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Foreword

Just finished reading ‘Confessions of a Microfinance Heretic’ by Hugh Sinclair. A sordid saga, though
exaggerated at places, of a good intent that went haywire. This apparently is a new genre of literature
in the sector that is starting to hit the stands. In India, about two years back, Prof. M. S. Sriram of IIM
Ahmedabad, wrote a Discussion Paper in a similar gripping narrative titled ‘Commercialization of
Microfinance in India’ that had an insightful description of the boardroom skullduggery within among
the most pre-eminent MFIs in the country. The good stories of ‘Doing Good and Doing Well’ of a model
that was touted as a miraculous mechanism of reaching the poor, seemingly have started to dry out and
are replaced by scathing details of wrongdoing by MFIs, client abuse, high profiteering, investor greed,
manipulations within Board Rooms and are grabbing headlines. While perhaps the Sinclair book is not
so well circulated among those that view commercial microfinance with skepticism and suspicion, the
Sriram Paper was widely read by a diverse cross-section of stakeholders, more importantly by policy
makers and regulators. Among others, the paper then became the casus belli that led to the Andhra
Pradesh crisis in October 2010. A market that seemed to be sizzling, crashed completely and promoters
who featured as among the most influential people by magazines like Time and Newsweek, disappeared
from public sight in the wake of the Andhra Pradesh Ordinance.

Are there any lessons to learn from the Andhra Crisis? For over a quarter century, prodded by a need
to sustainably serve the poor, commercial MFIs, as they matured and grew, came to be accepted as a well
tested, market-based and scalable model. In India alone, over a period of 15 years they attained an out-
reach of over 30 million with an outstanding portfolio of over ¥ 200 billion. It was growing at a much faster
pace than the more mainstream SHG-Bank linkage programme. Banks were abandoning SHG lending and
providing huge bulk loans to MFIs; investors from all across the world were queuing up to invest in these
new breed institutions. The regulator turned a blind eye and while one MFI hit the capital markets, several
others were dressing up their show for windfall gains through IPOs. The Andhra Pradesh Crisis undid all
this as Prof. Sriram titled it in his Economic and Political Weekly ‘A fairy tale turned into a nightmare. While
there have been some papers and studies on identifying the reasons for the Andhra Pradesh crisis, and both
the industry and the regulator are trying to fix the issues, what the sector should learn from the Andhra
episode, I guess is more important; since eventually it is the poor who are hit the worst, and perhaps, it can
not be business as usual, anymore.

All through 2011, there were efforts at repairing a beleaguered sector; however with little success. There
seemed little recovery in sight. The biggest impact of the crisis, apparently was the drying up of capital, both
debt and investment. Banks largely adopted a position of wait and watch; waiting for what however was not
apparent. While for some time there was a certain uncertainty whether loans to MFIs would be retained in
the priority-sector list; and if that were to happen, the liquidity crunch would have only worsened, as MFI
lending has been, for some time, among the best risk adjusted lending under the priority sector. Were MFI
lending to go out of the priority sector list, there would have been little incentive for banks to continue lend-
ing to MFIs. Fortunately, the new priority sector guidelines retained bulk loans to MFIs in the list. Irrespective,
fresh lending did not seem to be forthcoming in the last one year, with the list of banks willing to lend to
MFIs shrinking down to very few. The severe cash flow crunch resulted in several MFIs folding up, particu-
larly the smaller ones; and both the numbers and outstanding portfolio saw a negative growth. The Reserve
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Bank issued a series of policy circulars, created a separate NBFC MFI category, put a cap on spread and is-
sued prudential norms for lending. The composite Microfinance Bill continued to be pending in Parliament
for enactment. The industry associations continued their engagement with policy makers, the Regulators
and commercial banks announced a unified code of conduct at the ACCESS Microfinance India Summit
in December 2011 and undertook social performance ratings in an attempt to keep vigil over practice. An
IFC initiative saw the structuring of the Responsible Finance Forum to push the industry towards greater
disclosure and transparency. There seemed to be no new breakthrough in the three-way impasse between
the Federal and AP State Government and the MFIs. Despite all measures and policy initiatives, at the end
of the day, there was no sight of the sector getting back on track some time soon.

The SHG programme too did not remain unscathed, with the pace of growth slowing down, defaults
rising, groups breaking and a general sense of ennui being witnessed among both promoters and lenders.
While NABARD, which desired to give the movement a fresh impetus through its SHG version 2 of the
programme, has not been able to move with the new ideas effectively, the ambitious NRLM (National Rural
Livelihoods Mission) has also been slow in rolling out. NRLM, on the ground will enroll 450 crore poor
households into SHGs, which will be federated for financial intermediation across 600 districts. However,
the fact that the government itself will largely implement the programme, has in fact become the principal
reason for its slow start. Across states, there are not enough professionals to hire for implementing a large
complex programme like this one. Further, the government too has identified over 100 difficult districts to
saturate them with SHGs through MoUs with Self-Help Promoting agencies. All this together should ordi-
narily have translated into a big new push to the SHG programme, but signs of a re-energized movement
are not evident.

Put together, both the MFI and SHG outreach could not cross the 100 million threshold, which should
have easily happened if the pace of growth of the previous years had sustained.

The seventh edition of the ACCESS “State of the Sector’ Report seeks to capture the dull and dreary recov-
ery process witnessed over the last one year and the role of different stakeholders in this rebuilding effort.
The Report attempts to analyze trends and progress under the two strands of microcredit delivery, identify
issues that have enabled but mostly impeded growth. It will highlight new initiatives being taken by the gov-
ernment and the Reserve Bank in pushing the financial inclusion agenda, analyze the enabling environment
and policy initiatives that were taken during the year. A special chapter has been dedicated to the important
National Rural Livelihoods Mission that seeks to examine its potential impact on the poor, particularly in
their effort to access financial services. Another important aspect deals with the issue of customer protec-
tion and responsible finance, contextually important since it was the issue of client abuse that precipitated
the crisis. Overall the SOS, as always, will represent a major effort in capturing all initiatives, efforts, issues
and activities that characterize the progress of the sector witnessed in the last one year.

An important change in this year’s SOS has been the author. While over the last four years, the SOS was
authored and anchored by N. Srinivasan, who is now so well known within the sector; this year’s report has
a new author in Dr Venugopalan Puhazhendhi or Puha, as he is nicknamed. Puha came into the country
from South Korea, where he taught Economics at Konkuk University in Seoul. Although Puha is a former
executive of NABARD, and was among the first to have undertaken studies on the impact of the SHG pro-
gramme and transaction costs of lending under the programme, several years away from the country per-
haps did not help him in keeping abreast with the current state of affairs of the sector. I invited Puha to the
Microfinance India Summit last year to assess his inclination to take on the mantle of authoring the State of
the Sector Report. Despite his handicap, and much to our relief, Puha agreed. He is a keen researcher, and
is quick to pick the trends, and a few discussions on the sidelines of the Summit, assured us that he would
eventually be able to pull off this task. Soon after our agreeing for him to author the SOS, Puha got onto the
job, reading, researching, talking and meeting with key stakeholders and understanding key issues. Fortu-
nately, Srini agreed to free some of his time to continue support to Puha, wherever he required. I am grateful
to Puha for having come on board and for bringing out the SOS in time for its annual release.

Bringing out the SOS is indeed a sectoral effort. In addition to a small secretariat within ACCESS that
supports the writing of this Report, a whole lot of stakeholders very enthusiastically support this effort.
Over the years, the Centre for Micro Finance (CMF), Chennai has been a rock solid support to the SOS.
Its research findings from several studies have brought great depth of analysis in the Report. I thank Santa
from CMF for the great commitment and contribution from CMFE. Graham and Manoj from MicroSave,
have equally provided super content to the Report. The data this year from MIX was critical for the MFI



chapter and I thank Liz for her willing support. C. S. Reddy from APMAS hugely contributed to the SHG
chapter analysis. I profusely thank NABARD for providing all the related information and data for the SHG
chapter. I would like to thank Dr Prakash Bakshi, Chairman NABARD, his colleagues Suran and Krishna
for their stupendous contribution. The SFMC team at SIDBI, Alok and Priya from MFIN, Greg from CGAP,
Titus and Achala from Sa-Dhan, Alok from M-CRIL, Al from NABFINS, Navin from Solutions Exchange
and Prema from UNDP have all contributed in equal measure; I thank them all. Support from Sita from
the World Bank was critical for the NRLM chapter. Without this overwhelming support, ACCESS by itself
could never pull together a document, which traces the variety and vicissitudes in its analysis and content.

Finally, I take great pride in my own teams to have, once again provided anchor support to Puha and the
Report. Under the dynamic stewardship of Radhika, Executive Director, ACCESS ASSIST (a specialized
affiliate of ACCESS), and duly supported by Nilesh and Juhi at Headquarters, and the exceptional support
from Deepak in Lucknow, and Sudipto in Kolkata, the team stood up to provide quality backend support
in a timely manner. The team helped in coordination of Puha’s meetings with key stakeholders, informing
him of important sectoral events, pulling down relevant information. As always, Lalitha was super effi-
cient in organizing Puha’s travel and other logistics. This aggregate effort from teams at both ACCESS and
ACCESS-ASSIST helped Puha to bring out the Report in time.

I am glad that, with support from all, ACCESS has been able to bring out yet another high quality State of
the Sector Report. Increasingly, the SOS has become an important reference document, which has begun to
inform as well as influence policy, and policy makers find it useful while taking a view on issues within the
sector. While the Malegam Committee used the Report while making its recommendations on the sector,
several others in the Parliament reach out to ACCESS for its copies, even if to better understand sectoral
issues. The effort, however, is to make the SOS a useful document that can help in anticipating trends and
help in improving practice. I am sure the Report serves this meaningful purpose.

Vipin Sharma
CEO
ACCESS Development Services
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Preface

When invited to write this year’s State of the Sector Report, I accepted with great privilege and pleasure
primarily for getting an opportunity to revisit the sector after my involvement in the initial phase of the
SHG Bank Linkage Programme. Now I could recognize the vast changes that took place in the sector in its
approach, vision and mission as well as the changes among the clients’ profile and perspectives. The very
high standards set by N. Srinivasan, the author of previous years’ reports, made my task both inspiring and
challenging. Recognizing the importance and relevance of this document both at national and international
levels at a time when the sector is showing signs of recovery from the crisis; I tried to put all my efforts to
making this document forward looking and packed with knowledge.

Being a new author of the report, I tried to retain the structure and presentation of the report similar
to earlier ones for the sack of continuity. This year’s report has 10 chapters broadly similar to the earlier
reports, except having a separate chapter on credit plus initiatives by different microfinance institutions. I
have also laid greater emphasis on institutional arrangements in SHG mode, focusing on SHG federations.
With a view to providing deeper insights, the National Rural Livelihoods Mission (NRLM) has been incor-
porated as a separate chapter as in the previous years. Financial inclusion has been recognized as a priority
goal of the microfinance sector and efforts were made in this report to identify the critical areas of interven-
tions for greater success of the initiatives in the future.

In spite of the huge challenges I faced in getting inputs and information from various institutions and
stakeholders, the magnitude and quality of support provided by most of the stakeholders have greatly helped
me in bringing out the report on time. I must profusely thank the Centre for Micro Finance (CMF) at
the Institute for Financial Management and Research, Chennai, and its Microfinance Researchers Alliance
Programme (MRAP), Andhra Pradesh Mahila Abhivruddhi Society (APMAS), MicroSave and the Micro
Finance Institutions (MIX) Market for their extraordinary support through sharing their research findings
and data. The voluminous data and information provided by MIX Market, the National Bank for Agriculture
and Rural Development (NABARD), the Small Industries Development Bank of India (SIDBI), the Micro
Finance Institutions Network (MFIN), UNSE Microfinance Community Grameen Foundation and studies
by MicroSave and CMF Chennai formed the basis for the report. Santadarshan Sadhu, CME, Graham
Wright, Manoj K. Sharma, MicroSave and C.S. Reddy, APMAS, have shared the burden of preparing this
report in time. The study conducted by K.C. Deepti from CMF provided valuable input for the report. Liz
Larson and Amarnath Samarapally provided critical data for MFI analysis. C.S. Reddy and Enable network
extended valuable support through their research findings on SHG federations.

Aloysius P. Fernandez from NABFINs and Greg Chen of CGAP responded to my request for sharing
their views on important issues in the Indian microfinance sector. The generous support extended
by Sitaramachandra Machiraju of the World Bank in developing the NRLM chapter deserves special
mention here.

Dr Prakash Bakshi, Chairman, NABARD shared his views on the sector performance and related issues.
Suran and Krishna from MCID extended all their support, including providing required data. My former
colleagues at NABARD—Sathish, Venkatesh Tagat, Jinna, Padmanaban and Chintala—supported me in ev-
ery possible way in bringing out this report in time. Ashok from NABARD helped me in developing several
case studies. Mathew Titus, Achala Savyasaachi from Sa-Dhan, Alok Prasad of MFIN, Kalpana Shankar
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and Jayaseelan of Hand in Hand, Vasudevan from Equitas, GVS Reddy from SERP, Sampath Kumar from
RGMVP and Baskaran in IIBF have assisted me by providing required data and their critical views on the
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Overview

GLOBAL ECONOMY

The gloom that engulfed the global economy follow-
ing the financial crisis in mid-2007 got intensified
due to the European debt crisis in the recent period.!
Most of the advanced economies face deflationary
tendencies combined with high unemployment
rates. The global economy is projected to grow at 3.5
per cent in 2012, a drop of 0.5 per cent from what
was estimated for 2011. The uncertainty surround-
ing the resolution of the sovereign debt crisis of the
Euro zone makes it difficult for the world economy
to recover. Concerns over fiscal sustainability in Italy
and Spain have also cast a shadow over the Euro
zone. However, the recent commitment showed
by European Central Banks in providing liquid-
ity to tide over short-term bank rollover risk have
signalled the firm resolve of the European leaders
to tackle the crisis. While the emerging and devel-
oping economies have been able to withstand the
crisis to a large extent, they cannot remain immune
to the developments. Given the global interlinkages
through both trade and finance, these economies
have started experiencing the adverse impact of the
crisis in a visible manner. The low growth rates in
the advanced countries have meant that the export
demand emanating from these economies has taken
a beating, which is bound to impact the growth of
emerging and developing economies. This is apart
from the contagion effect that the crisis anyway has.
The emerging and developing countries as a group
are nevertheless quite diverse, and it would be a fal-
lacy to club them all as a homogenous category and
prescribing universal solutions. While some coun-
tries need to guard against overheating, others may
have to tackle negative output gap.” Fiscal consolida-
tion and bank deleveraging are unavoidable, painful
remedies, which lead to a contraction in growth rate
in the short run.

