Understanding Financial Literacy in the
Context of Indian Financial Markets

There is much
Chairman continuing debate in
Invest India Market Solutions [India on the role of
financialliteracyasadeterminingfactorinthedisposition
ofhousehold investmentbehaviour. A popularthesisis
that everyday Indians are newcomers to the world of
sophisticated finance, and new found affluencein Indian
householdsoccasion-ed byaliftingeconomy (andlifting
incomes), is for the moment largely misdirected.

Despite booming stock marketsand arapidly expanding
financial product range, it seems that small investors
continue to be more attracted to loweryielding traditional
investmentsin standard bank savings depositschemes
and afixationwithingold andreal estate. Moreover, the
average Indian’sinvestment horizon remains short-term
withanapparentreluctanceto participate inlonger-term
savings instruments that do not have as a feature
unsustainable interest rate subsidies paid from
Government coffers.

Theoriesabound onwhattodotoremedythissituation.
However, inthe course ofthis debate itappears notto be
always understood that promoting financially literate
behaviour bedevils financial markets worldwide. In other
words, the issue is not a peculiarly Indian one, noris it
onethatis peculiartosocalleddevelopingeconomies.

Inthis article | explore someinternational experience
with promoting financial literacy in an attempt to better
definewhat should arguably be the terms of this debate
inIndia’s case. Inthe process, | willdwellonwhatsome
of the as yet incomplete data in India suggests is the
situation currently and discuss some options for moving
forward.

ChristopherButel

Defining Financial Literacy

To my mind the financial literacy debate in India often
stumbles atthe first hurdle which is to seek consensus
on what should be the terms of the debate. Part of the
reason for this is the differing agendas of self-interest
among financial market segments. Market linked
investment product providers, such as mutual funds,
correctlyinmy view, perceive thata more literate small
investorwill be good for business. Accordingly, market-
linkedinvestment product providers often conceptualise
financial literacy in terms of engendering greater
understanding oftherisksandreturnsequationandthe
timevalue of money and continueto searchforthe silver
bullet to achieve this outcome. The incipient financial
planningindustryinIndiais peddling fastto convince the
finance industry that the normative financial planning
model is that silver bullet. While | would be the last
person to discourage the development of a vibrant
financial planningindustryin India, | do notbelieve that
this is the central issue although better application of
financial planning principlesin product marketing does

representone possibility forachievingimprovements.

Life insurance firms in India, that traditionally have
enjoyedtax preferredinvestmentstatus, and whoforthe
moment have the comfort of rising demandforinsurance
plansbuttressed by the prospectofagrowing pensions
sector, appear to be less exercised on the issue of
financiallliteracy. Thelifeinsurance industry also, perhaps
understandably, is less aggressive on this issue by
virtue of the fact that traditional life insurance customer
segmentsinIndiahave yettorealise thattraditionallife
insurance products providerelatively unattractive returns,
Similarly, itis notnecessarily inthe interests of banks to
promote financial literacy given the existing strong
attachment of small investors to low yielding savings
bank products.

Aswith difficult problems everywhere, many ofthose
involved in the debate in India look to Government to
provide leadership, not least because of a perception
thatasignificantandlong-terminvestmentisrequiredto
turnthe currentsituation around. In particular, manyin
Indiaargue, asdo counterpartinterests elsewhere, that
acohesive public education programisrequired for this
purpose, andinvestmentin financial literacy outcomes
inschoolcurriculumsinparticularisrequired. Seductive
as this thought is, it too smacks of the silver bullet
mentality particularly as the jury is still outin locations
wherethis hasbeenattempted onthe long-term benefits
of suchanapproach.

Anowwidely accepted definition of financial literacy
internationally is one formulated originally by the U.K.
National Foundation for Education Research which
describesfinancialliteracy as“the abilitytomakeinformed
judgments andtotake effective decisionsregarding the
use and management of money”. The utility of this
definitionisthatit successfully conceptualisestheissue
without overlaying value judgments concerned with
particular financial market segments or particular financial
productclasses, socio-economic or cultural factors. By
firmly placing the horse before the cartitalso provides a
solid foundation for considering the full logistics required
forasuccessful journey forward.

