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henthe RBIreleased
‘]‘E its Financial Stahil-
ity Heport of June

2013, the pold loans sector
ones apain came infor seru-
tiny At the top of KBS con-
cerns about the gold loan
KBFCs was the concentri-
tion risk inherent in the
business model. brought in-
to sharper foeus by the sec-
tor’s phenomenal prowth.
Asthe report noted, between
2008 wnd 2003 the total asset
size of gold loan NBFCs in-
creased from 7548 billion to
2445.1 billion.

The hasic idex of concen
tration risk is not new and is
neatly captured in the prov-
erb, "Don't put all vour eges
in one basket.” The world
wikies Ui Do thie consed ieiices
of concentration risk dur
ing the sub-prime meltdown
inthe US in 2008, The impor-
tant lesson was that concen-
tration risk applied cven to
sectors where conventional
wisdom would deny the pos-
sibility of an adverse out
come based on a convietion
that it something has not
happened before, it won'l
happen in future too. For
over three decades, residen-
tial property prices inthe US
kepr going up. To the banks
dealing inmortgage loans, it
simply did not occur that the
value of their collateral
would fall below the loan
outstanding. And vet it did,
in a way that's heen ealled a
black swan event, whichisio
say. a probahility of oecur-
rence as rare as sighting a

Black swan, but massive in
impact. What began as trou-
IMes with sub-prime mort-
papes went on 1o become the
wWOrst recession in post-war
UShistory,

Arovund this time, gues-
tions began tobeasked in In-
dizn about how susceptible
we were tooa similar se-
guence of events. After all,
in the decade before, the
howsing loans portfolio had
multiplied manifold at In-
tiz's banks. driven by the ex-
ampleand aggression of pri-
vate sector players like ICICL
Bank and HDFC, The Indian
seenariodlsohad other simi-
laritics with the US. One rea-
son why US housing attract-
edsomuch investmentinthe
run-up to the crisis was the
EENeruUUs  tEx  incentives,
bassed on a national consen-
sus that home ownership is
inherently desirable. and to
be encouraged. This is true
of Trvel haa b, amel ouir tiax code
allows many deductions and
exemptions for home loans.
Consequently, the banking
soctor's oxposure to home
loans had gone up substan-
tially and real estate prices
showed afirm upward trend.
The word in the market was
that it was all booming.

For all the overt similari-

ries, for onee, there was no
Knoee-jerk reaction. It was
concluded that the Indian
sepnario was rather differ-
ent, Firatly, from a purely
banker's point of view, it was
painted out that thanks to
the nature of the real estate
brgsiness in ndia— s sipnifi-
cant “black money” compo-
nent is the norm in most real
patate desls — the price of
the property would be signif-
ivantly under-reported and
undervalued, Therefors,
there ismore cushion availa-
ble to lenders than would ap-
pear an paper, and borrow-
ers would have s greater
incentive to keep their ac-
counts ingood standing,

The sccond factor had todo
with our social and cultural
norms, Family ties  are
stronger in Indio and the so-
cio-eultural values that bind
a family also finds expres-
sionasanemotional connect
with the family home. Home
owners are unlikely to stop
repaving their home loans
just because home prices
have fallen and the equity on
their mortgage goes into
negative territory.

While fears about concen-
tration risks in the Indian
housing loans segment were
thought to be promaturs, it's

There are crucial similarities

between gold loans and the

Indian housing Inans segment
QOur social and cultural norms
give an extra cushion to lpan

financiers in both segments
Officials need to recognise
this fact, what we don’t need
is premature alarmism

unfortunate thar similar fac-
tors at play in gold loans are
not given doae consideration.
Intrving tower 8 messure of
the risks in gold loans, inter
esting points of similarity
with  housing  finanee
amerge, Exaetly in the way
that the black compenent in
real estate deals results inun-
dervaluarion of property, so
ton does the making charge
arldd to the security of the
lender in gold loans. Because
miaking charges are not fi-
nanced even as they got
priced into all purchases of
gold jewellery, it's a hidden
cushiontothelender the way
the uck money component
inareal estate ransaction is.

Further, just s stronger
family ties bind people to
their homes, they are also
emotivnully attached to the
family jewellery, Often, the
Jewellery isin the nature of a
family heirloom, acquired
during important oceasions
like a marriage, or the birth
of achild ete. More often, it
belongs to the women in the
family whio arc loath to let it
go, Over the yoars, our expe
rience has been that occa
sionsof willtul detault, espe-
cially with intention to
capitalize on fluctuations in
gold prices, are very limited.

Clearly, the extra cushion
given by circumstancesto I
dias housing loan finan
cicrs, which sots them apart
fromtherpecrsinthe US, ap
plies to gald Toams as well.
What iz necded now issimply
a greater recognition of this
reality from official guar-
ters. What we doi’t need is
premature alarmism.
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