(continued)
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3
ENABLING IMPROVED HOUSEHOLD

FINANCE OUTCOMES

In this chapter, we continue our diagnosis of the motivation behind Indian households asset

allocation and liability choices. To do so, we continue our analysis of a number of micro-level

surveys that are representative for the Indian population. We then describe the complexity of

Indian household financial needs. We use these insights in combination with those from the

previous chapters to identify five fundamental principles that should guide financial product

innovation and household financial policy: relevance, intuitiveness, customisation, scalabil-

ity, and incentive-compatible pricing.

3.1 Explaining household behaviour using household
surveys

HIGHLIGHTS

• The lack of trust in financial institutions partly explains the tendency of households to avoid finan-

cial products and invest in physical assets such as gold instead.

• The role of non-institutional debt appears to be related to the type of expenditure for which the

liability is incurred, and the urgency of the financial need.

• Households associate formal banking institutions with large administrative burdens and compli-

cated paperwork.

• Lack of participation in the market for life insurance products is related to the self-perceived finan-

cial management skills of the household head.

• “Nudge” solutions, where sensible default options are provided to households appear promising to

improve Indian household finance outcomes.

In the previous chapter, we have uncovered evidence that Indian household financial
allocations appear to deviate from what we might consider to be optimal financial allo-
cation and behaviour. In this chapter, we continue to uncover evidence along the same

48
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lines, and more importantly, identify a number of important underlying reasons for why
this is the case. In particular we find that there are several important frictions that house-
holds face, including high transactions costs and bureaucratic impediments to efficient
participation leading to a high “nuisance factor” for households; trust issues that house-
holds face in their participation in formal financial markets, which arise both from their
perceptions of formal providers as well as trust issues that correlate highly with the in-
come level of the household; the complexity of Indian households’ financial lives, which
are seldom addressed by much of the current supply side solutions; and the lack of a
unified framework and guidelines for the provision of high quality and low cost financial
advice to households.

We use qualitative survey data from a variety of sources, as well as submissions to
the committee from a variety of sources to evaluate Indian households’ perceived obsta-
cles to efficient financial market participation. Evidence from these self-reported sources
can help to uncover the factors, both institutional and behavioural, which impede In-
dian households from making what we might think of as closer-to-optimal decisions. For
example, Figure 3.1 highlights from a submission to the committee by the Financial Plan-
ning and Standards Board of India (FPSB), which conducted a survey of financial advi-
sors. These advisors report that a number of factors such as culture, tradition, and so-
cial norms, in addition to more standard factors such as real returns, perceptions of risk,
safety, and tax incentives appear to drive household decisions.

Of course, the simple behavioural explanations documented here hide potentially sig-
nificant effects of omitted household characteristics such as the income level, and the
state of residence. We therefore describe a more comprehensive analysis of micro-level
survey data below, which continues on from our analysis in the previous chapter.

Gold

Panel A Figure 3.2 shows that the largest determinant of gold holdings is risk aversion, i.e.
the perceived role of gold as a safe asset. People avoid financial assets such as mutual
funds, stating: ‘I feel it is too risky and I’ll eventually lose money,’ and appear to view gold
as a relatively “safe” asset.

However, we note that the move towards gold may not solely be because of the “pull”
of gold, but also because of a “push” away from other products. In particular, the relation-
ship between financial product suppliers and households appears to be contaminated by
the effect of negative experiences, as well as the lack of trust in formal financial services.
The figure shows that those that agree with the statement ‘I don’t trust finance companies’
are also more likely to hold gold. Consistent with this result, we also find increased gold
holdings for people that have a feeling of receiving unequal treatment and experiencing
feelings of alienation. We surmise that these issues are exacerbated by the use of jargon
in financial product terms and conditions, rather than simple, intuitive explanations. We
also note that households appear to feel less control over financial assets which impose
barriers to immediate access, such as the need to maintain minimum balances and tight
restrictions on number of withdrawals. This can be contrasted with the feeling of imme-
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diacy and tangibility that gold reassuringly (though ultimately illusorily) provides.
We note that after controlling for the broad role of education, state of residence, and

income, financial knowledge doesn’t seem to have a residual role. That said, the formal
financial advice received by households, and the degree to which households can relate to
the terms and conditions of financial products do seem to have an important impact on
their decision to hold gold. Overall, it appears that the large reliance on gold is not neces-
sarily driven solely by a lack of education or financial literacy, but more by perceptions of
risk/return, and by feelings of mistrust in formal financial institutions.

Non-institutional debt

We now turn to the determinants of non-institutional debt take-up, focusing on all house-
holds that take on positive amounts of debt. This allows us to focus on the decision of
choosing between formal and informal debt rather than the decision to take any debt at
all.

Panel B of Figure 3.2 shows that the relative prevalence of non-institutional debt is
mostly associated with the fact that the loan was taken in order to pay for emergency
expenses, even after controlling for household demographic characteristics. Moreover,
we find that what seems to deter people from engaging in formal credit agreements with
banks is not their lack of trust, but rather, their perception that bank paperwork is too
complicated, coupled with their lack of understanding of terms and conditions. This
suggests that in credit, onerous bureaucratic requirements play a central role in pushing
Indian households towards poor choices. We also note that the additional flexibility in-
herent in informal arrangements seems to be an important determinant of informal loan
take-up. However this is dangerous, since such flexibility can make it easier to roll over
such high cost debt, thus causing households to fall into debt traps.

Overall, we conclude that on the assets side, it is trust rather than access which is the
main problem for households. In contrast, on the liabilities side, it is access to the relevant
product, especially in case of emergencies, that is the main issue that households face.

Life insurance

Panel C of Figure 3.2 shows that participation in the market for life insurance is signifi-
cantly influenced by the degree to which households can relate to the products they are
being offered, and to the distribution channel through which it is offered. Financial ad-
vice seems to help, as does the use of technology, suggesting that such interfaces may be a
preferred way to distribute such products. Online interfaces allow households to acquire
information more quickly, to compare different products, understand the experiences of
others, and easily make payments. Similarly, the fact that households obtain financial
advice from sources outside the immediate circle of family and friends is conducive to a
higher participation rate in insurance products, above and beyond the role played by de-
mographic factors and wealth levels. Importantly, the lack of trust in financial institutions
has a strong negative effect, which is not surprising. Of all financial products, life insur-
ance arguably commands the largest amount of trust between the client and the supplier
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of the product. After controlling for these effects, we still note a very large role for the
general attitude of the household towards dealing with emergency expenses. Beyond the
role of demographic characteristics and wealth levels, we note that households that are
aware of their sources of financial vulnerability and explicitly save for these emergencies
are more likely to also invest in life insurance. This suggests that constraints rendering it
difficult for households to pay the up front insurance premium costs cannot completely
explain the debt-insurance tradeoff that we detect in the data.

Financial literacy

Continuing with this simple analysis, we further discuss the issue of financial literacy –
which shows up when we analyze the take-up of non-institutional debt and the purchase
of life insurance products. Table 3.1 shows that a large fraction of households appears to
lack the skills required to understand the concept of compound insurance, and that this
issue is particularly prevalent in the case of compound interest accruing on debt obliga-
tions. This may also result in households getting into debt traps, especially if they are
confused about the details of their liabilities and the manner in which interest accrues
on them. Panel B does show, however, that Indian households’ levels of financial literacy
compare favourably with those in other low income countries, though they are still far
away from their counterparts in more advanced economies.

It is worth noting here that even in countries such as the United States, financial liter-
acy can be hard to improve given that many households are unfamiliar with the basic eco-
nomic concepts needed to make adequate saving and investment decisions (see Lusardi
and Mitchell (2011)). Households generally tend to choose the path of least resistance,
engaging in passive decision-making and accepting the status quo (see Choi, Laibson,
Madrian and Metrick (2002)).

Nevertheless, recent evidence points to the fact that households respond strongly to
system design features that reduce the decision-making burden of taking a certain ac-
tion, such as sensible default options, automatic enrolment, and simple product “nudges”
(see, for example, Madrian and Shea (2001) for evidence from the United States, as well as
Hedesstrom, Svedsater and Garling (2004) for Sweden, and Lippi (2014) for Italy, and An-
dersen, Campbell, Meisner-Nielsen, and Ramadorai (2017) for Denmark). We do consider
policy solutions along these lines in our recommendations.
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3.2 The complexity of Indian household financial
demands

HIGHLIGHTS

• Self-reported financial goals of households are often driven by "life-events", such as marriage.

• Variation in the timing and frequency of income received determine how Indian households engage

with financial markets. Poor access to credit markets for micro-enterprise cause household financial

goals to also reflect small business goals.

• Despite significant progress, both monetary and non-monetary transactions costs remain high.

• Decisions concerning homeownership, savings product choice, insurance, pensions, mortgage

lending and emergency credit are inter-dependent and inter-related.

We have documented that the nature of household financial demand is complex and
involves multiple issues including households’ cognitive and behavioural biases, issues of
trust in the financial system which vary across households, differing needs and idiosyn-
crasies arising from wealth and education levels, geographic location, and the interaction
with traditional systems of risk-sharing. In this section, we discuss the distinctive features
of Indian household financial demands that need to be considered when making policy.
These features generate significant complexities in implementing solutions in the Indian
context, as we are dealing with one of the most diverse and unique countries in the world.

Financial goals of the household

Customers of Kshetriya Grameen Financial Services (KGFS) – an integrated financial ser-
vice provider for Indian households in three States of India, Tamilnadu, Odisha and Ut-
tarakhand1 – are asked to indicate their financial goals, as well as the amounts that they
desire to save in order to reach those goals. Table 3.4 presents the ratios between these
goals and the yearly household income for each household and reports the average ratio
for five different income quintiles. This provides a snapshot into understanding the range
of motives underlying savings by households. For a large section of the customer base,
housing, marriage and education form the three most important goals to achieve through
financial savings, whereas concerns such as medical emergencies, repaying loans, or
obtaining durable goods and livestock form the least important set of goals to achieve
through financial savings. However, the relative importance of different types of financial
goals varies across the income distribution. For example, very low-income households
wish to save nearly 65% of their annual income in an effort to repay past loans, whereas
this motivation is of relatively low concern to households on the higher end of the income

1See Appendix Section A for details.
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distribution. Savings motives for poorer households are also driven by the need for sav-
ings to invest in business enterprises that may not qualify for formal financing from banks
and this is quite consistent across the income distribution. The richest income group also
intends to save nearly 15% of annual income towards investing in private businesses.

An important cultural issue becomes evident from the data in this table. The poorest
income group appear to wish to save, on average, 117% of their annual income towards
a single life-event, namely marriage. However, this ratio falls dramatically with income,
reaching 15% at the top quintile of the income distribution. This pattern is also evident
for all of the other goals, although the tapering off appears quickest for marriage. The key
here seems to be that there are high “fixed costs” for life events such as marriage, meaning
that the burden of delivering what might be perceived to be a reasonable marriage falls
disproportionately on the poor. We note here that traditionally, such community cele-
brations have served to reinforce informal social insurance or risk-sharing arrangements
which often functioned well. However, as we highlighted earlier, these traditional systems
have and will increasingly come under pressure as the economic environment and social
structures change over time.

Box 1 shows that the National Pension Scheme – Swavalamban (NPS-S) has been rel-
atively successful in making households save for retirement. However, nearly 50 percent
of the customers studied in Sane and Thomas (2015) do not manage to contribute the
required |1000 over a 12 month period to obtain the incentives in the scheme, although
they do continue to make smaller contributions. This suggests the importance of flexibil-
ity and customisation in product design - to cater to the diversity of households’ ability to
pay.

Insuring against systematic risks

Variation in the timing and frequency of income received (Table 3.3), alongside the con-
siderable income volatility faced by Indian households also play important roles in de-
termining how Indian households engage with financial markets. For example, Box 1
presents evidence from Sane and Thomas (2016) where insurance repurchase decisions
are affected by rainfall conditions (a proxy for income uncertainty) and whether house-
holds have access to micro-finance loans (a proxy for binding liquidity constraints faced
by the household).

The problem with insurance in India is the time-inconsistency in the payoffs asso-
ciated with holding insurance. The problem is exemplified by the need to explain the
welfare gains of holding a health insurance to a perfectly healthy individual, which can be
baffling to someone not familiar with formal financial markets, and inherently distrust-
ful of formal institutions. This is in addition to financial constraints which may affect the
payment of up-front premium costs.

It is undoubtedly important, though, that households take up such products. The
adjustment costs that households can face if the major income earner is no longer able to
provide for the household can be enormous. Life insurance is an extreme form of inter-
generational income hedging for households, and this fact is neither straightforward nor
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something that households think about very often. A preponderance of labour-intensive
activity in the Indian economy also creates a desperate need for insurance products that
consider other possible sources of income-loss such as accident insurance, and we note
that the RuPay accident insurance being offered alongside PMJDY account seeding is an
excellent step in the right direction.

However, as we have seen, cost and distribution considerations seem important to
Indian households when contemplating insurance purchase. We therefore have several
recommendations in the next chapter about low cost and relevant insurance products,
and about how best to rationalise distribution incentives. We do note that the market
determined rate of commissions may indeed be high, given the need to expend significant
effort to educate households at the point of insurance sale, but note that this is a delicate
balancing act – since high commissions can create unsavoury incentives. One solution to
this is to use sensible default options for low cost, “approved” products to drive product
take up.

Information and market access

One possible way to allow for a better match between households’ needs and the products
that address these needs is through the provision of relevant financial advice. However,
we note that the structure of financial advice received by households is inadequate to help
them through the significant challenges that they face. Table 3.2 confirms that a large
fraction of individuals rely on themselves, their spouses, friends, family, and neighbours
for financial advice, rather than on any formal sources.

While there are some certification mechanisms for advisors in India, there is a bewil-
dering array of designations including Registered Investment Advisors, Insurance Agents,
Independent Financial Advisors, and other agents/brokers/intermediaries who sell vari-
ous financial products, who are are all referred to as financial advisors. In addition, the
current set of regulations is product-specific and there is no uniform regulation of finan-
cial advice. This is especially important since household decisions in one portion of their
balance sheets clearly affect other portions of their balance sheets. We therefore provide
several recommendations in the next chapter as to how this important sector can be revi-
talised and rationalised.

Transaction costs

The policy focus thus far has been essentially geared towards a state-driven enterprise
for financial inclusion. Banking regulations have been modified to allow for basic bank
accounts and a government-led initiative, PMJDY, to open basic bank accounts for ev-
ery individual in India is underway. Yet, barriers to financial participation persist. Box 4
presents an audit-study on the monetary and non-monetary costs of opening bank ac-
counts in southern India and shows that the monetary and non-monetary costs of par-
ticipating in basic financial products remain large. The total costs, as presented in the
study, amount to nearly one full day of daily earnings by poor households in India and
an entire day’s worth of work to open a bank account – all spread out over 3 visits to the
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bank branch. In addition to these relatively onerous costs, in an environment where a
large portion of the population does not understand simple and compound interest rates
(Table 3.1), and households rely on financial advice from institutional sources (Table 3.2),
we also need to account for monetary and non-monetary costs such as cognitive and psy-
chological barriers when households access and process financial information.

It is worth highlighting here that the heterogeneity of household circumstances
(which is also correlated with geographical diversity, see Table 2.1) also makes for a diffi-
cult environment for financial service providers such as banks and other financial institu-
tions. Such heterogeneity adds to costs for reaching Indian households, and the costs of
setting up and maintaining distribution networks. Indian households require customised
solutions that vary across the country, as well as across the age and wealth distribution.
However the relatively low levels of income that Indian households have mean that it is
difficult for service providers to justify reaching them unless solutions are scalable and
can be implemented at very low cost. One solution that has often been proposed is to
force banks to lend certain quantities to low income households, such as Priority Sector
Lending (PSL) norms, although such quantity solutions carry risks of being haphazardly
implemented, and price mechanisms may be preferable.

The role of formal credit markets

The appropriate use of formal credit markets involves both the use of secured lending
products as well as accessing working capital in the form of overdrafts and allowing for
smoothing systematic liquidity cycles that arise from cycles in economic activity. For ex-
ample, patterns of income arising from sowing–to–harvest cycles need to be appropriately
accounted for while assessing the credit demand of Indian households that are predomi-
nantly dependent on agricultural or agricultural-related labour activities.

We note that the main approach to the systematic reduction of informal credit from
non-formal unregulated institutional sources such as moneylenders is to expand the
banking network to reach unbanked areas in India. From a meagre 7.2% of total rural
credit issued by institutional sources in 1950-51, India has come a long way in raising the
share of institutional credit every decade, which has reached more than half of all credit
issued at the present time. This has in turn systematically decreased the share of private
moneylenders from nearly 93% in the early days of independence to about a third by the
turn of the millennium.

However, we note that the significant reliance of Indian households on informal
sources of debt is not only driven by lack of access to formal institutions. It is clearly also
driven by the advantages of localised sources of credit to households. To provide just one
example, households can remain ‘invisible’ to financial institutions because of difficulties
in assessing their credit worthiness if they lack borrowing track records, or have irregular
patterns of income. In such circumstances, moneylenders can provide a great deal of
value, because of their local networks, regional and cultural knowledge, ease of immedi-
ate access, timeliness of credit provision, and near zero bureaucratic transactions costs.
To effectively compete, despite the obvious cost advantages of institutional credit, formal
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credit providers need to step up their game along these dimensions. Clearly, technology
is one effective approach to levelling the playing field along these dimensions.

We also point out the strong correlation, uncovered in section 2.2, between low in-
surance take-up and the high prevalence of non-institutional debt. Insurance and non-
institutional debt may be two sides of the same coin, meaning that tackling one without
the other is likely doomed to failure.

Turning to the relatively low prevalence of collateralised debt, we note that Indian
households tend to bequest land and real-estate to the next generation, who also provide
for the elderly during their retirement. Such informal social arrangements help to explain
the poor level of financial savings for retirement, whilst simultaneously explaining why
mortgage markets are stunted, and why markets for real-estate are illiquid. As these tra-
ditional social structures evolve, households will need well-functioning credit markets to
attend to their financial requirements.

Overall, we conclude that the financial goals of individuals are very diverse. State-
driven centralised policy solutions will certainly enable some support to the very poor-
est, but it is clear that to cater to the vast array of diverse needs, it is important to im-
prove households’ use of the formal financial system. More importantly, the design and
implementation process of novel policies and financial products to support households
requires a new set of principles to guide their development, if the goal is to achieve closer-
to-optimal household finance outcomes in the coming decades. In the next section, we
present a few qualitative principles to keep in mind when designing policies around prod-
ucts which will help households achieve their heterogeneous goals and objectives. We
then move on to our more concrete recommendations.
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3.3 Qualitative principles for household finance policy

HIGHLIGHTS

The committee has identified five principles to guide the framework for financial product innovation and

household financial policy.

Relevance Suitable financial products delivered using distribution mecha-

nisms with appropriate incentives, and if needed, financial advice

that is in the best interests of the household.

Intuitiveness The producer of a financial product should make the key aspects

of product terms and conditions intuitive and salient at the point

of sale, by leveraging natural communication patterns, behavioural

heuristics, etc.

Customisation In response to the diversity of household needs, financial prod-

ucts should be customised to help achieve household-specific ob-

jectives.

Scalability Policy that enables and filters for suitable supply-side solutions that

can be scaled up at relatively low cost is essential.

Fair pricing Pricing regulation needs to take into consideration the incentives

and competitive structure of product suppliers, arbitrage across

similar products, the options for consumers who do not have ac-

cess to the product due to the regulation, and whether consumers

will be worse off as a result of intervention.

I save money in a box at home which is
labelled ‘sister’s wedding’. Yes, I have a bank
account but who will go to the bank to han-
dle hotchpotch. We are illiterate and happy
with our way.

Woman, street hawker (Omidyar Network,
2017)

The Financial Sector Legislative Re-
forms Commission (“FSLRC”) and the
Committee on Comprehensive Financial
Services for Small Businesses and Low
Income Households (“Mor committee”)
form the basis of recent policy thinking
about the future of financial services in In-
dia. While the FSLRC focuses on design
principles that govern protecting financial

consumers from mis-selling and inappropriate product purchase, the Mor committee laid
out six vision statements that govern their policy recommendations.2 These and other re-

2The six vision statements are: (1) universal access to bank account; (2) ubiquitous access to payment
services at reasonable charges; (3) sufficient access to affordable formal credit; (4) universal access to a
range of deposit and investment products at reasonable charges; (5) universal access to risk management
products (insurance); (6) Right to suitability.
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ports such as the Deepak Mohanty committee on the medium-term path to financial in-
clusion, the Sumit Bose committee report, the Dhirendra Swarup committee report, the
Raghuram Rajan committee report, and the C. Rangarajan committee report are impor-
tant milestones in the evolution of policy thinking in the area of financial inclusion have
laid the foundations for the vast investments made in the country towards universal ac-
cess to bank accounts and payment systems in the past few years.

This committee strongly believes that while such solutions will certainly make a ma-
terial difference to Indian households’ financial decisions, they are the first step in a long
journey. Indian households do need access to financial products and services that have
simple and standard contractual designs, but also require solutions that address their
unique characteristics. Solutions in Indian household finance face the rare challenge of
needing to be both customised and scalable, to maximise the chances that households ef-
ficiently use these products to achieve their objectives. In the presence of the twin needs
of customisation and scalability, regulators and government on their own cannot create
supply that is suited to household demand. Household financial needs are dynamic and
evolving, and we envisage that an ideal regulatory framework will support continuous
financial product and services innovation to deliver relevant products and services to
households at low costs.

Below, we discuss the ingredients of relevance, intuitiveness, customisation, scalabil-
ity, and incentive compatible pricing, which serve as a guide to our recommendations for
building a robust system that caters to the needs of households in India, whilst containing
risks.

Relevance

The principle of relevance enshrines the idea that households need a holistic financial
solution that is welfare improving. Any suite of products and services purchased by a
household should improve its welfare. In addition, ideally, no other combination or suite
of products and services should be able to deliver the same welfare improvement at a
lower cost (monetary or otherwise) to the household.

The idea of relevance encompasses two sub-principles that are widely discussed and
covered in other discussions of household finance, including previous Indian policy re-
ports, namely, suitability and appropriate financial advice.

Suitability

The principle of suitability means that the right product should reach the right house-
hold. The right to suitability has been expanded upon both by the FSLRC and the Mor
Committee as the cornerstone in the legislative framework for protecting retail3 finan-

3In its table of recommendations (5.5) of protections available to consumers, the FSLRC recommends
that in addition to basic protection for all consumers, retail consumers (defined as an individual or an el-
igible enterprise who purchases products whose value or service does not exceed a limit specified by the
regulator in relation to that product of service) are additionally protected by the right to suitable advice,
protection from conflict of interest of advisors and access to the redress agency for redress of grievances.
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cial consumers. A suitable product is one that matches a financial consumer’s situation,
objectives, risk appetite, and knowledge.

The importance of suitability is particularly high in an environment of rapid financial
innovation and easy access to technology, as the potential for costly and widespread mis-
takes is great. We also note that the interaction of advice and suitability is critical: the
former pillar defines who is an advisor and what constitutes advice, while the latter de-
fines the scope of the material engagement between professional advisors and financial
consumers.

Suitability has become an important aspect of financial regulation in India. The RBI’s
Charter of Consumer Rights4 issued in 2014 arms financial consumers with the right to
suitability, where products sold to them will need to be assessed by banks as being ap-
propriate to their needs and objectives. In 2012, IRDA issued draft guidelines5 where the
regulator proposed the use of suitability metric for insurance products. In 2011, a SEBI
circular6 holds investment advisors responsible for the appropriateness of products sold
to consumers. Similarly, PFRDA in its draft regulations7 in 2016 incorporated the prin-
ciple of suitability for retirement advisors. While the principle has been well articulated
in subordinated legislation and in draft guidelines by all the regulators, we also note that
there is a lack translation of these principles into practices on the ground. We note that
implementing suitability requires additional work by each sectoral regulator in the form
of detailed guidelines, enforcement, and regulatory audit, and urge all regulators to move
in these directions.

Integrated financial advice

Appropriate financial advice can help households to purchase suitable financial products.
However, this requires a careful codification of what constitutes advice and how any such
activity is regulated. Needless to say, such a definition and proposed structure of advice
needs to be consistent across different regulators and financial products.

Investment advisory as a standalone enterprise is still at its nascent stage in the coun-
try, and is in many instances intertwined with the marketing and selling of financial prod-
ucts to Indian households. These issues have only been the subject of regulatory attention
quite recently: for example, SEBI and PFRDA issued regulations on segregating advisory
services from marketing and sales in 2013 and 2016 respectively, while IRDAI8 and RBI
are yet to have specific advisory regulation that covers financial products such as life and
non-life insurance, secured and unsecured loans such as mortgages and personal loans.
However, in a good recent move, the RBI has issued directives to banks whose branches

4https://www.rbi.org.in/scripts/BS_PressReleaseDisplay.aspx?prid=32667
5http://www.vkbca.com/actpagedisplay.aspx?pagename=12194&CompanyId=0
6http://www.sebi.gov.in/sebi_data/attachdocs/1314009686727.pdf
7http://www.pfrda.org.in/MyAuth/Admin/showimg.cshtml?ID=821
8While IRDA do not have any specific regulations for Advisory services, IRDA (Registration of Insurance

Marketing Firm) Regulations, 2015 lays down some rules for the marketing and advisory services of insur-
ance as well as other financial products regulated by IRDA. Additionally, the Guidelines on the Appointment
of Insurance Agents, 2015 places importance on advising the client about the plans and suitability, the def-
inition of an Insurance Agent does not mention “advice”.

https://www.rbi.org.in/scripts/BS_PressReleaseDisplay.aspx?prid=32667
http://www.vkbca.com/actpagedisplay.aspx?pagename=12194&CompanyId=0
http://www.sebi.gov.in/sebi_data/attachdocs/1314009686727.pdf
http://www.pfrda.org.in/MyAuth/Admin/showimg.cshtml?ID=821
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sell third-party products such as mutual funds, and insurance, and made it clearer that
misselling via such “agency” services will not be tolerated.

In our set of recommendations, we discuss our proposals to streamline and close gaps
in the current system prevailing in India, and to enable the rise of unified financial advi-
sory service providers with a consistent rule-book across regulators and products.9

Intuitiveness

Making sensible decisions about financial products requires information that goes be-
yond product prices. Such decisions require considerable investment by financial con-
sumers on the terms and conditions of any financial contract that they purchase, often
in the absence of the specialized knowledge needed to take such decisions. Flipping this
problem on its head, this committee believes that the producers of such financial prod-
ucts are best placed to identify the key aspects of the terms and conditions and factors
that will determine whether or not such a product is relevant to a household.

The principle of intuitiveness, therefore, places the onus on the producers of financial
products to come up with ways to make the most important factors that determine the
relevance of the product to a household intuitive while advertising for, and at the point of
sale of, such financial products.

Disclosure has been an integral part of most regulations as the first-step towards pro-
viding relevant information for consumers to take decisions. However, the principle of
intuitive disclosure emphasises the need for producers of financial products to highlight
salient factors to households in an easy to understand-fashion.