With this definition as a starting point, the degree to
whichfinancial literacy existsin a particular locality has
as its yardstick the extent of the mismatch between the
actualfinancial behaviour ofindividuals and their actual
capabilities, needs and savings goals. Forexample, for
adaylabourerinIndiawith modestfinancial resources
financialliteracy could be said to existifindividuals have
the ability to make informed judgments and take effective
decisionsregardingissuessuchashouseholdbudgeting,
small savings schemes and access to basic credit
facilitiesandinsurance products. Knowledge of equity
markets, orawillingnesstoinvestin mutual fundswould
notbe acriterion offinancial literacy for such people. For




middle and higherincome earnerswiththe opportunityto
build wealth and financial security for themselves and
theirfamilies greater sophistication obviouslyisrequired.
In other words, financial literacy is multifaceted and
varies according to the myriad circumstances and financial
capabilities ofinvestors.

Adaptation of the definition in a particular country’s
case of course is necessary to bring context, and in
India’scasethetaskofdoingsohasyettobeundertaken
in any structured way. To illustrate, the Australian
Securities and Investments Commission hasidentified
fourgeneric markers offinancial literacy inthe Australian
context. These are:

® The ability ofindividuals to budget appropriately;

® The ability of individuals to identify financial products

and services that meet their needs;

® Theabilitytolocatereliableandindependentfinancial

advice;and

® The abilitytoavoidfalling victimto abusive practices

and scams.

Whatisimmediately striking inthe Australian adaptation
isthe degree of congruence with India’s own situation,
and there is | believe value for those in India seeking
solutionsinconsidering howtoride these understandings
rather than attempting to reinvent the wheel. This
observationis allthe more powerfulwhenitis understood
thatsurveysoffinancialliteracyin Australia® demonstrate
thatmismatches are mostlikely to occur forindividuals
with educational attainment below higher secondary,
unskilled workers, persons with lowincomes and savings
levelsandyounger (aged 18to 24 years)andolder people
(aged 70 years and over). Similar surveys? in other
mature marketeconomies such asthe USAandthe UK
haveyielded similarresults.

Low levels of financial literacy therefore are not a
problemthatis uniqueto India. Fromthe experiencein
other countries, nor can it be assumed that achieving
developed economy statusinthe future willremove the
problem. Aproactive approachisrequired.

Where Are We Now?

The financial literacy debate in India presupposes of
coursethatthereis aproblem of significant magnitude
thatneedsto be addressed. Those of this view however
have yet to roll up their sleeves and invest in the
necessary objective evidence to substantiate this view.
Whatthenisthe evidence available?

In 2004/2005 | had the privilege to lead an Asian
Dev3elopment Bank Technical Assistance to the
Governmentofindiafocused onthe Government's plans
toestablishabroadbased contributory pensionscheme
for paid members of India’s 360 million strong informal
sector workforce. A central activity in the projectwas a
large nationally representative sample survey of the
financial capabilities and savings habits and perceptions
ofthe Indian workforce. Onthe basis of the Survey data,
thatis available on the Ministry of Finance and Pension
Fund Regulatory and Development Authority’s websites

forthose interested to mine deeper onthisissue, there
are someinteresting observationsthat can be made.

The keystone of financial literacy is a perception that
disciplined savingisimportant. Unwillingness onthe part
of individuals to save is the most adverse of financial
literacy markers. There is of course much datain India
on household savings rates, and Indians have the
reputation of being good savers. Of interestinthe ADB
Survey data is that it is possible to directly measures
savings as a proportion ofincome. What we see when
thatis doneisthatover half of the paid workforce (52%)
do put aside at least some of theirincomes in savings.
Notsurprisingly, dissevers, who comprise the majority of
the remaining 48%, are concentrated in India’s
multitudinous and poorly paid agriculturaland dailywage
sectors. The correlation between the propensity to save
and income therefore is strong with the propensity to
save rising from 31% of earners with annual incomes
belowRs. 25,000t0 savings 86% for those with annual
incomes in excess of Rs. 150,000.