INDIAN ECONOMY

While the world economy was grappling with its
problems, the Indian economy grew at a healthy
rate of 8.7 per cent for the five year period 2003-04
to 2007-08. In fact, the average rate of growth for
the three year period 2005-06 to 2007-08 was 9.5
per cent. The crisis year (2008-09) saw the growth
rate plummeting to 6.7 per cent, which was anyway
on expected lines. The economy however bounced
back by registering growth of 8.4 per cent for the
next two fiscal years.” The fairy tale run of the
economy seems to have taken a beating with growth
plummeting to 6.5 per cent in 2011-12, which in-
cidentally is lower than even the growth recorded
in the crisis year 2008-09. The underlying macro
economic factors associated with this growth rate
appear to indicate that the slowdown is structural
in nature rather than cyclical. The slowdown is evi-
dently widespread across the sectors. Barring the
two segments, viz., electricity, gas and water supply
and community, social and personal services, there
was a marked deceleration in the growth rate of
output in all other activities. The fall in the growth
rate of agriculture, forestry and fishing implies that
around 55 per cent of the population dependent on
it would be adversely affected and incomes would
fall. A reduction in the construction sector growth
rate also does not augur well for employment gen-
eration as it has one of the highest employment elas-
ticities, across sectors.

The policy debate in India is now firmly focused
on the relevant contributory factors such as the in-
terest rate, inflation rate and the exchange rate. Giv-
en that the growth rate is forecast to slacken again to
6.5 per cent in 2012-13, there has been a persistent
demand for an accommodative monetary policy in
order to boost the growth rate. There is a recogni-
tion that an investment rate of 36 per cent in order
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to sustain a growth rate of 9 per cent per annum is
not within the realm of reality. The Reserve Bank
has downscaled the potential trend growth rate
for the economy to 7.5 per cent. The inflation rate
continues to remain high despite a bumper crop in
foodgrains and large food stocks. Recognizing the
possibility of stoking inflationary pressures, the cen-
tral banK’s hesitation to cut interest rates also stems
from the high level of fiscal deficit and excessive
borrowing by the central government. Furthermore,
the perceived policy paralysis at the centre has also
undermined the confidence in the India growth sto-
ry. Highlighting its concern over the fiscal deficit,
the international rating agency Standard & Poor’s
(S&P) cut India’s rating by one notch and any fur-
ther downgrade would mean that India would not
have an investment grade rating. A junk rating
could dry up capital inflows and make it harder for
Indian companies to raise funds overseas.

The pangs of inflation have persisted since the
commencement of the decade. During 2011-12,
headline WPI inflation rate moderated from a peak
of 10.0 per cent in September 2011 to 7.7 per cent in
March 2012. However, during 2012-13 so far, pro-
visional data suggest that it inched up from 7.2 per
cent in April to 7.6 per cent in May, driven mainly by
food and fuel prices, but moderated to 6.9 per cent
in June due mainly to base effect. The food inflation,
driven mainly by vegetable prices and protein infla-
tion continue to contribute substantially to headline
inflation.* Predominantly, inflation concerns weigh
heavily in policy making as its effects have to be
factored in while formulating policies for sustain-
able economic expansion. Supply-side constraints, a
falling rupee, an outsized government budget deficit
and a widening current account deficit have added
to the economic malaise leaving little policy leeway
on both the monetary as well as fiscal fronts. The
most serious consequence of inflation is its adverse
distributional impact on the poor, people without
social security and pensioners. Poor households
are unable to maintain consumption levels at cur-
rent prices and therefore, they are particularly worse
off in an inflationary situation.” During 2011-12,
growth also slowed down, in part because of high
inflation. This further reduced the welfare of the
common man as firstly, it had an adverse impact on
employment and incomes and secondly, with low
growth, the trickle down benefits for the poor also
reduced. The value of the Rupee against the US dol-
lar witnessed a steep depreciation. From April this
financial year, the Indian Rupee has depreciated
by 6.6 per cent till July, 2012 on a monthly average

basis, and it was the worst performer among major
Asian currencies. Growth of exports (and imports)
of both the advanced economies and the emerging
and developing economies is projected to halve by
2013 as compared to the growth rate achieved in
2010. Though the conventional view is that a depre-
ciating rupee may aid exports, in the present scenar-
io where demand for Indian exports is dependent
on the recovery in advanced economies, pushing
exports may not be possible in the short run. In-
dia needs to boost exports by evolving an incentive
structure and support in a substantial manner if it
wants to arrest the further worsening of the current
account deficit.

Growth in bank credit has slowed in China and
India amid concerns about deteriorating loan qual-
ity. Bank credit in India is projected to grow at 17
per cent, against 19.3 per cent in 2011-12. On a
year-on-year (y-o-y) basis, non-food bank credit
increased by 17 per cent in April as compared with
22.1 per cent a year ago, which improved to 18.6 per
cent in June 2012. Credit to agriculture increased
by 14.6 per cent in April 2012, up from 12.0 per
cent in April 2011, but slackened to 12.8 per cent in
June 2012. Credit to industry increased by 19.5 per
cent in April 2012 and improved to 20.3 per cent in
June 2012 as compared with 25.9 per cent in April
2011. Credit growth to industry in April 2012 was
led by infrastructure, metals and metal products,
engineering, food processing, gems and jewellery,
vehicles, vehicle parts and transport equipment and
mining and quarrying. Credit to the services sector
increased by 15.8 per cent in April 2012, significant-
ly lower than 24.1 per cent in April 2011, but im-
proved to 19.1 per cent in June 2012. For the Twelfth
Plan period the institutional credit for agriculture
has been projected in the range of 33,000 billion to
342,000 billion depending upon the various growth
scenarios. The most plausible is the scenario where
the institutional agriculture credit flow is estimated
at 37,000 billion for the five-year period (2012-13
to 2017-18). Achieving this would mean that credit
flow has to be doubled between the Eleventh and
the Twelfth Plan.

The Twelfth Five Year Plan, which intends to ush-
er in a faster, sustainable and more inclusive growth®
builds and goes beyond the theme of the previous
plan. However, the formulation of the Twelfth Five
Year Plan, which was supposed to start in 2012, has
been delayed by at least one year. The challenge dur-
ing the Twelfth Plan would be to ensure that the prin-
ciple of inclusive growth is not sacrificed on account
of the lower growth rate of the economy. During the



course of the eleventh plan, over 8.3 million central
government employees and pensioners benefitted
from the implementation of the recommendations
of the sixth Central Pay Commission. Their spend-
ing ensured that India was a consumption driven
growth story. The nationwide rollout of the Mahatma
Gandhi National Rural Employment Guarantee
Scheme did boost incomes in rural India. These two
developments did shield India from the worldwide
economic slowdown.

MACROECONOMIC CONDITIONS AND
MICROFINANCE INSTITUTIONS’

Do the macroeconomic conditions in a country have
any bearing on the working and operations of MFI?
There are very few studies, which have attempted to
explore this relationship. The good news is that this
is an area of research, which is increasingly getting
the attention of researchers in the field of micro-
finance. Many impact studies have mentioned the
important enabling role that stable macroeconomic
conditions play in the development of this sector. A
study in Brazil links the relative underperformance
of microfinance in the country to high levels of in-
flation. Another similar study attempts to compare
the growth of MFIs in India and Nepal, and comes
to the conclusion that the relative success of MFIs in
India can be related to the positive macroeconomic
conditions whereas the lack of growth of MFIs in
Nepal was due to political instability following the
Maoist insurgency in 1996. During the crisis period
(December 1996 to March 2000) microloan lending
and repayment performance of MFIs improved vis-
a-vis corporate and retail banking, which were ad-
versely affected. The authors attributed the thriving
of microloans to compatibility of cash flows of mi-
croloans and small scale business were less import
dependent, and hence crisis did not affect them as
much as it adversely affected large businesses and
thus corporate and retail banking. Moreover, micro
finance borrowers repaid promptly even during the
crisis to Bank Rakyat as the borrowers feared that
defaulting would mean that a critical source of ac-
cess to finance would be lost. However, a contrast-
ing experience has been presented in a study in the
context of Bolivia during the economic crisis period
of 1998-2004. The authors assert that adverse mac-
roeconomic conditions led to decline in lending
and increase in loan defaults. An important finding
of the study was that MFIs that were profit driven
(largely concentrated in extending consumer credit)
were the ones that were largely hit relative to those,

which provided additional services like savings,
training, etc., along with loans. The government
also bailed out MFIs that had debt problems, which
did create moral hazard problems. The two studies,
therefore, provide contrasting evidence on the im-
pact of macroeconomic conditions prevailing in a
country and MFI performance. A panel data study
conducted covering 329 MFIs from 70 countries in-
vestigated the macroeconomic determinants of MFI
performance and has come up with some interest-
ing findings:

1. Economic growth has a positive influence on
MFI performance and gets reflected in a larger
MFTI loan size to the clients.

2. Higher degree of formalization and industrializa-
tion of the economy is associated negatively with
MFI performance, specifically with respect to
outreach parameters.

The short point that flows out of the empirical evi-
dence emanating from the few studies in this area
indicates that macroeconomic conditions can have
both positive and negative outcomes with respect to
MFI performance.

MICROFINANCE

From a global perspective, it is surmised that in the
aftermath of the global financial crisis, microfinance
has begun to enter a more mature and sustainable
growth phase.® Followed by the rapid expansion
over the years, the focus of the microfinance sec-
tor has turned towards accelerating the improve-
ments in governance, responsible finance practices
and regulatory capacity. Further, risk management,
which has become a post-crisis priority for all finan-
cial institutions, has improved considerably in the
microfinance sector, which is essential, given that
it is offering an increasingly diversified range of in-
novative financial services to the poor. Besides tak-
ing advantage of new opportunities, microfinance is
well positioned to take further advantage of techno-
logical and market developments.

Indian microfinance has also been showing mild
signs of recovery on account of improving regulatory
environment and improvement in governance. The
number of savings linked SHGs increased to about
%7.96 million with the member base’® of 104 million.
The provisional data available from NABARD for
the year 2011-12 shows that the number of SHGs
provided with bank loans was 4.36 million, which
is about 9 per cent less than the previous year’s per-
formance.'” However, the outstanding loan amount
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recorded an increase of 19 per cent during the above
period. In terms of incremental loans outstanding
the SBLP added 57.23 billion.

The total client outreach of MFIs was recorded at
26.6 million with a gross loan portfolio of 3209.13
billion. Both the clients outreach and loan portfolio
recorded negative growth in this year. The growth
rate in client outreach came down by 15.7 per cent
in the year 2011-12 as against an increase of 19.1
per cent recorded in the previous year. However, the
gross loan portfolio has remained almost stagnant,
registering a marginal fall of 3 per cent. Customer
outreach has recorded a relatively higher decelera-
tion in growth rate as compared to the loan out-
standing, which suggests that MFIs are unable to
service existing customers and perhaps not acquir-
ing new customers. This trend could be attributed to
the liquidity crisis which affected the MFIs during
the second half of the year 2010-11, but remained
almost unchanged for the entire year 2011-12.
Both SBLP and MFIs put together achieve outreach
of 83.4 million clients during 2011-12, which is
less by 11.6 per cent of their customer base in the
previous year (Figure 1.1). The degree of decelera-
tion was pronounced more among MFIs (-15.7 per
cent) than SBLP (-9.5 per cent) (Table 1.1).

SHG and MFI outreach
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Figure 1.1 Comparison of SHG and MFI client outreach (Customers in millions)

Source: SHG data from provisional data provided by NABARD and MFI data from Sa-Dhan.
The Bharat Micro Finance Quick Report 2012 and Mix Market data.

The overlapping of customers between MFIs
and SBLP is the prevailing phenomenon, which is
still continuing. As it was done during the earlier
years, while adjusting the overlap,' a 10 per cent
reduction has been made in respect of the number
of members of SHGs and a 35 per cent reduction
in respect of customers of MFIs. After the adjust-
ment of overlap, the number of customers of mi-
crofinance' is estimated to have increased by 12.5
per cent, which is much higher than the growth rate
of last year.

Outstanding SHG loans from banks showed an
increase of about 19 per cent, whereas the MFIs per-
formance loans decreased 3 per cent when compared
to the previous year. Overall, the loans outstanding
in the micro finance sector increased by about 9.7
per cent (Figure 1.2). In terms of absolute amounts,
the increase was of the order of 351 billion. However,
a realistic assessment of the portfolio can be made
only when the loans that have turned delinquent are
taken into account.

As predicted in the last year report, the full im-
pact of the AP events is felt during this year as the

Loan portfolio of SHGs and MFls
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Figure 1.2 Comparison of loan portfolio of SHGs and
MFIs R billion)

Source: SHG data from provisional data provided by NABARD and
MFI data from Sa-Dhan. The Bharat Micro Finance Quick Report
2012 and Mix Market data.

Table 1.1 Client outreach—borrowers with outstanding accounts (in millions)

Growth

percentage

2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 in2012 (%)

BanksSHG 38 AL S . SR 625 . 366 _ ... <

MR M0 A 226 267 318 - 268 . D157

Total a8 .. 612 _ 766 ___ 863 __ 943 _ | 834 . Z116 .
Adjusted for Overlap 449 56 70 71 76.7 68.2 -12.5

Source: SHG data from provisional data provided by NABARD and MFI data from Sa-Dhan. The Bharat Micro Finance Quick report

2012 and Mix Market data.



Table 1.2 Comparison of average loan size

Extent of increase

2008 2009 2010 2011 2012 in 2012
SHGMember . 3606 - 4129 472 4893 6420 1527
MFI Customer 4223 5192 6870 6779 7803 1024

Source: SHG data from provisional data provided by NABARD and MFI data from Sa-Dhan. The Bharat Micro Finance Quick report

2012 and Mix Market data.

sector had been starved of funds, and many institu-
tions had been forced to scale down operations.

