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You might have heard this ‘1.4 billion times’ that the next decade for India will be a 
consumption story, indeed it will be a catalyst for our growth story. If we go back 
in time to pre-financial reforms in India, the consumer did not have much choice 
due to the closed economy. Post Independence, the government resorted to statism 
curbing the economy and excessive restrictions prevailed over businesses. The 
term ‘Personal Consumption’ was foreign to us. Consumption by preference was 
limited to the affluent class as opposed to the destitute base of the population. 
After 1991, the economy opened which enabled plethora of choices for the Indian 
consumer as multiple businesses came to India in different sectors. This 
revolutionised the Indian Consumption, and in the present world it is seen picking 
up and has become a crucial part of our story. 

While I was trying to understand what is the psychology behind an individual’s 
consumption and spending decisions, I came across two theories that affects 
consumption. In this letter, I will try and explain ‘Engel’s law of Consumption’ and 
‘The Wealth Effect’ and its relevance with the ‘Indian Consumption Saga’.

In the first theory, I’ll talk about Engel’s Law of Consumption. The term was coined 
by Mr. Ernst Engel in the year 1857, in which he stated that as household income 
increases, the percentage of income that a household spends on discretionary items 
(food, shelter) will decline, which will result in spending a greater proportion of the 
income on non-discretionary items (travel, recreational activities,etc). To give some 
perspective, if an individual’s income rises from the current level the incremental 
amount that he/she spends on discretionary items will be less as compared to 
non-discretionary items.
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Engel’s Law is not only limited to a household but also to an entire nation. Let me 
try and explain this, the wealthier a nation gets the smaller proportion of its labor 
and capital will go towards food production and the more of it will go towards 
manufacturing and services, resulting in an advanced economy.

You might be thinking, how is this relevant to the Indian consumption story? Well, 
it brings us to the indispensable indicator of a growing economy, the ‘Age-Old 
GDP’.  If you see it from a historical point of view the average share of consumption 
in Real GDP terms has always been higher than other factors as shown below. 
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~ Consumption always had the lion's share in the GDP
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Coming back to Engel’s law, the major contributor to the law is Rise in Income. To 
justify this we can see the statistic below (Indian Income Pyramid) and the 
significant shift that is happening wherein the Indian Middle class which falls under 
annual income between Rs 5 to 30 Lakh, eventually forming a stronghold for 
growth.

As Income Levels continue to rise, the expenditure on items like food will be 
constant, allowing a relatively higher part of the consumer’s wallet to be spent on 
non-discretionary items – be it mobile phones, automobiles, real estate, travel, etc. 
we all have experienced this phenomenon yet never realized it.

Sharing my personal experience here, when I started working almost 3 years back 
my expenses for leisure activities were limited, going to the movies twice a month, 
dining outside once a month, and traveling once a year. Now that my income has 
risen over the years my expenses have risen simultaneously, along with the existing 
expenses there is now an addition of taking OTT subscriptions (Netflix, Amazon 
Prime), watching almost every new release, dining outside & ordering food online 
have drastically grown (thanks to Zomato and Swiggy), travelling has increased 
almost twice or thrice a year (sometimes the weekend trips to the outskirts of 
Mumbai). I’m sure that each one of you can resonate with me, thus proving Engel’s 
law and its relevance even after 165 years.

Indian Income Pyramid
(Population in million)

*Annual houshold income at 2020-21 prices
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It indicates that Indians are not only 
spending towards consumption but also 
towards investments. Earlier almost 56% 
of the AUM of the mutual fund industry 
came from only three cities Mumbai, 
Delhi, and Bangalore which is not the 
same anymore. States like Uttar Pradesh, 
Tamil Nadu, and West Bengal have seen 
significant increases in the inflow of 
funds. SIPs have become an innate part 
of discussions and gain a mind share. 
People consider the SIP amount while 
calculating their monthly expenditure.

I vividly remember discussing SIPs with my former boss, where I raised a question 
‘Why he considered SIPs as a necessity?’. 

To which he replied  “Everyone will tell you that investing in Mutual funds is a better 
option because of the compounding returns it generates. But one of the most 
ignored reasons is future spending”.  He further elaborated the point by explaining 
how he could use the invested money for any unforeseen health expenses, 
children’s education, travel and so on. Intrigued by his perspective, I tried digging 
more to find data that proves the Wealth Effect.