Forthose with savings, atthe upperend ofthe savings
range, some 10% save in excess of 50% of their
incomes, while around half of all workers with savings
save atleast 10% ofincome. Whatis more remarkable
isthat savers with very modestincomes (< Rs. 25,000)
manage to put aside at least 10% of theirincomes just
like their higher paid counterparts. Surprisingly, however,
savingsrates do notincrease dramatically withincome
overthe middleand upper middleincomeranges (annual
incomesuptoRs. 1lakh). Abovethatfiguretheincrease
ismore dramaticwith over sixintenmanagingtoachieve
atleastthe 10%threshold. While these observations do
not vary significantly across States, there are distinct
differences in savings rates between occupational
classes, with the salaried classes, and government
salaried workers in particular, outperforming other
occupational groups.

The flip side of high savings rates is also a positive
picture in India’s case. Thatflip side is that the Indians
generallyare cautiousborrowersandmosthavenegligible
debt portfolios. However, the signs are presentthat this
is position may be shifting quickly with the explosionin
retail creditthroughthe banking sectorand heightened
interest in booming residential property markets. The
ability ofthe growing middleincome classesinparticular
to effectively source appropriate creditto meetborrowing
needs forthese and other purposestherefore should be
seenasanurgentandimportantfinancial literacyissue
that will grow in significance into the future. This
observationisunderscored by the factthatatthe present
time paid members of the workforce continue to access
credit from moneylenders in significant numbers
irrespective of theirlevel ofincome. In 2004 forexample,
some 6% of urban workers and some 11% of rural
workers with annualincomes in excess of Rs.150,000
had debtswithmoneylenders.

Atgroundzerotherefore, thefundamentalprerequisites
of financial literacy of high savings rates and low debt
levels is presentin India’s case to a degree that most




other countries would envy. This places India in a
relatively advantageous position to consider investments
infinancialliteracy programsasthereturnsforsucceeding
atthe task should be commensurately higher.

Atthis point, itisimportantto reflecton who standsto
gainfromeffortsdirected atthisresult. Thereis|believe
amisconceptionamong some financial market providers
in India that higher levels of financial literacy would
necessarily equate with an exodus of household
investmentinto marketlinked and insurance products. |
would argue thatwhile some driftofinvestmentovertime
in this direction might be expected, there will be no
exodus unlessthe marketproviders concerned actively
participate inthe process and are preparedtoinvestin
the necessary research to inform literacy program
developmentdesignedto achieve thatresult.

The issue for India therefore is not strategies and
incentivesto promote household savings, butstrategies
andincentivesaimedathowthose savingsaredirected.
The ability of individuals at the present time to identify
financial products and services that meet their needs
provides a salutary picture. Despite is long standing
availability in Indian financial markets, three quarters of
Indian paidworkers have nevertakenuplifeinsurance
products,andnegligiblenumbershave showninterestin
generaland healthinsurances (<2%). Withthe absence
ofbroadbased pensionschemesinindia, thereluctance
tobuy lifeinsuranceis particularly puzzling. Moreover,
for those who do buy, only a minority do so as partof a
retirement savings plan untiltheirannualincomesrise
intothe higherincome ranges above Rs. 75,000. In other
words, most purchasers of life insurance atthe present
time are misconceiving the primary nature and central
utility of the product.

The survey data provide other disturbing signs in
relation to appropriate product utility ecognition. For
example, the e xtentofknowledge and understandingon
the part of mandated pension scheme contributors of
their pension scheme entitlements is surprisingly low,
with nearly half of the covered employees notknowing
the full extent of their coverage under Government
Provident, Government Pension and Gratuity Schemes
or the underlying entitlements that the various schemes
involve. Anotherexampleis thatfewerthan 10 percent
of savers have longterm savings objectives, evenwhen
the savings vehicle is designed for this purpose. For
instance, onlysome 10 % ofthoseinvestinginthe Public
Provident Fund at the time of the Survey indicated that
their savings objective wasrelated to retirementincome
needs. Disturbingly, over 80 % incorrectly believe that
the Government guarantees bank deposits, and less
than 20% were registering price inflation as animportant
factorininvestment decision making.