The average loan size of SHGs increased to 36,420
representing an increase of 1,527 from the previ-
ous year (Table 1.2). In the case of MFIs, the average
loans per customer increased to 37,803 registering
15 per cent more than the previous year with in-
crease of ¥1,024. This increase in average loan size is
likely to prove to be beneficial to MFIs in the current
context of margin and interest caps that are placed.
During the current year, the average loan size would
continue to increase in an effort to reduce operating
costs and manage the margin.

Broadly, the total number of microfinance sector
clients stood at 168.6 million as at the end of March
2011 (Table 1.3). Of this, 43.3 million were custom-
ers of commercial banks. This number had declined
from the previous year’s level of 45.2 million. Over-
all, like in the previous year, the SHGs and MFIs put
together had reached about 8 million clients more
than the commercial banks.

The situation in AP during 2011-12 is quite dif-
ferent from earlier years as the MFIs lending has al-
most stopped, and it is expected that the SBLP have
to progress much faster to fill the vacuum. However,
reduced coverage of groups during the year 2011-12

Table 1.3 Estimate of microfinance credit clients
(millions)

2008 2009 2010 2011

Commercial banks
(including RRBs)

small loan

accounts a1 392 452 433
PACS borrowers

(small, vulnerable) 285 287 30 31.0
SHGMembers 471 54 596 625
MFiClients 141 226 267 318
Total 130.7 144.5 161.5 168.6

Source: SHG data from provisional data provided by NABARD and
MFI data from Sa-Dhan. The Bharat Micro Finance Quick report
2012 and Mix Market data

when compared with the previous year in the absence
of MFI lending is a concern. The available choices to
access loans for the poor in AP are severely shrinking.
A recent study conducted by MicroSave brought out
a striking finding that with MFIs in Andhra Pradesh
drastically reducing new lending, borrowers have been
forced to seek out alternative sources for lending."” The
erstwhile MFI customers in AP are defaulters in the
credit bureau records and will find it difficult to access
bank loans. Without SHG programmes performing
well and the MFI channel resuming operations, client
hardship is bound to increase.

Studies on the impact of the SHG movement
conducted by various institutions/experts revealed
that the programme has indeed helped in the so-
cial and economic empowerment of rural poor,
especially women, causing significant up-scaling
of social capital while at the same time delivering
crucial and much-needed financial services at low
transaction costs for both banks and poor borrow-
ers. However, slow progress of graduation of SHG
members, poor quality of group functioning, dropout
of members from groups etc., have also been re-
ported by various study findings in different parts
of the country, which need to be taken into account
while designing the road map for the next phase of
the SHG programme.

The Community Based Microfinance Institutions
(CBMFIs) model assumes greater significance, and
it provides the possibility for the emergence of a
viable option since it is non-exploitative, member-
based and member-managed and, more impor-
tantly, the members benefit directly from the sav-
ings and the profits. SHGs, women’s federations and
cooperatives are member-owned and managed or-
ganizations, thus CBMFI’s direct loans from banks
and other formal financial organizations are the
most benign way of getting financial services to the
poor. The percentage of SHGs, which are not hav-
ing any federation membership was more than 70
per cent, indicating the available potential for form-
ing federations. One of the major benefits of SHG
federations was that the federations themselves have
become an alternative source of financing for SHGs.
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Despite the fact that federations are suited for of-
fering a wide range of services to the rural poor,
their capacity to offer these services is limited by the
inadequate human resources and experience in in-
novating and offering a wide array of products and
services. However, to ensure their long term finan-
cial and economic sustainability, provision of non-
credit products and services is essential. Some of the
SHGs have already shown the way by entering into
marketing arrangements with the corporate sector
for supplying raw materials to those companies and/
or marketing their products. The limited scope of the
federations to act as financial intermediary has been
deliberated at length. As such, scaling up of this mod-
el is limited due to lack of policy support from NA-
BARD, except providing limited funding support for
capacity building and leadership quality of the group
members.'* However, the success stories of the fed-
erations being experimented across the country such
as SEWA, DHAN Foundation, etc., indicate the scope
of this model for wider scaling up. Further, NRLM’s
focus on federation arrangement will certainly add a
new dimension to the federation approaches. Rede-
signing the federation model in the light of the lessons
learnt so far will have a positive impact on this model.
Networking will also provide a broader platform for
collective action at a larger level and scale so that the
demands and requirements of the members and the
SHGs at the grassroots level could be effectively taken
up with donors and governments.

Financial inclusion is the most important initia-
tive of the Government of India, and the RBI is fo-
cusing on providing banking facilities to the poor
even in unbanked areas. The financial inclusion
survey conducted by the World Bank team in India
between April and June 2011 revealed that India lags
behind developed and many developing countries
in bank account penetration, but is much closer to
the global average when it comes to borrowing from
formal institutions." In India, 35 per cent of people
had formal accounts versus the global average of 50
per cent and the average of 41 per cent in develop-
ing economies. The survey also points to the slow
growth of mobile money in India, where only 4 per
cent of adults in the Global Findex sample reported
having used a mobile phone in the past 12 months
to pay bills or send and/receive money.

With a view to achieving greater financial in-
clusion, the RBI has advised commercial banks to
allocate at least 25 per cent of the total number of
branches proposed to be opened during the year in
unbanked rural centres.'® In order to further facili-
tate financial inclusion, interoperability was permit-
ted at the retail outlets or Customer Service Points

of BCs (i.e., at the point of customer interface), sub-
ject to certain conditions, provided the technology
available with the bank, which has appointed the
BC, supported interoperability. However, the BC or
its retail outlet or sub-agent at the point of custom-
er interface would continue to represent the bank,
which has appointed the BC.

The financial inclusion plan (FIPs) rolled out
for three years from 2010 contained self-set targets
in respect of opening of rural brick and mortar
branches, deployment of business correspondents
(BCs), coverage of unbanked villages through var-
ious modes, opening of no-frills accounts, Kisan
Credit Cards (KCCs) and General Credit Cards
(GCCs) to be issued etc. Once banks start leverag-
ing BCs as their extended arms, regular banking
products can be channelled through this mod-
el. The proposal for implementing social sector
schemes through the banking system with the sup-
port of Unique Identification (UID) will improve
the business case for BCs and increase clients’
comfort. Microfinance, being a sector that serves a
very large number of small clients distributed over
a wider geographical area, could be a highly cost-
intensive proposition. The adoption of appropriate
technological solutions both in hardware and soft-
ware platforms has ensured so far that costs remain
within the reasonable limits. In the BC space also,
there is scope for improved technological solu-
tions, but also for establishing interoperable sys-
tems and platforms.

The investment climate in India seems to be more
dynamic than ever before. Despite a dearth of debt
financing, the equity availability is showing signs of
promise. The post-Malegam Committee regulatory
initiatives by RBI have brought confidence to inves-
tors. In the meantime, the Indian government con-
tinues to unfold small-scale programmes designed
to help smaller and medium MFIs, including the
Indian Microfinance Equity Fund.

The process of bringing the microfinance sector
under the regulatory regime has made significant
progress during this year. In response to requests
from the sector, recently in August 2012, the RBI
has come out with a set of modifications in its
NBFC (MFI) directions issued in December 2011
in the light of representations received.”” The time-
line provided for MFIs to register as NBFC-MFI has
been fixed as end of October 2012. In a move sure
to bring relief to the NBFCs functioning in the sec-
tor in the country, the RBI has relaxed the criteria
regarding the Qualifying Assets to some extent. As
per the changes introduced, the assets existing as
on January 2012 shall be taken into consideration



in calculating the ratio of Qualifying Assets to the
net assets. The aggregate amount of loans that an
NBFC-MFI may extend for income generation ac-
tivities may not be less than 70 per cent of the total
loans (this was 75 per cent earlier). This relaxation
was introduced considering the ground realities of
the sector targeting the clientele of microcredit be-
ing at subsistence level and that basic consumption
requirements of the poor cannot be overlooked. On
multiple lending, RBI has clarified that a person
who borrows as an individual cannot thereafter bor-
row from an NBFC-MFI as a member of an SHG or
JLG. Again, the same SHG/JLG/individual cannot
borrow from more than two MFIs.

NBFC-MFIs have also been directed to be mem-
bers of at least one credit information company and
to provide them with timely and accurate data and
use the data available with them to ensure compli-
ance with the conditions regarding membership of
SHG/JLG, level of indebtedness and sources of bor-
rowing. All NBFC-MFIs have also been directed to
become a member of at least one Self-Regulatory
Organization (SRO) recognized'® by the Reserve
Bank of India. Further, these directions introduced
flexibility in terms of pricing individual loans. Ear-
lier, the interest rate cap on individual loans given
by MFIs was fixed at 26 per cent and the margin
at 12 per cent. After these directions, the average
interest rate on loans is still limited to the sum of
average borrowing costs plus a margin or 26 per
cent, whichever is lower, but the interest rate on
individual loans given by MFIs may be more than
26 per cent. Also, the caps on margin have been re-
vised to 10 per cent for large MFIs (loans portfolios
exceeding 1,000 million). The maximum variance
permitted for individual loans between the mini-
mum and maximum interest rate cannot exceed 4
per cent.

The directions also recognize the problems faced
by MFIs with respect to loans originated in Andhra
Pradesh. With regard to the portfolio in Andhra
Pradesh, NBFC-MFIs have been directed to ensure
that the provisioning made towards the portfolio in
Andhra Pradesh should be as per the current pro-
visioning norms. For the purpose of calculation
of Capital to Risk-weighted Assets Ratio (CRAR),
however, the provisioning made towards the portfo-
lio in Andhra Pradesh shall be notionally reckoned
as part of Net Owned Funds, and there shall be pro-
gressive reduction in such recognition of the provi-
sions for the AP portfolio equally over a period of five
years. There has been a mixed response in the mi-
crofinance sector to the directions of the RBI. While
the directions relating to reduction in margin cap

for larger MFIs have been criticized, the operational
clarifications concerning MFIs being part of at least
one Credit Information Company and at least one
Self Regulatory Organization (SRO) have been wel-
comed. Still there are several operational issues on
defining the income ceiling of the customers for be-
ing eligible for priority sector lending classification,
lack of clarity regarding central and state regulatory
jurisdiction.

NABARD continues to extend various supports
to various stakeholders to facilitate sustained ac-
cess to financial services for the unreached poor
in rural areas through various microfinance inno-
vations in a sustainable manner. During the year
2011-12, refinance of ¥30.73 billion was provided
to banks covering their lending to SHGs,"” which
has shown an increase of about 21 per cent over
the previous year. As a proportion of NABARD’s
long term refinance disbursements, the SHG’s
share increased from 18.9 per cent in 2010-11 to
19.9 per cent in 2011-12. Under the Microfinance
Development and Equity Fund, ¥333.1 million was
released during 2011-12, of which I286.8 million
was grant support for promotional activities and
%46.3 million for Capital Support/Revolving Fund
Assistance to Micro Finance Institutions, as against
%299.5 million and ¥174.3 million, respectively in
the previous year. The JLGs fill a critical gap in
the rural areas where marginal farmers and tenant
farmers find it difficult to individually access bank
loans. As capacity building efforts 1,914 Micro En-
terprise Development Programmes (MEDP) were
conducted during the year for 56,292 members on
various location-specific farms, non-farm and ser-
vice sector activities. So far, 164,948 participants
had been covered under the enterprise develop-
ment programme.

In the revisiting process NABARD brings out
several changes in the existing SHG movement
strategies. The SHG-2 is going to focus on a few
issues such as: creating space for voluntary sav-
ings, positioning cash credit as a preferred mode of
lending, scope for providing multiple borrowings
by SHG members matching with their repaying
capacity, creating avenues to meet higher credit re-
quirements for livelihood creation, supporting SHG
Federations as non-financial intermediaries, rating
and introducing audit of SHGs as part of risk miti-
gation system, strengthening monitoring mecha-
nisms, etc. The guidelines of SHG-2 have since been
issued by NABARD to the concerned stakehold-
ers. During the year 2011-12, NABARD has also
formulated a scheme, in association with the Gov-
ernment of India, for promotion of women SHGs

Overview 7
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in backward and Left Wing Extremism (LWE) af-
fected districts to bring out a viable and self sustain-
able model for promotion and financing of Women
Self Help Groups (WSHGs) by involving an anchor
NGO in each of the selected backward districts of
the country. It attempts at having NGO-SHPI work
not merely as an SHPI for promoting and enabling
credit linkage of these groups with banks, but also
serving as a banking/business facilitator, tracking,
monitoring these groups and also being responsible
for loan repayments. To begin with, the scheme is
being implemented in 109 selected backward/LWE
districts of the country. As instructed by the Gov-
ernment of India, sanctioning Cash Credit Limits
to SHGs has been initiated so as to address the is-
sue of delayed/limited or non-approval of repeat
loans to SHG, to ensure cost effectiveness to clients
and provide greater operational flexibility to SHG
clients. The groups in turn are to extend loans to
their members as per the extant guidelines of RBI
and NABARD.

OTHER DEVELOPMENTS

The Microfinance Institutions (Development and
Regulation) Bill, 2012 was tabled in Parliament in
May 2012, and the same is currently under exami-
nation of the Standing Committee on finance. This
Bill views microfinance institutions as ‘extended
arms of banks and financial services. Different seg-
ments of the sector welcomed the Bill and opined
that if this Bill is enacted in its present form, it has
the potential to restore order and certainty. Many
admit that the crisis reflects the collective inaction,
and the Bill is an opportunity to provide remedy and
equalize the power relationship between the micro-
lender and the poor. In general, MFIs, especially,
smaller and medium ones, who are suffering from
liquidity problems, hope for early relief once the bill
is approved by the Parliament.

