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Interest as Social Security by S L Rao

Over many years of central planning, direction and control over the economy, governments have used interest rates to stimulate long-term investment. This reached comic heights in the 1960’s and 1970’s, when long-term interest rates were higher than short-term rates. The tragic side was the diversion of investment moneys to short term use and extremely high debt equity ratios in many companies. With equity markets strongly influenced by premiums on rights issues fixed by government, the equity market was small, and a weak regulatory system resulted in market values that did not reflect intrinsic values. Savings went mostly into debt instruments both because the interest rates were high and because of the high risk in equity investments. From 1992 to 1995 or so, with liberalization and the establishment of SEBI, equity attracted considerable funds, equity rose in capitalization in relation to debt, and the balance began to be redressed between long and short term rates. The repeated scams in the markets since then, the rampant rigging even by reputed companies, the quick boom-bust cycle in many companies in information technology, communications and entertainment, and the related uncertainties in investments in mutual funds, brought about a reversal. The private small investor again became wary of equity investments and moved into debt. Companies began again to rely increasingly on debt, as did mutual funds. But lenders began to suffer from increasing failures in debt servicing and repayments and began to be wary of lending. This was an important cause of poor capital formation in industry. 

The decline in interest rates that began three years ago was long necessary. With inflation having come under control in the 1990's and especially in the last three years, there was no justification for high rates, especially when lending was not growing as before. The Reserve Bank and government were also responding to the call of industry for lower rates, though lower rates had no apparent effect on reversing the recessionary trends. With decline in lending rates, borrowing rates also had to come down. 

The private small investor is now in a dilemma. Equity is highly risky, with prospect of losing capital. Lending instruments like debentures and company deposits have also become risky. Interest to investors has declined from as much as 17% to around 9%. The need for safety and steady income pushed investors to bank deposits and government instruments. For savers not needing immediate income, the public provident fund, post office certificates, etc, offered good shelter. The monthly income schemes of the Unit Trust were another big draw, but have lost their shine. Also, those for whom immediate income is not a criterion, have many working years ahead of them for increasing their savings so that even with lower interest rates they could protect their retirement incomes. Those still at work among the salaried classes benefited from the steep escalation in salaries in the '90's and may not have had to increase savings in proportion to the decline in interest.

The decline in interest rates has hurt those who have retired or are near to doing so. They have no opportunity for increasing their investible funds. Their plans for post-retirement incomes are now extremely adversely affected. The restrictions in the 2003 budget on investment in RBI bonds and tax savings, leaves only equity shares and mutual funds to recoup incomes. But these are risky. Even Reliance Petroleum has fallen in value in three years from over RS 70 per share to under RS 30 is now frozen at the lower value, as the shares are to be exchanged for Reliance shares at a ratio of I for every 11. The investor who is not any more able to add savings for investing for future incomes faces a grim old age for no fault of his own.

The declining trend in interest is essential and must continue. But better regulation of equity and debt markets, of companies and brokers, of auditors and merchant bankers, and better standards of disclosure and governance should have preceded it. Government must now consider a transition mechanism to protect the vulnerable middle class who are approaching retirement or have already retired. For example, a social security surcharge may be added to the interest income on designated major savings instruments for people aged 55 or more perhaps for the next ten years.

The many who are not eligible for the indexed pensions of government employees and who did not abused their positions to earn incomes far higher than their salaries, interest earnings were part of their social security. As they decline, government has a responsibility to make up much of the loss in this social security.   (780)