Customisation

The vast heterogeneity of Indian household financial circumstances gives rise to different
types of risks and shocks that need to be hedged. The diversity of sources of income un-
certainty faced by different households, differences in the timing of income receipts, lev-
els of informal risk-sharing within families, varying levels of trust in the financial system,
diverse experiences which generate differences in beliefs about and preferences for finan-
cial products, variation in the level of attention paid to financial planning, and the differ-
ences in the level of knowledge about the financial system together constitute a complex
environment for households.

In such an environment, it is difficult to create and distribute one-size-fits-all finan-
cial products. Any policy framework needs to recognise the need for household-level cus-
tomisation to more efficiently serve households. It is very important to note here that this
customisation does not necessarily imply a vast array of completely different or exotic

9Even in advanced economies with relatively high standards of contractual enforcement, professional
financial advice is difficult to achieve. Working with one of the largest brokerages in Germany, Bhattacharya,
Hackethal, Kaesler, Loos and Meyer (2012) find that investors who most need financial advice are least likely
to obtain it. In short, academic evidence suggests that the mere availability of unbiased financial advice is
a necessary but not a sufficient condition for improving financial outcomes for retail financial consumers.
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financial products with complex features.10 What it does mean, however, is that func-
tionally similar products need to account for the diversity of household circumstances
in some customised fashion. For example, it is no use forcing all households to have the
same repayment frequency on short-term debt instruments, since their income processes
may exhibit very different time patterns.

Box 1 Product customisation: Examples

Standard policy tools such as tax breaks or employer-driven programmes do not cover a vast majority
of Indian households, especially those working in the informal sector of the economy. The National Pen-
sion Scheme – Swavalamban (NPS-S) was introduced in an attempt to close this gap. Under the scheme,
the Government of India contributed |1,000 per year to each account, for individuals that contributed
themselves between |1,000 and |12,000 per annum.

Using administrative data from Kshetriya Grameen Financial Services (KGFS), Sane and Thomas (2015)
document the extent of enrolment into the NPS-S. Aggregate contributions into the NPS-S scheme have
been growing over the 3 years since the product was launched (see graph below). Of the 300,000 KGFS
customers in the sample as of March 2013, 12.5% opted in for NPS-S, most of which are lower-income
households.
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However, when assessing the persistence of contributions to NPS-S scheme after enrolment, Sane and
Thomas (2015) find that nearly 50% of the customers did not manage to contribute the required |1000 over
a 12 month period required to obtain the contribution from the government. Many customers continue
to contribute to the scheme over subsequent years, but face a loss in accruals from government benefits.

In subsequent work, Sane and Thomas (2016) attribute most of the foregone insurance renewals to

the presence of liquidity constraints and income uncertainty, suggesting the need for more customised

products that take into account the timing of contributions, income uncertainty, and suitability of contri-

bution frequency for daily labourers, monthly-wage earners and workers who do not have regular earning

patterns.

10Indeed, complexity has been a significant source of misselling, especially for retail financial products
(see, for example, Celerier and Vallee, 2017).
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Box 2 Impact of pricing regulation on Mutual Funds in India

The costs of distributing mutual funds have gone through many changes over the past two decades. Ini-
tially, funds could levy a maximum charge of 6% of the money collected in a new fund offer (NFO) over the
next five years. Additionally, funds were also allowed to charge investors an entry and an exit load that to-
gether were capped at 7%. The actual entry loads imposed were on average about 2.25%. Exit loads varied
from scheme to scheme. Funds could also charge investors a fee for managing their money – typically a
graded structure with an average of 2% for equity funds.

Over time, distributors (including banks) typically gained the 6% NFO charge along with the average
2.25% commission as a first year sales commission. To profit from these charges in a market with growing
returns, sellers could churn investors from one scheme to another, gaining many multiples of the com-
bined 8–9% commission several times a year. Over 73% of the inflows in mutual funds in 2005-06 coming
from NFOs and the NFO charge led to a gain of |2,281 crores over a five-year period to the distribution in-
dustry. In 2006, SEBI banned the 6% NFO charge on open-ended funds. In 2004-05, the industry launched
just 3 closed end NFOs, while it launched 51 opened ended NFOs. After the rules were changed, the man-
ufacture and sale of closed-end funds rose to 21 in 2006-07 and then 31 in 2007-08. Open ended NFOs
dropped from 51 to 18 in 2006-07, and then rose marginally to 27 in 2007-08. In January 2008, the reg-
ulator created a level-playing field between open and closed end funds by banning the NFO charges of
6% on closed-end funds which was followed by single-digit new closed-end NFOs in 2008-09. For the 22
month period that this discrepancy existed, Anagol and Kim (2012) find that inflows into the more expen-
sive funds were much higher. The authors estimate that investors paid approximately USD 500 million in
extra fees in this period.

Additionally, in August 2009, SEBI banned upfront commissions. All of the investor money was to
be invested in markets since August 2009 and the seller had to be compensated either by the investor
paying a fee for advice or through the trail commission model, with the money coming out of the overall
expense ratio. Although these rule changes dramatically changed distribution incentives, the industry
continued to grow at an average annual growth in equity AUM of 10% from 2005-06 to 2016-17. This
episode highlights that regulations that reduce distribution incentives don’t necessarily kill off an industry.
While evaluating counterfactuals is always difficult, it does appear that one important outcome has been
a reduction in the costs of mutual fund participation, which is beneficial for households. Moreover, it
appears that this industry has both grown and adapted to providing financial products with low and
transparent fees.

Source: https://goo.gl/GZAngH

Scalability

One of the goals of this committee, as with committees of the past, is to ensure that suit-
able financial products can be delivered to households at all points in the income distri-
bution, i.e., at large scale. For suppliers of financial products to be incentivised to serve
low income households, they must be able to achieve profitability at necessarily small
transaction sizes from such households. This in turn means that the costs of enabling
such transactions must be low, whilst simultaneously allowing for household-level cus-
tomisation at such low price points. The committee recognises that this poses a signifi-
cant challenge for producers, and later, we suggest ways in which the costs of experimen-
tation, an essential input into the discovery of such frugal innovation, can be reduced for
producers.

https://goo.gl/GZAngH
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Box 3 Impact of pricing regulation on the insurance industry

It is important when formulating regulation that affects prices to consider the impact on demand for
similar products, as opposed to simply considering the impacts on the product under scrutiny. An
interesting example of problems that arise if this issue is ignored is offered by the case of Unit-linked
insurance Plans (ULIPs), which are bundled insurance and equity investment products.

In 2003-04, traditional insurance plans contributed 92% of total first year premiums in the insurance
industry. However, by 2006-07, the share of ULIPs rose to 48% and then to 70% in 2007-08:
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This increase in ULIPs can be linked, in addition to other factors, to distribution incentives. In
particular, investors may not have been made aware that ULIPs needed to be funded every year for 10-15
years before returns would accrue, and that there was a requirement for a three-year lock-in period.
Investors seem to have purchased these equity-linked ULIPs assuming instead that they were buying a
three-year guaranteed product with high returns. Additionally, extant regulation allowed for firms to keep
any flows into the product in the event that investors stopped funding them in the first three years. The
incentive issues were exacerbated by the fact that agents received 40% of the first year’s premium in the
form of commission. The booking of such "lapsation" profits by firms is well documented.a For example,
Halan, Sane, and Thomas (2014) document that investors lost more than |1.5 trillion on these products
between 2005 and 2012.

In June 2010, sensibly, IRDA forced the industry to reintroduce the product with drastic changes to
the distribution incentives and rules surrounding what firms ought to do with discontinued investments
from investors. However, the attempt to rationalise distribution incentives did not consider the level of
incentives on alternative possible insurance products that could be sold to investors, which continued to
be governed with old rules around commissions, costs, and lapsation profits. As the graph above shows,
insurance sales appear to have moved from ULIPs to traditional plans.

This example suggests the need for rationalisation of policy that applies across comparable financial

products, as opposed to a product specific approach.

Source: https://goo.gl/GZAngH

ahttps://goo.gl/IAF7aa

https://goo.gl/GZAngH
https://goo.gl/IAF7aa
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Clearly, the same argument can be run in reverse. Scale can reduce the price point at
which products are delivered to households. However important issue here is that scale
must be balanced against the need for competition. This is particularly a challenge in an
information business such as finance, in which there are significant economies of scale
arising from data acquisition at the household level. As technological developments en-
able efficient processing at low cost the committee therefore recognises two important
issues. First, there is a need to robustly regulate natural monopolies that may arise in this
context. Second, there is a need to preserve individual privacy as data acquisition occurs
at large scale in household finance. The committee also notes that the need for privacy
or restricted access to certain types of data also arises because algorithmic provision of
household finance services can in some instances lead to discriminatory outcomes if left
unchecked.

Fair pricing

I am confident that the new rules strike the
right balance for firms and consumers. If
the price cap was any lower, then we risk
not having a viable market, any higher and
there would not be adequate protection for
borrowers.

Martin Wheatley, CEO Financial Conduct
Authority on Payday loan price caps

A regulator needs to evaluate whether the
pricing of a financial product is fair. How-
ever, any such regulation also needs to
recognise that distribution is expensive
in India, with its myriad complexities of
geography, consumers, and the lack of
widespread sophistication about, and fa-
miliarity with, financial products.

If prices for financial product are high,
the committee is of the view that regula-
tors need to address several questions be-
fore taking action. First, regulators need to

assess the competitiveness of the market for the financial product, and ascertain whether
producers are exercising monopoly power. Second, there may be implicit or explicit col-
lusion across producers, and such circumstances call for regulation. Third, it may be that
producers are exploiting highly inelastic demand for certain types of financial products
that serve essential functions for consumers, such as basic credit. In such cases, there is
also clearly a need for regulatory intervention.11 finally, there may simply be technolog-
ical or geographical impediments to low-cost distribution, and regulators should seek to
eliminate bottlenecks where possible.

We note that policy on pricing requires inter-regulatory coordination to ensure that
any regulations do not distort incentives across products that have similar features. For
example, if insurance markets are well-regulated and unsecured debt markets are unreg-
ulated, then households may be driven towards a high cost choice if producers have in-

11The payday loans market in the UK is a good example of such a scenario. The Financial Conduct Au-
thority released a consultation paper on the imposition of price-caps for payday loans based on an assess-
ment of its impact on the supply of, and demand for such loans alongside an effort to understand the wel-
fare implications of the lack of availability of such loans. See https://www.fca.org.uk/publication/
consultation/cp14-10.pdf

https://www.fca.org.uk/publication/consultation/cp14-10.pdf
https://www.fca.org.uk/publication/consultation/cp14-10.pdf
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centives to push business towards less regulated areas. Such issues could contribute to
“phishing equilibria” (Akerlof and Shiller, 2016), and we note that regulators must exer-
cise caution about such coordination issues.

Keeping these broad principles in mind, we move next to our detailed recommenda-
tions.
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Figure 3.1
Self-reported household preferences

The Financial Planning Standards Board India (FPSB), in its submission to the committee, presented statis-

tics on the stated preferences of Indian households, with respect to their savings in physical and financial

assets. We collect these statistics in the figure below. The results are based on a survey of CFPCM Practi-

tioners regarding their ranking of drivers influencing household savings. The total sample comprises 12,000

households, surveyed as of September 2016.
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Figure 3.2
Determinants of financial market participation

To explore various explanations for non-participation and mis-allocation of household wealth and liabili-
ties, we propose the following empirical specification:

Pr ob(Y i = 1) =Φ

α+ βX i︸︷︷︸
Household

characteristics

+ γG i︸︷︷︸
Demographic

groups

+ δF i︸︷︷︸
Behavioural

factors

+εi

 .

Here, we index individual households with the subscript i . Y i is our set of dependent variables, capturing

investments in different asset classes and holdings of different types of debt. In particular, we focus on

the role of real estate, gold and retirement assets, as well as unsecured and non-institutional loans. The

group of variables X i collects basic household characteristics: the state of residence, and a rural/urban

indicator. The variables G i allow us to distinguish between different demographic groups - by household

income, and the age and education level of the household head. The variables F i capture the behavioural

determinants of household decisions, including the stated trust in financial institutions, the perceptions

of risk and return, the access to information, the nature of expenses, as listed on the horizontal axis in the

figure below. Except in cases where the variables are not covered by the respective survey, we include all

conditioning and behavioural factors in all specifications. We report estimated marginal effects based on

estimated coefficient values δ. We repeat the estimation with survey data from three different surveys, to

capture different aspects of household behaviour. The sources of the data are the 2014 wave of the ICE 360

national household survey (dark blue bars), the 2015 wave of the Financial Inclusion Insights survey (green

bars), and the 2015 wave of the Finscope survey (light blue bars). The vertical bars indicate 95% confidence

intervals, based on robust standard errors.
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Figure 3.2
Determinants of financial market participation
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Table 3.1
Financial capabilities

In Panel A of this table, we report the shares of the population that give correct answers to a set of questions

related to their financial literacy. The source of the data for India is the Financial Inclusion Insights Survey,

Wave 3 (2015). We calculate population averages using frequency weights, as reported by the surveying

institution. In Panel B, we report the same numbers for different countries, obtained from Hastings et al.

(2013). The source of the data is the DHS (2010) for the Netherlands, SAVE (2009) for Germany, NFCS (2007)

for Indonesia, HRS (2010) for the United States, SLPS (2010) for Japan, EPS (2012) for Chile and EERA (2010)

for Mexico.

Panel A
India

Question Correct False Don’t Know

Basic Numeracy Imagine you have 100 Rupees. Somebody gave you 20 Ru-
pees. How much total money will you have?

95.1% 1.8% 3.1%

Imagine you have 100 Rupees and you have to divide it
among 5 people. How much money will each person re-
ceive if you divide it equally?

90.3% 3.6% 6.1%

Compound Interest

Savings Imagine you have 100 Rupees in your savings account.
Your account is earning 2% interest every year. How much
money will you have on your account in 5 years if you do
not withdraw anything during that period?

69.1% 11.3% 19.6%

Loans Now, imagine you took a loan of 100 Rupees for 1 year and
you have to pay an interest of 2% each month until you
fully repay it. How much total money will you have to re-
pay in 1 full year (12 months)?

65.7% 11.4% 23.0%

Panel B
International comparison

Compound Interest

Savings

Correct False Don’t Know

India 69% 11% 20%

Netherlands 85% 6% 9%

Germany 82% 7% 11%

Indonesia 78% 7% 15%

United States 71% 25% 4%

Japan 71% 16% 13%

Chile 45% 41% 14%

Mexico 45% 53% 2%
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Table 3.2
Financial advice

In this table, we report the shares of the population that obtain financial advice from different sources.

The source of the data for India is the Financial Inclusion Insights Survey, Wave 3 (2015). We calculate

population averages using frequency weights, as reported by the surveying institution.

What or who do you depend the most for a financial advice?

Spouse 40.5%

Myself only 30.4%

Friends, family, and neighbours 25.1%

Bank/financial institution 1.4%

Informal savings/lending groups 0.2%

Radio 0.1%

TV 0.1%

Religious institutes 0.1%

Insurance company 0.1%

Other 2.3%
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Table 3.3
Frequency of Pay for KGFS Customers

This table presents the shares of customers in the Kshetriya Grameen Financial Services (KGFS) adminis-

trative data who report their income with a daily, weekly and monthly frequency, while being advised on

financial products by the firm. Nearly half of the customers in 2015 report their income on daily wage terms

and at least a third of the customer base has always been households with daily wages.

Frequency of Pay for KGFS Customers

Daily Weekly Monthly

2012 29.9% 0.3% 69.8%

2013 38.0% 0.5% 61.5%

2014 48.0% 0.7% 51.3%

2015 49.2% 1.0% 49.8%

Table 3.4
Financial Goals of KGFS Customers

Customers of Kshetriya Grameen Financial Services (KGFS) are asked to indicate their financial goals, as

well as the amounts that they need to save in order to reach those goals. We calculate ratios between these

sums and the yearly household income, for each household. In the table below, we report the average ratios,

for five different income quintiles.

Income Quintiles

1 2 3 4 5

Education 0.76 0.31 0.24 0.15 0.07

Private business 0.55 0.34 0.27 0.26 0.15

House purchase 1.16 0.75 0.47 0.41 0.23

Marriage 1.17 0.58 0.40 0.27 0.15

Other life events 0.48 0.29 0.08 0.19 0.07

Loan repayment 0.65 0.10 0.01 0.07 0.02
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4
RECOMMENDATIONS

This chapter presents the recommendations of this committee.

• Sector specific recommendations:

– Mortgages and credit.

– Insurance.

– Pensions and annuities.

– Gold.

– Improving household finance data.

• Providing sensible, integrated financial advice.

• Leveraging technology to reduce household transactions costs.

– A framework for data privacy.

• A suite of simple, customised, financial products with a default “opt-out” structure.

• Regulatory sandbox – a safe space for regulators and firms to conduct field tests of in-
novative products and financial service delivery mechanisms.

Point (iv) on the ToR directs the committee to evaluate the design of new systems,
and the redesign of existing systems of incentives and regulations to encourage and
enable better participation by Indian households in formal financial markets. Point
(v) directs us to assess the role of new financial technologies in providing high-quality,
suitable financial products to Indian households. In this chapter, we detail our policy
recommendations in response to these items on the ToR.

The promise and peril of technology

Our earlier investigation and evidence in response to the other items on the ToR suggest
that to enable better household finance outcomes in India, we require solutions that are
simultaneously customised and scalable. This committee believes that technological so-
lutions hold great promise to provide solutions which address these twin imperatives. We
therefore suggest a number of uses of technology to address specific problems in Indian
household finance.

However, technological evangelism needs to be tempered with several sobering real-
ities. To begin with, we note that the existing regulatory framework in India (and indeed
in most countries) is not specifically designed to address numerous challenges that arise
with the pace of technological innovation in financial services provision.
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Had invested in mutual funds in early 2000
in few mutual funds. Now, that the funds
have done well and I wish to withdraw my
money, I have to update my PAN and KYC
in AMC records. But there are no service
locations nearby. Also, Registrar and Transfer
Agents are different for different AMCs. Wish
there were “ATM” like common service points
for even financial products.”

Woman, Retired public sector employee

A natural example of the pace of in-
novation outstripping changes in existing
institutions in the household finance con-
text is concerns arising about data pri-
vacy violations, which co-exist with the
undoubted benefits of household-specific
financial product customisation based on
households sharing personal data with fi-
nance companies. We did consider this
particular issue, and propose an enabling
framework in what follows. We also briefly
discuss the fact that new machine learning
techniques lead can lead to producer av-

erage variable costs dropping as producers scale up by acquiring more customer data –
which in turn leads to broader questions about competition and regulating natural mo-
nopolies in household finance.

That having been said, the big issues surrounding the promise and peril of technology
more broadly are outside our household finance mandate. While there are many aspects
of this about which we must remain silent, we note that regulators and legislators
would do well to think deeply about the broader questions and put in place an enabling
framework that attempts to harness the great benefits of technology whilst containing
the associated risks.

The interaction of technology and economic incentives, and “old-fashioned” solutions

A related issue is that technology is likely to be highly beneficial in economic environ-
ments in which incentives are well-aligned, but can pose risks in economic environments
in which incentives are skewed. In other words, there are interaction effects between
technology and the state of economic incentives which can affect the level of social wel-
fare gains. By way of analogy, turbochargers allow internal combustion engines to deliver
greater power more efficiently, thus enabling cars to travel significantly faster. However,
it is sensible to check the wheel alignment of one’s car before firing up the recently fitted
turbocharger, because the combination of imperfect wheel alignment and the advanced
technology would greatly increase the driver’s risk, eliminating or even reversing the ex-
pected benefit of the increase in speed.

We therefore begin our set of recommendations with a set of “old-fashioned” sector-
specific proposals in order to address inadequacies in a number of household financial
markets. In particular, our sector-specific proposals include measures towards a more
efficient mortgage market, amending regulations in the annuities market and distribu-
tion fees for the national pension system (NPS), streamlining distribution incentives for
insurance products, and discussing several issues with regards to the market for gold. We
then conclude this subsection with a set of proposed changes to how financial advice is
dispensed in India, suggesting a set of standardised norms across regulators for advice
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on different financial products, with a fiduciary standard for financial advisors.

Transactions costs and electronic Know Your Customer (e-KYC)

We then move into recommendations which attempt to harness recent developments in
financial technology to solve problems in Indian household finance. As we saw earlier,
one significant impediment to the take-up of financial products is that Indian households
face onerous transactions costs. These transactions costs are not only monetary costs
such as stamp duty and bid-ask spreads, but also include informal costs such as filling
in forms, bureaucratic impediments such as certification and verification costs, costs
arising from any uncertainty in knowing when approvals will happen, and psychological
costs such as the opportunity costs of time. We note that such costs disproportionately
affect the least well-off in society, both because income-generation time is more valuable
to individuals that are close to subsistence, and because the costs of facing bureaucracy
can be magnified when households are less literate or numerate, causing feelings of
shame, and potentially leading to the possibility of exploitation. To reduce such transac-
tion costs, therefore, we propose the streamlining of know-your-customer requirements
into purely electronic (paperless) form, i.e., the further development of e-KYC, steps
to eliminate human intermediation which will ultimately lead to digital end-to-end
distribution and seamless product switching, and measures to improve recent regulatory
innovations in collateralised lending and account aggregation to generate a common
set of standards that will ultimately better enable the provision of financial services to
households.

Basic household finance “kit”

Alongside these measures for e-KYC, we discuss the value of equipping Indian house-
holds with a basic minimum set of financial products which address some of the gaps
we detect in the earlier chapters of this report. These products, which include a simple
no-frills account, simple term life insurance, automatically triggered catastrophe insur-
ance, a basic NPS account for pensions, and access to institutionally-provided unsecured
debt could be made easily available to households, either “seeded” automatically at the
point of PMJDY account opening (or added later to PMJDY accounts as a default but
“opt-out” option), or made available to households at the point of e-KYC. The idea is for
households to have access to a range of such simple financial products by default, but
require either explicit opt-ins, or explicit education (e.g., a requirement to view a video
about product features), or both, for access to more sophisticated and complex products.
We also discuss the possibility of better-designed products which are not currently
widely available, including automatic debiting of government benefits to maturity-linked
accounts, flexible fixed deposit accounts, and revamping current reverse mortgage
arrangements which have not been particularly popular. Apart from their immediate
benefits to households, we also believe that households’ positive experiences with such
products could improve future household perceptions about using financial markets to
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serve their objectives.

Data privacy

It is worth noting that all financial technology solutions require the use of Indian house-
holds’ personal information, a form of wealth in itself. There has been a great deal of
speculation about the promise of leveraging such “data wealth” in order to achieve better
financial outcomes. However there is one obvious risk, which has also been debated
extensively. In most countries, even if household data are capable of being collected and
processed, existing privacy and data protection regulations restrict the extent to which
data are available for both transactional and research purposes. The exception to this
general rule seems to be the Scandinavian countries of Denmark, Norway and Sweden
where vast amounts of granular household data is readily available. An analysis of the
data protection regulations in those countries does not seem to indicate the existence of
a more liberal approach on matters pertaining to personal privacy. Instead, it appears
that confidence in State capacity to ensure privacy protection and trust in enforcement
mechanisms inherent in the existing law offers enough safeguards to ensure the avail-
ability of large volumes of useable household data. In contrast, India lacks a formal legal
framework for data protection. We therefore briefly discuss a potentially valuable new
lens through which to consider the data privacy issue, considering the potential of a
rights-based approach, which stands in contrast to the more standard consent-based
approach that is widely prevalent.

Regulatory sandbox

Finally, we recognise that many of the impediments to the implementation of financial
technology solutions cannot be foreseen at this stage, and we also recognise the need for
regulators to carefully consider their decisions about rules for this emerging sector be-
cause of the possibility of rapid take-up of new products which may have unpalatable
outcomes for households. Conversely, the regulatory uncertainty faced by entrepreneurs
may restrict them from contemplating new and potentially valuable investments in finan-
cial technology, which could greatly benefit Indian households.

We therefore advocate the creation of a Regulatory Sandbox, which is a “safe space”
for interactions for interaction between regulators and the financial technology industry.
The goal is to enable the delivery of relevant, customised, and scalable financial prod-
ucts to Indian households, whilst containing risks to the financial system. We outline this
recommendation in some detail, providing a blueprint for the establishment of such an
institution.



76 CHAPTER 4. RECOMMENDATIONS

4.1 Sector-specific recommendations

HIGHLIGHTS

• Mortgages and collateralised loans.

– Real-time reset of floating interest rates, common quoting conventions.

– Mortgage tax exemptions and deductions.

– Affordable housing and indexation of PSL-conformable loan limit.

– Reverse mortgages.

– Creation and access to mortgage data for better product design.

– CERSAI.

• Pensions and annuities.

– Micro-pensions scheme.

– Annuities.

– Management fee regulations on NPS.

• Insurance

– New products.

– Health insurance.

– Public health data.

– Awareness campaigns.

– Rationalising distribution incentives.

– Claims and redress.

• Gold

– Gold savings certificates.

* Certificate as collateral, including fungibility with ornament rental.

* Default matrilineal transferability of certificates.

– Gold exchange and gold registry.

• Improving household finance data.
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Mortgages and collateralised loans

Real-time reset of floating interest rates, common quotation conventions

The Base Rate system was introduced by the RBI in July, 2010, in order to ensure that the
banks do not lend below a certain benchmark. However, the Base Rate system has now
been replaced by the Marginal Cost of Funds (based) Lending Rate (MCLR). The MCLR
has been effective since April 1, 2016. The MCLR comprises (a) marginal cost of funds,
(b) negative carry on account of CRR, (c) operating costs, and (d) tenor premium. Banks
in India are allowed to determine their actual lending rates by including an incremental
spread over and above the MCLR. The spread must be the result of a board-approved
policy, which also requires specifying the components of spread that are charged to a
customer.

The marginal cost of funds component of MCLR comprises the marginal cost of bor-
rowings and return on networth. Any change in key reference rates such as the repo rate,
brings about changes in the marginal cost of funds and affects the MCLR. Furthermore,
the MCLR is a tenor-based benchmark instead of a single rate, and different banks have
used different tenors to specify their benchmarks for home loans (6-month MCLR, or 1-
year MCLR, for example).

Moreover, banks currently have the right to specify interest reset dates on their
floating-rate loans with the option to offer loans with reset dates linked either to the date
of first disbursement of the loan, or to the date of review of MCLR. The MCLR prevailing
on the date of first disbursement (whether partial or full) remains applicable till the next
reset date, irrespective of the changes in the benchmark during the interim period. How-
ever, the periodicity of the reset is 1 year or lower (i.e., the exact periodicity of the interest
is contractually decided under the loan contract). For example, if the reset period is set
to 1 year, and the repo rate comes down within 6 months, the loan rate would not change
until the reset period is complete. This is different from the earlier Base Rate system where
the floating interest rates moved in tandem with policy rates set by the RBI.

These features of the market create a number of issues. First, the fact that banks
have their choice of tenor for floating rate loans means that easily comparing loans across
banks is rendered difficult for consumers. Second, the fact that banks can determine their
reset periods and that reset periods can vary across contracts additionally complicates
comparisons for customers, and may dampen the monetary transmission mechanism.
Third, the fact that MCLR rates can vary across banks means that the same repo-rate shift
by the RBI translates into different MCLR shifts for different borrowers depending on the
bank from which they took their loan.