Recognizing the importance of systematic com-
pilation of credit information of clients for effec-
tive mentoring and follow-up, RBI has made it
mandatory for NBFC-MFIs to register with at least
one credit information company. High Mark Cred-
it Information Services has launched the country’s
first Microfinance Credit Bureau in March 2011,
and it already has 119 members. Over the last one
year, 74 institutions regularly contribute data to
HighMark’s bureau database, which now has data
on 80 million loan records of 45 million custom-
ers. In addition, there was a perceptible and steady
increase in the number of enquiries during the last
one year, which confirms the greater utility of the

credit bureau. All 44 MFIN members have regis-
tered with at least one Credit Bureau and are shar-
ing data on a regular basis and are using Credit
Bureau reports in their loan approval processes.
Further, all MFIN members have recently signed
a No Objection Certificate (NOC) that will allow
Credit Bureaus to share statistics on credit report
usage by MFIs. This will help MFIN monitor and
enforce, with greater stringency, the use of Credit
Bureau reports for loan processing. In the long run,
MFIN is intent to use Credit Bureaus not just as
a monitoring and decision making tool for MFIs,
but also as a mechanism by which Microfinance
borrowers can build credit histories and eventually
become integrated with the mainstream financial
system. The application of appropriate technologi-
cal innovations in the credit information manage-
ment system will significantly contribute to a cost
efficient approach with greater efficiency.

As a self-regulatory initiative, Sa-Dhan and
MFIN evolved a unified code of conduct for their
members, which were released at the Microfinance
India Summit 2011 in New Delhi. The unified code
of conduct includes integrity and ethical behav-
ior, transparency, client protection, governance,
recruitment, client education, data sharing and
feedback/grievance redressal mechanisms.”® Both
Sa-Dhan and MFIN have made efforts to ensure
that their members are exposed to the underlying
principles inherent in their code of conduct. Many
prominent lenders to MFIs including SIDBI have
started including a Code of Conduct Assessment
(COCA) as a covenant in their lending agreements.
A critical review of the available 13 COCA of dif-
ferent MFIs spread across the country with differ-
ent portfolio sizes clearly brings out the emphasis
and commitment exerted by the MFIs with a view
to have meaningful client contacts and broad atten-
tion of code of conduct issues. Further, 55 per cent
of the MFIs under review secured higher scores
than the average score in the COCA assessment,
which was mainly due to staff conduct and loan
pricing. On the other hand, the low score among
45 per cent of the MFIs is attributed to less value
on client relationship and lack of social responsi-
bilities. While COCA is becoming more and more
relevant in the present day context where client
protection, governance, transparency and social
involvement are the driving principles in the mi-
crofinance industry, it needs to be done on an on-
going basis in periodic intervals. Considering the
cost burden on MFIs, extensive funding support
may provide greater incentives for many MFIs to
participate in this monitoring process. Developing



appropriate incentive mechanisms for taking this
up would go a long way in raising the standards of
consumer services and protection.

The governance of MFIs is one thrust area to en-
sure a balancing act with social and financial goals.
Specific issues like the constitution of a quality board
with due diligence, ceiling in the financial packages
to CEO and the salary structure of the field staff etc.
need to have a relook considering the social perfor-
mance management criteria. Microfinance in India
needs to respond positively and bring out changes in
its approach towards customers and redesign prod-
ucts and strategies. There is increasing evidence that
providing client-responsive financial services can
both serve the needs of poor people while maintain-
ing or in fact improving the sustainability and prof-
itability of the MFIs. Similarly, a number of MFIs
are providing other products and services such as
savings, health and housing loans, loans for water
supply and sanitation, etc. Client based innovative
financial products will induce greater responses in
the market.

On resumption of bulk funding, some of the bet-
ter MFIs are likely to show higher future growth
and consolidation whereas smaller ones are bound
to close down or seek sale/merger arrangements.*'
There would be more activity in merger and sale
of business by institutions. After passing of the mi-
crofinance bill, one can expect the detailed regu-
lation being carried out by SROs with industry
associations monitoring code of conduct compli-
ance by MFIs. The efforts of revival of the MFIs
will succeed only when the problem of funding is
addressed. Convergence of SBLP with NRLM and

effective integration of the financial inclusion plan
along with regulatory support will ensure greater
scope for livelihood financing for the unreached
segment of the population.

A critical review of the microfinance sector
performance during the year 2011-12 brings out
a sense of mixed success. The impact of the crisis
has been felt during the year, and a reduction in
the client outreach through both SBLP and MFIs
certainly indicate that the sector has digested the
negative effects. One could afford to be hesitantly
optimistic about the future. A greater emphasis on
customer focus as well as self-regulatory initiatives
by the MFIs is a positive development, which needs
to be further strengthened. SBLP and MFIs must
be recognized as a contributory institutional ar-
rangement for financial inclusion and recognizing
this structure as an effective channel for delivering
the government sponsored programmes. Further
institutionalizing the voluntary saving initiatives
promoted by NABARD will help the customers to
access main stream banking progressively. The com-
ing years are very crucial since the microfinance
movement is slowly getting back to normal from
the crisis situation. The efforts undertaken during
the next two years will form the foundation for the
next phase of the movement in the country. Policy
and regulation have acted with alacrity. Equity in-
vestors seem willing to engage with the better parts
of the sector. Will the bulk funders—the banks—
come forward? Without all stakeholders getting
involved, the sector cannot become resurgent. The
sector eagerly awaits banks to do a reality check and
rerate the risks of engaging with the sector.

ANNEX 1.1
Views of microfinance in India

Responses provided by Greg Chen, Antonique Koning, Alexia Latortue and Kate McKee of CGAP.

1. Status and Progress of the Indian Microfinance Sector in the Context of Global Perspective
India remains one of the largest and most active financial inclusion markets in the world. The Indian
government has also recognized its role globally in financial inclusion by joining CGAP as a member
during 2012. India is also participating in the G20’s Global Partnership on Financial Inclusion. Not only
is India expanding its leadership role it also brings into the global dialogue a diverse set of approaches to
financial inclusion: SHGs, MFIs, Commercial Banks, Insurance Companies, Pension Funds, Coopera-
tives and agent-banking through Business Correspondents.

The 2011 Findex data reports that one in three adult Indians has a bank account, a figure higher than
many low-income countries though it also indicates how much more work remains to be done. In recent
years there is excitement about banks using Business Correspondents (banking agents) an approach with
enormous potential. However, the BC approach is still new and unproven in the Indian environment
amid the excitement about BCs other efforts are needed to keep other financial inclusion approaches
alive and vibrant. For instance, rates of SHG and MFI expansion have slowed in recent years even though
they still offer enormous untapped potential.

Overview 9
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2. Meeting Client Needs Well with Responsive Products

The diversity of providers and delivery approaches in India is laudable, though debates about the
strengths or weaknesses of different delivery models can distract from a more fundamental question—
are client needs being met? Unbanked and underserved people need access to a portfolio of financial
services to smooth consumption, build assets, and mitigate and manage risk. A single provider or ap-
proach will not be able to provide this full suite of services. An ecosystem of providers ranging from
insurance companies, MFIs, BCs, commercial banks, and SHGs will be needed in order to offer the
payments, savings, credit, insurance and pension services low income people need over their life-
times. A dynamic Indian financial inclusion landscape will require even more investment in research
and development—to creatively source new insights about actual and potential clients, and move to
translate this knowledge into a more robust and responsive offering. The efforts of Kshetriya Gramin
Financial Services in India is a one positive example of client focused innovation in India and more
like this will be critical for the goals of financial inclusion to be fully met http://www.cgap.org/gm/
document-1.9.57523/Forum4.pdf .

3. Impact of Regulations for the MFIs in India

The recent regulatory adjustments have rightly brought a clearer focus onto a specialized category of
NBFC MFI and highlighted the need for closer regulation. Unfortunately, recent regulations are a mixed
bag for clients. The changes do curb some of the most serious excesses that rapid MFI growth brought
such as over-selling of loans. At the same time, a narrow restriction on client incomes and the composi-
tion of MFI loan portfolios limits innovation. The cap on margins means that it is difficult for MFIs to
contemplate new approaches or products, or even to consider doing more for clients—client education,
learning more about household needs or offering ‘extras’ such as access to wider livelihoods opportuni-
ties, health care or other valued services.

The regulatory changes are blunt checking the excesses of some MFIs, while at the same time also sup-
pressing client-centred innovation. Future regulatory adjustments might seek to make refinements that
establish a more promotional balance that allows for dynamic innovation and growth, while putting in
place some buffers or checks that protect clients.

4. Effectiveness of Self-Regulation of MFIs in India
Industry-developed standards, such as those in the Indian Code of Conduct, can play an important role
in ensuring that microfinance delivers the intended benefits to clients. There are promising develop-
ments along these lines in diverse countries such as the Philippines, Pakistan, Ethiopia and Azerbaijan.
Such measures are especially important to ensure that adequate care, client understanding of terms and
conditions, and practical grievance redressal mechanisms are in place.

The Indian case is unusual in that the regulator aims to formalize ‘self-regulation’ and define accept-
able standards in some of the areas. Self-regulation of some key points of conduct, establishing standards
and norms of practice can contribute to achieving responsible practice. However, self-regulation on its
own is not sufficient and some elements of responsible finance require more direct regulation by an in-
dependent authority. Moreover, for deposit-taking activities self-regulation is not sufficient and requires
prudential regulation and supervision by a qualified independent supervisor.

5. Responsible Financing in Indian Microfinance

There is a strong long-term business case for responsible product features and practices. These should pay
off through client trust and loyalty, demand for additional services, and sustainable growth, and the health
and reputation of the sector as a whole. In the short run, many MFIs in India are struggling to get back on
their feet, raise more capital and comply with new regulations. While some responsible finance measures—
such as ensuring sound loan processes and well-designed products—are consistent with putting the house
back in order, it is more difficult to implement the full menu of responsible finance measures when rev-
enues are so constrained and the MFI business models are under stress. Regulators, policy makers, inves-
tors and other stakeholders should consider appropriate steps to support the sector’s recovery as the sector
demonstrates good-faith efforts to improve practices and adhere to responsible finance principles.

6. Social Performance Management in Indian Microfinance Sector
Many Indian microfinance providers publicly claim to have a double bottom line and are therefore con-
cerned with both their financial sustainability and achieving their social goals. In recent years providers



have been supported by support organizations and investors alike. Many providers have made progress,
but more can be done to design and deliver appropriate financial services that meet client needs. While
recognizing the challenges faced by the Indian microfinance sector in the short run, the longer-term
goal of sustained growth and better outreach can only be achieved if both financial and social goals are
balanced. Earlier this year the global microfinance industry agreed upon a set of universal standards for
social performance management (www.sptf.info/sp-standards) that set out actionable management prac-
tices related to setting strategy, building employee buy-in and putting clients first. We encourage Indian
MFIs to apply those standards into their own context.

. Business Correspondent Role in Indian Financial Inclusion

India recognized early on the potential use of Business Correspondents (bank agents) to extend the
reach of the banking system using technology. The RBI introduced guidelines more than six years ago.
Over the past two years the government had banks set targets to increase points of service and the gov-
ernment has plans to shift G2P payments to electronic delivery. BC points of presence have increased to
over 100,000, but there are large challenges ahead. One is that insufficient investment has gone into the
design and compensation the BC delivery channels or to tailor products for end-clients. This has meant
relatively low transaction volumes for most BC service points and also low compensation to the agents.
Some of these challenges were summarized in a survey the College of Agricultural Banking and CGAP
jointly carried out in 2012 (http://www.cgap.org/gm/document-1.9.57911/Survey_Branchless_Bank-
ing_India_June_2012_Rev.pdf).

The survey also revealed some bright spots where some states perform better and some pockets where
agents are doing much larger business volumes. However, the overall findings show that the BC channel
needs focused attention on design and delivery in order to match the underlying needs of end-clients and
create stronger incentives for the agents.
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SHG bank linkage
programme—revisit in

progress

During the last two decades, the SHG Bank Link-
age Programme (SBLP) has passed through various
stages like Pilot Testing (1992-96), mainstreaming
(1996-98) and expansion (1998 onwards) and has
transformed into a microfinance movement in the
country. During this period, the efforts of linking
SHGs with banks have undergone a series of changes
and different models have emerged in this process.
With a view to linking the poor in the country with
the banking sector for receiving financial services,
various approaches were piloted and up-scaled,
which are on many occasions, location-specific or
client-specific or sometimes stakeholders-specific.
While some of the models were successful, a few of
them were remaining dormant without any scope
for replication. Further, the profile and attitude of
the members/clients/customers also has undergone
significant changes due to the dynamics of infra-
structural advancement, trainings and political/
social environments. The SBLP was in accelerated
growth trajectory till recently and it has slowed down

Table 2.1 Growth trends in SBLP

during the last two years. Last year the programme
witnessed early signs of new thrust, and there is a
need to revisit the entire set of strategies for greater
success of the programme. This chapter attempts
to highlight different models/approaches covering
the process, progress and issues involved in order to
carry forward those experiences, besides providing
quantitative perspective of the programme during
the year 2011-12.

The growth performance of SBLP during the last
two years has reached a stage of a plateau, and it is
time for giving it new direction for future expansion.
The provisional data available from NABARD for the
year 2011-12 shows that the number of SHGs provid-
ed with bank loans was 34.36 million, which is about
9 per cent less than the previous year performance
(Table 2.1). On the other hand, the outstanding loan
amount during the reference year has registered an
increase of 19 per cent more than the previous year.
In terms of incremental loans outstanding, the SBLP
added %57.23 billion (Annexure 2.1).

Particulars 2006 2007

2008 2009 2010 2011 2012

No. of SHGs provided

with bank loans 2,238,565 2,924,973

Of which in southern region 1,214,431 1,522,144
Share of southern region

(percentage) 54 52
Average disbursed loan per

group @) 37,574 44,343
Outstanding loans  billion) 123.66
Incremental groups (million) 0.69
Incremental loans O/S

R billion) 123.66

3,625,941 4,224,338 4,587,178 4,813,684 4,354,567
1,861,373 2,283,992 2,421,440 2,663,569 2,355,732

51 54 53 55 54
46,800 74,000 115820 122,744 144,086
169.99 226.76 272.66 306.19 363.41

0.70 0.60 0.36 022 (-)0.05
46.33 56.77 45.90 33.53 57.22

Source: NABARD Provisional data.

