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Abstract: This paper uses the IHDS 2015-16 to analyze the nature and extent of 

indebtedness of Indian households. It studies utilization of loans taken from formal 

versus informal sector and the subsequent loan repayment behavior of these 

households. By analyzing repayment patterns we identify the characteristics of 

individuals who are defaulting. We study the source and purpose of borrowing, 

consumption and production patterns of households taking loan from different sources to gain insight 

towards the existence of moral hazard problem. We find that people who borrow from formal sources 

tend to have higher consumption, higher social spending and lower investment as opposed to people who 

borrow from informal sources. Higher spending, as opposed to investment, in turn has a negative impact 

on loan repayment. Our findings point towards the differential treatment of formal versus informal loans 

by the households. We argue that people tend to under-utilize default more on loans that are taken from 

sources which impose lesser punishment in the future. 
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Introduction: Debt plays an essential role in the lives of the rural households in developing countries in a 

number of ways. It is an important instrument for smoothing consumption, in a context where incomes 

typically experience large seasonal fluctuations. [Ghosh et al., 2000] However, credit markets in 

developing nations especially in rural households do not behave completely like competitive markets. 

They are dual structured, where formal and informal financial systems operate side by side. Due to the 

lack of availability of a properly structured debt market in the rural areas of the country, majority of the 

households borrow from informal sources of finance which charge high interest rates and often lead to 

informal agents usurping the assets of the households. To provide easier access to credit we often find 

governments intervening in the workings of the credit market in multiple ways. In Thailand increased 

participation in formal financial institutions increased economic growth between 1976 and 1990 

[Townsend and Ueda, 2003].  

India was also no different. Under the 1949 Banking Regulation Act, all banks required to obtain a 

banking license from the Reserve Bank of India, which is the Indian Central Bank prior to opening of a 

new branch. In 1975, the Narsimham committee conceptualized the creation of Regional Rural Banks 

(RRB). According to the RRB act of 1976, their equity is partly held by the Central Bank, partly by the 

state bank and the remaining by the sponsoring bank. The main aim was to develop the rural economy by 

providing credit to small and marginal farmers, agricultural laborers, artisans and small entrepreneurs 

[Misra et al., 2006]. In 1977, the government of India wanted to increase access of credit in the rural areas 

of the country. As a means of ensuring this, they mandated that a bank can obtain a license to open a 

branch in an already banked location only if it opened branches in four unbanked locations [Burgess and 

Pande, 2004]. Rural lending rates were also kept much below the urban lending rates. Every branch was 

also required to maintain a credit-deposit ratio of 60 percent within its geographical area of operation 

[Burgess et al., 2005]. However, given the size of the Indian credit market these interventions were 

perhaps not significant enough to satisfy the credit needs of poor households. Although progress has been 

made, formal finance does not appear to have adequately permeated vast segments of our society [Hoda 

and Terway, 2015]. 

Source of Borrowing and Household Social Spending: Utilization of loans borrowed for agricultural 

purposes have interested researchers for a long time. Tiwari [2012] suggests that 40% of the loan amount 