The committee therefore recommends the following steps:

• Banks should quote loans to customers using the RBI repo rate rather than based
on their own MCLR rates. That is, to facilitate ease of comparison for prospective
borrowers at the point of purchase, every floating-rate home loan should be quoted
to prospective borrowers in the form of a market-wide standardised rate + spread
as opposed to MCLR + spread. For example, RBI repo rate + spread is standard-
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ised because the repo rate does not vary across banks (in contrast with the MCLR,
which does vary across banks). Moving to a standardised rate + spread quoting con-
vention would thus provide prospective borrowers with an immediate and useful
benchmark for cross-product comparison.1

• All banks should use the same reset period, which should be one month. Under
the current system, in effect, floating rate loans have a fixation period of roughly
one year. This may impede the monetary transmission mechanism, and not allow
borrowers to immediately benefit from interest rate drops. Thus, if the bank decides
to link home loans to the one-year MCLR, it should pass through any changes in
the one-year MCLR rate to borrowers every month. And if the bank decides to link
home loans to the six-month MCLR, it should pass through any changes in the six-
month MCLR rate to borrowers every month. The committee recommends that
this reset period for floating rate loans is no longer part of the “terms of the loan
contract”, but instead, that it is standardised across contracts issued by all banks.

• For fixed-rate loans, we also recommend that quoting conventions be changed, so
that banks quote the rate for every fixation period relative to the repo rate. While
the borrower still has to compare the rate for the appropriate fixation period across
banks, the universal quoting convention should facilitate easy comparison both
along this dimension, as well as across fixed and floating-rate loans.

Mortgage tax exemptions/deductions

Under the Income Tax Act, 1961 (IT Act), different deductions have been provided for
loans and interest on loans. As per Section 24(b) of the IT Act, subject to the terms of
the provision, income chargeable under the head “income from house property” shall
be computed after deducting |2,00,000 (on the interest payable on such capital) in case
of property acquired or constructed with borrowed capital and such acquisition or con-
struction is completed within 5 years from the end of the financial year in which such
capital was borrowed.

In contrast, as per Section 80C(2)(xviii) of the IT Act, read with Section 80C(1), sub-
ject to the terms of the provision, a deduction of |1,50,000 in computing total income of
an assessee, is allowed on a payment made towards any instalment or part payment or
repayment of an amount borrowed and due in respect of the residential house property
or on the payment of stamp duty, registration fee and other expenses for the purpose of
transfer of such house property to assessee. Additionally, per Section 80EE of the IT Act, in
computing the total income of an assessee, subject to compliance with certain provisions
set out below, interest payable on loan taken by the assessee from any financial institu-
tion for the purpose of acquisition of a residential property shall be deducted (subject to
a cap of |50,000). The deduction under Section 80EE, IT Act, is subject to a number of

1For example, banks in Europe adjust the mortgage interest paid using the Euribor 12-month reference
rate and hence follow a Euribor + spread convention. Similarly, mortgage rates in the United Kingdom are
presented as the Bank of England base rate + spread.
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conditions.2 In addition, there are also certain provisions in the IT Act which provide for
deductions on the capital gains made on the sale of property under certain conditions –
in particular, that the proceeds should be rolled into another property or fixed investment
through a corporation.3

These tax exemptions appear to a) incentivise the ownership of property for asset
holdings purposes (item 1. above), and b) only provide tax deductions if the proceeds
of sales of a property are rolled into another property or fixed investment. In light of our
findings in the previous chapters which show that Indian household portfolios are exces-
sively concentrated in real estate, and in view of the finding that reallocating such invest-
ments towards financial assets will likely generate financial gains, we advocate removal
of the tax exemption for income from house property, i.e., elimination of the benefit in
item 1. above. We also recommend that the tax exemption which provide for deductions
on the capital gains made on the sale of residential property (item 2. above) not be tied
specifically to re-investment in the property sector. This should allow households that
wish to sell real estate and move the proceeds into financial assets greater incentives to
do so.

However, as there are potentially considerable benefits to home ownership, especially
for first-time buyers, we propose that there be some incentives provided to first-time
home buyers. In particular, we advocate;

• The creation of a mortgage interest tax deduction only for first-time buyers, and
up to a certain (indexed) threshold, which corresponds to loan sizes that are at or
below the conforming priority sector loan (PSL) limit (which we propose below, to
be indexed to house prices), and potentially higher.

Indexation of PSL conformable loan limit

Currently, the set of loan sizes that qualify as priority-sector lending (PSL) is set as a nu-
merical threshold. This value is relatively infrequently reset. As a result, as house prices

2 i.) The loan has been sanctioned by the financial institution during the period between April 1, 2016
and March 31, 2017, ii.) The amount of loan sanctioned for the acquisition of the residential house property
does not exceed |35,00,000, iii.) The value of the residential house property does not exceed |50,00,000,
and iv.) The assessee does not own any residential house property on the date of sanction of the loan (i.e.
Section 80EE is applicable only to first time home owners).

3Section 54 provides that where capital gain arises from transfer of a long term capital asset, including
a residential house, and the assessee has acquired a new house, then subject to the conditions mentioned
in the provision, such cost of acquiring a new house shall be deducted from the capital gain accordingly.

Sections 54E, 54EA, 54EB, 54EC, 54ED and 54EE further lay down specific circumstances (pertaining
to when the transfer of the asset must have taken place, or where the consideration has been invested) in
order to avail oneself of the deduction from income tax on the capital gain on the transfer of long term
capital assets.

Section 54GB further lays down that capital gains from the transfer a long term capital asset, being a res-
idential property shall not be charged or deducted accordingly when, subject to the terms of that provision,
such capital gain arises from the transfer of a residential property and the consideration is used for sub-
scription in equity shares of an eligible company, and such company utilises such amount for the purchase
of a new asset.
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rise, the PSL-qualifying rupee value buys less and less in terms of a real property. As a
result, lenders are forced to lend sizes far smaller than they might prefer, as the PSL norm
is a quantity restriction on lending – which in turn leads to increased delinquencies for
those receiving these loans at times when the rupee value of the PSL threshold has not
been sufficiently adjusted and prices have been rising. This finding is well-documented
in Campbell, Ramadorai, and Ranish (2015). To avoid this scenario,

• The committee recommends that the PSL-conforming home loan limit be set in a
fashion that is indexed to the prevailing level of house prices. To be more concrete,
we propose that the PSL-conforming limit for any home loan be set as a fixed per-
centage of the level of the NHB Residex value closest in geographical distance to the
site of the property being purchased.

Creation and access to mortgage data for monitoring household welfare and financial
stability

The committee notes that there is a lack of readily available granular data on housing
loans, such as information on demographics of borrowers, loans outstanding, delin-
quency behaviour, loan sizes, and product segmentation (i.e., whether loans are against
property, part of a scheme, or taken for the purposes of home improvement etc.).

• The committee recommends that such granular loan-level data, along with details
of loan status be mandatorily provided by banks and NBFCs to the RBI in a pre-
scribed format, so that the RBI can better monitor both household welfare and
market stability. We note that banks currently report aggregated information on a
quarterly basis under BSR-1. We recommend that this be expanded and made more
granular to permit additional monitoring of household welfare, and to expand the
remit to additionally include NBFCs.

• We recommend that from these submissions by mortgage lenders, a systematic
common data source on mortgage markets can be created alongside the National
Housing Bank’s recent efforts at creating price indices across various cities in India.

CERSAI and other issues with collateral

The Insolvency and Bankruptcy Code, 2016 (“Bankruptcy Code”) has brought about sig-
nificant changes to the present legal framework pertaining to insolvency laws applicable
to both individuals and bodies corporate. Further to this, the Enforcement of Security In-
terests and Recovery of Debt Laws and Miscellaneous Provisions (Amendment) Act, 2016
(“Amendment Act”) has also been passed which brings about a number of amendments
to the SARFAESI Act and the RD Act. It introduces a central registry system where security
interests with respect to secured debt shall be registered, which is essentially the Central
Registry of Securitisation Asset Reconstruction and Security Interest (CERSAI). In theory,
this registry should help in better information dissemination with regard to creation of
security over assets of borrowers.
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However, the committee understands that CERSAI is not functioning as well as it
should. The current form is long and requires around 200 input fields. Furthermore,
these forms are not standardised across different types of collateral. Currently the form is
not possible to auto-fill in the case of existing securities registered on CERSAI – thus creat-
ing duplication of effort. In line with the principles that govern this committee’s thinking
about simplifying procedures and enabling financialization, the committee recommends
that the processes that involve non-standardised digital interfaces such as CERSAI require
recalibration with a view to minimising the time and cost of regulatory compliance. One
important benefit of standardisation of processes and data entry in collateralization reg-
isters is that it promotes a wider range of potential sources of collateral. This is impor-
tant, since one of the reasons that households in India appear to rely on gold is precisely
because it serves as a relatively universally accepted form of collateral (albeit at a high
haircut of roughly 25% on average, from a submission to the committee).

Moreover, the committee also notes that SARFAESI is currently not applicable to loan
sizes below |1,00,00,000. The recovery process under the SARFAESI and RD Act is sub-
stantially shorter than the debt recovery procedure before the Tribunal. This means that
access to collateral in the event of default on smaller obligations is currently very onerous.
While the thinking behind this exemption may have been to provide avenues for recourse
to smaller borrowers, the committee notes that the likeliest alternative state of affairs is
that legitimate collateralised lenders refuse to lend to small borrowers, leading in turn to
a greater reliance on non-institutional sources of debt such as moneylenders.

• The committee therefore recommends that SARFAESI provisions be made applica-
ble to smaller loan sizes in an attempt to bring “underground” collateralised lending
into the mainstream.

The committee also notes that in the future, other key considerations in developing
collateralised lending is what aspects of legislation need to be changed in order to allow
digital transfer of titles for collateral, the deepening of corporate bonds and securities
markets for securitisation, and whether the presently required physical NACH form for
enabling repayment can be digitised. Several related issues find mention in our discus-
sion of the enabling role of technology below.

Finally, the committee notes that the take up of reverse mortgages, which should in
theory be quite high given the evidence we have seen on high holdings of real estate at
older ages, is actually extremely low in India. This may very well be due to the difficulties
of seizing and recording collateral. Measures to improve easy collateralization and recov-
ery of collateral in the event of default should also translate into better outcomes for this
important product.

Pensions and annuities

Micro-pensions scheme
Implementing a robust pension system that caters to the entire Indian population and

not just those in the organized sector requires fresh thinking about the use of digital solu-
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tions and innovative practices on the frequency and timing of contributions to pensions
by households in India. The need for an end-to-end digital solution to reach the unorgan-
ised sector of the economy can hardly be exaggerated.

Mass-scale voluntary micro pensions demands customisation and scalability and the
committee believes that fintech solutions to enable such products to be sold in the market
is critical to improving pension penetration in India.

• To this end, the committee recommends that the PFRDA issue regulations to en-
able a fully digital end-to-end applications for pension products and also authorise
Aadhaar-enabled enrolment for this process.

• A broad-based sustained innovative campaign to illustrate the importance of pen-
sion holdings is necessary to make most of the Indian population recognise the
importance and relevance of pensions and break deep-seated cultural preferences
of relying on the next generation to support the elderly – which inherently is a
sub-optimal arrangement both at the household level and on the aggregate for the
macroeconomy.

Regulating annuities

The committee believes that annuitisation is a potentially useful pensions strategy, be-
cause it can serve to hedge households from longevity risk, and provide financial security
in the form of a guaranteed income stream until the death of the annuity holder. However,
annuity products do not account for a high proportion of the Indian insurance business.
In FY 2015, a little over 17% of the total investment made by insurance companies in In-
dia was on account of annuities compared with 16% for unit-linked funds and 67% for
life insurance funds. In order to encourage the annuity industry, the government in the
2016-17 budget has reduced single premium annuity scheme service taxes from 3.5% to
1.4% of the premium charged, and has exempted annuities provided to NPS holders from
service tax altogether.

Currently, the NPS is in part a deferred variable annuity product because of the
mandatory annuitization of a portion of the investment corpus. The product has several
excellent features, including the fact that the household can choose the annuity provider
at the point of retirement. In contrast, in a life insurance pension plan, one needs to buy
an annuity from the same life insurance company. Another issue for the annuity industry,
and indeed for the insurance industry as a whole is the lack of liquidity in long-term index
linked bonds and other long-term fixed income securities in the Indian capital markets.

• This committee is of the view that households should be allowed the choice to shop
for the best annuity plan, and we recommend segregating annuity investment from
insurance investment.

• As with other committees of the past, this committee also recommends measures to
improve liquidity in these markets to provide an impetus to the insurance industry.
We also suggest that in the short-run, until such time as these markets are better
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developed, there is a need to relax the investment guidelines of annuity funds so
that they have more flexibility to optimise their portfolios.

• The committee also believes there should be increased transparency in the In-
dian annuity market in terms of expenses, commissions, annual fees and surren-
der charges, which could reduce payouts to households. Moreover, a more focused
regulatory mechanism would benefit this market.

Management fee regulations on NPS

As highlighted in Chapter 3, the committee believes that the correct balance should be
struck between on the one hand incentivising the supply side to innovate and promote
financial products, and on the other hand, preventing households from predatory pricing
schemes. We believe that NPS is an excellent product offering, but that the pension fund
management company is allowed to charge very low management fees in comparison to
similar systems in other parts of the world. For instance, the UK’s national employment
savings trust charges a one-time initial contribution charge (a distribution fee paid to an
intermediary and not to the company) of 1.80% with an annual management fee of 0.30%
per annum. These numbers can be compared to 0.25% and up to 0.10% per annum for
the NPS system in India, respectively. This low cap on charges potentially hurts consumer
welfare, since distribution incentives may not be sufficient to enable households to fully
benefit from the product – this is evident from Chapters 1 and 2 of this report, in which we
note that Indian households are woefully under-pensioned relative to their counterparts
in other countries around the world.

At such a price point, the commission understands from submissions that fund man-
agement companies can break even only with a large asset base which requires significant
investments into distribution architectures which do not currently exist in India. While
India’s NPS charges may indeed be the long-run equilibrium price for distribution and
fund management, there may be a need to converge towards these low prices more grad-
ually, as prescribed by the PFRDA. Similarly, additional steps for enabling NPS to reach
more widely may also be considered.

• The committee recommends that this issue of raising the cap on management fees
be investigated, perhaps using the proposed Regulatory Sandbox as a vehicle for
doing so.

• The pension fund management company could be permitted to conduct functions
relating to the sales and marketing of NPS, potentially relaxing the mandatory re-
quirement that only point of presence (POP) entities can engage in sales.

• Digital marketing of pension plans could also be allowed by pension fund manage-
ment companies.

• Mandatory research capabilities that are separate from parent financial institutions
may be cost inefficient, and eventually passed through to pensioners in the form of
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lower returns. Firms could be allowed to perform the essential function of research
in ways that are cost effective for them.

Insurance

New Products
As we have seen, Indian households invest far less in insurance than their counter-

parts in other countries. Moreover, we have noted that this lack of insurance is also re-
lated to the incidence of high-cost non-institutional source debt, and through our coun-
terfactual empirical analysis, have uncovered that Indian households are paying a high
price for eschewing insurance products. We therefore provide a number of product sug-
gestions below, which can either be implemented using “opt-out” nudges at the point of
PMJDY account seeding, or available as part of a set of pre-qualified products at the point
of e-KYC. These policies can be underwritten by a range of private issuers, but will be
strictly regulated to ensure that claims are efficiently and fairly settled, and that premiums
are fairly priced. Given that these products will be sold on platforms such as PMJDY and
enabled by e-KYC, we propose that distribution and sales commissions for these products
be at minimal levels.

• Low-cost home and contents insurance: We propose a simplified and cost effective
insurance policy for Indian households, which can cover the structure and contents
of the household, at a very low monthly premium.

• Suhana Safar policy: We propose a low-cost travel insurance plan for senior citizens,
including a coverage of personal accident, medical treatment, baggage insurance,
and transfer of mortal remains.

• We propose low-cost catastrophe insurance, which should be made low cost and
potentially even mandatory when purchasing properties in zones that are at high-
risk of floods, cyclones, or other natural disasters. These policies will have a hassle-
free claim procedure including auto triggered payouts in the event of catastrophes
occurring.

Health insurance
An array of health insurance schemes exist in India. The PMJJBY and PMSBY are the

flagship schemes of the central government, and in the past, schemes such as Aam Aadmi
Bima Yojana (2007), Janashree Bima Yojana (2000) and other such initiatives have been
implemented. However, the most successful intervention thus far has been the Rashtiya
Swasthiya Bima Yojana (RSBY) a health insurance coverage scheme for Below Poverty Line
(BPL) families. As of June 2017, 41.3 million BPL individuals have been covered under this
scheme and 11.81 million hospitalisation cases have been funded under this programme.
Several state-led initiatives have also been made. For example, the Chief Minister’s com-
prehensive health insurance scheme by the state of Tamil Nadu has also made inroads
into this difficult problem.
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While all these schemes exist, little is known about why usage of health insurance is
low overall, and why most households in India borrow to finance medical expenses. This
committee proposes that a two-pronged approach be used to address this phenomenon.

• We recommend that a wide range of both public and private hospitals should accept
these insurance policies as cover, with an appropriate mechanism of claims to be
worked out to enable easy access to high quality medical care.

• The committee proposes that claims statistics be published in a granular fashion,
and that any delay or administrative inefficiency in the financial disbursement to
policy claims through hospitals be resolved using digital solutions that also validate
the use of policies using digital methods such as Aadhaar.

Public health data

Designing appropriate health insurance policies requires a robust statistical system that
provides timely data on the health status of Indians across all age-groups, including mor-
tality rates by age, gender, and the underlying causes of mortality. Current designs often
involve the use of data from the US (a country with robust health data infrastructure) to
price insurance contracts, alongside a high risk margin to account for differences in mor-
tality patterns between the US and India, computed using the limited data available in
India.

India has the necessary legal framework to collect statistics on causes of death through
the civil registration system. The Registration of Births and Deaths Act, 1969 provides the
necessary legislative framework and has been used subsequently to collect data on med-
ically certified deaths. However, only a limited number of hospitals and limited geogra-
phies have been covered by this data. In 2014, as a percent of total registered deaths at the
state level, only Goa and Lakshadweep have near total coverage with medical certification
of the cause of death, whereas less than 2% of all registered deaths are medically certified
in West Bengal, and Jharkhand. In terms of population, less than 30% of registered deaths
are medically certified in states with nearly 90% of the Indian population. For instance,
no medical institution in Uttar Pradesh – the most populous state in India – is covered by
this data source.4 Access to timely information on the state of health in India is critical for
several reasons, including the design of better insurance products.

• The committee recommends that these issues of data be looked into carefully and
remedied. Of course, the committee firmly believes that such data should be made
available without violating individual medical privacy statutes, and as such, should
be released only at an aggregated but fairly geographically granular level such as the
district level at a frequency which is not susceptible to de-anonymization, such as
the bi-annual or annual frequency.

4Report on medical certification of cause of death, 2014. Office of the Registrar General, Vital Statistics
Division, Government of India. http://www.censusindia.gov.in/2011-Documents/mccd_Report1/
mccd_report_2014.pdf

http://www.censusindia.gov.in/2011-Documents/mccd_Report1/mccd_report_2014.pdf
http://www.censusindia.gov.in/2011-Documents/mccd_Report1/mccd_report_2014.pdf
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Awareness Campaign

The committee has heard numerous submissions from firms about how Indian house-
holds are unaware of the risks inherent in not being insured.

• The committee therefore proposes an awareness campaign for the importance of
purchasing insurance along the lines of the “Swachh Bharat Abhiyan,” “Jahan Soch,
Wahan Shauchalaya,” and other such public health campaigns.

Rationalising distribution incentives

The following description of the issue of lapsation is excerpted from Padmavathi (2016,
CII):5 If an insurance policy has lapsed, the insurer is obliged to pay back the amount
to the policyholder only when it has “paid-up value.” Permanent policies acquire paid-
up value when premiums under the policy have been paid for at least three years. The
paid-up value is proportional to the sum assured in the same proportion as the number
of premiums is to the total number of premiums originally payable as per the contract.
This paid value is payable on the maturity date or on the death of the life assured, should
this take place earlier... The policyholder also has a right to surrender their policy without
waiting for the maturity date, but they would receive a certain percentage of the paid-up
value - the “surrender value.” If the policy lapses before 3 years have passed, the insurer
is not obliged to pay back any amount to the policyholder.” This clear description high-
lights the importance of not only participation in insurance, but continual reminders that
households need to continue to pay into their policies. This is to avoid the risk of a) losing
the paid in amount of premium, and b) losing insurance coverage for risks that may en-
sue after lapsation. Households experiencing such outcomes could also be “turned off”
insurance products for long periods, which is particularly harmful given how useful these
products are for households, and the high costs that we identified earlier, of potentially
having to take on high-cost short-term debt in the event of suffering a health shock whilst
uninsured.

The persistency ratio measures how long insurance customers actually do fund their
policies. A 13th month persistency ratio of 75 means that of the 100 policies sold a year
ago, 75 were funded with a second premium payment for the second year, while 25 poli-
cies lapsed or were not funded by the policyholders, meaning that they will essentially
lose the premiums they paid in. On average the 13th month persistency ratio (reporting
from published IRDA statistics) for the insurance industry is 60.68% in 2016, and about
58% on average in the past five years. These persistency numbers are particularly low in
the fifth year, i.e., the 61st month of holding a policy. On average, only 28.74% survive at
the fifth year mark, and on average 80% of the insurance products that are sold lapse by
the end of five years.

From a submission to the committee by the Consumer Association of India, it appears
that often, households do not understand the impacts of lapsation on their future claims

5https://goo.gl/IAF7aa

https://goo.gl/IAF7aa
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to benefits. Moreover, the committee notes that current distribution incentives in the in-
dustry provide for high commissions for agents for initial product sales, but subsequently
far lower commissions allowed for renewals of pre-existing policies. This set of financial
incentives appears misaligned in the direction of skewing household outcomes towards
initial take up of policies, and subsequent lapsation.6

• The combination of these circumstances can lead to poor household outcomes, and
so the committee proposes that there is a need to rationalise these incentives sur-
rounding the distribution of insurance products, and in particular we recommend
that commissions structures be levelled between initial sale and policy renewal so
as to reduce lapsation rates, and to provide agents with appropriate financial incen-
tives to urge households to renew policies so that they can continue to benefit.

• The committee also suggests that there should be an effort to rationalise the dis-
crepancy of commissions between different types of products sold, with a view to-
wards incentivising the purchase of simple term insurance products.

• The committee suggests that distribution channels should be incentivised to sell
good products to those employed in the informal sector as well as in rural areas, but
keeping in mind the caveat of rationalising commissions across years and product
types.

• The committee proposes that disclosures to customers at the point of sale be made
simple, accessible, and be easily comprehensible to the consumer.

• The committee also reiterates the importance of clamping down on misselling as
was done during the case of the ULIP misselling episode.

• The committee proposes that further investigation occur into whether low insur-
ance take-up partially arises from tight household budget constraints that do not
allow ex-ante purchase of contracts. To the extent that this is true, especially for
low income households, the committee suggests that mechanisms for alleviation of
these constraints be considered.

Claims and Redress

The committee has a number of specific suggestions on claims statistics, as well as on the
mechanism via which consumers can seek redress.

• The committee reiterates that claims statistics should be published by insurance
firms in a machine readable (CSV) format, as per the precise layout and recom-
mendations of the Sumit Bose Committee.

6The committee notes here that insurance companies do use a range of reminders and other mecha-
nisms to prompt households to renew policies, and lauds these efforts. We believe that these efforts need
to be combined with rationalised incentives, as we suggest, to achieve better household finance outcomes.
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• The committee proposes that detailed data on the claims performance of individual
insurance products (as opposed to broad aggregates by category) should be pub-
lished periodically (say annually) by insurance companies in a format that is pre-
scribed by the regulator.

• The committee proposes that claims data should be differentiated between individ-
ual insurance claims and group insurance claims, particularly in health insurance,
so that the consumer has a clear sense of the potential benefits arising from the
particular type of policy they might be eligible for.

• Finally, from a submission to the committee by the Consumer Association of India,
the committee proposes if consumers, especially in rural areas, need to seek redress
for household finance product issues, that they can do so via delegated representa-
tives rather than having to be physically present. This is currently not possible,
as complaints under Section 12(1) (c) of the Indian Consumer Protection Act (CPA)
can be instituted only by one or more consumers, as defined in Section 2(1)(d) of the
CPA. Therefore, a group of cooperative societies, firms, association or other society
cannot file such a complaint unless such society itself is a “consumer” as defined in
the aforesaid provision.

– We believe this is important for several reasons. First, consumers in rural ar-
eas often need to travel long distances in order to file redress claims. The sec-
ond reason is that even if we were to move to a digital system for the sale and
post-sale service of financial products, often consumer groups are in a better
position to advocate on behalf of individuals who may face problems assessing
complexity or derelictions of service delivery.

– Of course, the ideal would be to have a dedicated consumer Financial Redress
Agency as laid out in the FSLRC committee report, and the committee sup-
ports the creation of such an institution.

Gold

The committee notes that gold holdings in India appear to be high relative to those ob-
served in other parts of the world, and notes that Indian households can achieve higher
rates of return from reallocating some portion of these gold holdings towards financial
assets. There are multiple reasons that households hold gold. One possibility is that the
high rate of gold holdings is evidence of tax avoidance, or the hiding of illicit proceeds,
and we propose steps to address this if so. (We also note here that tax incentives are an
extremely strong feature of the Indian environment which appear to “nudge” investors in
the direction of particular financial decisions, often in ways which cannot be explained by
pure financial optimization motives.) A second possibility is that gold is an easily pledged
form of collateral, and we propose solutions along this dimension as well. Third, there
may be cultural and behavioural determinants of gold holdings. Finally, there may just
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be the desire to hold gold for pure consumption rather than investment purposes. If this
is the case, the committee notes that there is nothing that can (or should) be done to alter
household consumption preferences.

Gold savings certificates

Recent initiatives by way of issuing sovereign gold bonds are certainly an important step
in the right direction in order to reduce physical holdings of gold on household balance
sheets if they are holding gold as an investment. However, the widespread acceptance of
financial products backed by gold as the underlying asset will require design features that
address deep-seated cultural preference of households.

As discussed, gold is often used to provide collateral value. We note that sovereign
gold bonds are permitted to be pledged by households as collateral when seeking loans,
but that this knowledge may not be widespread.

• We therefore recommend an awareness campaign to highlight this particular bene-
fit of the product.

Another use of gold is that it facilitates wealth transfer across women who are other-
wise socially constrained to be financially dependent in the patriarchal setting.

• We therefore propose that a variant of the gold bonds currently in operation be in-
troduced, which have default inheritance features that may be attractive for these
reasons. In particular, variants of these certificates could be structured such that
their inheritance is matrilineal unless the woman has no daughters in which case
sons can inherit.

• Gold holdings often capture a household desire for asset tangibility. We therefore
also propose that a new variant on the RBI sovereign gold bonds currently in circu-
lation be introduced that can be physically redeemed if households wish, and not
just redeemed in cash upon maturity. We believe that the very presence of this op-
tion of physical redemption, which may not be taken up by households, is likely to
increase demand for this product by addressing potential behavioural factors that
deter such demand.

We note that inflation indexed bonds are a useful instrument for households. As we
have seen earlier in this report, some households do appear to hold gold as a response to
inflation uncertainty. However we also note that inflation rates and inflation perceptions
vary widely across the country.