Chapter
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No. of SHGs with Loan Outstanding and Disbursements
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Loan Outstanding Disbursements
Andhra Pradesh 1,683,993 1,400,995 376,667 378,526
B Tamil Nadu 535,384 514,203 190,942 179,902
M Kerala 182,114 159,843 73,275 55,242
1 West Bengal 574,036 382,942 117,824 99,379
B Maharashtra 230,772 214,012 63,420 68,396

Figure 2.1 SHG with loan outstanding in some states
Source: NABARD Provisional data.

A comparative analysis of the number of groups
with loan outstanding among different states re-
vealed that there was significant reduction during
the reference year compared to the previous year in
most of the major states where the SHG movement
is well-established. As could be seen from Figure
2.1, the decreasing trend was quite significant in
Andhra Pradesh (17 per cent) and West Bengal (33
per cent) among the groups with loan outstanding.
In terms of disbursements, the decrease was more
in Kerala (25 per cent) and West Bengal (16 per
cent) respectively. Thus the impact of the decreasing
trend of the number of groups in the major states
resulted in over all decreasing trend for the country
as a whole.

In addition to the individual states performance,
the performance of the banks also contributes to
the progress. The number of groups financed by the
State Bank of India, the major bank in SHG lending,
registered a decrease of 54 per cent during the year
2012 compared to the previous year (Figure 2.2).
Similarly, Andhra Bank and Indian Bank recorded
the low performance in terms of groups with loan
disbursed during the year 2012. Hence the relatively

poor performance by many of the banks also con-
tributed for the overall reduction in groups finance
through SHGs.

Banks disbursed loans amounting to 165.15
billion to 1.14 million groups during the year (An-
nexure 2.3). The average loan disbursed per group
amounted to I144,086, which is about 17 per cent
higher than the previous year’s disbursement. Over-
all, the SBLP had underperformed in terms of out-
reach of groups, even though the quantum of loan
per group has increased. Further, the growth of loan
outstanding is more on account of the large base
and the long term nature of loans. Though the in-
crease in the outstanding loan amount is a healthy
sign and has been increasing at a healthy rate year
after year in nominal terms, the growth rate had
been very moderate in real terms (Figure 2.3). There
was about 12 per cent growth in loans in real terms
(2005 prices) between the year 2011 and 2012. The
average disbursed loan per SHG had increased to 10
per cent from 82,604 in 2011 to 392,024 during
2012. The marginal increase in real terms raises the
question of its sustainability and ability to manage
livelihood activities.
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Major Banks’ Loan Outstanding and Disbursements
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Loan Outstanding Disbursements
SBI 1,060,383 589,284 173,558 151,415
m Andhra Bank 241,547 230,668 69,142 76,504
M Indian Bank 181,309 164,616 79,805 12,319
I Canara Banks 126,175 132,537 43,337 37,121
Figure 2.2 SHG with loan outstanding for major banks
Source: NABARD Provisional data.
The impact of the AP crisis must be one of the 400
major factors where banks are cautious in financ- 350 &
ing groups. Yet another reason for the decrease in 300 //
the number of groups with loan outstanding was 5 250 —
presumably the change in the attitude of the banks = 200 /._/I—-‘.4
towards microfinance lending. While the banks v 150 —(
almost stopped lending to MFIs, considering the 100
impact of the crisis, the banks might have adopted 50
the go slow or wait and watch strategy. It is evident 0 2008 2009 2010 011 2012
from the fact that the State Bank of India, the lead- ,
. . . —@— Total outstanding loan | 169.99 | 226.76 | 272.66 | 306.27 | 363.41
ing microfinance lender in the country had almost
reduced its participation to half of its level. Some of = T°ta|t°”:5ta,nd'ng at 14172 | 17993 | 19697 | 206.15 | 232.11
. . . constant prices
the bankers opined that the change in the reporting P

system of the SHG accounts data might be respon-
sible for a reduced number of groups. NABARD has
already initiated dialogue with the major bank on
these issues and is in the process of preparing poten-
tial mapping for SHGs in all the states, and efforts
are in the process to discuss these plans in the SLBC
for appropriate action. An in-depth probe must be
done by NABARD on a priority basis to assess the
causes for slow progress of the SBLP for taking for-
ward the SBLP to the next stage.

Figure 2.3 Outstanding SHG loans—nominal and real terms

Source: NABARD Provisional data.

SAVINGS PERFORMANCE

As at the end of March 2012, as much as 7.96 million
groups were savings-linked with the banking system,
which is 5.4 per cent higher than the previous year’s
performance. However, there was a deceleration in
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terms of savings amount during this year when com-
pared to previous years. The savings amount during
2011-12 was 365.51 billion, which was 3.74 billion
lesser than the previous year’s savings amount
(Figure 2.4). At this level, it constitutes about 18

per cent of outstanding loans, which implies that
the funding from the group accounts for more than
one fifth of the lending to the members. The fact
remains that these savings amount are parked with
the banks available for its business and not necessar-

ily lending to the members. It is also reported that

SHG Savings Account these savings are being used as collateral for lending

9 to group members.

8 /X/x Commercial banks had 58 per cent of all groups
/ L that are savings-linked, followed by regional rural
5 g 5 " banks with a share of 27 per cent (Figure 2.5). The
IE 4 H/’ share of cooperative banks remained at 15 per cent.
3 _‘,/‘/ Overall the share of different banks having savings-
2 linked groups remains the same as in the previous
1 %ﬁ: year. The progress of savings-linked groups over the

% T 2008 2009 | 2010 2011 2012 period of five years presented is in Figure 2.6.
o Commerdal Banks s s 41 3 " In terms of saving amount, commercial banks
- - - - - are the most preferred one by the group members,
—#— Regional Rural Banks 14 16 16 2 21 where about T41.5 billion (63 per cent) of the sav-
—A— Cooperative Banks 0.8 0.9 11 12 12 ings are deposited, followed by cooperative banks at
—— Total 5 6 6.8 7.5 8.0 13 billion (20 per cent) and regional rural banks at

Figure 2.4 Number of SHGs holding savings accounts, 2008-12 (millions) <11 Billion (17 per cent) (Figure 2.7).

Source: NABARD Provisional data.
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Figure 2.7 SHG saving amount with banks—FY 2011-12
Source: NABARD Provisional data.
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Figure 2.5 SHG with savings accounts—FY 2011-12
Source: NABARD Provisional data.
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2 40 x/ —49——4¢savings has declined by 3 per cent, as compared to
e 30 A last year. Commercial banks increased their share of

20 —Q/‘, savings by 3 per cent.
10 _I‘ré/.»lsﬁf Contrary to the trends in loan outstanding, the
0 number of groups saved as well as amount of sav-
2008 2009 | 2010 201 2012 ings has registered an increasing trend in Andhra
—@— Commercial Banks 20.8 27.7 36.8 41.5 41.5 Pradesh. Average savings per group were the high-
—l- Regional Rural Banks 1.7 19.9 12.7 14.2 11.0 est in the cooperative banks at 39,040 followed by
—A— Cooperative Banks 5.4 7.8 14.1 13.6 13.0 commercial banks at ¥8,993. The state-wise distri-
—¢— Total 379 554 63.6 693 65.5 bution of savings performance of SHGs is presented

in Annexure 2.4
While the improved savings performance is the
positive impact of the SHG movement, still there

Figure 2.6 Savings growth by SHGs, 2008-12 [ billion)
Source: NABARD Provisional data.



are several issues, which need to be addressed for
evolving future strategies. The common attitude
of the groups is to divide the savings and corpus
funds at the end of the year rather than accumulate
the same into equity over a longer time. Other is-
sues such as lack of mutual trust, rigidity in with-
drawing savings and excessive build-up of corpus
in older groups etc., have greater negative impact
on the saving attitude of the members. Banks as
collateral for loans insist on SHGs retaining their
savings in bank accounts rather than using the
same for intra-group lending. While some banks
are willing to take fixed deposits from SHGs at
higher rates of interest, there are banks that retain
the money in savings accounts of SHGs at low rates
of interest, thereby indirectly increasing the cost of
borrowing for groups. The strength of SHGs used
to be their focus on savings; but in recent times,
the groups are focused on bank loans and do the
necessary minimum savings to qualify for the loan.
In the case of government programmes, the focus
is on subsidies and revolving funds, and the group
effort is directed at fulfilling the requirements
there for. Hence, there is a need for new ideas and
products that would contribute for enhanced sav-
ings behaviour among the members.

REGIONAL SPREAD OF THE
LENDING PROGRAMME

During the financial year ending March 2012, the
percentage share of groups linked with loans in the
southern region has shown a marginal decrease to
54.1 per cent from 55.3 per cent in the previous year
(Table 2.2). The eastern region also decreased its
share in the number of groups from 24.3 per cent to
22.6 per cent. The northern region increased its share
to 4.9 per cent from 3.1 per cent. Similarly, the North
Eastern region and the Central region registered
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increased share whereas the share of western region
remained almost the same between the years 2011
and 2012.

Like in the past, Andhra Pradesh topped the list of
states with the maximum number of groups with
a share of 32 per cent, Tamil Nadu with 11.8 per
cent stood in the second place. While West Bengal
ranked third with 8.8 per cent share, Odisha, with a
share of 7.22 per cent, ranked fourth and Karnataka,
with a share of 6.1 per cent, ranked fifth. In terms
of loans outstanding, Andhra Pradesh had a 42 per
cent share with Tamil Nadu following as a distant
second with a 12 per cent share. Karnataka with 9.5
per cent share was in the third place and UP with a
5.6 per cent share was in the fourth place.

A study on delinquencies of SHGs conducted in
the North Eastern region highlighted that within
the North East Region, the growth in SBLP is con-
centrated in the plains of Assam and Tripura.! The
RRBs have been spearheading the growth of the
movement in most of the major states like Assam,
Tripura and in states where this has not been done,
it has been languishing. The SGSY Programme has
been dominating the SHG movement in NER un-
like other parts of India where the SBLP leads.

Compared to the last year, some states have re-
corded a weak performance in SBLP. Sixteen states
had a lower number of groups with outstanding
loans by the end of March 2012 compared to the
previous year. Larger states such as Maharashtra,
Tamil Nadu, Odisha, and Madhya Pradesh have re-
corded a decline in terms of the number of groups
with loan outstanding. A table showing comparative
picture is provided in Annexure 2.1. Loan disburse-
ments in 2011-12 were higher than the previous
year by about ¥17.46 billion. The number of groups
that availed loans during the year has declined dras-
tically by 56,727 as compared to the previous year.
A state-wise comparison of loan disbursements

Table 2.2 Regional share in linkages—SHGs with outstanding loans

2009 2010 2011 2012
Groups % Share Groups % Share Groups % Share Groups % Share

Northern 166511 39 .. 158829 .. 39 .. 151,260 31 212041 49 .
Northeastern - ne2 28 85276 _ . 28 . 151,280 31 .. 15950 . 37 ..
Eastern . 233489 221 985094 = 221 1171840 243 = 985329 = 226
Central - 332116 79 _ 497340 79 .. 361822 7o 332452 81 .
Western - 393499 93 _ 439199 23 ___.: 313913 65 _ 289472 66 .
Southern 2,280,911 _ 54 247440 54 2663569 533 2355732 541
All 4,224,338 100 2,165,738 100 4,813,684 100 4,354,567 100

Source: NABARD Provisional data.
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and number of SHGs availing loans for the last two
years is provided in Annexure 2.2. While there is
no change in the performance in Andhra Pradesh,
there was declining performance in states like Tamil
Nadu, West Bengal and Kerala. The reasons for this
decline in performance in such a large number of
states need to be analyzed in depth so as to improve
the performance. NABARD would study these de-
velopments while launching SHG II during the
coming years.

PERFORMANCE OF BANKS
INLENDING

The commercial banks had a share of 60 per cent
(showing a decrease of four per cent) of all groups
with outstanding loans followed by Regional Rural
Banks with a 30 per cent (increased by four per cent)
share (Figure 2.8). The cooperative banks’ share of
the number of groups had remained the same at 10
per cent as in the previous year.

[l Commercial Banks [] Cooperative Banks

[ Regional Rural Banks

O

Figure 2.8 No. of SHGs with outstanding loans

Source: NABARD Provisional data.

Commercial banks had 71 per cent of all loans
outstanding with SHGs, followed by regional ru-
ral banks with a 23.7 per cent share. The share of
cooperative banks in loans was at a measly 5.3 per
cent. The average loan disbursed per groups was
almost the same in the case of commercial banks
and Regional Rural Banks at ¥165,000 (Figure 2.9).
While there has been an increase in disbursement
of 20,000 per SHG in case of commercial banks,
RRBs’ disbursement per SHG has increased by
%55,000. Cooperative banks disbursed less than
half the average of commercial banks at 364,300 per
group, which is significantly lower than their own
figures for the last year.

The average outstanding loan per group was the
highest in the case of commercial banks ¥98,600 fol-
lowed by RRBs at 366,500. In the case of coopera-
tive banks, the average outstanding loan was only

[l Commercial Banks [] Cooperative Banks

[0 Regional Rural Banks

5.28% ->_—

Figure 2.9 Banks’ outstanding loan amount with SHGs
Source: NABARD Provisional data.

343,232, which is less than 50 per cent of that of
commercial banks (Table 2.3).

Table 2.3 Bank loans outstanding against SHGs,

2011-12
Loan
outstanding
No. of SHGs (% million)

Commercial Bank 2617199 . 258,102.89
CooperativeBank 443559 19,176.08
Regional Rural Bank 1,293,809 86,135.78
Total 4,354,567 363,414.75

Source: NABARD Provisional data.

SBLP in Andhra Pradesh

Andhra Pradesh is in the forefront of the SHG
movement in India and has drawn worldwide at-
tention due to the introduction of the Andhra
Pradesh Micro Finance Institutions (Regulation of
Money Lending) Act, 2010, and subsequent devel-
opments. The situation in AP during 2011-12 is
quite different from earlier as the MFIs lending has
almost stopped, and it is expected that the SBLP has
to progress much faster to compensate the sluggish
growth caused by fledgling MFIs during the last
year. The analysis of SBLP in AP reveals that the
progress of SBLP has increased in terms of bank
loans, whereas there was a reduction in the cover-
age of groups (Table 2.4). During the financial year
ending March 2012, ¥78.66 billion worth of bank
loans were disbursed to 346,682 groups and under
Pavala Vaddi Incentive ¥8.79 billion was given to
1,948,384 SHG groups during the reference year
with the cumulative loan 0f ¥19.67 billion since in-
ception of the scheme.
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Table 2.4 SHG bank linkages in Andhra Pradesh?