Much of this situation arguably can be attributed to a
lack of money managementsavvy amongsmallinvestors.
Formalfinancial advisory servicesin Indiaremaininan
incipient state and are in any eventinaccessible to the
majority of Indians. This is reflected in the fact thatless
than one percent of Surveyrespondentsindicated that

they take advice about heir savings and investment
decisions from formal financial advisory sources such
as accountants, tax and investmentadvisers, and over
one in six indicated that they had been the victims of
some form of financial scam in the past.

The Way Ahead

Thesevulnerability levels are both high and alarming and
aprimary objective of promoting financialliteracyinthe
country should be to find affordable and accessible
mechanisms for remedying this situation. How that
might be achieved is worthy of greater attention by
financial product providersthemselves and should not
be seen as a problem that Government alone should
tackle. In fact, in the immediate term, the finance
industry willneedto take the lead if quick progressisto
be achieved. Potential roles for Government, as
elsewhere in the world, are likely to be more systemic
andconcernedwithalonger-termeffortinpubliceducation
and public instruction streams.

Strategies for the finance sector in approaching the
taskdesirablywouldinvolve action bothatthe institutional,
orindividualfirm, levelaswell as syndication of the costs
involved. At the individual firm level, investment in
management information systems that profile a firm’s
customer base interms offinancial product differentiation
within the vertical financial sector concerned would
representagoodstart. Byassessingits own customer’s
investment perceptions, knowledge and savings goals
individual firms would be well placed to better advise
customers onmore optimum investmentdecisionsand
inthe process passonthe necessaryinformationtoraise
literacy levels.

At the syndicated level, industry segments need to
poolresourcesto create awar chesttoachieve aworking
appreciation of the cross marketinvestmentbehaviours
of customersto determine whetherinvestment portfolio
compositionisinfactconsistentwithinvestormotivations
and goals. Armed with that knowledge, strategies for
promoting more rationalinvestmentbehaviour based on
informed understandings could be developed. Syndicated
effortcould be organised onthe basis of apooled effort
within market segments, for example, pooling by
insurance firms or pooling by mutual funds, or syndicated
efforts on a cross market basis, or both. In either case,
investmentisrequiredin purpose-built, large scale survey
data to establish the necessary knowledge chest as a
first step.

Inconsidering possible strategies |amreminded also
of the old political adage that all publicity is good
publicity. Giventhe prominence of agentworkforcesin
retail finance sales, both individual firms and the finance
industry atlarge, including financial regulators, would be
well advised to revisit agent training and certification
processestopromote greater financial literacy among
the agentsthemselves. Thiswould involve instilling in
agents an appreciation of basic financial planning
principlesandtailoringagenttraining programsto position
agentstounderstandtherelative benefits ofthe products




they sellcompared to those offered by competing market
segments. Properly designed, suchtrainingwould add to
thearmoryofsalesstrategiesfromtheagent'sperspective
andasaconsequenceitcouldbe expectedthatagents
would embrace thatknowledge as commercially useful.
Thefactthatmany agentswould be likely toemploy that
knowledge in a sell-interested way to the detriment of
competing product lines should not been seen as a
disadvantage, as agents approachingthe salestaskin
thismannerwouldinthe processnecessarilybringtothe

customer’sattentionarange of relevantissues consistent
withraising investor literacy levels.

In truth, all journeys begin with the first step. Soul
searching, head scratching and the vain hope that by
adoptingapatientapproachasilverbulletwill turnupwill
notgetthejobdone. Clearthinkingfoundedonareliable
knowledgebasethatneedstobe createdforthe purpose
is required. For that to be achieved investment is
required by those who will benefit most from success -
the Indian finance sector.
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