• We note that some of these inflation indexation issues will likely shrink upon the
implementation of the GST tax throughout the country. We propose that efforts be
made to improve state and municipal bond markets, and that incentives to engage
households in these markets be explored, as households could use such local as-
sets to hedge against local risk factors in currently segmented goods markets. We
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also propose wider publicisation of local inflation indexes in case exchange-traded
products can be issued against these indices by private sector participants.

• We also propose that tax incentives be offered to investors in inflation-indexed
bonds, who currently have to pay income tax on interest earned on these bonds,
whereas bond mutual fund investments currently pay capital gains tax after three
years.

Gold exchange and gold registry

• The committee supports the creation of a spot gold exchange, to promote gold mar-
ket liquidity so that households may more efficiently monetise their gold holdings
if they so choose. The creation of the exchange will also facilitate price discovery
and standardisation of gold prices, allowing households to better understand the
value of their pre-existing gold holdings, and prevent them from either selling or
collateralising their holdings at inaccurate or disadvantageous prices.

• The committee also notes that gold is a preferred asset for tax evasion purposes.
Towards this aim, the committee proposes that the PAN card requirement for gold
transactions from jewellers be extended to all transactions, and not just those that
are above |2,00,000, and supports the daily cash limits against the sale of gold.
However the committee cautions that taking a holistic perspective on household
balance sheets that these cash limits should be complemented with measures to
ensure that unsecured credit is widely available to households at favourable rates in
the event of emergencies.

• To prevent the PAN requirement from driving gold transactions underground, the
committee proposes that all gold transactions should be registered using an elec-
tronic registry such as a depository.

• The committee also notes that measures in the gold market are unlikely to fully de-
ter tax avoidance motivations for holding the asset. A more incisive use of income
tax data may be required to detect tax avoidance, and the committee believes that
the enforcement of tax avoidance should be strict.

Improving household finance data

The committee notes that since the first round of the NSSO surveys in 1971-72 (and the
Reserve Bank of India surveys in 1951-52 and 1961-62), Indian households’ engagement
with financial markets has changed considerably, coinciding with the rapid growth in the
number of middle-income households over the past few decades. Households have ac-
cess to more instruments, as the availability of formal sources of finance and modes of
savings has significantly increased since 1971. As a result of the Indian household finan-
cial landscape evolving so rapidly, there is now a case to be made for more frequent house-
hold surveys, with the addition of modules to the All India Debt and Investment survey
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(AIDIS) to aid evidence-based policy making. Appendix E provides more details about our
recommendations to improve data gathering on this important topic.

4.2 Providing sensible, integrated financial advice

HIGHLIGHTS

• Overview and Definitions.

• Financial advice: Standardised norms for advice for different financial products.

• Separating distribution and advisory businesses.

• Fiduciary model for advice, and compensation only by the consumer for the provision of financial

advice.

• Certification and rating for financial advisors.

• Robo-advice.

Overview and Definitions

The definition of financial advice we propose is as follows:

Financial advice is the action of providing personal recommendations to a
customer, which can either be initiated by an act of the firm, or by way of a
request from a customer. Any situation that involves any of the following set
of actions constitutes advice:

1. A personal recommendation, provided in exchange for a fee, is made to a customer
to purchase or sell a particular financial product or a set of financial products.

2. A firm or individual consulted by a customer has deemed a product or a suite of
products to be suitable to a customer, in exchange for a fee.

3. A customer initiates an action that is in line with the personal recommendation
specifically sought from a firm or individual, in exchange for a fee.

A financial advisor is a firm or individual who performs the actions above.

Alongside defining financial advice, the committee feels that the term “distributor”
should also be consistently defined. The definition of a financial distributor we propose
is as follows:
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A Financial distributor is a firm or individual who engages in a financial trans-
action with a consumer, which is remunerated or compensated by the pro-
ducer of the financial product by way of a commission, service fee, or any
other form of non-monetary remuneration.

Financial advice: Standardised norms

We believe that the provision of financial advice should be regulated in a unified manner
consistent with other established professions, such as medicine, law and accounting. A
collaborative effort is required in this regard in which governments set expectations for
the practice of financial advisory, market integrity, and consumer protection, and regu-
lators in consultation with professional bodies determine professional norms, conduct
monitoring, and impose minimum certification standards. We also note here that finan-
cial literacy efforts should supplement responsible financial advisory businesses.

In the current scenario, Indian households are unable to differentiate between the
titles of “Investment Advisor”, “Independent Financial Advisor”, or even “Insurance Advi-
sor”. We propose that clear nomenclature with uniform rules should apply to all providers
of financial advice regardless of their specialisation. The immediate need is to deal with
regulatory arbitrage which is now a possibility given that there are differences between
the regulation of financial advice depending on the regulator dealing with the underlying
product. That is to say, PFRDA, IRDA, and SEBI all have differing definitions of advice,
and regulations for the provision of advice.

• We therefore propose that there should be uniformity in definition, the unification
of consumer protection, and the application of equally stringent standards across
regulators and underlying financial products.

• We propose the creation of a unique “license number” for financial advisors to re-
place the diversity of current registrations such as the ARN, RIA, RA, and EUIN num-
ber. An SRO-driven regulatory system for financial advisors across all products will
use this unified identification number.

• We propose that regulation should be uniform across advisors, rather than based on
the specific sectors or products that advisors sell, so as to enable advice to house-
holds about their entire balance sheets. We therefore propose common regulation
of financial advisors across all products, and support the Swarup Committee sug-
gestion of an SRO-driven regulatory system for financial advisors in the medium
term.

• We propose that insurance intermediaries be brought under these uniform advi-
sory regulations, and that advisory and distribution functions should be effectively
segregated.
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– This is also an issue in the provision of investment advice by distributors of
mutual fund products, and we propose that they also be brought under the
ambit of uniform advisory regulations.

– In general, we oppose the use of exemptions, and propose a uniform struc-
ture under which all investment advice is brought, regardless of the specific
product or function to which this advice pertains.

• In order to make financial advisors, investors and other stakeholder understand
the rules and regulations governing investment advisory activities and to further
ease of doing business by investors, rules and regulations should be simple, self-
explanatory and easy.

• Information about financial advisors and their standards of professional compe-
tence should be made available online. Forms, compliance reports, and payments
should be digital and easily accessible.

• Regulations need to be supplemented with adequate monitoring mechanism, in-
cluding inspection, reporting and analysis by regulators for taking appropriate and
timely enforcement actions. We therefore propose that any investment advisor
which is a body corporate or a partnership firm shall appoint a compliance offi-
cer who shall be responsible for monitoring compliance by the investment advisor,
and that swift action should be taken against unregistered/ non-compliant/ errant
advisors. This would add substantially to the credibility of the investment advisory
business itself and help its orderly development and market growth.

Separating distribution and advisory businesses

• We propose that advice and sales of financial products be separated, supported by
a fiduciary standard.

– We note that this is not the current structure of the finance industry and pro-
pose that this transition be phased in. We propose that the first step in this di-
rection is the convergence of advisory activities across products and regulatory
jurisdictions. This is to be followed by a rationalisation in fees/commission
across financial products such that sellers are indifferent between similarly
placed financial products.

• We propose that all transactions be made in electronic form with a pre-determined
sunset clause on cash transactions.

• We propose that there be transparency about compensation structures to the
households receiving advice. Commissions and incentives paid to distributors
(both incremental and cumulative) should be included in every statement sent to
investors. RBI’s directive that banks create subsidiaries for investment advisory ser-
vices and register with SEBI could be used as a yardstick in this context.
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• We also propose that in the short-term, every investment should have two tags,
namely, a distributor code and an advisor code with uniform nomenclature which
is self-explanatory across all financial products. We propose that RBI immediately
(rather than after 3 years) requires banks to have a separate entity to sell products.

Fiduciary model for advice

• We propose that an investment advisor shall act in a fiduciary capacity towards its
clients and shall disclose all conflicts of interests as and when they arise. The fidu-
ciary duty of the investment advisor towards the client may be defined clearly in
the regulations. An investment advisor shall ensure that in case of any conflict of
interest of the investment advisory activities with other activities, such conflict of
interest shall be disclosed to the client immediately.

Certification and Rating of Advisors

• We propose harmonisation of standards for the provision of advice. We propose the
creation of a uniform professional qualification and certification of investment ad-
visors that covers multiple financial products – since we take an integrated view of
the household. Any additional specialisation in specific financial products sought
by advisors also needs to be standardised with inputs from the respective regulator.

• We also propose that continuous professional education and certification be made
mandatory for financial advisors.

• In order to expand the number of advisors and to ensure their professional com-
petence, we propose replacing a minimum experience requirement with a relevant
certification requirement for registration as a financial advisor.

• In order to help investors take informed decisions on choosing financial advisors,
information about financial advisors, including their expertise, business volume,
past credentials, and quality of recommendations should be centralised and made
available online. In this regard, the committee notes that FPSB has designed a Rat-
ing Model for Advisors, which takes into account parameters to assess the quality
of services offered, compliance standards, and professional conduct to arrive at sci-
entific grading. The platform on which this would be made available could help
financial consumers to choose the right advisor.7

• We propose that consumers who have received advice from an advisor must be able
to provide qualitative feedback for public view on the same platform, which we view

7A feedback platform for financial advice such as http://sachet.rbi.org.in is a welcome step to-
wards curating public feedback on financial advisors.

http://sachet.rbi.org.in
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as a public platform for open rating of financial advisors. We propose that this pub-
lic platform be jointly managed by RBI, SEBI, PFRDA and IRDA, as a public good
under the FSDC Sub-Committee funded through funds reserved for financial devel-
opment. Based on publicly available information, an annual report on the quality
of financial advice should be produced, and we propose that this be reviewed by the
FSDC Sub-Committee.

Robo-advice

• The committee believes that technology can play an important role in cost effec-
tive expansion of financial advisory services. To quickly scale up the availability of
advice across the country, automated advice is a good strategy subject to the right
checks and balances, and the committee supports the continuing development of
robo-advisory services.

• The committee notes here that different regulatory agencies have not been clear
about the legality of providing robo-advice, and so we currently see that the maxi-
mum number of such firms are operating in the the context of mutual funds. We
therefore propose that all four regulators clarify that robo-advice is permitted, once
again subject to the right checks and balances.

• We propose that the legal person behind a robo-advice shall be the firm or individ-
ual who own and operate such automated advice. If particular financial advisors
are responsible for advice given out in automated advice services, each transaction
based on such advice must identify the particular advisor involved in each recom-
mendation as well.

• The committee also notes that the promise of the RBI’s account aggregator rules
have only partially been realized. The committee understands that even though
a customer may have given an account aggregator access to their own digital in-
formation, financial institutions currently have the right to choose whether or not
to share the information with the aggregator. This inhibits scalability at present,
since it requires a series of bilateral negotiations with individual financial firms. The
committee notes that the payment services directive (PSD2) in Europe allows for a
solution that better allows households to benefit from account aggregation, and we
recommend that this be amended to facilitate customers having better access to
their own financial information.
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4.3 Leveraging technology to reduce household
transactions costs

HIGHLIGHTS

• Reducing transaction costs.

• eKYC.

• Data privacy

Reducing transaction costs

In order to achieve customised solutions in household finance at scale, both firms and
households require that transaction costs of making financial decisions are low. One way
to see this how technology can facilitate this is to consider the following example. Con-
sider a financial service provider who can effectively earn roughly 0.5% per transaction
conducted by a customer. If on-boarding a customer costs |1000, service providers will
only reach out to customers who are expected to do 2,00,000 transactions to be able to
break even on their on-boarding costs, meaning that they only have incentives to pur-
sue high-wealth or high transaction volume households. This reduces incentives for fi-
nancial firms to extend the benefits of market participation to lower income or wealth
households. However, if there is a change in technology that brings the on-boarding costs
down to |100, financial firms can then serve customers who will only be expected to do
one-tenth of the business, i.e., 20,000 transactions, thus providing incentives to expand
participation.

My wife handles all the subsidies and loan
repayments. She gets messages on her
mobile phone about that. I don’t mind
if she manages all this on her phones.

Man, Garland maker

A similar incentive operates for house-
holds. If customers can pay lower partic-
ipation costs using technologies that re-
duce their time and effort for participa-
tion, as well as direct costs of participa-
tion, smaller transaction volume or size
customers will find it profitable to enter
the market. Customisation enabled by

these technologies can also help to help bring such customers into the market. So, if a
customer can benefit from saving a minimum amount of |100 under the new technology
(as opposed to |1000 under the old technology), household demand for savings products
will expand.
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Box 4 Monetary and non-monetary costs with basic banking: An audit study

Despite non-discretionary eligibility rules for basic banking products, financial access outcomes are
highly influenced by banks in India. Nearly all banks audited by Mowl and Boudot (2016) refused to market
the regulator mandated basic accounts, despite the customers being "atypically persistent" in demanding
the basic products. More than half of the bank branches audited turned customers away when they at-
tempted to negotiate for alternative, and affordable savings products. Nearly half of the customers were
also turned away where the bank refused to accept the customer’s valid identity or address proof.

Initial Opening Collecting All visits

enquiry account material

(Visit 1) (Visit 2) (Visit 3)

Time travelling (minutes) 68.45 (14.63) 72.33 (15.79) 71.42 (10.99) 212.2

Cost of travelling (|) 21.38 (3.78) 20.2 (3.27) 19.85 (3.88) 61.43

Time waiting (minutes) 7.19 (5.88) 11.2 (12.84) 12.92 (12.77) 31.31

Time talking (minutes) 17.55 (8.57) 19.46 (13.7) 22.85 (18.98) 59.86

Time for collecting documents (minutes) – 114.67 (133.98) – 114.67

Cost of documents (|) – 77.13 (15.94) – 77.13

Time filling in the form (minutes) – 19.66 (9.76) – 19.66

Number of visits 1 (0.0) 1.13 (0.35) 1.21 (0.69) 3.34

Total time (minutes) 93.19 237.32 437.7

Total cost (|) 21.38 97.33 138.56

Number of observations 42 15 72

The table above presents the stylised transaction costs for customers seeking to open a basic bank
account. In the initial enquiry, customers spent nearly 1.5 hours and |21.38 and in the second visit to open
the bank account, customers spent over 3 hours and spent |97.33. In the final stage where customers
collected materials from the bank after opening an account, the average time spent was about 1.6 hours,
with an expenditure of |19.85.

The total cost, on average, is equivalent to one day of daily earnings for poor households in India,

i.e., the product of an entire day’s worth of work. Such transaction costs are very high for the average

Indian household. Such frictions add to the cognitive and psychological costs of participating in the formal

financial system. Some of these issues may most easily be addressed through technological solutions.

The committee notes that the JAM (Jan Dhan, Aadhaar, and Mobile phone) trinity, as
highlighted in the Economic Survey 2015-16, holds promise to reduce the costs of house-
hold participation in financial markets, especially since the prevalence of smart phones
is rapidly increasing. The committee also notes that there is significant promise in “India
Stack” (a set of APIs), in the sense that it could allow governments, businesses, startups
and developers to utilise this digital infrastructure to enable better outcomes in Indian
household finance. In particular, the possibility that these technologies provide is that a)
the costs of on-boarding will be lower, and the creation of new products with widespread
reach to Indian households will be made easier, b) customers can digitally and securely
access financial services on their mobile phones, reducing their transactions costs, as well



98 CHAPTER 4. RECOMMENDATIONS

as the provider cost of serving customers, c) this enables the creation of assisted technolo-
gies, thus not excluding customers who do not have a mobile phone, or are unable to use
it to their advantage – it is easy to envision the use of the same technologies to serve cus-
tomers via banking correspondents or payments banks (as in the Mor committee), with
the continued advantages of greater scalability, and lower cost than physically visiting
bank branches, and d) the possibility of increased trust as outcomes can more easily be
audited on account of digital trails, and the ease of competition associated with lower
switching costs.

We consider a few specific technological solutions below, beginning with e-KYC.

electronic Know Your Customer (e-KYC)

• The committee recommends that Aadhaar-enabled eKYC (which is a paperless
Know Your Customer (KYC) process, where the subscriber can authorise the UIDAI
(electronically, through Aadhaar authentication) to provide a digital identity docu-
ment to the requesting entity) be firmly established as the acceptable KYC standard.
Currently, this process is sufficient to complete KYC norms for most basic financial
accounts, and telecom SIM issuance (amongst others).

• The committee notes that a major impediment to the widespread adoption of eKYC
(from numerous submissions to the committee from financial technology firms) is
that there is often significant uncertainty in firms’ interpretation of regulatory stan-
dards about electronic verification and settlement, which is partly due to a relatively
opaque communications process between firms and regulators. There is such a di-
versity of opinion across firms that internal regulatory standards vary across firms,
in an effort to maintain strict compliance in case the regulator comes calling.

– This means that even in cases in which wet signatures are strictly not required,
firms enforce this on their customers, leading to onerous costs of compliance
faced by households despite the availability of a paperless process.

– For example, in the case of micro pensions, i.e., APY, the process is not com-
pletely paperless, requiring that registration is a combination of a physical and
a digital process (see submission from pinBox Solutions in Appendix Section
D).

– We therefore propose that the existing set of rules be modified accordingly to
enable the paperless process to function seamlessly, and that there be clear
guidelines that are well-publicised in order that firms do not feel the need to
impose onerous processes on households.

• The committee also notes the recent development of the DigiLocker, which is a plat-
form for issuance and verification of documents and certificates in a digital way,
thus eliminating the use of physical documents. Indians who sign up for a Dig-
iLocker account get a dedicated cloud storage space that is linked to their Aadhaar
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(UIDAI) number. Organisations that are registered with DigiLocker can push elec-
tronic copies of documents and certificates (e.g. driving license, Voter ID, School
certificates) directly into individual lockers. Users can then provide permission, and
share these documents with relying institutions. Paperless service delivery is en-
abled by allowing transactions to be enabled without exchanging paper documents.
These are now done through digital documents, which can be executed through dig-
ital signatures, and exchanged in an authorised manner through the digital locker.

• The committee proposes that the government’s DigiLocker service be extended to
nationalised banks, brokers, and insurance companies to be able to issue policies,
share certificates, or fixed deposit receipts directly to customers in this fashion, such
that they will be able to use these documents to easily obtain credit verification. We
also suggest that the process of electronic collateralization will become far easier
once the DigiLocker can be used by households to provide evidence of ownership
of assets.

• The committee also notes that transactions conducted on these platforms leave dig-
ital trails, which can be further used to enable additional services to users, and sug-
gests periodic audits of financial transactions conducted digitally to ensure good
behavior amongst the service providers.

• The committee recommends that the process of switching between financial ser-
vice providers be made seamless and straightforward for households, and recog-
nises eKYC and portability of KYC as key steps towards such an outcome.

Data Privacy

While technological solutions to household finance problems hold great promise, the
committee notes that there are also potential drawbacks unless information is used re-
sponsibly. A major concern in this setting is the privacy protection afforded to house-
holds benefiting from access to digital modes of transacting. The worrying fact is that
India lacks a formal legal framework for data protection.8 Privacy regulations, to the ex-
tent that they exist, remain rudimentary and diffused. There is no formal privacy statute
and the closest thing to a formal privacy law is in the rules enacted under Section 43A of
the Information Technology Act, 2000 that spell out, in general terms, privacy obligations
that apply to anyone who collects and processes sensitive personal data and informa-
tion. In addition specific provisions exist in various Indian statutes such as the Credit
Information Companies (Regulation) Act, 2005 and the Credit Information Companies
Regulations 2006, the Indian Telegraph Act, 1885 and The Right to Information Act, 2005,
among others. These regulations are, for the most part, minimal, lack formal regulatory
and enforcement frameworks and are largely unresponsive to changes in technologies. As
the committee recommends pursuing technology-based solutions to household finance

8Global Privacy and Security Law, page 34-09 (Wolters Kluwer, Vol. I, Francoise Gilbert eds.)
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problems, we also note that the continued lack of clear privacy regulations presents an
ever-increasing risk to personal privacy.

Box 5 The case of Atal Pension Yojana

Digital solutions to existing schemes can reduce transaction costs and efficiently deliver financial ser-
vices to households in India. Such process simplification is already occurring, and could be expedited
further. As an example, we discuss the onboarding process for the Atal Pension Yojana (APY), and how this
has been greatly improved by the use of technology. A stylised illustration of this process simplification is
discussed below.

Historical process: A client visits her bank Customer Service Provider (CSP), the bank CSP enters cus-
tomer data and details on a Point of Sale (POS) terminal and collects a physical form. The CSP then visits
the link bank branch to submit the form. These forms are vetted and signature verified at the bank branch.
The bank debits the first contribution and issues a Permanent Retirement Account Number (PRAN) from
a pre-issued set of numbers provided by the Central Record-keeping Agency (CRA). Additionally, the bank
registers the Systematic Investment (SI). The branch then couriers the physical application form to the
CRA. The customer visits a Business Correspondent (BC) or bank branch to obtain the PRAN. This process
is illustrated in Appendix Section D.

This process has been considerably simplified, as steps to improve it are continuously implemented.
At present, some of the BCs are using hand-held devices for APY registration. New services such as the
recently launched eNPS system (https://enps.nsdl.com/eNPS/NationalPensionSystem.html) are
also important steps in the direction of digitising the enrolment and contribution process, and the APY
service providers have been asked by the regulator to develop APY@eNPS channel features, to make the
tool a mainstay in their enrolment procedures.

With the necessary digital ecosystem in place, a process that fully minimises the costs of enrolment can
be envisioned, as follows: A client provides bank account and Aadhaar number to a Aadhaar enabled Point
of Sale (AePOS) CSP. The CSP uses biometrics to authenticate customer ID. A BC platform uses secure API
to pull customer data from a bank’s core banking system (CBS) to populate the APY form on AePOS. CSP
uses AePOS to debit first APY contribution and the BC uploads a digital form to bank server. The Bank
registers an systematic investment on CBS. Bank uses secure APIs provided by CRA to upload digital APY
form with SI details and the CRA instantly issues PRAN. AePOS-CSP hands over printout to customer. The
CRA sends SMS to customer with PRAN and contribution information.

This provides an example of how continuous process simplification could work, creating zero overhead

for bank branches, with the CSP eligible for the commission instantly. While online digital solutions al-

ready do and will continue to reach a large part of middle-class India, a completely digitised process can

help reduce overheads and achieve coverage of the “last mile". This is illustrated in Appendix Section D.

• Consent is the cornerstone of privacy laws around the world and the use, transfer or
processing of personal data is impossible without prior permission. This assumes
that the data subject can evaluate whether or not the use, by the data controller,
of her personal data is likely to detrimentally affect her privacy. Once consent has
been provided, the data controller is free to use the data as it chooses towards the
stated purpose. Even if such use results in a breach of personal privacy, the data
controller cannot be held liable as it is presumed that the data subject weighed all
possible harms and concluded that the benefits outweigh the risks.

• Keeping these issues in mind, the committee examined whether the use of consent

https://enps.nsdl.com/eNPS/NationalPensionSystem.html
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as the primary line of defence against privacy violation will actually ensure the pro-
tection of personal data in the context of modern technologies. We note that tech-
nological advances such as machine learning and big data have changed the ways
in which we process data and as a result, have made consent a less than effective
tool to protect personal privacy.

• The committee therefore believes that it is imperative that an alternate system be
deployed to ensure that personal privacy is protected. Our current belief is that
rather than consent, a robust privacy framework in the modern world may call for a
rights-based approach.

• Such a rights based system would confer on households (i.e., data subjects, in this
context) a set of rights in relation to their personal data. Data controllers (i.e., fi-
nancial firms, in this context) will be obliged to ensure that whenever they process
or otherwise deal with the data pertaining to the data subject they do so without
violating the rights of any data subjects.

• Data controllers will also be responsible for ensuring accountability, transparency,
non-discrimination and data security while processing data.

• Data controllers will be held liable for any harm caused to the data subject as a
consequence of the breach of their data rights. Where possible, the data controller
should be required to either reset the record or to compensate the data subject to
the full extent of any loss caused as a result of the breach of a data right.

• In order to evaluate whether or not the processing of data by the data controller
could result in a breach of data rights, we propose that the law will create a class
of technically skilled, learned intermediaries, who, on behalf of data subjects, are
authorised to review the algorithms that process personal data to evaluate whether
the data is being processed in a privacy neutral manner.

• The new privacy framework should contemplate the creation of a Data Commis-
sioner who shall be responsible for redress of grievances as well as for establishment
of standards of accountability and transparency. The Commissioner should be re-
sponsible for ensuring that these standards are responsive to changes in technol-
ogy. In addition, the Commissioner should publish annual reports as to the status
of privacy compliance in the country.

• In Appendix F, we provide further details about our thinking on this new approach
to a privacy framework for financial information.
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4.4 A suite of simple, customised, financial products

HIGHLIGHTS

• Simple financial products which constitute an essential minimum kit for households.

– Assets:

* No-frills savings account with digital access.

* Simple target-date fund products for risky asset investment.

* Flexible fixed deposit accounts.

* Micro-pensions with flexible dates of pay.

– Insurance

* Simple term life insurance.

* Basic health insurance.

* Automatically triggered catastrophe insurance in catastrophe-prone areas.

– Liabilities

* Micro, unsecured credit that offers better terms than moneylenders.

* Simple collateralised loans including small home loans.

• More sophisticated products that may be useful to households.

– Savings:

* Small overdraft and savings accounts based on the digital financial footprint of individ-

uals.

* Micro-savings products with reminders.

* Prize-linked savings mechanisms.

– Easily annuitizing land and homes.

• Tax-exempt savings vehicle.

“Essential kit” financial products

In this section, we describe a minimum set of financial products which Indian households
should have in order to effectively harness the benefits of formal financial markets. While
these products are not an antidote to the problems with Indian households’ financial al-
locations that we detect in the earlier chapters of this report, they serve as a good working
default from which households can subsequently adjust as they grow in experience and
financial sophistication.
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Many of these products already exist, and indeed, are being pushed to households
via government programmes such as PMJDY. Nevertheless, we believe that it is useful to
provide this list for the following reasons:

• It serves as a “checklist” that can be used to evaluate progress on participation and
use of household financial markets in India.

• Where this is not already the case, the products on this list could be made readily
available to households, either “seeded” automatically at the point of PMJDY ac-
count opening (or added later to PMJDY accounts as a default but “opt-out” op-
tion), or automatically pre-qualifying households to be able to access all of them at
the point of e-KYC for any one of them.

• While households will have access to the essential minimum “kit” of assets by de-
fault, we should require either or both of explicit opt-ins and mandatory educa-
tion (e.g., a requirement to view a short video describing product features and risks,
which is the equivalent of a health warning), of all households before they access
more complex products. That is to say, products not on this list could have “speed
breakers” associated with their take-up and widespread distribution. This is not to
inhibit households from portfolio optimization, but rather, to permit an opportu-
nity for households to reflect before taking decisions to participate and use more
complex products.

• In some cases, guided by the principles for household finance policy that we out-
line in the previous chapter, we recommend additional design features that could
simplify access or improve use of the current versions of these products which are
out in the market.