No. of groups Loan amount Number of Loan amount Groups

Year covered (R in billions) branches per group () per branch
2004-05 . __. 261254 018 . 3853 ..} 38954 . 68 ..
2005-06 288701 - 2000 383 S 69322 . [
2006-07 . _.. 360489 3064 ... 3950 .1 83601 ... B ..
2007-08 431515 >883 4000 136329 . 08
2008-09  _..__..483600 6684 . 4150 ] 137498 . LLL: N
2009-10 41362 601 4274 ] 157180 7
210-11 . .3894M . 7093 .. 4286 ] 182123 N ...
2011-12 346,682 78.66 4,324 226,901 81

Source: NABARD Provisional data.

The reduced coverage of groups during the year
2011-12 when compared to the previous year is
a matter of concern issues in the situation where
MFI lending has almost stopped. This might have
led to a liquidity problem among the poor in AP,
which needs to be analyzed in depth for developing
future strategies. Indira Kranthi Patham (IKP) be-
ing implemented by the Society for Elimination of
Rural Poverty (SERP) in all the 22 rural districts in
the state is the major institutional arrangement for
SHG movement in the State. The project has made
significant progress over a period of time; however,
its role in the present day context assumes greater
significance in the absence of MFI lending.’

With a view to encourage the poor, including
disadvantaged groups and communities to access
the credit-related services seamlessly, Commu-
nity Investment Fund (CIF) from project side, and
linkages from bank side are provided to the poor
women SHG members to improve their livelihoods.
CIF supports the poor in prioritizing livelihood
needs by investments in sub-projects proposed and
implemented by the Community-Based Organiza-
tions (CBOs). The cumulative CIF expenditure up
to March 2012 is ¥10.88 billon, and the total number
of beneficiaries stood at around 3 million. The Gov-
ernment provides incentives in the form of reim-
bursement of interest above 3 per cent per annum
on the loans taken by the self help groups under
this scheme. During the year 2011-12, %8.79 mil-
lion were reimbursed to 1,948,384 SHGs, with the
cumulative disbursement of ¥19.67 billion since the
inception of the scheme. The Government of AP
has announced an improved incentive scheme for
the SHGs repaying instalment promptly from the
present Pavala vaddi to 0 per cent interest (Vaddi
Leni Runalu) effective from January 2012 for all the

SHGs whose borrowings do not exceed %0.50 mil-
lion. Mandal Mahila Samakhyas (MMS) of SHGs in
association with Government of Andhra Pradesh
have promoted ‘Sthree Nidhi’ Credit Cooperative
Federation Ltd to address the issues relating to in-
adequate finance and to ensure timely availability
of credit. Till March 2012, ¥862.6 million were dis-
bursed to 74,187 members of 24,087 SHGs in 7,600
Village officers in 824 mandals. Of the above, an
amount of ¥278.5 million was disbursed to 20141
groups under a special program to finance the poor-
est of the poor to take up livelihood activities identi-
fied for this purpose under the Sthree Nidhi liveli-
hood program.

Despite the positive initiatives undertaken by the
state government, the issue of meeting the financial
needs of the poor is not fully addressed yet. A re-
cent study conducted by MicroSave brought out a
striking finding that with MFIs in Andhra Pradesh
drastically reducing new lending, borrowers have
been forced to seek alternative sources for lending.*
This situation calls for an urgent need to revisit the
SHG movements’ vision and mission, in addition to
utilizing the successful elements of different models
for further up-scaling.

Impact of SBLP on living standards of poor®

Beyond outreach and scaling up, there is a need to
understand the impact of the programme on the
targeted members in terms of achieving the mis-
sion objectives. Studies conducted by various in-
stitutions/experts revealed that the programme has
indeed helped social and economic empowerment
of rural poor, especially the women, causing signifi-
cant up-scaling of social capital, while at the same
time delivering crucial and much-needed financial
services at low transaction costs for both banks and
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poor borrowers.® However, slow progress of gradu-
ation of SHG members, the poor quality of group
functioning, dropout of members from groups etc.,
have also been reported by various scholars in dif-
ferent parts of the country, which need to be taken
into account while designing the road map for the
next phase of the SHG programme.”

SAVINGS AND BANK LOAN
THROUGH SHGs

A study carried out by APMAS covering 1942 self-
help groups and about 23800 members across eight
states spread throughout the country sheds light
on social composition of SHG members, SHG fed-
erations, dropout rates, saving and borrowings from
banks. The social composition of sample SHGs re-
vealed that the share of SC/ST members was more
than 40 per cent in states such as Rajasthan, West
Bengal and Gujarat. In West Bengal and Gujarat
the share was more than 50 per cent, indicating that
the SHGs in these states are highly concentrated
among SC/ST categories. The SC/ST composition
was lower in Bihar, Andhra Pradesh and Karnataka.
The composition of minorities is more than one-
fifth in Assam and Maharashtra. For all the sample
states put together, the composition of SC/ST to the
total SHG members was one-third of total members,
while another one-third was constituted by backward
communities. Minorities accounted for about 13
per cent of SHG membership, while other commu-
nities accounted for close to one-fifth of total SHG
members.

The study findings further confirmed the impor-
tance of savings shown by the members. In all the
states except Andhra Pradesh and Karnataka, the
average savings was less than 25,000 in about 50
per cent or more number of SHGs, while more than

70 per cent of the SHGs in high-poverty states such
as Rajasthan and Bihar had less than ¥25,000 as av-
erage savings per SHG. In all the states put together,
more than 50 per cent of the SHGs had a savings of
less than ¥25,000 (Table 2.5). Andhra Pradesh had
about 80 per cent of the SHGs with an average sav-
ings of more than 325,000. In Karnataka, more than
one-fourth of the SHGs had an average savings of
more than 75,000, while in Andhra Pradesh the
percentage of SHGs having average savings of more
than 75,000 was about 15 per cent. In terms of the
overall savings per SHG in the state as a whole, Kar-
nataka topped the list with an average saving per
SHG of about ¥59,500, followed by Andhra Pradesh
with an average saving of about ¥47,000. The high-
poverty states such as Bihar and Rajasthan had an
average savings of 320,700 and 22,000 respectively.
The average savings per SHG for all the states was
<33,000.

The details on percentage of SHGs currently (at
the time of the survey) having a bank loan and av-
erage loan size reveal that Andhra Pradesh topped
the list in terms of both the percentage of SHGs
having a bank loan (90 per cent) as well as in terms
of average loan size (about 0.3 million). The per-
centage of SHGs having a current loan from bank
was the lowest in Gujarat (18 per cent) and Rajasthan
(27 per cent). The average loan size was also the
lowest in Gujarat with ¥24,000 (Table 2.6). Karna-
taka had about 50 per cent of its SHGs with a cur-
rent bank loan with an average loan size of 30.15
million. In all states put together, there were close
to 50 per cent of the SHGs with a current bank
loan, and their average loan size was about 0.14
million.

Similar to this observation, a study® of 800 house-
holds spread over four districts in Odisha state on

Table 2.5 State wise total savings of SHG members as of March 2011

(in percentages)

Amount in 3000 RJN ASM BHR WB GJR MHR AP KNT Total
2 ] 7280 _ 5265 _ 7878 _ 4581 5541 5833 2008 _ 3755 5263
2650 1762 3918 1673 4890 3439 2579 4180 1859  29.74
S5 375 _ 612 _ . 327 _ . a4 637 __.. 292 2295 1784 984
275 ] 383 . 204 122 | 088 __ 382 595 _ 1516 _ 2602 779
Total 10000 '~ 100.00 '~ 10000 " 110000 " 100.00 '~ 100060 '~ 100.00 '~ 100.00 "~ 100.00 -
Average savings

per SHG 22,021 27,288 20,695 29,777 27,276 28,456 46,826 59,378 33,148

Source: APMAS Hyderabad.
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Table 2.6 State-wise percentage of SHGs currently having bank loan and average loan size

Particulars RJN ASM BHR WB GJR MHR AP KNT Total
SHGs having

bankloan (%) __ __ 2669 4120 4325 6929 1813 4348 9000 5037 4892
Average

loan size R) 101,845 60,128 52,243 46,634 24,034 125,182 299,347 145,145 135,228

Source: APMAS Hyderabad.

the impact of microfinance on rural household sav-
ings revealed that the average annual savings of mi-
crofinance beneficiary households was about 53 per
cent higher than that of control group. However, a
disaggregated analysis of source-wise savings indi-
cated that commercial banks are the major destina-
tion for savings rather than SHGs themselves both
for beneficiary and control group households. The
average savings with SHGs by the microfinance
beneficiaries was only I130, whereas the beneficia-
ry households saved about ¥2,100 with commercial
banks.

A study was carried out among 1,000 households
spread over four states viz., Gujarat, Rajasthan, Hi-
machal Pradesh and Madhya Pradesh to assess the
economic and social impact of SBLP on its members
with focus on poverty.’ The findings indicate that
consumption (26.72 per cent), farm activities (14.59
per cent), medical exigencies (11.32 per cent), house
repair (10.74 per cent) and income generating ac-
tivity (9.92 per cent) were the five main purposes
for which loans were availed by the members. Con-
sumption was found to be the top most reason for
joining SHGs in all the four states. The study con-
cluded that the SHG financing has reduced the de-
pendency of its members on moneylenders and the
income level of members has also gone up on ac-
count of their becoming members of SHGs.

WOMEN EMPOWERMENT

The role of microcredit spearheaded by the SHG
movement in women empowerment is by now a
well-established fact. Liberating rural women from
their traditional confinements to homesteads, par-
ticipation in microfinance programmes contributes
to social change as well as empowering women by
strengthening their economic roles. In many MFIs,
women have become preferred clients as their in-
come benefits their families through improved nutri-
tion, health, education and well-being; because they
have higher repayment rates; and because women
work better in the group lending programmes that

makes reaching the poor efficient.!” Access to the
basic financial products such as savings and loans
enable women to set up new economic activities or
expand the existing ones for higher income. The
control over this increased income and assets can be
used directly for her own well-being and that of her
children/family. Moreover, the control over income
and assets strengthens women’s ability to negotiate
change in gender relations within the household
and wider community. Thus, besides a popular
poverty alleviation strategy, the empowerment of
women has become a key rationale for SHG expan-
sion and replication. A study"' of 1,000 households
spread over four states on the role of microfinance
in social and economic empowerment of women
in four states revealed that animal husbandry was
the primary occupation for about 20 per cent of
women in both SHG and non-SHG categories. A
higher percentage of SHG women were engaged in
petty business/services compared to control group
women, possibly because of access to credit through
SHGs. The results of the study suggest that micro
finance creates an enabling environment for em-
powerment. It is found that participation in micro-
finance programmes not only enhances women’s
economic security but also empowers them socially,
psychologically and politically as compared to non-
participants.

Access to credit enables women to negotiate gen-
der barriers, increase their control over economic
resources and improve their relative positions with-
in and outside their households. A majority of the
women involved in these programmes maintain a
significant control over their incomes. Although
the magnitude of their income is small, its effect on
women’s empowerment is substantial. This is vis-
ible from participant’s view on their significant im-
provement of spending on household consumption
needs, childrens education and personal things as
well as their involvement and bargaining power in
household decision making.

A study'? on the impact of microfinance on women
empowerment in Punjab found that participation in
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microfinance programmes has not only significantly
increased income, but has also developed regular sav-
ing habits among women. As a consequence of their
economic empowerment, women could actively
participate in household decision making, besides
enhancing their social and psychological empower-
ment. Similar results were reported from study'® con-
ducted in West Bengal. In spite of the improvements
in savings and banking habits due to the participation
in microfinance programmes, the problem of default
is an important issue, affecting the sustainability of
the SHGs."

DEFAULT AND DROPOUTS IN SHG

Several studies in the past quantified the excellent
repayment performance of above 90 per cent, which
was one of the driving factors which influence banks
to actively participate in the programme. However,
with fast expansion in terms of numbers and geog-
raphies, delinquencies are creeping into SBLP. As
per NABARD’s data the Non-Performing Assets
of banks against loans to SHGs has gone up from
%14.74 billion (4.74 per cent) as on 31 March 2011 to
%16.55 billion (6.38 per cent) as on 31 March 2012.
The trend of increasing NPAs is observed across all
regions of the country. The trend of increasing NPAs
in this programme may force bankers to go slow on
SHG lending, which in turn may affect the financial
inclusion drive as SBLP is one of the important tools
for financial inclusion. The higher level of NPAs
against the SHGs in central and northern regions
needs to be addressed as these are the states where
the financial inclusion are at the lowest levels. There
is an urgent need to probe the causes for delinquen-
cies in SHG lending for redesigning the strategies of
the SHG movement.

In this background, the CMFE IFMR Chennai
launched three studies on delinquencies by SHGs in
different regions of the country, viz., (a) Rajasthan,
(b) North Eastern Region, and (c¢) Odisha and Mad-
hya Pradesh states. The Rajasthan study highlights
several reasons for default: improper process of
group formation is the foremost reason for default
as accepted norms for area selection, selection of
members, concept seeding, etc., were not followed
in any of the defaulted groups, while the other set
of 18 sample groups with 100 per cent repayment
have gone through some locally established process.
Further, it was observed that there was progressive
decline in record maintenance and updating, and
regularity of meetings among the defaulting SHGs.
One of the important findings of the study was that
the prime objective of about two-thirds of members

in the defaulting groups was to get bank credit only
and for another 13 per cent of them, subsidy was the
main driving force. On the other hand, for 84 per
cent of the members from groups with 100 per cent
loan repayment both savings and credit were the
main reasons for joining the SHGs, and they started
with savings and then graduated to credit.

