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Fresh credit decisioning ideas needed for final push towards financial inclusion

or two dec-
ades. India
has donbiled

down on the pol-
icy prescription
of  providing
financial “last-
mile access’ toits
rural and poor
citizens. Has the
effort succeeded? It depends on
whaovouask, Financial institutions
have expanded manifold their
creditvolumes to poor houscholds
in thelast decade, and still the busi-
ness remains so profitable that the
Sector continies to attrct new
entrants. However, in the non-
credit domains, such as health
insurance, investment products or
retirement products, the inclusion
record has been far less cheerful—
inncleed, it has barely even started,
Thereisastory to be told about
why the discrepancy is so stark
between credit and every other
kind of financial product. And.even
within eredit, there is not always

agreement between stakeholders
as to whether financial inclusion
has truly succeeded ornot. Thislat-
ter disagreement is the subject of
this picee, which also touches upon
the other inclusion storv—non-
credit products.

Drata from the 2021 Al India Dbt
anel Investment Survey (Addis) sug-
reststhat, between 2005and 2019,
rural houscholds in India inereased
theirreliance on formal sources of
credit by 10 percentage points. At
the same time, informal sources
continued. a5 ol 2009, to constitute
afull 34% of rural households’ out-
standing debd. Thereis avariety of
hvpotheses that these numbers
might cause us to formulate.

Iwill focus on two of them, The
first is perhaps access to formal
credit remains asignificant issue for
India’s rural poor. The second is
perhaps formal and informal eredit
are not substitutes but comple-
ments, The interesting thing to
note is that these two hypotheses
arenot necessanly competing ones,

but could both be true. IFthat were
the case, what might policymakers
and regulators take away from that
paossibility?

The 2021 Aidisdata indicate that
asaf 20189, 35% olrural househalds
in India had some quantum of debt
outstanding—I8% had debt from
formal sourcesonly, 10% had delbt
from informal sources only, and 7%
had debit from both sources, This
implies that 25% of Indian raral
households were relving on formal
sources of credit in 2009, Whether
ornot that numberis highenough.,
it isthe casethat ithidesa great deal
of state-wise variation. In only 10
states, more than 25% of raral
houscholds relied on formal sour-
ces of eredit, and the number
breaches 0% only in the three
states of Andhra Pradesh, Kerala
and Telmgana. In 15 states, less
than 13% of rural households relied
on formal sourcesof eredit. Clearly,
aceess to formal eredit remains an
issue that requires policymakers’
attention, Yet, regular numbers on

the penetration of total formal
credit at the district or state levels
are hard, ifnotimpossible. o come
b in the public domain. Withouot
such numbers, we cannet focus our
attention more keenly towards
helping formal credit become avail-
able to under-served parts of the
country.

The financial lives of
the poor are radically
different from those of
the middle- and high-
income segments

Atthe same time, it isimportant
torecognize that the financial lives
of the poor are radically different
fromthose of the middle- and high-
income segments of the popula-
tion. Relative to the latter seg-
ments, the poor have incomes that
are both unstable and insufficient.
Oneway toappreciate this point is

to look at monthivdata rather than
annual data. When one does this,
one finds that a household may be
Judged as non-poor, or above the
poverty line, on anannual reckon-
ing, i.e, by taking the total annual
income and comparing it to the
poverty threshold defined in
anmual terms. But, the same house-
hold could appear as poor for more
than six months of the year when
the monthlvincome is compared to
the poverty threshold now defined
in monthly terms. That is, many
poor houscholds expericnce epi-
soclic poverty, moving in and out of
poverty many times during the
course of the year,

The obvious implication is that
the pooesuffer fromcash low defi-
citsalmost routinely, and therefore
much of their borrowing is forcon-
sumption smoothing—theyare not
borrowing for conspicuous con-
sumption that regulators and com-
mentators ustally worry about, bt
rather borrowing for consumption
tosustain themselves ataminimal

recuined level, For that reason, such
borrowing also most likely enables
household enterprise activities
hecause personal and business
expensesare not casily distinguish-
able in the case of poor house holds,

The canonical case hereisthat ofa

poor agricultural household with
highly seasonal income patterns
that is consumption-smoothing
within the vearto remain above the
poverty line.

Regulatory mandates for formal
institutions require them to dis-
burse credit onthe basisof income
assessments. Yet, itis cash Now that
is the proper input variable here.

The far-reaching effectsof this dis-

crepancy cannot be overstated. On
the one side, it means that even as
formal eredit becomes available,
the poor do not stop relving on
informal sources. On the otherside,
itmeansthat creditdisbursements
are wrongly calibrated to the bor-
rower's requirements, since the
condition for borrowing (cash low
deficits at a high frequency) is not

aligmed with the condition for lend-
ing lincome sufficicncy ata low fre-
quency). As such, this kind of mis-
match canquickly invite the threat
of delinguency, inspiring once
againareliance oninformal sources
to repay formal debt. In other
words, formal and informal deb
become complements, not substi-
tutes,

In conclusion, if it is true that
many mral householdsin Indiastill
o mot have access to formal credit
and also true that formal credit docs
reot anel may not necessarily replace
informal credit, then the policy
problem ismulti-lavered. Last-mile
access needs to be prioritized, but
also new formsof credit decisioning
need to e encouraged to protect
the borrower from falling into a
debt spiral. Therefore, last-mile
access and customer protection
should be simultaneous future pol-
icy priorities inthe financial inclu-
shon dom:in.
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