We also discuss the possibility of better-designed products which are not currently
widely available, including automatic debiting of government benefits to maturity-linked
accounts, flexible fixed deposit accounts, and revamping current reverse mortgage
arrangements which have not been particularly popular. Apart from their immediate
benefits to households, we also believe that households’ positive experiences with such
products could improve future household perceptions about using financial markets to
serve their objectives.9

Assets

No frills bank account This is already being pushed to households via the PMJDY pro-
gramme, and has many attractive features including the RuPay debit card, and as-
sociated accident insurance. We also support the priority to improve incentives for
women to hold such accounts to further the goal of their financial inclusion, and

9In order to monitor and assess the progress towards this goal, the committee proposes an extension of
the AIDIS survey in Appendix E.
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moves to directly transfer government benefits into these accounts. We also sug-
gest that these accounts can be linked to longer maturity accounts such as target
date funds or micro-pensions (see below).

Simple target date funds Target-date funds are essentially combinations of bond and
stock index funds which automatically shift the asset allocation of equities, debt,
and cash over the lifetime of the fund as selected by investors. They help to solve
the lifecycle asset allocation problem of investors, by being allocated more heav-
ily towards equities early in the life of the fund, and becoming more conservative,
shifting these allocations towards bonds and cash as the investor ages towards re-
tirement. Such funds will help to improve retirement outcomes, and provide In-
dian households with the experience of sensible stock market participation, which
is useful for knowledge creation purposes. We recommend that these products
have several features including, but not limited to, low fees and costs; no front-end
loads; strict indexation to benchmark equity and bond indexes for each component
of the fund; the possibility of scaling back the equity component to match the risk
appetite of the household; the ability to invest small ticket sizes into the product in
a “batched” fashion across households that are investing in order to minimise in-
dividual transactions costs of additional investment; and finally penalties for quick
liquidation of the funds invested in order to prevent inefficient trading.

Micro-pensions Both the Atal Pension Yojana (APY) and National Pension System (NPS)
account serve well for this purpose, though we prefer the defined contribution NPS
scheme, on balance. As mentioned earlier in Box 5, we recommend radical simpli-
fication in the process to enrol in such pensions schemes, and we also recommend
that the household be able to access their pension account using a common inter-
face with the other products on this list.

Insurance

Simple term life insurance A simple term life insurance product that provides a lump-
sum in the event of death of a policy holder with no benefit payable should the
policy holder be alive at the end of the term. Currently the PMJDY provides a basic
form of this insurance at the point of account seeding, with a benefit of |30,000. We
propose that this be extended in the case in which households wish to contribute
more towards such cover via direct debit, with a corresponding (actuarially fair) in-
crease in the benefit. We also propose that the claims procedure be simplified –
in many major insurance companies, this is still a “paper” process, and we recom-
mend digitisation and substantial simplification of this process.

Basic health insurance The RuPay cards with PMJDY currently have personal accident
insurance attached, with a claim limit of |1,00,000-|2,00,000 depending on the type
of card. We propose that health insurance in the event of ill-health also be provided
using a similar mechanism, with a small sum debited by default from the PMJDY
balance as an “opt-out” scheme. The health insurance should be available in terms
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of cashless treatment in a set of qualifying hospitals up to a pre-prescribed limit in
the event of illness, alongside a reasonable level of cover. The scheme should be
easy to subscribe, renew, and claim.

Automatically triggered catastrophe risk insurance We propose low-cost catastrophe
insurance, which we recommend may be mandatorily required when purchasing
properties in zones that are at high-risk of floods, cyclones, or other natural disas-
ters. Being uninsured in catastrophe-prone zones imposes negative externalities as
the cost of public bail-outs increase in such circumstances. These policies should
have a hassle- free claim procedure including auto triggered payouts in the event of
catastrophes occurring, such as the cloud burst in Uttarakhand, or floods in Chen-
nai.10

Liabilities

Micro unsecured loans We recommend that unsecured loans be provided to qualify-
ing households, in amounts under |30,000. Currently PMJDY provides access to
an overdraft facility of |5,000, but the median size of unsecured loans from non-
institutional sources in the AIDIS data is |38,800, meaning that households have a
need to borrow substantially more than the overdraft limit. We propose that repay-
ment of the amount through EMIs for a maximum of 2 years is allowed, and that a
condition of borrowing be that households take on insurance at the time of taking
on the loan (if the household already has insurance, the loan interest rate could be
slightly discounted as an incentive). Rates of interest should be well below annu-
alised rates of interest charged by non-formal sources such as moneylenders, and
regulators should look carefully at price-caps on high cost loans currently available
in the market. However we caution that repayment enforcement should be clearly
stated up front, made non-renegotiable and strictly enforced in the event of default,
so as to prevent moral hazard.

Simple collateralised loans Our recommendations on making sure that CERSAI is
streamlined are important for collateralization purposes. Moreover, we believe that
there is a need to allow quick collateralised loans for small sums of money at rea-
sonable rates of interest without onerous bureaucratic requirements. This is already
being extended in the form of gold loans from private NBFCs such as Muthoot and
Manappuram, but rates of interest need to be carefully assessed, and price caps may
well be warranted. We note that households greatly value ease of fund access and
short processing times, as such facilities are often used at times when households
realise unanticipated risks. The use of the DigiLocker may permit easier access to
relatively low-cost institutional-source lending in this space, as there is a need (see
Figure 2.13 Panel B) to replace high-cost non-institutional-source credit with for-
mal credit. We also note that the committee supports the continued development
of micro-housing loans (e.g., Micro Housing Finance Corporation Ltd.).

10Gaurav, Cole and Tobacman (2011) show that the biggest barrier for households to renew insurance
policies is the behaviour of insurance producers around events that trigger claims.



106 CHAPTER 4. RECOMMENDATIONS

More sophisticated products

In this section, we list a set of products that show promise to enable better outcomes in
Indian household finance, and should be considered and evaluated carefully. We discuss
the regulatory sandbox in the next section, and believe that this mechanism could easily
be used to set appropriate limits for transactions through these innovative products.

Savings

Small savings account, digital footprint Institutions such as moneybox.com are now us-
ing households’ digital footprints to enable “invisible” savings by linking payment
applications with savings applications. Such products allow the household to
“round up” small transactions and engage in small savings into a set of equity-linked
instruments. We believe that this is a promising development.

Micro-savings products with reminders Inducing households to save for future ex-
penses results in better welfare outcomes. In three separate field experiments in
Bolivia, Peru, and the Philippines, Karlan, McConnell, Mullainathan and Zinman
(2010) show that reminders about the need to save had important impacts on im-
proved savings. In particular, reminders that highlighted the customer’s particular
goal (reminders that made a particular future expenditure opportunity, like school
fees more salient) were twice as effective than reminders that did not mention the
goal. Given the evidence we have seen about the goal-orientation of Indian house-
holds, this seems like an especially promising area of investigation. So far, the po-
tential for behavioural improvements with small changes in communication strat-
egy seems large. A notable example is that of Juntos, which submitted informa-
tion to the committee on the success it has had with its SMS-based service to help
low-income bank customers in Latin America improve their use of banking ser-
vices. While this type of innovation is typically not directly and formally pushed
forward by regulators, we believe that large-scale tests of products of this kind need
to be a regular feature of the institutional environment in emerging economies with
unique household demand characteristics.

Prize-linked savings mechanisms In addition to micro-savings products with re-
minders, Kearney, Tufano, Guryan and Hurst (2010) show that prize-linked savings
products – products that offer savers an additional return to the fixed interest return
in the form of the chance to earn large prizes – generate more excitement and inter-
est due to the lottery-like feature that augments such savings products. Guillen and
Tschoegl (2002) survey the availability of lottery linked returns on bank deposits,
and show that these products have been successful in incentivising borrowers to
save. As we can see in Anagol, Balasubramaniam and Ramadorai (2015), Indian
households do respond in terms of financial outcomes relatively strongly to win-
ning lotteries, and this may be a good way to address the “lack of excitement” in
saving for the future that may drive household financial decisions. We therefore
recommend that such products be investigated in more detail, especially in light of
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the current prohibition arising from the Prize Chits and Money Circulation Scheme
(Banning) Act, 1978.

Annuitizing land and homes As previous chapters of this report highlight, a large frac-
tion of household assets is invested in (illiquid) real estate. Providing mechanisms
for households nearing retirement to convert some of their physical asset holdings
into financial assets or annuitized payments can, we believe, potentially lead to
large welfare improvements. We can get a sense of this from Figure 2.13 A, which
shows counterfactual household gains from moving assets from gold into financial
assets. The RBI, in its 2011 guidelines, laid out regulations for reverse mortgages in
India. However, we note with concern that this market has hardly taken off. We be-
lieve this is partly owing to cultural preferences for the inter-generational transfer of
real-estate, as well as institutional impediments such as a lack of clarity on owner-
ship titles, as well as the difficulty of asset recovery in the country (as we discussed
in an earlier section of this chapter). We therefore propose a detailed study that
considers the institutional features needed to generate greater take-up and deliv-
ery of reverse mortgages. We believe that this will be an important way to improve
liquidity in Indian household balance sheets.

Tax-exempt savings vehicle

The committee notes that at present PPF, EPF and ELSS are the tax-saving products/
wrappers available to households in India. However, there is little flexibility in the choice
of financial products in which households can obtain tax benefits, and these benefits are
restricted to sets of qualified products offered by financial firms. As we have seen, taxes
are a feature of the environment which households in India seem to respond to in a rela-
tively strong fashion.

We therefore recommend the creation of a tax-exempt savings vehicle that is agnostic
to the choice of financial products in which households choose to invest, with an annual
limit of contributions beyond which taxes shall apply. Examples of such vehicles include
the Individual Savings Account (ISA) in the United Kingdom, and the 401K plan in the
United States.

Looking forward, we believe that it is important to assess the value-addition that new
products can generate before recommending their introduction, because there may also
be risks embedded in these products. We therefore turn to outlining our proposal for the
establishment of a Regulatory Sandbox to allow regulators and firms to jointly evaluate in-
novative product offerings that take into account Indian households’ cognitive, cultural,
and behavioural biases. Ideally, the establishment of such an institution will help to re-
duce potential regulatory uncertainty in getting good financial products to Indian house-
holds.
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4.5 Regulatory sandbox

HIGHLIGHTS

• Firms that develop new and innovative products often need to comply with legacy regulations that

can increase costs and impede scaling up.

• In turn, regulators may be wary about allowing untested and unproven products into the field for

fear that they will pose risks to household welfare or financial stability.

• A regulatory sandbox is a safe space which allows the regulator to conduct field tests to collect ev-

idence on new financial innovations, while carefully monitoring their risks. It can provide a struc-

tured avenue for the regulator to engage with the ecosystem, and to develop innovation-enabling

regulations, delivering relevant, low-cost financial products to Indian households.

• The committee has developed a tailored design blueprint for a regulatory sandbox, based on exten-

sive dialogue with the industry, including incumbents, start-ups, sector experts, and regulators.

Challenges to the Implementation of Technology Solutions

Many of the recommendations made by the committee are based on what regulators can
do to improve household financial decisions. However, the committee recognises that
many demand-side considerations cannot be solved through regulation and can only be
addressed by a supply-side environment that dynamically innovates to address demand
characteristics observed amongst Indian households. We have documented some of the
considerations that result from such behavioural factors as well as supply-side frictions in
the first three chapters of this report. We note that the current supply of financial products
does not seem to fully account for the complexity of Indian household financial decision
making.

This seems to be changing, and we are already beginning to see the positive mani-
festations of technology driven disruption (often aided by positive regulatory support).
That having been said, following the committee and technology sub-committee’s exten-
sive consultations with more than 50 fintech players in India, it appears that key regula-
tory barriers remain that limit innovation. We list four broad challenges:

1. Compliance with legacy regulations: While the fintech sector continues to grow
and develop new and innovative products and business models, firms often need
to comply with legacy regulations that can increase costs and impede scaling up.
For example, a robo-advisory company can collect KYC documents through Elec-
tronic In-person (EIP) methods such as video calls. However, they are also required
to collect these documents in person, i.e., generating manual processes which are
both time-consuming and expensive. Hence, there is a need to revamp some of
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these onerous regulations in order to reduce the administrative burden on startup
businesses.

2. Cumbersome consultation processes: Regulators usually issue draft guidelines and
follow elaborate consultation processes before finalising regulations. However,
these processes can be lengthy, time consuming, and sometimes ambiguous in
terms of the data being considered and the timeframe for decision-making. For ex-
ample, for P2P lending, the RBI released the consultation paper in early 2016, how-
ever the consultations are still on-going. In the interim, over 20 P2P lending players
have launched in the market, providing access to credit to consumers who might
otherwise not get it, but simultaneously exposing these consumers to products and
services which are not fully regulated, with the attendant risks. There is thus a need
to expedite the consultation process, but to do so in a fashion that robustly provides
regulators with empirical evidence on which to base regulations.

3. Ambiguity in interpretation of some regulations, especially for products that fall un-
der multiple regulatory jurisdictions: With a rapid surge in financial innovation, and
limited regulatory capacity, new financial products can face periods of regulatory
ambiguity. For example, there are many hybrid products which technically fall un-
der the jurisdiction of multiple regulators, and entrepreneurs can find it difficult to
identify what regulations they need to comply with, and consequently what these
regulations mean for their businesses. Hence, there is a need to provide an avenue
for both the regulator and the industry to engage with each other through a struc-
tured process, and to clear any regulatory ambiguity.

4. Regulatory compliance “at scale”: Smaller fintech firms are generally concerned
that while they can “fly under the regulatory radar” when small, as they scale and
grow, regulators may at some point impose regulations on them which could ad-
versely affect their businesses. Fear of this issue, according to many of these firms,
can provide internal incentives to stay small, and can also limit access to external
capital if investors are spooked by these concerns.

The above discussion suggests that the current regulatory framework needs to be
augmented with a mechanism to alleviate such bottlenecks.
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Box 6 Regulations as a bottleneck to driving product innovation and deploying inno-
vative products at scale – Interview excerpts

The committee sought inputs from a number of players active in the fintech ecosystem in India to
understand the regulatory barriers that limit innovation in product development as well as deployment.
We reproduce a selection of excerpts of these conversations below:

• “Regulator does need to be perceived as an enabler; currently there is an inherent fear to take the
product to the regulator. Sandbox would help reduce this fear but broader changes to attitude are
required" – Think tank

• “The consent architecture (for data) has to keep developing [and] it has to be iterative. We have
to keep going back to people, and ask them what they felt, and then keep developing the consent
architecture. Such iterative approach is only possible in a testing environment" – Ex-regulator

• “Right now most of these start-ups are testing at a small scale without falling into trouble; the main
problem is what happens when they hit scale, when they come under the regulator’s notice. That is
what they are worried about." – Accelerator

• “The biggest problem is that the regulations are unclear – they are vague. People take a conservative
approach at the cost of innovation" – Digital lending start-up.

• “We could engineer a product, which uses PoS data for merchants and as an incentive provide a
starter loan to merchants, and increase that loan with uptake of digital payments by merchant.
The regulation ceiling is hit quickly: can’t do more than INR 60,000 on OTP KYC loan per person"
–Digital lending start-up

• “Existing rules are only applicable to one type of model, some of these are a redundant legacy of
British rule. These rules do not fit perfectly with the new fintech models. For example, most com-
mission structures are based on a percentage of the investment/premium. However, this cannot
provide enough incentive to our distributors who will need to sell INR 30 on-the-go-insurance" –
Micro-insurance start-up

• “The regulator came out with draft guidelines/white paper on equity crowdfunding about 2 years
ago. Then about 6 months ago they a issued a notice to start-ups in this space to shut down their
operations. Some companies continue to be in operation. There is so much confusion" – Digital
lending start-up

• “Draft guidelines were issued on P2P lending by the regulator, comments from the industry were
sought about 6 months ago, and after that there has been no news. As per the current guide-
lines/regulations, the RBI considers P2P lending as NBFCs which they aren’t." – Digital lending
start-up

• “Same consumer but there are so many multiple regulators for different investment products - NPS,
ELSS, ULIPS, FD. Sandbox will create that single window to reach everyone" – Robo-advisory start-
up

• “We had a product that falls under three different regulators, including the telecom regulator. No
one wants to be the first to go-ahead. We did not know who to approach. No way for regulator to
say you must proceed, test, and check with us again after 6 months. Sandbox would have given the
clarity we needed." – Micro-insurance start-up
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The Need for a Regulatory Sandbox

The committee believes that an important component of an enhanced regulatory frame-
work is a regulatory sandbox, a safe space which can allow regulators to facilitate small-
scale tests by temporarily relaxing certain regulations to collect empirical evidence, and
evaluate potential risks of new financial technologies. Such an environment can provide a
structured avenue for regulators to engage with producers of new financial products, and
to help in the development of innovation-enabling regulations, with the ultimate goal of
delivering relevant, low-cost financial products to Indian households.

Such small-scale tests can provide much-needed and objective evidence to the pro-
cess of regulatory decision-making in a time-bound manner. The committee notes that
in the field of medicine, and increasingly in economics, that well-crafted small sample
tests can provide very useful evidence to support policy-making. In both of these fields,
double-blind trials, and randomised control trials are rapidly becoming mainstream.

The regulatory sandbox approach applies the same concept to financial products and
services. Such an institution could facilitate a test-learn-regulate approach to regulation
(i.e., evidence-based policy making in action). This is particularly important in an en-
vironment of technology driven financial services innovation, allowing regulators to see
innovations in action early, allowing regulations to respond quickly to changing realities.
The report by the Ratan P. Watal committee on Digital Payments (2016) also highlights the
benefits of a regulatory sandbox, stating that “a regulatory sandbox environment, will en-
able new businesses and the regulators to collaborate and encourage innovation, while at
the same time limiting the risks faced by customers and the financial system.” This com-
mittee supports the recommendation, adding that such an institution could be geared
towards improving outcomes in Indian household finance.11

Benefits of the Regulatory Sandbox: The sandbox can lead to benefits for three key
stakeholders in the economy:

1. Households: Households will have access to more relevant and customised finan-
cial products, as regulatory barriers to the development of relevant and innovative
products are relaxed following evidence of positive household outcomes from the
introduction of these products.

2. Regulators: A sandbox can generate important benefits for the regulator:

a) Create robust empirical evidence: A sandbox can allow regulators to rigor-
ously test and optimise current policies and regulations, as well as to create
new policies and regulations for emerging technologies. It can provide a “safe
space” for gathering empirical evidence on the benefits and risks of proposed
regulatory changes, allowing for better informed decisions.

11A committee led by Shri Sudarshan Sen is at present studying the feasibility of a system within the RBI
for promoting innovation.
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b) Respond quickly to changes in technology: A sandbox can provide an avenue
for the regulator to constantly engage with industry, and stay informed about
innovations in financial services and fintech. This will enable the regulator to
have a better and more current understanding of the risks and benefits of new
innovations, and allow for the pro-active development of regulations.

c) Enhance regulatory capacity: The sandbox can be designed to speed decision
making by regulators, by producing objective evidence to support regulatory
decision-making in a structured fashion. In many cases, it can substitute for
ad-hoc individual industry consultations, which can be time consuming, cum-
bersome, and lead to perceptions of a non-level playing field, and take up a
large share of regulators’ time.

3. Businesses:

a) Reduced time to market for financial products and services: A sandbox can
provide private sector players with an environment of regulatory flexibility and
a testing environment in which to refine products and services. This can also
allow them to develop products which are suited to user needs.

b) Evidence driven regulatory environment: A sandbox can provide the private
sector an avenue to clear ambiguity around regulations, and provide a robust,
evidence-driven regulatory environment. This can help to reduce regulatory
uncertainty faced by fintech players, allowing them to focus on developing
their product with a clear understanding of regulatory boundaries.

c) Reduced barriers to entry: A sandbox can help provide a more level playing
field to small and early-stage start-ups, by allowing them to test their products,
even if they do not meet all the necessary regulatory requirements upfront.
This allows them to have a tested product when they launch, and enable them
to compete with incumbents, in addition to providing a useful certification
function for untested technologies.

Below, we provide some use cases for a regulatory sandbox, in order to permit a more
concrete understanding of the role of such an institution.
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Box 7 How a regulatory sandbox can help drive product innovation and speed up go-
to-market: An illustrative Case Study

Firm ABCPensions (a fictitious company), a notable micro-insurance company which operates
in many African countries wants to launch their products in India. The products included insurance
delivered through mobile airtime, and pay-as-you-go insurance products. The company collaborates with
telecom operators to offer their products paid through airtime through their distribution network, and
with insurance providers who underwrite the risk. It hires, trains and manages a network of sales agents
who are spread across the country. They also have a claims team that deliver a fair, transparent and fast
process for customers through claim hotlines and an agent network.

A large fraction of their potential consumer base lives on less than USD 10 a day, and is likely to access
insurance for the first time. Thus, such a product can drive both social impact by providing an innovative
product to the under-served, and deepen the range of offerings in the Indian insurance sector.

Though the company has a proven business model in African markets, launching operations in a new
geography requires substantial effort and resources to identify the right telecom and insurance partners,
and hire, train and deploy a sales force. Before it makes this investment in India, it requires regulatory
clarity to convince its shareholders.

Hence, the company reaches out the relevant regulators (e.g., RBI, IRDA, TRAI) to seek clarity before
proceeding with a launch in India, as such a product is not recognised explicitly by any regulations.
Although the regulators seem positively inclined, they are hesitant to provide regulatory clarity because
they are unable to assess the risks associated with such a new product. As a result, ABCPensions does not
get the required clarity and is unable to launch the product in India.

If there was a regulatory sandbox, the regulators could have channelled the company’s request
for testing in it. The company would have sought approval from the regulatory sandbox to launch the
products in a limited geography with a select set of consumers, generating evidence to evaluate the
benefits and probable risks associated with this new product. This would have allowed the regulators to
take an informed data-driven decision on whether to permit this product, and how best to regulate it.

In this way, a regulatory sandbox can provide an avenue for testing and eventually launching new

products and services approved and monitored by the regulators.

Use Cases for the Regulatory Sandbox: Tests in the sandbox could be conducted in
three situations:

1. Seek temporary relaxation from licensing norms to test business models: Fintech
businesses and other startup finance businesses often face high costs of compli-
ance even before understanding the longer-term viability of their business models.
Indeed, these costs can also contribute to such businesses not being viable in the
first place. The sandbox can perform the function of providing temporary flexibility
to such businesses to test their models. Clearly, upon successful experimentation
and exit, such businesses must subsequently comply with the relevant legal and reg-
ulatory requirements. To provide an example, alternate data-based credit allocation
(which can help borrowers with no previous track records or irregular income pat-
terns) is currently impeded by the fact that such firms who wish to co-invest with



114 CHAPTER 4. RECOMMENDATIONS

NBFCs currently need to apply for NBFC licenses themselves. However, such alter-
nate credit models are currently untested at scale. Thus, many firms are deterred
from registering as NBFCs, and thus from starting such businesses, as they may not
have the resources to comply with the licensing norm. This in turn means that these
services are not available to households, even though there may be a strong demand
for them.

2. Assess the pros and cons of a regulatory amendment proposed by an industry par-
ticipant: Fintech businesses often have to comply with regulations which are de-
veloped for legacy technologies, or might be irrelevant in today’s financial services
ecosystem. For example, mutual funds are subject to KYC requirements, which
increase the cost of consumer acquisition, and deter adoption by first time con-
sumers, especially when compared to purchasing gold that requires no KYC. A large
number of users (20% by some estimates) find the current process very cumber-
some, or simply do not have the requisite documents. In this situation, the sandbox
could test benefits and risks for waiving KYC requirements for small ticket mutual
funds (say up to INR 10,000). Modifying the regulation temporarily could provide
evidence on the benefits to consumers and as well as the risks arising from such
rule modification. The evidence generated can help the regulator modify regula-
tions accordingly after such testing (see Box 5 for an illustrative example).

3. Test draft regulations for innovative, but unproven products and services: With
a rapid surge in fintech innovation, there are many new products that are unad-
dressed by existing regulations or upcoming hybrid products which fall under the
aegis of multiple regulators. For example, peer-to peer (P2P) lending is a new online
model in which companies serve as marketplaces that bring individual borrowers
and lenders together for loan transactions, often without a formal institution inter-
mediating between them. This nascent business model is currently unregulated.
The sandbox could test P2P models such as loan recovery practices and consumer’s
risk exposure to data privacy, unreasonable interest rates, etc. These experiments
will help the regulator draft evidence backed regulations that promote the market,
but also protect consumers and the market adequately .

The scope of testing (as outlined in the three situations above) within the sandbox re-
flects the needs of the Indian fintech industry as well as the regulators. While the first sit-
uation is common in sandboxes globally, the second and third situations will be equally,
and if not more, relevant in the Indian context. This is due to the existence of multi-
ple regulations that can limit innovation, and the emergence of a slew of transformative
products, which are currently unregulated and could help to address the twin challenges
of customisation and scale.

It is worth noting that what the committee proposes is a sandbox that will be a lim-
ited facility for contained testing based on regulatory modifications. It will not take on
any functions of any regulatory department, and it will not be in the business of provid-
ing regulatory advice, incubation, virtual testing services, or serve as an industry forum.
Specifically, we envision that the sandbox will not provide additional services such as:



4.5. REGULATORY SANDBOX 115

1. Advisory: The sandbox will not provide explicit clarifications around regulations or
guidance on regulatory compliance. Further, the sandbox will not provide guidance
on applicants’ business models.

2. Incubator and accelerator services: The sandbox will not be a platform for fin-
tech start-ups where start-ups receive mentorship, capital, marketing and/or op-
erational support to develop their business model.

3. Virtual testing: The sandbox will only be limited to testing with consumers and will
not provide a simulated environment for testing.

4. Industry forum: The sandbox will not be an industry forum where firms can lobby
for regulatory amendments, or a forum for firms to establish contact with regula-
tors.

This committee notes that a regulatory sandbox is just one component of an enhanced
regulatory framework for India, in addition to our other proposals in this chapter. Nev-
ertheless, the committee believes that the general approach to push towards evidence
driven regulatory decision-making is a good one, and that a regulatory sandbox is a good
way to further this broader ambition. We also note that the regulatory sandbox concept
has found strong resonance with regulators internationally. The first such sandbox was
set-up by the Financial Conduct Authority in the UK in 2015. Over the past two years,
at least eight sandboxes have been launched globally. While the core emphasis on gen-
erating empirical evidence through field-testing and experimentation remains, countries
have contextualised the sandbox concept according to their market needs and regulatory
architecture. The committee believes that the Indian sandbox should thus be tailored for
Indian household financial needs given the imperatives in this space. In particular, this
committee believes that a sandbox can help to realise the promise of technology to ad-
dress long-standing problems in the area of household financial allocations, and hence
eventually to help enable better outcomes in Indian household finance.

To expedite the implementation of this recommendation, we provide a detailed en-
gagement process for the operations of the proposed sandbox, as well as a proposed set
of institutional details such as governance structure and legal mandate in Appendix G to
this report.
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Box 8 Reviewing Know Your Customer (KYC) requirements for mutual funds under
INR 10,000: An illustrative case

FundingFirst (A fictitious company), a private sector online aggregator of mutual funds, requests the
regulator for permission to sell small-value mutual funds to first time buyers, without completing KYC
documentation. This is prohibited under existing regulations. The firm believes that this modification
can promote households to invest in formal financial assets, by removing a key barrier in the customer
on-boarding process. The current KYC requirements are perceived to be cumbersome- many find it diffi-
cult to fulfil, which leads to drop-offs in the number of people who finally invest. As is well documented,
Indian households tend to over-invest in physical assets such as gold, and shifting household investments
towards formal financial assets will be beneficial for the economy (Badarinza, Balasubramaniam and Ra-
madorai, 2016b).