Savings behaviour of these groups revealed that
after the third year, there has been a decline in aver-
age savings per member, and it is one of the main
characteristics of defaulting groups, and it starts
after bigger loan amount are sanctioned to groups,
which in turn reflects that groups were formed
only to avail credit. Almost 44 per cent of the de-
faulting groups were in the age bracket of three
to five years and 35 per cent in the age group of
six to eight years. It is precisely during three to
five years of age the groups get bigger loans or
activity-based loan from banks. This implies that
groups need special attention/input when they are
three-five years old. In other words, perfect credit
planning, hand holding and business development
services at a group-level are required to manage the
bigger loan amount. In many SHGs, there is manip-
ulative intermediation by the President or Secretary,
who takes the lion’s share of the loan and distributes
the rest among the members. This is further ag-
gravated by multiple group membership of leaders.
Permanent leaders, often the ones with power and
resources, form groups of their convenience and
use it to source bank loans for themselves. As far as
external factors are concerned, continuous drought
situation, low levels of economic activity and poor
income were found to be the major triggering fac-
tors that accelerated the process of group degenera-
tion and eventual default. About a fifth of the groups
cited poor economic status of members as the major
reason for their defaulting repayment.

The study on delinquencies in the North Eastern
Region,' revealed that the quality of the SHGs in
the region has been affected primarily because of
non-adherence to some basic tenets of SHG man-
agement such as regularity of meeting, attendance
of members in the meeting, regularity of savings
and maintenance of records with delinquency rates.
Non-adherence to the basic rules is due to the role
played by different agencies involved in the SHG
movement. It was also found that there has been
a significant underreporting of delinquency rates
by banks as compared to the actual field-level de-
linquencies, which calls for urgent steps to correct
the problem. The study on loan defaults by SHGs
in Odisha and Madhya Pradesh'® also confirmed
that flawed formation of SHGs without adhering



to the basic principles of SHG functioning was the
root cause for defaults. Many of the groups were not
fully aware of the basic function of SHGs including
purpose of savings mobilisation and inter-loaning.
It was disheartening to note that more than one half
of the SHGs in the sample had already stopped col-
lecting mandatory savings from members once the
bank loans were disbursed and the groups were dis-
banded. This is in line with the earlier finding that
the main purpose of a large number of groups was
only to avail credit with subsidy. Irregularity and/
or discontinuation of group meetings were also
characteristics of these defaulting groups. However,
one of the interesting findings of the study is that
the average repayment of SHGs who had attended/
participated in either income generating activity re-
lated or capacity building training programmes was
more than that of groups who were not part of any
such programmes. The percentage of active groups
increased with the age of SHGs suggesting that most
SHGs pass through a critical stage when they are
within five years old. Thus, if a group survives for
five years, there is a higher chance of it to sustain.
An important observation in the field is that
grading is not done properly by banks as well as
DRDA/block officials. Had there been proper
grading, most of the sample SHGs would have not
been eligible for availing loans from banks and, to
that extent, default could have been avoided. An-
other factor observed (more in Odisha) was that
post 2006 when the division between BPL and
APL members got more accentuated, some mem-
bers suddenly became ineligible for government
subsidy. In many of the SHGs, APL members were
denied subsidy. Although loan component was
equally shared among all members, the subsidy
component was equally divided exclusively among
BPL members only. Many also quoted that this was
the main reason for group conflicts and hence de-
fault by the new APL members. In few cases, it is
also observed that the APL members had taken in-
ternal loan equivalent to subsidy amount and did

Table 2.7 Percentage of dropouts in SHGs
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not repay to the group. In such cases this too has
led to internal conflict and adversely affected re-
payment behaviour of the members. Expectation
of debt relief, failure or low income from IGA at
the group/individual level, death or migration of
member(s) who had outstanding loan, non-receipt
of insurance claim for dead animals purchased
through loan, internal conflict, utilization of loan
on household expenditure were some of the other
important reasons reported by groups/members
for their non-repayment of loans. To conclude,
the studies have identified certain features of the
groups such as ad hoc formation of groups, lack of
emphasis on group development, widespread lax-
ity in writing and absence of basic books of record,
lack of attention to member savings, low incidence
of inter-loaning appropriation of benefits by the
leaders/office bearers and credit to group without
estimating credit needs of members as the reasons
for default.

Dropout from groups is one of the major concerns
being debated while discussing the sustainability of
the groups. The study conducted by APMAS ad-
dressed this issue and critically evaluated the per-
formance of SHGs in the dropout context. The
details on dropout rates from SHG membership
revealed that the dropout rate was the lowest in
Rajasthan, Maharashtra, Gujarat and Bihar, where
more than two-thirds of SHGs did not report even
a single member dropout. The dropout rate was
the highest in Andhra Pradesh where the percent-
age of SHGs reporting no dropout was only 43 per
cent, implying that about 57 per cent of the SHGs
have lost at least one member (Table 2.7). All the
states put together, the percentage of SHGs report-
ing no dropout was more than 60 per cent. Overall,
about one-fourth of the SHGs reported a dropout
rate of at least one to two members, while less than
tive per cent of the SHGs have lost more than five
members. This implies that there is a need to look
at the reasons for dropouts and to take steps to pre-
vent the dropouts.

No. of members RJN ASM BHR wB GJR MHR AP KNT Total
Nodropouts 7481 63.60 6746 57.26 69.38 7312 4320 5148 62.26
1-2members 1767 1880 2698 2822 1375 = 2095 3760 2741 2436
3-Amembers 489 920 437 _ 913 _ 1063 _ . 356 _ 1280 1444 855
5&above 263 840 e 239 62> 237 640 667 484
Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Source: APMAS Hyderabad.
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COMMUNITY-BASED MICROFINANCE
INSTITUTIONS

The Community-based Microfinance Institutions
(CBMFIs) model assumes greater significance,
creating possibilities for emergence of a viable op-
tion since such organizations are non-exploitative,
member-based and member-managed and more
importantly, the members benefit directly from
the savings and the profits. SHGs, women’s fed-
erations and cooperatives are member-owned and
managed organizations, thus CBMFT’s direct loans
from banks and other formal financial organiza-
tions as the most benign way of getting financial
services to the poor.

The SHG federation has emerged as a critical
institutional mechanism to ensure sustainability of
SHGs besides providing them both financial and
non-financial support. The main objective of feder-
ating the Self-Help Groups is to make them stronger
and ensure their organizational, operational and fi-
nancial sustainability. More often than not, federa-
tions were formed by the initiatives of the State Gov-
ernments and NGOs or other Self-help Promoting
Institutions (SHPI) rather than the initiatives of the
SHGs themselves. The SHPIs took the lead in es-
tablishing federations, mainly as an exit strategy for
themselves. In addition to making the SHG mem-
bers perceive a sense of solidarity as members of a
larger organization, the formation of federations has
substantially increased the bargaining power of the
SHGs in taking up issues with local bodies, banks
and other government departments and institutions
and accessing the government programs. Some of
the government departments are involving these
federations in implementing pro-poor welfare pro-
grammes. In addition to reducing the default rates
and increasing the financial discipline among the
SHGs, the federations also help in resolving con-
flicts among SHG members, between SHGs, and
between SHGs and banks. Besides strengthening
existing SHGs, these federations themselves have
become the promoters of new SHGs in remote areas
where other SHPIs have not reached. They have also
facilitated the SHG-Bank linkage program. Many
government departments, corporate sector and civil
society organizations co-opted the federations in
implementing their activities like watersheds, PDS,
NREGS, Mid-day meals, awareness about HIV/
AIDS, health camps, microinsurance, etc. Such
cooption benefited both federations and concerned
organizations. Some banks started using federations
as the business facilitators on payment basis, which
proved to be beneficial to both banks and federations.

There is also potential for the SHG federations to
become business correspondent of banks."”

The earliest SHG federation was formed by the
then PRADAN (presently Dhan Foundation) in
Tirupati in 1992 and a later in Madurai, soon fol-
lowed by CDS, Alappuzha in 1993 and MYRADA
in 1996. Rapid expansion in the number of SHG
federations took place in South India in the late
1990s, particularly with the introduction of several
externally funded projects through DRDAs. The
Southern region had more than 95 per cent of the
total number of federations in India, even by the
year 2007. Only after 2007 a large number of federa-
tions were formed in the Eastern region. The main
purpose of forming SHG federations was to ensure
sustainability of SHGs by providing them with the
necessary support in the areas of bookkeeping, au-
diting, conflict resolution and linkages with banks.
The federations also provide certain financial ser-
vices, forward and backward linkages to SHGs,
promote new SHGs, act as special purpose vehicles
for mobilizing funds from SHGs and act as a with-
drawal strategy for SHG promoters.

The number of primary, secondary and tertiary
federations of SHGs in different regions of the coun-
try as of March 2012 is presented in Table 2.8. There
are more than 0.16 million primary federations, and
6,358 secondary federations and 98 tertiary federa-
tions in the country. Southern and eastern regions
account for more than 90 per cent of the total num-
ber of federations in the country.

The SHG federations are predominant in West
Bengal, Andhra Pradesh, Kerala and Tamil Nadu
states. In Andhra Pradesh the federations are regis-
tered under the Mutually Aided Cooperative Societ-
ies Act, thus providing substantial autonomy for the
federations with reduced government domination.
In Kerala, the federations are promoted through
the Kudumbashree program, while the Tamil Nadu
Government promotes the federations under its Va-
zhndhu Kaatuvom and Mahalir Thittam projects.
PRADAN, MYRADA, DHAN and CARE are the
prominent NGOs that promote SHG federations in
large scale. Financial federations provide finance-
related services such as saving, credit, insurance
and money transfer, while non-financial federa-
tions provide sector development, livelihood de-
velopment and social development services. There
is, however, a third category called multi-purpose
federations, which undertake at least one financial
and one non-financial function. Most of the fed-
erations in the country belong to the multi-purpose
category as they provide a range of products and
services thus following a ‘credit plus’ approach rather



SHG bank linkage programme—revisit in progress

Table 2.8 Regional spread of SHG federations in India in 2007 and 2012

No. of primary

No. of secondary

No. of tertiary

federations federations federations Total

Region 2007 2012 2007 2012 2007 2012 2007 2012
Northern 126 371 . 21 . 24 T 14 147 409
NorthEastern 122 369 _ .. L 8 T 0. ._...1B2 __ 387 _
Eastern  _ ____. 5745 _ 62189 05 2940 - ... 56 ! 5852 65185
Central . 487 5459 334 L0 2 821 . 2,641
Western ... 663 _ . 8629 1 ... LS L 664 _ . 8,641
Southern 59172 83268 _ 2093 _ 318 22 25 61287 86478
UnionTerritories R L A 0 T 0 T 1.
All India 66,310 160,286 2,571 6,358 22 98 68,903 166,742

Source: APMAS Hyderabad.

than ‘credit only’ approach. The federations usually
have a three-tier structure with primary level fed-
erations at village level, secondary level federations
at the cluster level and apex-level federations at the
district or state level. The size of federations ranges
widely across the country, with the number of SHGs
in each of the federations ranging from 10 to 1,000.
The federations perform four broad categories of
functions viz., financial functions, business devel-
opment/livelihood services, strengthening or sup-
porting services for SHGs, and social or develop-
mental initiatives.

A study conducted by APMAS focusing on
the extent of SHGs membership in federations
revealed that the percentage of SHGs having fed-
eration membership was the highest at 100 per
cent in Andhra Pradesh, followed by about 37 to
38 per cent in Karnataka and Bihar" (Table 2.9).
In Maharashtra and Gujarat, the federated SHGs
accounted for about 16-18 per cent of the total
number of SHGs in these states. The percentage of
federated SHGs was negligible in West Bengal (~1
per cent), Rajasthan (~3 per cent) and Assam (7.60
per cent). In all the states put together, the percent-
age of SHGs, which are not having any federation
membership was more than 70 per cent, indicating
a large scope for forming federations.

Table 2.9 SHG memberships in federations

A study on SHG federations covering six states
found that the structure, functioning, and the style
of functioning were influenced very much by the
Self-help Group Promoting Agencies (SHPA). It
was found that most of the sample federations have
good linkages with government departments, pro-
grams and projects; private sector companies, insur-
ance companies, corporate hospitals, NGOs, etc. It
was also observed that the performance of the fed-
erations was closely related to the SHPA's vision of
institution building for the poor, as well as on the
quality, adequacy and appropriateness of the servic-
es provided to the members. A study® was conduct-
ed in Uttar Pradesh to determine the contribution
of SHG federations to economic, political and so-
cial empowerment of SHG members. These federa-
tions were of two different types promoted by two
NGOs viz., People’s Action for National Integration
(PANI) and Grameen Development Services (GDS).
The findings of the study have been mixed, and are
strongly dependent on the structure and service
provided by the SHG federations. The financial and
organizational sustainability are strongly interlinked
and highly dependent on the structure and range of
services provided by the federations. The federation
concept of PANI is simple and less complex than
that of GDS. There are no separate committees or

Membership RJN ASM BHR WB GJR MHR AP KNT Total
Having 338 760 3849 124 1813 1581 10000 3667 2812
NotHaving 962 9240 6151 9876 8188 8419 000 6333 7188
Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Source: APMAS Hyderabad.
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specific services delivered to the SHGs, but there is
a strong focus on collective social action and link-
ages to government services are made, a system that
contributes (at least to some extent) to political and
social empowerment of SHG members. This leads
to a very cost effective system where operational
self-sufficiency can be quite easily obtained. GDS
implements a more complex federation concept
where the federation has various committees. GDS
federations offer a broader range of services to their
SHGs leading to different findings regarding finan-
cial and operational sustainability. A major benefit
from the federations in the perception of the SHG
members is the agricultural support offered by the
federations, leading to a sense of entrepreneurship
amongst the SHG members and economic empow-
erment (Box 2.1). However, the structure of vari-
ous committees of the federations leads to several
complications, such as confusion about roles and
responsibilities and a large time investment of fed-
eration leaders. Benefits of these committees are not
always clear in the perception of SHG members.

Although operating Self-Sufficiency (OSS) seems
to be achievable in this model, it will be a complex
and time-consuming process, and it will be very
difficult to achieve OSS without collecting mem-
bership fees for the services offered by federations.
However, these federations have considerable im-
pact on those activities in which economies of scale
are significant. For example, in agricultural input
production and/or supply and machinery hiring
there are substantial economies of scale whenever
the federations took up these tasks at a larger scale.!
Another study* supported by the World Bank also
revealed that federations could help SHGs to be-
come institutionally and financially sustainable as
they provide economies of scale that reduce transac-
tion costs and make the provision of these services
viable. However, their sustainability is constrained
by several factors—both internal, related to the
federations themselves, and external, related to the
other stakeholders.