The second theory highlights ‘The Wealth Effect’.

‘It is a behavioral economics theory suggesting that people spend more as the 
value of their asset rises’

The idea is that people (Consumers) feel more financially secure and confident 
about their wealth when their assets appreciate in value. It covers the saving & 
investing aspects which were missed in Engel’s law of consumption. To understand 
this theory, let us go through the transition of saving ways of a household. Earlier it 
was through fixed deposits (the most preferred way) but now there is a progression 
of savings towards investing. We both are an integral part of this shift because of 
our understanding of savings and investments. Let us understand this through the 
new age way of savings i.e. Mutual Funds.

If you see the trend of inflow in the Mutual Funds industry over the years, then you 
would be stunned!
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It proves that as households accumulates assets (physical+financial)  the overall 
consumption parallelly increases, thus corroborating the interrelationship between 
both theories.

The Indian Consumption Saga has seen many turn of events during its course, 
which brings us to this inflection point. The Wealth Effect and Engel’s Law of 
Consumption are two of the many factors that shapes the spending decisions of an 
individual. I am not claiming that these two theories will work going forward, but 
will be an incentivise other factors. The businesses that gives importance to the 
phrase ‘Customer is King’, and understand the ‘Consumption Story of India’ will 
definitely write the next phase of the saga. Hereby concluding my letter, hope you 
enjoyed it and was a value add to your knowledge. I will look out for more such 
theories and stories for you all, Until then Happy Investing.

Here’s the data that shows a relation between Household Savings and Aggregate 
Household Consumption.
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Thank You for reading! See you Next Month!

Some Interesting Reads & Videos

Know Your Country - Mr. G. Maran (Unifi Capital) - CFA Society India - New 
Delhi

Unveiling the Mind of a Brand Maestro: Dr. Sanjeev Juneja's Unparalleled 
Journey to Success.

Unravelling the Indian Consumer

INDIACONSUMERCLOSE-UP Tapping the spending power of a young, 
connected Urban Mass

*Click on the Above Text Access the Links 

https://youtu.be/OCElrQmsPS8?feature=shared
https://youtu.be/jaG8T5yYnlY?feature=shared
https://www2.deloitte.com/content/dam/Deloitte/in/Documents/consumer-business/Unravelling%20the%20Indian%20Consumer_web.pdf
https://www.goldmansachs.com/intelligence/pages/macroeconomic-insights-folder/rise-of-the-india-consumer/report.pdf
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The information or material (including any attachment(s) hereto) (collectively, 
“Information”) contained herein does not constitute an inducement to buy, sell or 
invest in any securities in any jurisdiction and Ekvity is not soliciting any action 
based upon the information. 

This information is intended to provide general information to Ekvity clients on a 
particular subject and is not an exhaustive treatment of such subject(s). This 
information has been prepared based on information obtained from publicly 
available, accessible resources and Ekvity is under no obligation to update the 
information. Accordingly, no representation or warranty, implied or statutory, is 
made as to the accuracy, completeness or fairness of the contents and opinion 
contained herein. The information can be no assurance that future results or events 
will be consistent with this information. Any decision or action taken by the 
recipient based on this information shall be solely and entirely at the risk of the 
recipient. The distribution of this information in some jurisdictions may be 
restricted and/or prohibited by law, and persons into whose possession this 
information comes should inform themselves about such restriction and/or 
prohibition and observe any such restrictions and/or prohibition. Unauthorized 
disclosure, use, dissemination or copying (either whole or partial) of this 
information, is prohibited. Neither Ekvity nor its founders nor employees shall be 
responsible or liable in any manner, directly or indirectly, for the contents, errors, 
discrepancies, or any decisions or actions taken in reliance on the information. The 
person accessing this information specifically agrees to exempt Ekvity or any of its 
founders and employees from, all responsibility/liability arising from such misuse 
and agrees not to hold Ekvity or any of its founders or employees responsible for 
any such misuse and free and harmless from all losses, costs, damages, expenses 
that may be suffered by the person accessing this information due to any errors.

Certain information contained herein concerning economic/corporate trends and 
performance is based on or derived from independent third-party sources. Ekvity 
believes that the sources from which such information has been obtained are 
reliable; however, it cannot guarantee the accuracy of such information or the 
assumptions on which such information is based.
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