If the regulation is modified, there can be multiple benefits for the financial services sector, consumers,
and the economy at large. The financial services sector will be incentivised to develop innovative products
for low-income households, as the cost of acquiring new customers will come down. This will increase
access to mutual funds for consumers, allowing a larger section of Indian households to invest in formal
financial products. Eventually, as more funds flow in to the financial assets, this creates more investable
capital and deepens the capital markets.

However, while the regulator realises the value in modifying this regulation, it is also concerned about
the market risks that may arise by exempting mutual fund investments from KYC requirements. The regu-
lator feels that this may open another avenue for money laundering, where investments can be purchased
with illegal proceeds. In addition, it is worried about distorting market competition, since mutual funds
may be prioritised over other investment products which will continue to require KYC documentation
(such as insurance linked investment products).

After considerable deliberation of the pros and cons of the suggested change in the regulation, the
regulator agrees to “sandbox" the proposal, i.e. temporarily amend the regulation in a controlled environ-
ment for a specified duration, where the risks of the experiment can be contained and monitored closely.
The regulator provides a temporary modification to the regulation, and allows FundingFirst to distribute
mutual funds up to INR 10,000 without a KYC requirement. The experiment will be limited to 10,000 cus-
tomers for a six-month duration, i.e., the KYC waiver will automatically become ineffective when Fund-
ingFirst reaches 10,000 customers.

The regulator asks FundingFirst to incorporate safeguards against potential risks such as money
laundering before commencing the experiment. FundingFirst commits to the regulator that all mone-
tary transactions will be routed through digital means (money transfers from bank accounts) which can
provide a digital trail, which is auditable. The company will maintain a digital asset side registry, linked
to their Aadhaar number, to ensure no one invests more than INR 10,000, without submitting KYC doc-
uments. Furthermore, the company will conduct random dip-stick surveys to validate identity of 5% of
customers through traditional KYC documentation. The regulator, on its end, will monitor the experiment
through weekly reports provided by FundingFirst and random audits of FundingFirst accounts. In addi-
tion, the regulator reserves the right to close down the experiment anytime if it feels customers and/or the
market is at risk.

At the end of the experiment, FundingFirst expects an increase of 20% in number of first time buyers

of mutual funds and no instances of money laundering. The regulator will not only assess if the benefits

outweigh the costs within the sandbox, but also evaluate if the safeguards will continue to contain risks

when deployed at scale. Post the experiment, the sandbox can make evidence-based recommendations to

the regulator whether the current regulation should remain unchanged or be modified.
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Figure 4.1
Financial technology: The "India Stack"

Source: Sanjay Jain, iSpirit

Table 4.1
Sandboxes around the world

No. Country Sandbox Authority Stage

1 United Kingdom Regulatory Sandbox Financial Conduct Authority Launched in 2016; Currently admitting second round of
applicants

2 Singapore Fintech Regulatory Sandbox Monetary Authority of Singa-
pore

Launched in 2016; Currently admitting applicants

3 Australia Regulatory Sandbox Australian Securities and In-
vestments Commission

Finalised the guidelines in Dec 2016

4 Abu Dhabi Financial Services Regulatory
Authority

Abu Dhabi Global Market Launched in November 2016

5 Indonesia Regulatory Sandbox Bank of Indonesia Launched in November 2016

6 Hong Kong Fintech Supervisory Sandbox Hong Kong Monetary Authority Launched in September 2016

7 Malaysia Financial Technology Regula-
tory Sandbox

Bank Negara Malaysia (BNM) Framework published in October 2016

8 Thailand Regulatory Sandbox Bank of Thailand To be launched in first quarter of 2017 with commercial
banks

9 Canada OSC Launchpad Ontario Securities Commission
(OSC)

Launched in October 2016
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CONCLUSION

Numerous committees, including the Raghuram Rajan Committee, the Sumit Bose Com-
mittee, the Dhirendra Swarup Committee, the Nachiket Mor Committee, the Rattan Watal
Committee, the Deepak Mohanty Committee, and the FSLRC, have done immensely im-
portant work in the areas of financial inclusion and household finance. They have identi-
fied several objectives that need to be achieved in order to improve retail participation in
financial markets, and have proposed measures to ensure customer protection following
financial inclusion. Among other things, these committees have made recommendations
which have led to improved access to retail financial services, the universalisation of ba-
sic banking, access to simple insurance and pensions products, and improved standards
for consumer protection and redress. These recommendations have primarily focused
on supply-side considerations, and have emphasised the removal of conflicts of interest
to solve underlying problems in Indian consumer financial markets. Their recommenda-
tions are even more relevant in the current environment, in which financial technology
generates rapid growth in financial market participation. This committee recognises and
appreciates the contributions made by our predecessors in this space.

To continue and develop this important work, our committee recognises that
demand-side considerations are equally relevant, and that policy solutions must take into
account the vast heterogeneity in household requirements for financial products – for ex-
ample, a young, low-income household in Patna may face a very different set of risks, and
have different demands for financial services than an older, high-income household in
Pudukottai. The key focus of this report has therefore been to characterize the demand-
side of Indian household finance, and to recommend policy that will enable financial in-
novation to cater to the twin imperatives of customisation and scalability in this critical
segment of the economy.

In pursuing this focus, our report brings three new contributions to policy thinking
in Indian household finance. First, we provide extensive empirical evidence, as well as
simple analytical foundations to document and assess Indian household balance sheets.
This evidence base attempts to characterise the state of household finance in India, cov-
ering both participation (financial inclusion), as well as allocation conditional on partic-
ipation (i.e., use, in addition to access) in both assets and liabilities. We then attempt to
explain features of these balance sheets by utilising international comparisons, a theo-
retical model, and features of the Indian institutional environment, providing a base of
evidence on which our policy recommendations rest. We believe that this marshalling
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and analysis of data will be useful more generally. For one, we hope that these data will
serve as a benchmark to assess progress on the recommendations of previous and future
committees in this space, as well as our own recommendations, in years to come.

Our second contribution is to drill deeper into household demands for financial ser-
vices. We find that households in India suffer as a result of having to incur significantly
high transaction costs in achieving their optimal portfolio allocations, and also exhibit
cultural and behavioural predispositions which generate an overall reluctance to engage
in formal financial markets. This can partly be explained by reliance on traditional sys-
tems of insurance and asset allocation that have historically served households well.
However, in a rapidly changing economic and social environment, these systems have
come under pressure. Indian households’ decision making overall appears distinctive
from the perspective of international comparisons, and it is difficult to rationalise Indian
household finance choices using standard models of optimal lifecycle portfolio choice
calibrated to Indian data. The work we have done on this front highlights the degree to
which the widespread provision of customised financial products can improve the wel-
fare of Indian households across the wealth and age spectrum, and given the degree of
geographical and cultural diversity in the country. A particularly important part of this
analysis enables us to document the gains from counterfactual changes to household bal-
ance sheets. We find considerable potential gains accruing from a few changes, and we
map these gains into qualitative principles to guide the development of policy to make
finance work better for Indian households.

Our final contribution is to provide a set of policy recommendations. We propose a set
of traditional policy remedies motivated by the evidence that we harness in the first part of
this report, but also make the case that to enable better outcomes in Indian household fi-
nance, in addition to state-driven solutions, we will need innovation in the finance indus-
try, with a particular emphasis on the use of financial technology. We therefore propose
measures to harness financial innovation to reduce transaction costs imposed by physi-
cal, psychological, bureaucratic, and monetary barriers, and to address the reluctance of
Indian households to hold and to transact in products that can improve their financial
well-being. Although financial technology firms are already a rapidly developing reality
in Indian financial markets, so far the focus has been on developing cost-effective ways
to deliver traditional financial products such as mutual funds and life insurance policies.
These traditional products are primarily targeted towards upper-middle income and rich
households in India, and do not currently cater to the vast majority of Indian households
who have very different needs. Financial technology holds promise to surmount some of
these historical obstacles to customised delivery of financial products in a fashion that
scales well even at low ticket sizes to households across the wealth distribution in India.

In our interactions with firms operating in the financial technology sector, the poten-
tial for creative solutions in Indian household finance was clearly evident. However, we
also learned that an important barrier to the introduction of new financial products that
leverage technology is regulatory uncertainty. Firms in this space keenly feel the lack of
a governing framework for introducing new financial technology and relevant financial
products, are wary of falling foul of regulatory requirements, and sometimes face imped-
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iments arising from pre-existing regulatory standards that were put in place in a previous
environment in which technology was not able to support effective monitoring. Justi-
fiably, regulators have also been cautious in making amendments to the existing space
of regulations, as these may have long-lasting and wide-ranging impacts on household
welfare, and we operate “in the dark” as regards the micro- and macro-prudential con-
sequences of current actions. As a result, one of the important recommendations of this
committee is to set up a regulatory sandbox, which is an institution to test and verify
the impacts of product innovations and selectively experiment with the relaxation of pre-
existing regulatory standards or establish more relevant regulatory standards for financial
innovation. The goal of this new institution should be to enable better outcomes in Indian
household finance. We are hopeful that more broadly, in combination with sound think-
ing about the underlying economic determinants of financial decisions, the promise of
technology to help address long-standing problems in household finance will be realized.
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A Data description

All India Debt and Investment Survey

Our main data source for this study is the National Sample Survey (NSS) Organisation’s
All India Debt and Investment Survey (AIDIS) that records asset holdings as at June 2012
for households in India.1 AIDIS is a decennial survey conducted by the NSSO since 1971,
with a roughly 0.01% sample of the Indian population, through a multi-stage design that is
adopted in all NSS data collection exercises.2 We observe demographic information such
as the gender of the head of the household, age, education level, the number of children,
the household sector (rural/urban), and the location of residence (state-region-district).
To exclude the possibility that outliers drive our results, we drop observations for which
the household head is younger than 24 years of age.

Over and above demographic and household characteristics, on the asset side of the
household balance sheet, this survey records information on land holdings, buildings,
and other constructions owned, livestock and poultry, transport equipments, farm equip-
ments, non-farm business equipments, financial assets such as shares and debentures,
bank deposits, insurance, pensions and other financial assets, amounts receivable for ser-
vices rendered, and gold holdings. While other surveys such as the India Human Devel-
opment Survey (IHDS) contain information about participation or ownership of different
asset types, to the best of our knowledge, AIDIS is the only data source that provides ex-
plicit valuation of all assets held by households in great detail.

Some of the assets in AIDIS are valued not merely by asking respondents what the
value of the asset is, but by the government records of these assets. For instance, to as-
sess the value of land, AIDIS records land acquired prior to the survey year on a guideline
basis: These are valuations obtained from Patwaris (village accountants) for rural areas
and the registrar’s office (where land transactions are registered) in the urban areas. It

1Liabilities of the household were recorded in June 2012 and June 2013 depending on the visit during
which this information was recorded.

2A stratified multi-stage design has a first stage (FSU) which are the census villages (as of 2001 census)
in the rural areas and Urban Frame Survey (UFS) blocks in urban areas (as of 2007-12 list). Further, within
these FSUs, the “ultimate stage units” (USUs) are households. Should any of the FSUs be large, an additional
intermediate stage of sampling using sub-blocks (hamlet-groups in case of rural ares) is used. For more
details, we refer to the NSS (2012) Handbook on Survey Design and Definitions available upon request from
the authors or directly from the Ministry of Statistics and Programme Implementation.
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is important to note that these valuations are in general the lower-bound of the value of
these asset holdings, as the market prices of land are almost always higher, and the reg-
istered prices of land transactions are often understated to avoid paying stamp duty and
state government taxes. For buildings, a similar approach is adopted and floor area prices
are computed using government registration records. Residential buildings exclude the
value of the land on which the building is constructed and is thus not inclusive of the
value of land recorded separately. For all other asset valuations, the value as stated by the
respondent for the household is recorded.

For our purpose, we classify financial assets to include shares and debentures, all types
of deposits, saving schemes, annuity schemes, provident fund, pension fund, NPS, other
contributory funds, and payments receivable by the household. Likewise, non-financial
assets include real estate assets (including land and buildings), durable assets and equip-
ment (including livestock and poultry, transport equipment, agricultural machinery, non-
farm business equipment3), and finally holdings of gold/bullion.4 The survey also pro-
vides the sampling weight of each observation. The empirical measure of interest is the
non-financial ratio and its sub-components, i.e., the fraction of total assets that are held in
non-financial, physical form and in categories such as real estate and gold. Although this
is the best source of data on the asset composition of households in India, there are some
important limitations to keep in mind while interpreting the data. For example, the valua-
tions of real estate and buildings are likely to be understated by official sources across the
distribution, and not just for one or the other household.5 As reiterated in Jayadev, Moti-
ram and Vakulabharanam (2007) and Brandolini, Cannari, D’Alessio and Faiella (2004),
unless conscious efforts are made to oversample the wealthy, the extent of financializa-
tion of wealth will be misrepresented6.

Turning to liabilities, all types of personal liabilities are captured as amounts outstand-
ing in June 2012. There are two broad categories of loans: secured and unsecured. Se-
cured loans cover the following collateral types: surety security or guarantees by third
party, crops, immovable property, gold/bullion/ornaments, shares of companies, gov-
ernment securities, insurance policies, and agricultural commodities. For each loan, we
also know the type of the originating agency, which allows us to classify debt holdings
as institutional (originated by government agencies, co-operative societies, banks, insur-
ance companies, bank-linked self-help groups, non-bank financial companies) and non-
institutional (originated by landlords, agricultural and professional moneylenders, input

3Business assets are included at market value and no residual value is attached to goodwill and other
non-tangible equity.

4Although the survey collects information on gold and bullion and classify them as “financial” assets,
our rationale behind this classification is also based on the liquidity in the asset market to which each asset
belongs. Gold in India is physically held, and not traded frequently.

5The extent to which asset holdings in land, buildings and gold are understated are difficult to assess for
lack of alternate and better sources of information on such asset holdings. Having said that, Subramaniam
and Jayaraj (2006) document that it is likely that some households (especially in the upper tail of the wealth
distribution) understate their real estate holdings for fear of being reported for potential tax implications.

6Income levels are not adequately captured by the survey. We use the age of the household head and
their highest completed education level as proxy measures to capture the evolution of income along the life
cycle and the distribution of income across households.
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suppliers, relatives and friends, doctors, lawyers and other professionals).

International Micro Data

We construct analogous measures for other countries for international comparison. We
use the Chinese Household Finance Survey (CHFS, 2012), the Townsend Thai Survey
(TTS, 2012), the Household, Income and Labour Dynamics in Australia Survey (HILDA,
2010), the UK Wealth and Assets Survey (WAS, 2012), European Household Finance Sur-
vey (2010) for Germany, and the US Survey of Consumer Finances (SCF, 2010).7 It is im-
portant to note that different surveys cover different asset categories, and with different
degrees of precision. To ensure comparability across countries and consistency with the
structure of the Indian dataset, we pool asset categories with similar features.

One notable difference between India, Thailand, China, and the remaining countries
concerns holdings of private retirement savings in defined-contribution accounts. In the
US, UK, Australia, and Germany, such products have been robust fixtures of financial mar-
kets for decades. Most of the population relies at least partially on such private products
to finance consumption in retirement and respective household surveys adequately ac-
count for this observation. On the contrary, defined-contribution savings accounts are
only held by a small part of the population in developing countries.

Financial Inclusion Insights Survey

The Financial Inclusion Insights (FII) Surveys are conducted by InterMedia, a private
company focusing on mobile money, and is supported by the Bill and Melinda Gates
Foundations. It is important to note that the surveys are not a panel and are repeated
cross-sections representative of the Indian population. The FII surveys follow a three-
staged stratified random sampling process. First, it stratifies by rural and urban areas,
following the definition and proportions defined in the Indian Census 2011. The states
of Bihar and Uttar Pradesh diverge from this method of sampling. Both states are pre-
dominantly rural in their population breakdowns – close to 80:20 (rural/urban) in Uttar
Pradesh and 90:10 (rural/urban) in Bihar. Oversampling of urban areas in these provinces
was done and the sample allocation to rural/urban was adjusted to 70:30 in these states to
more closely mirror the national rural/urban composition and ensure larger urban sub-
samples for state-level analysis. It was then weighted back to census-based urban/rural
breakdowns in the state. As a second stage, the survey was stratified geographically by
state. The sample is distributed among India’s 29 states and 7 union territories propor-
tionally to the size of the target population (aged 15 years and over) in each state. The sur-
vey excludes the state of Jammu & Kashmir and two union territories (Andaman-Nicobar
islands and Lakshadweep islands). The state of Telengana is not treated separately from

7The US Survey of Consumer Finances was the first to capture detailed categorisation of household
balance sheets on a large scale and for representative cross-sections of the population. In this study, we
report results based on the 2010 wave, which is the closest point in time to ensure comparability with the
Indian micro-level data.
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Andhra Pradesh, as this was the case in the 2011 census. The remaining five union territo-
ries are each treated as part of the closest neighbouring states. Six states of north-eastern
India are treated as one state (North-East), but the seventh North-Eastern state, Assam,
is treated as an independent state. As a result, the sample comprises 28 states (22 states
plus 1 combined state-category) across all the regions of the country. Lastly, the sample
was stratified by town/village class representation. The towns and villages in each state
were divided into 5 town and 3 village categories based on the population. The sample
per town and village class was fixed and the towns/villages were selected by random sam-
pling. Using a skipping methodology, households were selected in each village/town. The
respondent within the household was selected using a Kish Grid methodology. Targeting
a sample of 45,000 individuals in each year, the total pooled sample amounts to 135,147
individuals (aged 15 years and over). The survey also provides the sampling weight of
each observation.

The FII surveys observe demographic information such as the gender of the respon-
dent, age, education level of the respondent and education of the head of household, the
household size, the household sector (rural/urban), and the location of residence (state-
region-district). The survey further observes participation rates of physical household
assets and financial services. The most recent survey wave provides the most details on
the household level.

FinScope Survey

India’s first FinScope survey was implemented by the Small Industries Development Bank
of India (SIDBI) and supported by the UK’s Department for International Development
(DFID) under the Poorest States Inclusive Growth Programme. Using stratified three-
stage systematic sampling, the survey was conducted in July 2015 in Bihar, Odisha, Uttar
Pradesh and Madhya Pradesh, sampling 16,000 households from which one person from
each household was selected. First, the sample of the target population (18 years and
over) in each states was allocated in a disproportional manner to all states in India. States
were stratified by rural and urban areas. Secondly, villages and wards were also strati-
fied by location and selected in each state based on recent enumerations from the Census
2011, and clustered in Enumeration Areas using Probability to Size systematic sampling.
Thirdly, Individuals within each household were selected using the Kish Grid methodol-
ogy. The survey provides the sampling weight for households and individual respondents
within the household.

The FinScope survey reports demographic variables such as the gender of the head
of the household, age, education level, and the number of children, the household sector
(rural/urban), and the location of habitat (state-region-district). Furthermore, it reports
participation rates for physical household assets and financial services and products.

All surveys sample approximately the same proportion of females as represented in
the Indian Census (48.4%). The samples further appear similar regarding the median age,
education, and household size. Some differences exist with view to marital status, as the
FS sample contains a higher share of married respondents. The FII sample comes very
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close to the proportions of the rural population observed in 2011 India Census. The FS
survey, on the other hand, samples more households in rural areas proportionate to the
lager rural state-distribution in the FS states.

India Human Development Survey

The India Human Development Survey 2005 (IHDS) was organized by researchers from
the University of Maryland and the National Council of Applied Economic Research, New
Delhi, and funded by two grants from the National Institutes of Health. The IHDS is a na-
tionally representative household survey of 41,554 urban and rural households. It covers
all states and union territories of India, with the exception of Andaman-Nicobar and Lak-
shadweep which contain less than one per cent of the Indian population. These house-
holds are spread across 33 states and union territories, 384 districts, 1503 villages and 971
urban blocks. The sample was selected using a clustered sampling procedure designed to
provide a nationally representative sample of India.

The survey instruments were administered in 13 languages and used interviewers flu-
ent in the local language and well-versed in the culture. A team of female and male inter-
viewers visited these households and collected data in face-to-face interviews from one
respondent knowledgeable about household income and employment, usually the male
head of the household, and one ever-married woman aged 15–49 (if any). Women were
interviewed by female interviewers.

IHDS is a multi-topic survey with information on income, employment, education
and health. Household information was conducted through structured interviews us-
ing two questionnaires. The first was administered to a key informant, usually the male
household head, and collected detailed information about the household: demographic
characteristics of household members, economic condition of the household (level of in-
come, consumption patterns and asset ownership), education level and morbidity and
mortality patterns of household members.

ICE 360°Survey

The ’Household Survey on India’s Citizen Environment and Consumer Economy Survey’
(ICE 360°) is a nationally representative survey of 60,360 households. The data is col-
lected and disseminated by the People Research on India’s Consumer Economy (PRICE).
Geographically, the sample covers 216 districts, 1217 villages and 487 towns spread across
25 states.

The survey captures participation rates in financial products and physical assets, in-
come levels, a wide range of social and economic characteristics, as well as attitudes of
households towards the financial products they use.

The data comprises the following modules: (a) Household characteristics, (b) Social
and political inclusion, (c) Access to welfare, (d) Income and consumption, (e) Debt sit-
uation of households, (f) Financial optimism, (g) Saving and investment behaviour, (h)
Labour market participation, (i) Financial inclusion, (j) Digital connectivity, (k) Access to
public infrastructure, (l) Opinions about public policy, (m) Demographic profile.
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Kshetriya Grameen Financial Services

Kshetriya Gramin Financial Services (KGFS), is a rural financial services delivery model
designed and owned by IFMR Rural Finance and promoted by IFMR Trust. KGFS extends
its coverage beyond the traditional banking system or microfinance institutions by build-
ing trust and relationship with the local households. Each KGFS is a region specific unit or
a local financial institution referred as “Strategic Business Unit (SBU)" with largely locally
hired staff meant to understand the needs of the community, and speak the local dialect.

We have access to a customer database covering 4 lakh of low-income households in
Tamilnadu, Orissa and Uttarakhand, for the period between September 2008 and August
2015. All demographic and socioeconomic variables recorded in the database were cap-
tured during in-person interviews with customers or potential customers. The interviews
were conducted by KGFS’ trained frontline staff.

The data comprises the following modules: (a) Household characteristics, (b) Owner-
ship status of physical assets and financial products, (c) Labour market participation, (d)
Household expenses, and (e) Self-reported financial goals of the household.

All underlying data for figures and tables in the report are generated by the research
sub-committee and are available upon request from the Chairman.

B Life-cycle portfolio choice model with durable goods

Households are risk-averse and derive consumption utility from durable goods and also
use durable goods as collateral. They also face uncertain labor incomes yt which are, in
the model, assumed to be random draws from a distribution. They choose ct today and a
portfolio of endogenous assets (at+1,dt+1) , where at+1 is the risk-free financial asset, and
dt+1 is the durable good. They derive utility from today’s consumption and allocation
towards the durable good for the period t +1.

The utility function U (c,d) over the non-durable consumption (c) and the durable
good (d) , is assumed to be as follows:

U (c,d) = ψ (c,d)1−σ−1

1−σ , (B.1)

where ψ (c,d) = cθt (dt+1 +εd )1−θ . (B.2)

σ is the risk-aversion parameter which affects inter-temporal consumption smoothing,
i.e., higher σ implies a stronger preference for consuming today over the future. θ is the
weight on the non-durable consumption in the utility derived from the non-durable and
the durable good – a lower θ implies a stronger preference for the durable good over the
non-durable good. Finally, εd Ê 0 is a parameter can be interpreted as the autonomous
durable consumption, which guarantees finite marginal utility from durables, or positive
allocations towards the durable good.

During the working period, individual income follows the following exogenous
stochastic process:

yt = pt qt ,∀t = 1, . . . , T̄ (B.3)
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Income can thus be decomposed into a permanent and a transitory component. The
permanent component, pt , grows deterministically at the rate g t and is subject to multi-
plicative shocks nt :

pt = g t pt−1nt . (B.4)

The deterministic part of the permanent component g t ≡ f (t , Zt ) is assumed to depend
on age t and education level Zt . The transitory component qt , as well as the shock nt to
the permanent component are assumed to follow the independent log-normal distribu-
tions:

log qt ∼ N
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During the retirement period, income is assumed to consist of deterministic cash flows
taking the form of retirement benefits:

yt = b(t , Zt )yT̄ ,∀t = T̄ , . . . ,T. (B.6)

Financial assets earn a risk-free real interest rate ‘r ’, and durables depreciate at the rate
δ, and there is also a quadratic adjustment cost of switching between the two. Durable
goods can also be frictionlessly and smoothly collateralized against debt (about 75% as in
LTV for mortgages in India). The collateral constraint is written as:

µ (1−δ)dt+1 +γy Ê− (1+ r ) at+1, (B.7)

where y is the minimum labor income, µ and γ ∈ [0,1) are respectively the collaterizable
fractions of durables and minimum labor incomes, − (1+ r ) at+1 can be treated as the
repayments on borrowings (and therefore a negative sign appears). This collateral con-
straint guarantees full repayments – in other words, agents do not default on their pay-
ments. However, while the lender observes y he cannot foresee the true value of y = yt+1

at t +1 before it is realized. Suppose we define total available wealth, xt+1, in time period
t +1 as:

xt+1 = (1+ r ) at+1 + (1−δ)dt+1, (B.8)

we can re-write (B.7) as:
xt+1 Ê−γy + (

1−µ)
(1−δ)dt+1. (B.9)

Finally, the agent faces the following budget constraint:

at+1 +dt+1 + ct +Ψ (dt+1,dt ) = xt + yt , (B.10)

where Ψ (dt+1,dt ) = α
2

[
dt

(
dt+1−(1−δ)dt

dt

)2
]

is the cost of adjusting the holding of the

durable good.
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Calibration

In addition to the survival probabilities and income profiles mentioned above, we use
the following parameters in our benchmark calibration of the life cycle portfolio choice
model: (a) Household preferences: β = 0.98,σ = 2,θ = 0.3; (b) Labour income dynam-
ics: σ2

1 ∈ {.1056, .0738, .0584} and σ2
n ∈ {.0105, .0106, .0169}, for the three education groups,

respectively; (c) Market conditions: r = 6%,δ= 0.3,α= 0.05,µ= 0.75,γ= 0.25.

Solving the model

Agents are assumed to survive for finite time T. Their discounted life-time optimization
problem subject to constraints, can be solved recursively, i.e., optimizing subject to con-
straints (B.8)−(B.10), dt+1 Ê dmin, and a random draw on yt , “today”, assuming the rest of
the path into the future has been solved optimally. This is then solved numerically, using
an extension of the endogenous grid-point method (EDM).

C Distribution of household wealth

Figure C.1
Equivalent percentage gains from re-allocation of household wealth

In this figure, we report the distribution of household wealth across the Indian population, including real

estate (land and buildings owned by the household), gold (jewellery, bullion, ornaments and coins), finan-

cial assets (bank deposits, publicly traded shares, government securities, mutual funds, managed accounts,

and informal loans receivable), retirement accounts (private pension accounts, provident funds, and annu-

ity certificates), and life insurance accounts. The data source is the 2012 wave of the All India Investment

and Debt Survey. The two arrows illustrate the calculation of equivalent percentage points (pp) gains. For

example, a financial gain of |5.6 lakh for the median household implies an equivalent upwards movement

of 20pp along the wealth distribution.

10th 20th 30th 40th 50th 60th 70th 80th 90th

Percentiles of the wealth distribution across Indian households

 0 lakh

 5 lakh

10 lakh

15 lakh

20 lakh

25 lakh

30 lakh

35 lakh

R
up

ee
s

-10pp
20pp



D. EXAMPLE OF DIGITAL SIMPLIFICATION 129

D Example of digital simplification

Figure D.1
Historical Process

Source: pinBox Solutions India
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Figure D.2
Digital Simplification

Source: pinBox Solutions India



E. BIENNIAL STATE OF INDIAN HOUSEHOLD FINANCE SURVEY 131

E Biennial State of Indian Household Finance Survey

The objective of the All India Debt and Investment Survey (designed and conducted by the
National Sample Survey Organisation (NSSO)) is to obtain quantitative information on
household assets and liabilities to design better policies for credit disbursement through
formal financial institutions. The sample survey is ambitious, covering over 1,800 villages
and roughly 100,000 households across India. The statistical methods used for the Na-
tional Sample Surveys since inception are cutting-edge, and continue to remain of a very
high standard, comparing favourably with the design of household surveys around the
world.

Since the first round of the NSSO surveys in 1971-72 (and the Reserve Bank of In-
dia in 1951-52 and 1961-62), Indian households’ engagement with financial markets has
changed considerably, coinciding with the rapid growth in the number of middle-income
households over the past few decades. Households have access to more instruments, as
the availability of formal sources of finance and modes of savings has significantly in-
creased since 1971. As a result of the Indian household financial landscape evolving so
rapidly, there is now a case to be made for more frequent household surveys, with the
addition of modules to aid evidence-based policy making in India.

We believe that this new biennial survey must also be flexible, to aid aggregation from
the household level to the macroeconomic level. This is in keeping with the trend in eco-
nomics of a movement towards capturing the rich heterogeneity of household financial
and demographic circumstances, and the desire for a better understanding of how such
heterogeneity can impact monetary or fiscal policy transmission. This is an increasingly
important function of such surveys, in addition to the ability to calculate the distribu-
tional consequences of policy changes.

Such exercises require appropriate representation of both poor and wealthy Indian
households. At present, while poor households are well captured, rich households are
under-represented in NSS surveys.8 These issues can be addressed by small changes to
the AIDIS sampling approach, including dual-frame design, and the use and efficient em-
ployment of suitably anonymised administrative data, for example from tax filings.

Currently, AIDIS primarily focuses on assessing the stock of households’ financial and
non-financial assets and liabilities, from both formal and informal sources, in great de-
tail. The committee recommends that this survey instrument could be augmented to
cover additional ground. Such expansion could include (but not necessarily be limited
to) questions that ascertain households’ credit attitudes; the patterns of both asset and
debt inheritance; the intra-household asset ownership structure; the usage of collateral;
the incidence and impact of health shocks; greater details about insurance purchase and
use; the sources, magnitude, and frequency of households’ income flows; households’ ex-
pectations about their future cash flows (future income, as well as expected expenditures
arising from health and mortality); households’ risk and time preferences; household ex-

8One reason this may be the case is because wealthy households appear to be concentrated, for exam-
ple, around large metropolitan areas. They do not appear to have the same geographic distribution as the
general population.
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periences with taxation; their use of government financial schemes; questions about their
trust in financial institutions, advisors and distributors; their self-reported financial liter-
acy; and their familiarity and use of digital services.

F Rights-based data protection framework for financial
information

HIGHLIGHTS

• Any meaningful engagement to improve household financial outcomes calls for the processing of

large volumes of personal and potentially sensitive data. Given privacy concerns, in most countries

access to data is limited by existing legal frameworks.

• The exception to this is the Nordic countries where, due to robust laws and confidence in the capac-

ity of the State to safeguard personal privacy, detailed and granular data about household finances is

easily available. In India, given the absence of any significant privacy legislation there are legitimate

concerns that any household data that is collected or processed could give rise to privacy concerns.

• Existing legal frameworks for data protection around the world use consent as their primary mech-

anism to ensure data protection.

• We consider a rights-based approach as an alternative.

Data Volumes, Consent Fatigue, and Diminished Consent

When consent was first used in the 1980s to ensure privacy protection, data controllers
had limited reasons to collect data and even fewer alternate uses to which it could be put.
Once collected, data was static and rarely transferred out of the organisation. In this con-
text, using consent as the basis for privacy protection seemed appropriate and resonated
with the fact that privacy was being viewed as an essential human right. Today, data is
collected, processed, transferred and consumed in too many ways to comprehensively
enumerate. Our online activity is logged, shopping preferences are recorded, recruiters
know our past employment histories as well as our activity on social media. Every finan-
cial transaction that we undertake, is tracked and correlated against location, age and
time of day offering insights into our personality that even we are unaware of. We are sur-
rounded by smart devices equipped with sensors and cloud intelligence, that track our
parameters and log what we do and how we do it.9

9Regulating the Internet of Things: First Steps Toward Managing Discrimination, Privacy, Se-
curity and Consent, Texas Law Review, 1 March 2014, available at http://www.texaslrev.com/
wp-content/uploads/2015/08/Peppet-93-1.pdf (last visited 21 April 2017); Big data: Credit

http://www.texaslrev.com/wp-content/uploads/2015/08/Peppet-93-1.pdf
http://www.texaslrev.com/wp-content/uploads/2015/08/Peppet-93-1.pdf
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As the volumes of data have grown, consent, as a practical matter, is collected using
standard form contracts executed at the time that data subjects signs up for a service. The
privacy policies are dense and complex making it difficult to effectively assess the impli-
cations of agreeing to its terms.10 Given the large volume of services we consume, consent
fatigue sets in as a result of which most people agree to privacy terms without fully under-
standing what they have signed up to. This is more so the case with social media platforms
that have been elevated to the level of a social necessity. Our interactions with friends and
business colleagues have become so dependant on our continued availability on these
platforms that our social anxiety at being left out of these networks further impairs our
ability to neutrally assess the terms of these privacy policies. Any consent provided in this
context therefore has diminished value.

Interconnected Databases

Modern databases are designed to be interoperable through APIs that provide easy ac-
cess to their datasets. This ability to interconnect has allowed us to unlock value in the
data generated by wearable devices by layering multiple sets of data in ways that give us
powerful insights that can be used to inform our decision-making. Privacy policies have
been modified to include our consent to such interchanges of personal data. It is hard
enough to assess the impact of a privacy policy in the context of the data that they collect
directly. Evaluating the impact of interconnected datasets is virtually impossible. To the
contrary, it is precisely because the insights gleaned from interconnected datasets are so
completely unpredictable that we are enamoured by the power of these inter-connected
databases.

Data Transformation

We are constantly generating data through our smart devices, our interactions with ser-
vice providers and our participation on the internet. By itself, each discrete element of
data is innocuous and irrelevant from a privacy standpoint. However, when connected
with other similarly innocuous data elements, they can be transformed into sensitive per-
sonal information. Human beings are incapable of seeing these “connections” but ma-
chine learning algorithms can spot patterns and build profiles that would have otherwise
been impossible to discern.

There is no legal requirement for prior consent when collecting non-personal data.
However, when combined to build personal profiles, the potential harm that this could

where Credit’s Due, Financial Times, 5 February 2015, available at https://www.ft.com/content/
7933792e-a2e6-11e4-9c06-00144feab7de (last visited 21 April 2017); Adam D. Thierer, The Internet of
Things and Wearable Technology: Addressing Privacy and Security Concerns without Derailing Innovation,
Vol. 21 Richmond Journal of Law and Technology, p. 6, 18 February 2015.

10Jonathan A. Obar and Anne Oeldorf-Hirsch, The Biggest Lie on the Internet: Ignoring the Privacy
Policies and Terms of Service Policies of Social Networking Services, TPRC 44: The 44th Research Con-
ference on Communication, Information and Internet Policy 2016, 24 August 2016, available at https:
//www.ftc.gov/system/files/documents/public_comments/2016/10/00067-129185.pdf (last vis-
ited 21 April 2017).
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inflict on personal privacy is apparent. If consent is our only safeguard against privacy
violation and consent is not required to collect non-personal data, we will be unable to
safeguard against privacy harms that result from the use of deep learning algorithms.11

While consent has served us well over the years, with the advent of machine learning
and other cognitive technologies, it is quite clear that it is no longer useful as the principal
line of defence against privacy violation. At present the only purpose that consent serves
is to allow the data controller the ability to limit its liability in the event of a data breach.

In order to put into practice many of the recommendations suggested in this report,
large volumes of granular household data will be generated, stored and processed. At
present, India lacks a formal legal framework for data protection.12 Privacy regulations,
to the extent that they exist, remain rudimentary and diffused. There is no formal privacy
statute and the closest we have to a formal privacy law is in the rules enacted under Sec-
tion 43A of the Information Technology Act, 2000 that spell out, in general terms, privacy
obligations that apply to anyone who collects and processes sensitive personal data and
information. In addition specific provisions exist in various Indian statutes such as the
Credit Information Companies (Regulation) Act, 2005 and the Credit Information Com-
panies Regulations 2006, the Indian Telegraph Act, 1885 and The Right to Information
Act, 2005, among others. These regulations are, for the most part, minimal, lack formal
regulatory and enforcement frameworks and are largely unresponsive to changes in tech-
nologies. As a result, as we propose to grow databases to enable households to better
participate in financial markets, the continued lack of clear privacy regulations presents
an ever-increasing risk to personal privacy.

It is appropriate to examine the work that has already been done in India regarding the
formulation of a privacy law. Over the course of the last decade, there have been several
efforts to enact a privacy statute in India. A committee was constituted under Justice A.
P. Shah13 that recommended a set of over-arching national privacy principles that should
find their way into a statute. In the recent past, two research organisations – NIPFP14

and Vidhi15 – have separately authored detailed papers articulating their suggestions for
a privacy legislation. In addition, many civil society organisations, including CIS, have
generated several articles and published recommendations as to the shape that this leg-
islation should take.16

11Learning Hannah Devlin, Discrimination by Algorithm: Scientists Devise Test to Detect AI Bias,
The Guardian, 19 December 2016, available at https://www.theguardian.com/technology/2016/dec/
19/discrimination-by-algorithm-scientists-devise-test-to-detect-ai-bias (last visited 21
April 2017)

12Global Privacy and Security Law, page 34-09 (Wolters Kluwer, Vol. I, Francoise Gilbert eds.)
13Report of the Group of Experts on Privacy, Planning Commission, Government of India, 16 October

2012, available at http://planningcommission.nic.in/reports/genrep/rep_privacy.pdf (last vis-
ited 21 April 2017).

14Vrinda Bhandari and Renuka Sane, Towards a Privacy Framework for India in the Age of the
Internet, NIPFP, November 2016, available at https://macrofinance.nipfp.org.in/PDF/1LEPCPr_
BhandariSane20160926.pdf (last visited 21 April 2017).

15Sreenidhi Srinivasan and Namrata Mukherjee, Building an Effective Data Protection Regime, Vidhi
Centre for Legal Policy, January 2017.

16Elonnai Hickok, Right to Privacy Bill 2010 – A Few Comments, CIS, 20 July 2011, avail-

https://www.theguardian.com/technology/2016/dec/19/discrimination-by-algorithm-scientists-devise-test-to-detect-ai-bias
https://www.theguardian.com/technology/2016/dec/19/discrimination-by-algorithm-scientists-devise-test-to-detect-ai-bias
http://planningcommission.nic.in/reports/genrep/rep_privacy.pdf
https://macrofinance.nipfp.org.in/PDF/1LEPCPr_BhandariSane20160926.pdf
https://macrofinance.nipfp.org.in/PDF/1LEPCPr_BhandariSane20160926.pdf
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Broadly speaking all these recommendations have drawn on global best practices and
on the core data protection principles articulated by the Organisation for Economic Co-
operation and Development (OECD) in 198017 to suggest a framework generally aligned
with the way countries around the world think about privacy. They suggest that personal
data belongs to the data subject and any use of this personal data by any other person can
only be done with the consent of the data subject.

In the consent model that underlies the right to data privacy outlined in the previ-
ous chapter, data subjects are vested with the power to determine whether their personal
data can be collected, processed and/or shared. The model assumes that the data sub-
ject is best placed to evaluate for himself whether the proposed collection and use of his
personal data by the data controller is acceptable. It contemplates the creation of a con-
tractual relationship between data subject and data controller under the terms of which
consent is provided by the data subject and the data controller proceeds to process the
data based on that consent. However, as we have seen above, it is increasingly difficult for
the data subject to make this determination effectively. No matter how much information
he is provided, it is impossible for him to truly understand how databases will interoper-
ate and whether, if his data is passed through a machine learning algorithm, that sort
of processing will negatively impact his privacy. Equally, given the volume of data being
collected and the ubiquity of collection devices, it is virtually impossible to enter into a
contract with everyone who or everything that collects data. A contract based consent
model is therefore ineffectual.

Instead we propose the establishment of a new rights based privacy framework that
guarantees to all data subjects, a set of inalienable statutory rights regarding data that
pertains to them. Data controllers shall be obliged to ensure that, in processing this data,
they do not do anything that would result in a violation of any of these privacy rights. The
broad features of this new model have been described below.

Data Rights

All data subjects shall have a set of statutory rights regarding their personal data.
These rights shall be exercisable by the data subjects against any person who holds or

able at http://cis-india.org/internet-governance/blog/privacy/privacy-bill-2010
(last visited 21 April 2017); See also: Sunil Abraham, Privacy Law Must Fit the Bill, 9
September 2013, CIS, available at http://cis-india.org/internet-governance/blog/
deccan-chronicle-september-9-2013-sunil-abraham-privacy-law-must-fit-the-bill
(last visited 21 April 2017); Bhairav Acharya, Legislating for Privacy - Part II, 20
May 2014, CIS, available at http://cis-india.org/internet-governance/blog/
the-hoot-may-20-2014-bhairav-acharya-legislating-for-privacy (last visited 21
April 2017); Bhairav Acharya, Privacy (Protection) Bill, 2013: Updated Third Draft, 30
September 2017, CIS, available at http://cis-india.org/internet-governance/blog/
privacy-protection-bill-2013-updated-third-draft (last visited 21 April 2017).

17OECD Guidelines on the Protection of Privacy and Transborder Flows of Personal Data, adopted on 23
September 1980; These guidelines were revised in 2013. See, OECD Guidelines Governing the Protection of
Privacy and Transborder Flows of Personal Data, 2013, OECD, available at https://www.oecd.org/sti/
ieconomy/2013-oecd-privacy-guidelines.pdf (last visited 21 April 2017).
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controls any data that pertains to them. The data rights exist in relation to all data that
pertains to the data subject without reference to whether such data is personal or sen-
sitive. Data controllers shall not be required to obtain prior consent before collecting
or processing data but shall be obliged to ensure that while collecting and/or process-
ing any data pertaining to the data subjects they shall be responsible for ensuring that
no data rights of the data subject are violated because of the way the data is collected or
processed.

The data rights shall include the following:

1. The Right to Fair Treatment. The data subject has the right to be treated fairly and
without bias when a data controller makes a determination about the data subject
by processing any data.

2. The Right to Information. The data subject has the right to information about all
data pertaining to that data subject that is possessed by or under the control of a
data controller. The data subject shall have the right to know what use any such
data has been put to as well as the persons with whom such data has been shared
or to whom access to such data has been provided. The data subject has the right
to require the data controller to correct any errors or omissions in the data that is
within the control of the data controller if such errors or omissions are verifiably
true;

3. The Right to Data Security. The data subject shall have the right to be assured of
the security of his data at all times. Any data pertaining to the data subject that is in
the possession or under the control of the data controller shall be maintained in a
secure environment and processed, used or transferred only using secure practices
and procedures.

4. The Right Against Processing. Any data subject who does not want his data to be
processed by the data controller should have the right to require the data controller
to stop processing his data forthwith. This right could be exercised in a granular
fashion if the data controller presents to the data subject details of the manner in
which his data is being processed by the data controller.

The rights based privacy model does not require the data subject to formally consent
each time that data is collected. The data controller must, nevertheless, ensure that when
it processes or otherwise deals with the data pertaining to the data subject it does so with-
out violating the rights of any data subjects.

The model presumes that the data controller, is more likely than the data subject to
be aware of the purposes to which the personal data will be put, whether it is likely to be
fed into a machine learning algorithm and if so what parameters the information will be
processed against.

Types of Harm
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The data controller must be held accountable for all consequences suffered as a result
of the violation any of the data rights of the data subject. In order to do so, it is important
to establish what, in the context of this new paradigm, constitutes harm. In this context,
the following types of harm could be considered:

1. Financial harm. This type of harm is caused when, as a consequence of processing
of data, its transfer or due to a security breach, any data of the data subject is used in
such a manner as to cause the data subject direct or indirect financial harm. Indirect
financial harm is defined as any harm that could be quantified in financial terms
even if it does not directly result in financial loss.

2. Reputational harm. This type of harm is caused when as a consequence of pro-
cessing of data, its transfer or due to a security breach, any data of the data subject
is used to impair the reputation of the data subject that results in intangible harm
being caused to the reputation and social standing of the data subject. As a conse-
quence of such harm, the data subject may find it hard to get a job, may be perse-
cuted for criminal acts perpetrated in his name or otherwise shunned in society.

3. Harm due to Manipulation of Choice. This type of harm is caused when data
about a data subject is used in order to limit the choice available to the data sub-
ject whether in terms of the information that the data subject has access to or any
products or services that it is able to avail of. In the context of this harm, the data
right to fair treatment must be applied so that the data processor strikes a balance
between presenting the data subject with recommendations for his consideration
and completely denying the data subject access to information, products and ser-
vices outside of these suggested recommendations.

4. Harm due to Discrimination. This type of harm is caused when data is processed
in such a manner as to unfairly discriminate against a data subject in terms of the
products or services that such data subject is entitled to. In the context of this
harm, the data right to fair treatment must ensure that discrimination should not
be caused due to the processing data that bears no demonstrable relationship to the
purpose for which the processing takes place.

Types of Harm

In all instances in which harm has been caused, the data controller who is responsible
must, in the first instance, remediate the harm caused. If such remediation is not possible
the data controller must be made liable to compensate for the harm caused. In the event
of a data breach, the data controller must issue a data breach notification (including with
respect to suspected data breaches) within 24 hours of discovering that it has occurred.
In the event of harm caused as a result of improper processing, the data controller must
be obliged immediately rectify the algorithm or other process that was the cause for the
improper procession and shall notify all data subjects who might have been affected as
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a result. The data controller should, additionally, be required to take appropriate steps
necessary to reset the record so that the data subject can be returned to the position that
existed prior to the occurrence of the reputation loss.

Since modern databases are inter-connected with each other, it is possible that even
without consciously transferring data, numerous data controllers have access to a given
data set and therefore might have contributed to the harm caused to the data subject. In
such event, where it is not possible to conclusively determine that the harm caused to
the data subject is on account of a single data controller, all the data controllers who may
have been responsible shall be made jointly and severally liable for the consequences.

In order for an accountability based data protection framework to be effective, it is
important that the data controller is aware that the consequence for failing to meet its
fiduciary obligations is severe. The European GDPR stipulates penalties for a failure to
comply with data protection obligations in the order of 5% of the global turnover of the
organisation. In order to make an accountability based law truly effective, penalties of a
similar magnitude must be included. In an accountability based privacy framework, it is
critical that the consequences of a failure to comply with fiduciary obligations should be
sufficiently stringent to ensure that data controllers take their fiduciary responsibilities
seriously.

Learned Intermediary

While the new privacy framework imposes on the data controller, a fiduciary obliga-
tion to protect the privacy of the data subject, that, of itself, may not be a sufficient to
ensure compliance. Since harm to the data subject could take place over an extended
period of time, there is a risk that it could remain undiscovered unless the actions of the
data controller are actively monitored. Harms caused by machine learning algorithms
are often the result of bias inherent in the algorithm. This bias is often so hard to detect
as to put the very process of determining whether or not there has been a breach of the
fiduciary obligations beyond the technical capabilities of most people to assess.

In order to address this concern, it is proposed that a class of learned intermediaries
be created who are technically capable of evaluating the output of machine learning algo-
rithms and detecting bias on the margin. These learned intermediaries will be tasked with
approaching their responsibilities from an assurance rather than a control perspective
looking to review the algorithms with the fundamental objective of making them stronger
and more privacy preserving rather than approaching simply pointing out problems in its
functioning.

It is proposed that the learned intermediaries will adopt the following staged approach
to the review of the operations of the data controller.

1. Queries to Databases. Data controllers can be required to publish the queries that
they make on the databases within which the data that they hold on the data sub-
jects reside. Disclosure of this information will not detrimentally affect their pro-
prietary rights over their algorithms but this sort of a review will be able to detect
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bad actors who are querying the database for information that has no bearing on
the purpose for which the data processing is being carried out.

2. Black box audit. Data controllers could be required to make themselves and their
algorithms accessible to the learned intermediaries, for a black box audit where
the actual algorithms of the data controllers will not be reviewed, but instead the
input data will be analysed against the output of the algorithms in order to verify
whether in actual fact the algorithm is performing in a privacy preserving manner.
This mechanism is designed to strike the balance between the auditability of the
algorithm the one hand and the need to preserve the proprietary advantage of the
data controller on the other.

3. Access to Algorithms. In the event that it appears that the algorithms of the data
controller could be operating in a manner that affects the data rights of the data
subject, the data controller could be required to provide the learned intermediary
with access to its algorithms. Where possible such access could be provided by us-
ing open source algorithms that are designed to make their workings visible for in-
spection while at the same time preserving the proprietary details of the algorithms
in the interests of the data controller.

It is anticipated that in time, data subjects will flock to those data controllers whose
algorithms are consistently certified by learned intermediaries as being privacy neutral
creating an appropriate incentive for the data controller that is aligned with the principle
of accountability.

Security

One of the principal obligations of the data controller under this new accountability
based privacy framework is to ensure that data subject’s right to data security is preserved.
Data security should be addressed in terms of both physical security as well as techni-
cal and operational security. Sufficient work has been done around the world to articu-
late these standards and it would be appropriate to include reference to those provisions
within the new framework.

The framework should also have appropriate mechanisms to ensure that security
standards as articulated are responsive to changing technology. To this end, the new
framework must contemplate the creation of an advisory board that comprises persons
skilled in their understanding of data security measures who will be able to consistently
contribute to the evolution of these standards. Compliance with these standards must be
the subject of regular audit that should fall within the remit of the learned intermediaries.

Redress

It is important that the new privacy framework have an effective system of redress in
order to ensure that data controllers who breach the data rights of a data subject are in
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fact held liable for harms they cause. In the first instance, it is important to establish a
regulator (or Data Commissioner), vested with the broad responsibility of developing and
implementing appropriate standards of accountability and transparency and enforcing
them among data controllers. In this regard, the Data Commissioner would be expected
to update the standards of accountability regularly (in no event less frequently than an-
nually) to take into account advances in technology.

In addition to this, primary administrative responsibility the Data Commissioner will
also serve as the principal adjudicative functionary in the new privacy framework. In the
event the report of a learned intermediary indicates that a data controller is processing
data in a manner that causes harm to the data subject, or if a data subject complains
about harm caused to him as a result of improper processing, the Data Commissioner will
be empowered to investigate the matter and make a determination as to whether or not
such harm was caused. The Data Commissioner will have the power to pass appropriate
orders to ensure that the harm is reversed or compensated for as the case may be. In this
regard, the damages awarded by the Data Commissioner can, under no circumstances,
exceed 5% of the global turnover of the entity in question.

The new privacy framework should establish technology enabled protocols for pro-
cessing complaints and data subjects should be encouraged to use these online mech-
anisms to obtain redress. Since the protection of privacy will largely be secured through
digital means the Data Commissioner should operate in a manner that allow greater flexi-
bility and ensures the removal of bureaucracy. More thinking will be required in relation to
the design of the regulator, the nature of its accountability, governance framework within
which the regulator will operate, and the process through which the regulator may make
further regulations.

Applicability to the State

The new privacy framework should apply equally to the government and agencies and
instrumentalities of the state as it does to private entities. To that extent, the term data
controller would apply to any entity whether in the public sector or the private sector,
that collects information from a data subject.

Most data protection statutes around the world have exceptions built into the statute
to allow law enforcement to access personal information in furtherance of a criminal in-
vestigation and for security agencies to access this information in the interests of national
security. These typically operate as exceptions to the principle of consent. Under the pro-
posed model, there is no requirement to procure consent before accessing data about a
data subject and to that extent there is no need to expressly articulate this exception.

In this connection, the new data protection frameworks should stipulate that the gov-
ernment is obliged to ensure that whenever they access personal information in the in-
terests of national security or in the course of their investigation of a crime, they should
be obliged to ensure that they do not cause any harm or otherwise violate the data rights
of the individuals associated with the investigation. For instance, care should the taken to
ensure that investigations do not end up as fishing expeditions that violate the personal
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privacy of a wide swathe of persons only tenuously connected with the investigation.
However, it is possible that the State may seek exceptions to breach the data rights

of data subjects in certain special circumstances such as in relation to national security
and in pursuance of the investigation of a crime. In order to ensure that even under these
circumstances the government protects the data rights of its residents, it might be useful
to consider the establishment of a special court (along the lines of the FISA court in the
USA) that will grant prior approval for the conduct of broad investigations that would
affect the privacy. This court’s primary job will be to judicially assess whether the decision
of the investigative agency to pursue a line of investigation that could potentially affect
the data rights of a wide swathe of data subjects is justified or not. In arriving at that
conclusion the special court will evaluate whether the data sought to be collected suits
the purpose and whether collection is limited to what is necessary to fulfil that purpose.
The court could also satisfy itself about which agencies and third parties the data will be
transferred to. The Data Commissioner could be an ex officio part of this court.

G Blueprint for a regulatory sandbox

The committee and technology subcommittee have developed a tailored design blueprint
for India’s sandbox, based on extensive dialogue with the industry, including incumbents,
start-ups, sector experts, and regulators.

Approach
We have taken a bottom-up and top-down approach to design the blueprint of the Reg-

ulatory Sandbox. Bottom-up, we have consulted with 50+ sector experts, industry players,
investors, legal experts, and regulators. These consultations aimed to gather answers to
the following questions:

1. Supply side: How can an enabling regulatory framework be achieved through the
proposed sandbox?

2. Demand side: Does the sector face regulatory barriers and can the sandbox help
overcome those barriers?

Members of the technology subcommittee studied the global regulatory sandboxes
through in-person immersion visit(s) to FCA sandbox in U.K., and consultations with the
Singaporean, Malaysian, and Indonesian sandboxes. Secondary research was conducted
for the other four sandboxes. The main goal was to understand:

1. What are the services these sandboxes offer?

2. How are risks to consumers and markets contained?

3. Are there any lessons from these sandboxes, in terms of staffing, governance, road-
map, etc. that the Indian sandbox could learn from?
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Vision, Mission, and Guiding Principles

Vision:
A fit-for-purpose regulatory framework that enables fintech innovation leading to the

accelerated development of financial products and services customised to the unique
needs of Indian households. The vision has two key components:

1. A regulatory framework that enables fin-tech innovation: The role of the regulator
is to play the “enabler” by promoting innovation in the financial services while si-
multaneously safeguarding against risks to market and consumers.

2. Customised to the unique needs of Indians households: The framework should pro-
mote development of products and services which suit the unique needs of Indian
households and are easily accessible to them.

Mission:
The sandbox will be a platform for contained experimentation to generate empirical

evidence for regulatory decisions for financial products and services currently facing reg-
ulatory uncertainty

The mission has three key components:

1. Platform for contained experimentation: The sandbox will be a platform for en-
trepreneurs, fintech start-ups, financial service providers and regulators to test
products and services with limited number of live consumers in a contained en-
vironment.

2. Empirical evidence for regulatory decisions: Experiments conducted in the sand-
box will equip the regulator with empirical evidence on potential risks and benefits
to consumers and market from the intended financial product or service.

3. Regulatory uncertainty: The sandbox will focus on products or services for which
there exists a regulatory barrier to deployment in the market. It will also focus on
products or services which are unaddressed by existing regulations leading to regu-
latory uncertainty.

Guiding principles
In addition to the vision and mission, the blueprint of the sandbox will be based on

the following guiding principles:

1. Consumer-centric. The sandbox will work on projects which lead to better financial
services for Indian households through customised financial products and services.
It will allow products, such as payments, pension funds, mutual funds, loans, etc.,
for experimentation.

2. Regulator backed but independent. The sandbox will be aligned with the regulators’
mandate but will operate as an independent unit. This will ensure the sandbox
functions as a nimble yet embedded unit.
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3. Metrics driven. The sandbox will provide recommendations based on pre-defined
metrics to measure the success of the individual experiments. The metrics will re-
duce subjectivity in recommendations and use the learnings to influence the path
forward. Defined metrics will also be used to assess overall performance of the
sandbox and the results will be used to modify agenda and operations as required.

4. Agile. The focus of the sandbox should be adapted to reflect the the needs of the
regulator, based on the assessment of the current state of the financial services in-
dustry.

5. Plan big, start small. The sandbox should be set-up with an ambitious long-term
vision but should start small with a narrow focus, i.e., household finance, to avoid
goal dilution in the early years.

The sandbox facility will allow contained testing with consumers in cases where there
is a pertinent regulatory uncertainty or hurdle that is preventing innovation to improve
the financial lives of the underserved household. We believe such a Sandbox meets the
two central tests for setting up a new entity:

Relevance: Testing in the sandbox will be relevant for the regulator since it generates
data to support regulatory decision-making process. Further, the experimentation fea-
ture will also be relevant for industry players as our research and consultations with the
financial services industry shows that there is a rich canvas of innovative use cases that
could be catalysed through testing.

Additionality: A sandbox established by regulators will be able to provide regulatory
flexibility for experimentation. A regulator-backed sandbox cannot be substituted by any
existing or future platform since temporary regulatory flexibility can only be granted by
the relevant regulator.

The Sandbox will engage periodically with all types of firms, industry players, and in-
dividuals who provide relevant financial products and services. The outcome of the Sand-
box is to generate evidence for new technologies or processes. This is inherently agnostic
to the type of entities proposing the new technology or process. Hence, the participant’s
admission to the Sandbox will be determined by alignment with eligibility criteria of the
Sandbox rather than the type of entity. Participants will be engaged periodically in co-
horts to ensure efficiency and effectiveness of the Sandbox’s operational and marketing
efforts.

The engagement process will span five stages listed below with their objective(s):

1. Preliminary screening: To eliminate non-serious applications that do not meet the
basic eligibility criteria of the Sandbox.

2. Test design: To ensure that (1) sufficient consumer and market safeguards are in
place to mitigate test risks and (2) ensuring that the test is “set up for success".

3. Application assessment: To shortlist participants for testing and request the regula-
tor(s) for necessary regulatory modifications for testing
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4. Testing: To generate empirical evidence for assessing the test

5. Post-testing: To provide recommendations to the relevant regulator(s) based on the
outcome of the test

Across these stages, the participants will constantly engage with case officers of the
Sandbox. Case officers are part of the management team who will be single point of con-
tact for the participants throughout the sandbox application and test process. The case of-
ficers will liaise with the sandbox’s Governing Council, comprising senior members from
regulators, and Executive Committee, comprising the CEO and four regulatory nodal of-
ficers (see the section on Governance for further details).

Consumer protection is paramount and existing consumer protection norms will pre-
vail during testing in the Sandbox. In case the regulatory modification affects existing
rights of the consumer, additional safeguards will be identified during the test design pro-
cess. Additionally, the participant will have a fiduciary responsibility to upheld consumer
rights, and the Sandbox will monitor this closely.

Stage 1: Preliminary screening
In stage 1, the executive committee and case officers will shortlist applications, as per

the eligibility criteria. The eligibility criteria ensures that only those applications are pro-
cessed that could potentially further the mission of the Sandbox. In this stage, the Sand-
box will use four basic eligibility criteria for shortlisting applications:

1. Alignment with the focus of the Sandbox: The application should provide an
overview of the test stating how the proposed test is in alignment with the stated
focus of the Sandbox.

2. Potential for impact: The application should highlight the existing gap in the
ecosystem along with nature of direct benefit for consumers or the market.

3. Additionality of the Sandbox: The application should be able to justify that there is
regulatory uncertainty that is preventing the applicant from deploying the product
or service offering at scale. This could arise in two situations:

a) If the applicant believes that there is a pertinent regulatory barrier that pre-
vents deployment of the product or service at scale.

b) If the applicant is offering a genuinely innovative product or service which is
currently outside the purview of the regulation but will be systemically impor-
tant for the regulator(s) soon.

4. Stage of the product or service: The application should state if the product or service
is ready for deployment in the market. If not, then the application should state
convincingly, if the product or service will be ready by the time the test is expected
to commence.
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In addition to the application, the applicant will be required to pay a nominal fee. This
will ensure that non-serious applicants are weeded out.

Based on the evaluation of the application, three pathways can emerge. First, if the
Sandbox feels that the test could provide evidence for modifying or drafting regulations,
it will ask the applicant to submit a detailed proposal for the second round of assessment.
Second, for those applications, where the Sandbox feels that there is some regulatory am-
biguity but no need for testing, it will provide non-binding regulatory clarification. Lastly,
the Sandbox may outright reject the application if it does not meet the eligibility criteria.

We expect this stage to last 4-6 weeks where the applicant will submit the application
and the Sandbox will evaluate the applications for the next stage.

Stage 2: Test design
In this stage, the Sandbox and applicant will collaborate to finalise the test design for

assessment. The case officer and applicant will finalise the following parameters:

1. Test design: The case officer and applicant will deliberate on the objective of the
test and the process that will be followed during the test duration. Key parameters
of the test design are as follows:

• Consumer selection. Targeted consumer segments (across key demographic
variables such as age, gender, geographic location etc.) and acquisition strat-
egy.

• Benefits and risks to consumers or market. Expected benefits and risks to
consumers and markets, quantum of impact and exposure, and relevant safe-
guards for identified risks.

• Boundary conditions. Limits of the test designed to safeguard the identified
risks, such as maximum number of consumers, transaction value per con-
sumer, duration of testing, geographic focus etc. The boundary conditions
should be significant to achieve the outcome but conservative enough to con-
trol risks.

• Capability to execute. Applicant’s technical, operational, and financial capa-
bility to carry out the test along with supporting financial and incorporation
documents.

• Exit strategy. A plan of action once the test ends, which includes a transition
plan if the regulation is modified or drafted, and if the regulation status re-
mains unchanged.

2. Results. The case officer and applicant will decide on monitoring plan for the test
for outcomes and risks.

• Monitoring plan for outcomes. The application should state the metrics,
threshold of success and reporting requirements for success outcomes iden-
tified.
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• Monitoring plan for risks. The application should state the metrics, threshold
of success and reporting requirements for identified risks to consumers, mar-
ket, and the test.

3. Communication. The case officer and applicant will finalise a communication plan
after the test has been concluded.

• Knowledge Dissemination Strategy. The application should state the plan for
sharing of findings with the broader ecosystem.

The case officer will engage closely with the applicant through extensive dialogue to
understand the test in detail. The case officer should be convinced that there is sufficient
value, i.e. potential for impact, in allowing the test and all risks associated with the test
have been identified, and guarded against. The onus is on the case officer to leverage the
regulatory expertise not only within the Sandbox but also within the regulators, to deter-
mine the strength of the applicant’s claims and identify the relevant risks and safeguards.

Depending upon the number of iterations between case officer and applicant, we ex-
pect this stage to last a maximum of 3-4 weeks. The time to finalise the application may
vary based on scale of test, nature of existing regulation and experience of applicants.

Stage 3: Application assessment
The assigned case officer will present the application to the executive committee and

the governing council. In this stage, the case officer will vouch for the applicant in contrast
to the previous stage where the case officer represents the Sandbox’s interests. This forms
an adversarial system of assessment, which is key to ascertain the quality of testing.

The executive committee will assess the application and the CEO will present the ap-
plications to the governing council. After the governing council provides the final sign-off
on participants, it will request the relevant regulator to modify the relevant regulation,
which is a pre-requisite to initiate testing. We expect the stage to last for 4-6 weeks con-
tingent on regulatory modification for the test. To assess applications, the Sandbox will
use the following five criteria (in addition to the four screening criteria identified earlier):

1. Risks to consumers or market. The test design has identified potential risks in suf-
ficient detail, including not only those arising from the product or service being
tested but also from the process of testing.

2. Boundary conditions and safeguards. Identified risks have been mitigated by set-
ting in place test limitations such as transaction size, aggregate capital deployed,
number of consumers etc. and other necessary safeguards.

3. Capability to execute. The applicant has the necessary technical and financial ca-
pability to execute the test.

4. Exit strategy. The potential participant has identified a time bound exit plan for the
consumers in case the suggested regulatory objective is not met, and a deployment
plan for the product or service in the Indian market.
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5. Results. Appropriate and quantifiable indicators have been identified for benefits
and risks.

Stage 4: Testing In this stage, the case officer will intimate the Sandbox’s decision to
the participant and subsequently the participant will begin to incorporate the relevant
safeguards against consumer and market risks, as identified in the test design. The case
officer will provide a final go-ahead for the participant if the Sandbox feels the test is ready
to commence.

During testing, the participant will be required to submit interim progress reports per
an agreed schedule. The case officer will regularly monitor the developments to assess
outcomes achieved, risk mitigation and conformity to test design. Additionally, if the
Sandbox suspects there is something amiss, the officer may carry out appropriate ran-
dom checks and ask the participant for clarification. Based on the assessment, the officer
can suggest modifications for the next round of testing, if required. The Sandbox has the
right to discontinue the test if it feels the test falls under any of the discontinuation re-
quirements.

After expiry of the test period, the test will stop automatically unless the Sandbox de-
cides to extend the testing period for the test. The participant will be expected to comply
with the exit parameters agreed in stage 2.

The testing process is expected to last up to a maximum 24 weeks unless the Sandbox
and participant agree on extension of the testing period.

Stage 5: Post-testing The applicant will submit a final report to the Sandbox within 3
weeks of completion of the test containing overall findings and details of the test. The
case officer will invite the applicant for a final discussion on the test and implementation
of the exit strategy.

The Sandbox will review the outcome of the test and provide a recommendation report
to the regulator. The Sandbox can make three categories of recommendations:

1. Recommendation for change: If the Sandbox is satisfied that the test was successful,
i.e. all measures of success were achieved, it can make a recommendation to the
regulator for appropriate regulatory change. The regulator will then need to decide
if it will approve the suggested changes, within a pre-specified period (suggested
time is 6 months).

2. Recommendation for no change: If the Sandbox assesses that the test is unsuccess-
ful, i.e., the measures of success have not been met, the test will be terminated and
no positive recommendation will be made to the regulator.

3. Recommendation for further testing: If the Sandbox is not convinced that there is
enough evidence to prove the need for regulatory change, it requests the regulator
to extend testing for a longer duration.

The Sandbox will share findings from the test with the financial services industry and
regulators, while ensuring that no confidential information such as consumer data or pro-
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prietary information is disclosed. These findings will provide details on overview of the
test, results and recommendation on regulatory change.

The post-testing stage is expected to last for 6-8 weeks.

Governance

We recommend that an integrated inter-regulatory Sandbox be established that serves all
financial regulators. We recommend this (as opposed to separate regulatory sandboxes
for each regulator) for the following reasons. First, households do not view financial prod-
ucts and services in regulatory silos. An inter-regulatory Sandbox would thus be equipped
to take a consumer-centric view of the benefits and risks of new products and services, in-
jecting the much needed ‘voice of the consumer’ in regulatory decision-making. Second,
many new products in the financial services domain are not restricted to these silos. We
expect that there will be a number of products in the future, which cut across regulatory
borders.

Thus, the Sandbox approach marks a fundamental shift from the current ‘product-
based regulation’ to ‘function-based-regulation’, in line with how the demand as well as
the supply side is evolving.

Governance structure
We propose a three-tiered governance structure for the Sandbox.

1. Governing Council:

• Composition: Chaired by the CEO of the Sandbox, with senior members from
different regulators, i.e., RBI Deputy Governor, SEBI whole time member, IRDA
whole time member, and PFRDA whole time member.

• Function: Developing the strategy of the Sandbox, providing oversight and fi-
nal approvals, and acting as a bridge between the Sandbox as well as each of
the regulators

• Capacity: Part time, expected to meet at least three times an year

The governing council of the Sandbox could also be determined by the FSDC, or
indeed governed by the FSDC itself.

2. Executive committee:

• Composition: The CEO of the Sandbox, and 4 regulatory officials (Executive
Director-equivalent from RBI, SEBI, IRDA and PFRDA) appointed as nodal of-
ficers to the Sandbox

• Function: Providing regulatory expertise and professional management skills
to operationalise the strategy of the Sandbox

• Capacity: The CEO will be full time, and the nodal officers will be required to
commit 4 days a month
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3. Management team:

• Composition: The Sandbox should identify the final strength of the team, once
it has conducted marketing and outreach activities and has a sense of the po-
tential interest in the Sandbox. This is a critical as requisite human resource
capability will be required to process the large number of applications that the
Sandbox is expected to receive. We expect the strength to be 3-6 case officers,
along with one administrative assistant, from the experience in FCA, UK and
MAS, Singapore

• Function: Executing and overseeing the testing process and engagement with
the industry

• Capacity: Full time

In addition, the Sandbox should have an Advisory Board whose composition is as fol-
lows:

• Composition: The advisory board will be empanelled by the regulators in consulta-
tion with the governing council, and will include the following:

– Sector experts, including eminent technocrats, senior finance practitioners,
and technology experts.

– Eminent academic experts in finance, economics, and related fields.

– Senior government officials, including the Secretary of Department of Eco-
nomic Affairs, Ministry of Finance (Government of India), CEO of National
Payments Corporation of India, Chairman of Telecom Regulatory Authority of
India, CEO of Unique Identification Authority of India, etc.

• Function: Providing inputs on agenda setting, and facilitating linkages with other
stakeholders

• Capacity: Part time for a 2-year tenure.

At any point in time, the Sandbox will tentatively have 5-7 full time staff, and will tap
into a resource pool of 15-20 experts.

We believe that the laid out engagement process and the three-tier inter regulator
Sandbox will remain an agile and nimble institution (which is an important need ex-
pressed by the fintech community) for the following reasons:

• Single point of contact: The participants will have a single point of contact with the
sandbox, which will be the case officers, who will be professionals with 3-6 years of
experience, working in, or closely with the fintech industry.
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• Time bound stages: Each stage of the application will have a time limit within which
all activities pertaining to that stage will need to be executed. Similarly, it is sug-
gested that the regulators take time bound action on the recommendations of the
Sandbox.

• Inclusive and transparent process: The Sandbox will ensure objectivity in decision
making by relying on metrics and objective criteria. Further, the Sandbox will work
closely with the participants at all stages and will provide rationales and clarifica-
tions at decision points.

• Hierarchy of decision-making: Each governance tier has distinct roles and responsi-
bilities, ensuring that only the strategic questions or decisions require the attention
of the governing council and all operational activities or decisions remain in the
purview of the management team.

• Efficient decision rights: Using the RACI framework18 of decision rights, when the
matter pertains to only one regulator, the concerned regulator has the approval
rights, while the other regulators have consult rights. For example, if an applicant
wishes to test optimal transaction size limits for one factor vs two factor authentica-
tion, the primary authority will lie with the nodal officers from RBI in the executive
committee and the RBI representative in the governing council. Representatives
from SEBI, IRDA and PFRDA will also be consulted regarding the findings of the test
to establish a common view across all the regulators. However, the final authority
of suggesting recommendations in this particular jurisdiction will rest with the in-
stitution responsible for the regulatory area in question. In contrast, if a test has
implications that crosscut regulatory regimes (for example, establishing common
OTP based KYC norms for all financial products and services), the governing coun-
cil will need to come to a consensus regarding the final recommendations.

Legal form and mandate

The institutional and legal set up of the Sandbox entity should ensure an organic link to
the regulators; a mandate and culture of innovation; find capacity to hire professional
management (i.e. it should enjoy an arms length distance from all regulators to ensure
objectivity in decision-making and operations, including the pay-scales that it may offer
among other factors).

We looked at a range of potential legal forms (Section 8 Company, Trust, Sub-
committee of the FSDC, Statutory body) and recommend setting up the Sandbox as a

18RACI Framework of Decision rights: Responsible - Those who do work to achieve the task; Accountable
- The resource ultimately answerable for the correct and thorough completion of the task; Consulted - Those
whose opinions are sought; Informed - Those who are kept up-to-date on progress. Source: http://ssc.
ucdavis.edu/about/governance/decision-framework.html

http://ssc.ucdavis.edu/about/governance/decision-framework.html
http://ssc.ucdavis.edu/about/governance/decision-framework.html
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company under section 8 of the Companies Act, 2013.19 All the four regulators may hold
shares in equal proportion in this company. This is ideal because:

1. It allows the Sandbox to be set up independently as a service provider, which can be
employed by all the regulators for its services.

2. It allows flexibility in recruiting relevant professionals, including offering market
linked salaries.

3. It is the simplest and fastest to execute.

Legal mandate
The suggested legal form of the Sandbox, i.e. a section 8 company, does not provide it

with the ability to amend or modify any regulations. Providing the temporary waiver will
always remain the mandate of the relevant regulator. Hence, it is important to ensure that
the legislation constituting the regulator should provide them with the authority to grant
relaxations in the form of amendments, waivers, or additions to the rules or regulations
issued by them for the purpose of conducting pilots.

We recommend that the legal mandate be established by identifying the relevant en-
abling provisions within the current powers. For instance, as per Section 11 of the Secu-
rities and Exchange Board of India Act, 1992, SEBI has the power to protect the interests
of investors in securities and to promote the development of, and to regulate the securi-
ties market, by such measures as it thinks fit. Similarly, under Sections 1820, and 10 (2)21

of the Payment and Settlement Systems Act, 2007 (PSSA) grants the mandate to RBI for
tests related to payment systems. Section 18 of the PSSA has been invoked by the RBI in
relation to issuing directives for the regulation of merchant discount rates22, opening and
operation of accounts and settlement of payments for electronic payment transactions
involving intermediaries23, migration by banks from magnetic stripe cards to issuance of

19We do not believe other forms such as a trust, a sub-committee of the FSDC, or a statutory body would
be an appropriate structure for the Sandbox. This is because a trust has no separate legal identity; a sub-
committee of the FSDC would be confined by the pay-scales imposed for this committee, if any; and setting
it up as a statutory body is not necessary.

20Section 18 of the PSSA states: “Without prejudice to the provisions of the foregoing, the Reserve Bank
may, if it is satisfied that for the purpose of enabling it to regulate the payment systems or in the interest of
management or operation of any of the payment systems or in public interest, it is necessary so to do, lay
down policies relating to the regulation of payment systems including electronic, non-electronic, domestic
and international payment systems affecting domestic transactions and give such directions in writing as it
may consider necessary to system providers or the system participants or any other person either generally
or to any such agency and in particular, pertaining to the conduct of business relating to payment systems."

21Section 10(2) of the PSSA states: “Without prejudice to the provisions of sub-section (1), the Reserve
Bank may, from time to time, issue such guidelines, as it may consider necessary for the proper and efficient
management of the payment systems generally or with reference to any particular payment system."

22See circulars issued by the DPSS (RBI), available at: https://www.rbi.org.in/scripts/
NotificationUser.aspx?Id=7304&Mode=0; https://rbi.org.in/scripts/NotificationUser.
aspx?Mode=0&Id=10591

23See circulars issued by the DPSS (RBI), available at: http://rbidocs.rbi.org.in/rdocs/
notification/PDFs/DOIPS241109.pdf

https://www.rbi.org.in/scripts/NotificationUser.aspx?Id=7304&Mode=0
https://www.rbi.org.in/scripts/NotificationUser.aspx?Id=7304&Mode=0
https://rbi.org.in/scripts/NotificationUser.aspx?Mode=0&Id=10591
https://rbi.org.in/scripts/NotificationUser.aspx?Mode=0&Id=10591
http://rbidocs.rbi.org.in/rdocs/notification/PDFs/DOIPS241109.pdf
http://rbidocs.rbi.org.in/rdocs/notification/PDFs/DOIPS241109.pdf
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EMV chip and PIN based cards for ATM infrastructure24, etc. Similar enabling provisions
in the governing legislations of IRDAI and PFRDA, and other relevant acts of the RBI will
need to be identified or included.

Alternately, the legislation that constituted these four regulators could be amended to
include the relevant clauses to allow the regulators to be able to temporarily relax regula-
tory norms.

Launch plan
To mobilise the Sandbox effectively, we recommend the regulators focus on a few

high-priority activities. These will be essential in ensuring that the Sandbox is launched
smoothly and on time. These activities should be led by a regulatory representative des-
ignated by the FSDC, until the CEO of the Sandbox is hired. These include:

1. Establish the legal entity: The regulators should establish the Sandbox so that the
entity is up and running, and has the required legal mandate to discharge its func-
tions.

2. Identify appropriate housing, and provide budgetary approvals: Once the legal
entity is set up, the regulators should identify the required physical space, where
the Sandbox will be housed, and provide necessary budgetary approvals to release
funding.

3. Appoint Governing Council and hire top staff: The regulators should identify and
appoint members to the governing council, as well as the CEO of the Sandbox. Mak-
ing these appointments early will ensure that Sandbox team has enough time to
focus on strategic priorities of the Sandbox.

4. Identify the agenda for year 1: Within the first month of mobilising the team, the
Sandbox should identify the agenda and focus year for the first cohort. This should
be effectively communicated to the fin-tech community to ensure that start-ups
have enough time to prepare their applications, and are ready for the first cohort.

5. Launch marketing and outreach campaign: Once the entity is set-up, there should
be a concerted effort at promoting the Sandbox, and carrying out extensive out-
reach activities. This will be crucial in spreading awareness about the functions of
the Sandbox, as well as garnering interesting in the ecosystem.

6. Mobilise the team: Gauge interest in the Sandbox to estimate the number of poten-
tial applicants, and initiate recruitment of case officers.

24SeecircularsissuedbytheDPSS(RBI),availableat:https://rbi.org.in/scripts/
NotificationUser.aspx?Mode=0&Id=10421

 See circulars issued by the DPSS (RBI), available at: https://rbi.org.in/scripts/NotificationUser.aspx?Mode=0&Id=10421
 See circulars issued by the DPSS (RBI), available at: https://rbi.org.in/scripts/NotificationUser.aspx?Mode=0&Id=10421
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H List of Committee meetings

Below, we list the external attendees at each of the committee meetings held at the Re-
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First Meeting

Shri R.R. Nerurkar Reserve Bank of India (RBI)

Ms. Latha Vishwanath Reserve Bank of India (RBI)

Ms. Shyni Sunil, Manager Securities and Exchange Board of India (SEBI)

Shri. Ranjan Kumar Mishra, CGM(PB) State Bank of India

Shri V. S. Rangan, ED HDFC Ltd.

Ms. Deepti George IFMR Trust

Dr. Renuka Sane ISI Delhi

Shri P. R. Somasundaram, Managing Director World Gold Council

Ms. Rakhi Khanna, Director World Gold Council

Shri K.R. Bijimon, CGM Muthoot Finance

Shri Eapen Alexander, Director Muthoot Finance

Shri Ranjeet Mudholkar, CEO Financial Planning and Standard Board of India (FPSB)

Mr. Pushkar Chugh, CFP - Sr.VP, Knowledge Management Financial Planning and Standard Board of India (FPSB)

Mr. Alok Kumar, CFP - Sr.VP, Knowledge Management Financial Planning and Standard Board of India (FPSB)

Ms. Janaki Krishnan, Asst. Editor, Financial Planning Journal Financial Planning and Standard Board of India (FPSB)

Ms. Sucheta Dalal, Trustee Money Life Smart Savers Network Pvt. Ltd.

Shri Debashis Basu, Founder Money Life Smart Savers Network Pvt. Ltd.

Second Meeting

Shri R.R. Nerurkar Reserve Bank of India (RBI)

Ms. Latha Vishwanath Reserve Bank of India (RBI)

Ms. Shyni Sunil, Manager Securities and Exchange Board of India (SEBI)

Shri Vimal Balasubramaniam Oxford University

Shri Varad Pande Dalberg

Shri. Vineet Bhandari Dalberg

Shri Alok Kshirsagar McKinsey and Company

Shri Prasad Lad McKinsey and Company

Ms. Smita Aggarwal Omidyar Networks

Third Meeting

Shri R.R. Nerurkar Reserve Bank of India (RBI)

Ms. Latha Vishwanath Reserve Bank of India (RBI)

Ms. Shyni Sunil, Manager Securities and Exchange Board of India (SEBI)

Shri Sanjay Jain iSPIRIT

Shri Praveen Hari, Director - Alliances & Partnerships iSPIRIT

Shri Aniruddha Dange IIFL

Shri Subramanya S.V. Fisdom

Shri Adhil Shetty Bank Bazaar

Shri V. R. Govindarajan Perfios

Shri Kunal Verma Money Trap

Shri Abhishek Garg Finomena

Shri Apul Nayyar Capital First

Shri Gautam Bhardwaj Pin Box Solutions

Shri Naveen Khukreja Policy Bazaar/ Paisa Bazaar
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Fourth Meeting

Shri R.R. Nerurkar Reserve Bank of India (RBI)

Ms. Latha Vishwanath Reserve Bank of India (RBI)

Smt. Monika Halan Livemint

Dr. Cristian Badarinza National University of Singapore

Shri M. R. Kumar Life Insurance Corporation of India

Shri Antony Jacob Apollo Munich Health Insurance

Shri Tapan Singhel Bajaj Allianz General Insurance

Ms. Neera Saxena The New India Assurance Co. Ltd.

Shri Anand Pejawar SBI Life Insurance Co. Ltd.

Shri Varad Pande Dalberg

Shri Vineet Bhandari Dalberg
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Shri R.R. Nerurkar Reserve Bank of India (RBI)
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Shri Sanjiv Singhal Scripbox

Shri Sanjay Bhargava Bharosa Technoserve Pvt. Ltd.

Shri M. R. Krishnan Consumer Association of India
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