One of the major benefits of SHG federations was
that the federations themselves have become an al-
ternative source of financing for the SHGs. Though
credit is the predominant product offered by most
of the SHG federations, non-credit services such as
agricultural input supply and output marketing are
also important. In spite of the fact that the federa-
tions are best suited for offering a wide range of ser-
vices to the rural poor, their capacity to offer these
services is limited by the inadequate human resourc-
es and experience in innovating and offering a wide
array of products and services. However, to ensure

their long term financial and economic sustainabil-
ity, provision of non-credit products and services is
essential. Some of the SHGs have already shown the
way by entering into marketing arrangements with
the corporate sector for supplying raw materials to
those companies and/or marketing their products.
Provision of microinsurance products covering
life and health insurance, livestock insurance, and
agricultural extension advisory services including
small-scale inputs production activities such as bio-
fertilizers and bio-pesticides would enhance the fi-
nancial viability of the federations.

Box 2.1 MicroGraam’s Micro Ventures

Micro Venture investment model, which is a
dramatic departure from traditional microcredit
lending promoted by MicroGraam aims to bring
an array of diverse financial tools for India’s un-
derprivileged rural poor. In Micro Ventures, a
micro-entrepreneur and a micro venture capi-
talist enter into a revenue sharing agreement,
which enables the two partners to create a micro
to small enterprise (MSE). Although traditional
microcredit provides the essential service of ac-
cess to credit, entrepreneurs who are willing and
able to undertake larger business ventures are un-
able to do so under the current paradigm. Micro-
Graam has created Micro Ventures to address this
underserved niche market of entrepreneurs who
require a larger loan size but cannot obtain them
from commercial financing. Micro Ventures pro-
vide flexibility and cost savings, which can only
arise from long term financing.

In this model, the micro venture capitalist pro-
vides the full upfront cost to starting the business,
and the two parties agree to share a percentage of
the profits or losses. The two parties agree upon
how to share the profits or losses (50-50, 60-40,
etc.) and the number of years the micro venture
capitalist will be involved. MicroGraam acts as
the facilitator in the transaction and helps the en-
trepreneur with their business model.

The first micro venture facilitated by Mi-
croGraam was a Dairy Farm in Kolar district of
Karnataka. MicroGraam facilitated equity capital
of 300,000 from six micro venture capitalists in
July 2010. The dairy farm was set by the members
of the Self-Help Group and the group members
jointly managed the dairy farm. Micro Venture
Capitalist hold 40 per cent stake in the dairy farm
and 60 per cent is held by the SHG group. In two




years, micro venture capitalist have been able
to exit fully with an annual ROI of 11 per cent.
The latest Micro Venture initiative supported by
MicroGraam is a ‘water shop’ in northern Karna-
taka. The micro-entrepreneur, Sikander, received
financing from three micro venture capitalists to
the tune of ¥300,000. He recently opened shop to
provide clean drinking water to the surrounding
area with 500+ households. This social business
leverages sustainable business practices to ad-
dress the public health need for safe water. Ac-
cess to clean water and sanitation facilitates are
pressing conditions in rural India and Micro
Ventures has enabled this social cause to become
a viable social business. In order to achieve long
term, sustainable development in rural India,
financial models beyond traditional loans and
saving are essential. MicroGraam continues to
develop innovating financings for the needs of its
borrowers, and it is looking forward to helping

Source: Primary information collected from MicroGraam.

The quality of financial management was found to
be better among federated SHGs than non-federated
SHGs, while in general management both federated
and non-federated SHGs were on par with each oth-
er, and in terms of governance and accounts mainte-
nance, non-federated SHGs were better placed than
federated SHGs. One of the serious challenges faced
by the SHG federations is their financial sustainabil-
ity. A study® based on 10 SHG federations spread
over five states, found that 50 per cent of the sample
federations was having very poor levels of financial
sustainability, 20 per cent of them had a moderate
level of financial sustainability, while 30 per cent of
the federations had high levels of financial sustain-
ability.

In spite of their positive role and contributions
towards strengthening the self-help movement in
the country, SHG federations are facing a number of
problems/constraints. Another study found that al-
most all the federations studied had limited financial
resources, though there are variations across different
federation structures. Most of the services provided
by the federations are inadequate due to external con-
straints such as low investments in capacity building,
bankers’ non-cooperation in SHG Bank linkage, re-
strictions imposed by the promoting agencies, etc.
Limitations of promoting agencies also became limi-
tations of the federations. However, it is possible to
overcome these problems and make the federations
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sustainable in the long run through regular capacity
building programs such as training and workshops
and by undertaking financially more remunerative
support services and collecting reasonable fees and
user charges for the various services provided.** In
this scenario, Sampark has been able to get limited
funding support from donor organizations to invest
in capacity building of women and build viable coop-
eratives, else it would not have been possible to have
the lessons it offers for community-based microfi-
nance and women’s empowerment. Sampark’s work
with women over the past decade shows that they
benefit much more if they retain control over their
financial resources and organizations.

Limited scope of the federations to act as financial
intermediary has been deliberated at length.”> As
such, scaling up of this model is limited due to lack
of policy support from NABARD, except providing
limited funding support for capacity building and
leadership quality enhancement of the group mem-
bers.?* However, the success stories of the federa-
tions being experimented across the country such as
SEWA, DHAN Foundation, etc., indicate the scope
of this model for wider scaling up (Box 2.2).

As such there are many CBMFIs, which are char-
acterized by smaller operation scales, being larger
in number, dispersed, less organized and less docu-
mented. However, their experiences are not effec-
tively deliberated among policy circles despite the
recent emphasis on re-vitalizing the cooperative sec-
tor. Even though SHGs have come of age, and most
rural women are now familiar with them, microfi-
nance cooperatives of women are still not so com-
mon. Traditionally, agricultural and multi-purpose
cooperatives have been the preserve of men, and
microfinance models were heavily biased in favour
of commercial MFIs.?” To access external funds,
these cooperatives have to conform to high stan-
dards of credit-worthiness, and need data and mon-
itoring systems. Women, who are poor and illiterate,
need to build their capacities to manage SHGs and
cooperatives on their own. These capacity building
requirements are time- and cost-intensive, and need
the full attention of a promoting organization.

Further, National Rural Livelihood Mission’s fo-
cus on federation arrangement will certainly bring
the new dimension in federation approaches. Rede-
signing the federation model in light of the lessons
learnt so far will have a positive impact on this mod-
el. Networking will also provide a broader platform
for collective action at a larger level and scale so that
the demands and requirements of the members and
the SHGs at a grassroots level could be effectively
taken up with donors and governments.
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Box 2.2 Kalamandir Saksham SHG
federation—a case study for success

Like other villages of Jharkhand, Janumdih was
a small village of the Bhumij tribes in the remote
corner of Potka block in East Singhbhum. Out of
158 families, 136 families were below the poverty
line. In the year 1999, kalamandir initiated a pro-
gramme on revival of the Firkaal dance. Soon it
was found that the one and only source of income
in their village was from rain fed agriculture, that
too a single crop. Due to scarcity of water and
inadequate irrigation facility in the hilly ter-
rains, the Bhumij agriculturists used to work as
contract labour in road construction and brick
kilns. In the year 2005-06 the scenario started
changing in favour of a silent revolution in the
villages. SHG members from munda tribes who
were farming grass in the wasteland were given
training by NABARD support but no credit link-
age was possible as bankers were not taken into
confidence.

Two SHGs that were weaving Grass Mat unit
at Janumdih started growing from strength to
strength. They took loans of 0.5 million from
the Union Bank of India, Khairpal under SGSY
and started production in full swing. More ar-
tisan groups were formed at nearby potential
villages after the success of the SHG run micro
enterprise. The community was keen to support
such an initiative. The situation of Janumdih
started changing totally. It was getting converted
into a fully developed art and craft village. Kala-
mandir—CCAF initiated formation of a Federa-
tion of Self Help Groups of Farmers, weavers and
artisans from among 40 SHGs. A proper business
plan was developed in consultation with all stake
holders and loan was applied after a bankable
project was prepared in the process. The efforts
for hand-holding of SHG Federation for success-
fully running the Rural Mart were a unique story.
The entire responsibilities on account of Rural
Mart rested on the Kalamandir-CCAF, and the
expenses towards proper management of the Ru-
ral Mart i.e., right from procurement of finished
products from the SHG members (on cost basis
and also in some cases, on buy-back arrange-
ments), maintaining stock, advertising and sell-
ing of the products, maintenance of accounts, etc.
were being incurred by the NGO.

For more than two years, the members of the
SHGs (within the Federation) were under constant

guidance and support from the management of
Kalamandir-CCAF for procurement, processing,
packaging and marketing. But for the past one and
a half years, they are procuring raw materials inde-
pendently for making the finished products from
West Bengal and from other local villages. Besides
increased turnover in business, their quality of life
also has improved because of the increase in in-
come, and the women of the village have stopped
working as bonded labor in the brick kln, and now
they have additional income generating activities
such as procurement of raw material, weaving,
stitching, maintaining the records and few are also
involved in the farming of grass. The SHG Federa-
tion is now capable of running and managing the
Rural Mart.

Source: Primary information collected from Kalamandir.

IDENTIFYING CRITICAL
STAGES OF SBLP

The SBLP has already completed two decades of
its implementation and attempts are being made to
launch the second phase of SHG in order to speed
up the process of social and economic development
in the country. A study on the life cycle of SHGs
conducted in three states namely, Andhra Pradesh,
Tamil Nadu and West Bengal®® suggests that the
key elements to ensure long-term sustainability of
SHGs are: systematic and scientific approach in the
formation of SHGs including clear goal of SHGs,
homogeneity and solidarity among members, exis-
tence, evolution and enforcement of bye-laws, and
participation of members in decision making and
transparency in the operations and functions of the
groups. The study also reports that the assistance
provided by various SHPIs and NGOs in overcom-
ing the difficulties faced by the groups starting from
the group formation to further graduating to micro
enterprises/producer groups/individual borrowers,
were very critical in the development process of the
groups. More than 90 per cent of SHGs reported
getting a second loan, i.e., entering into growth and
expansion phase of their life cycle, and more than
three-fourth (78 per cent), one-halfand (52 per cent)
and about one-third (30 per cent) of sample SHGs
reported getting third, fourth and fifth bank loans
respectively. It was observed that with the increase
in loan linkages, SHG members utilised the loans
either for initiating new economic activities or for



diversifying their existing activities. This helped not
only in increasing the members’ income but also in
generating asset base and further reflected on mem-
bers’ ability to directly borrow from the bank with-
out the group support. The study recommended the
following measures to be taken into consideration
while preparing suitable policies for further improv-
ing the functioning and long-run sustainability of
the SHGs in the states or regions where the perfor-
mance is poor:

1. Ensure better bookkeeping, effective training
programmes and helping the SHGs to devise vi-
able incentives for participation in the system.

2. Further strengthen the capacity building and
skills of the self-help promoting institutions
(SHPIs) on various aspects of group management
practices.

3. While preparing the strategies for graduating
SHG members from micro-borrower to micro-
enterprises or diversifying their economic activi-
ties, the package has to be designed taking into
consideration the investment capacity, indigenous
knowledge, skill of SHG members and availabil-
ity of local raw materials and market demand for
the produce.

4. In the context of training on income generation
activities, there is an urgent need to give prior
attention to the specific requirement of group
members related to their economic activities be-
fore organising any such training programmes.

5. In order to encourage banks to take interest in
furthering the SHG movement—there is an ur-
gent need to develop a scheme of performance-
linked incentive for banks, like credit disbursed
under the SHG-Bank linkage programme.

6. Though NABARD has already taken initiatives in
setting up rural marts exclusively for SHG prod-
ucts, there is a need to further strengthen this
initiative particularly in areas/regions where no
such initiatives have been taken up so far.

SHGs—NABARD’s ROLE AND
PERFORMANCE?*

NABARD has been extending various supports to
various stakeholders to facilitate sustained access
to financial services for the unreached poor in ru-
ral areas through various microfinance innovations
in a sustainable manner (Box 2.3). NABARD con-
tinued its refinancing and promotional role to sup-
port stakeholders including banks. During the year
2011-12, refinance of ¥30.73 billion was provided
to banks covering their lending to SHGs. This was
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an increase from ¥25.45 billion disbursed in 2010-
11. As a proportion of NABARD’s total refinance
disbursements SHG share increased from 18.9 per
cent in 2010-11 to 19.9 per cent in 2011-12. The
Microfinance Development and Equity Fund has
been created with the corpus 4.00 billion to fa-
cilitate and support various promotional activities
like grant assistance to Self-Help Promoting Insti-
tutions, funding of training and capacity building
of microfinance clients and stakeholders of the
SHG Bank Linkage Programme, support to MFIs,
for supporting introduction of Management Infor-
mation System (MIS) for the sector, for helping re-
search and publications concerning microfinance
related issues. Under this fund, ¥333.1 million was
released during 2011-12, of which ¥286.8 million
was grant support for promotional activities and
%46.3 million for Capital Support/Revolving Fund
Assistance to Micro Finance Institutions, as against
%299.5 million and 174.3 million, respectively in
the previous year.

During the year 2011-12, grant assistance of
%379.5 million was sanctioned to various agencies
for promoting and credit linking of 94,482 groups
thus taking the cumulative assistance sanctioned

Box 2.3 Women SHG in Union Budget speech

The Government has also announced %100 billion
to NABARD (National Bank for Agriculture and
Rural Development) for refinancing rural banks
and help better for free flow funding. Much has been
concentrated towards rural upliftment where inter-
est subsidy for women Self-help Groups (SHGs) is
announced up to 0.3 million at the rate of seven
per cent and an additional three per cent more to
allow the SHGs to repay the amount promptly on
the said time. The Hon’ble Finance Minister stated,

Last year I had announced the creation of ‘Wom-
en SHGs Development Fund’ which had been
set up by NABARD. In 2012-13 I have proposed
to increase the sum of 32,000 million to ¥3,000
million. This Fund will also support the objec-
tives of Aajeevika i.e., the National Rural Live-
lihood Mission. It will empower women SHGs
to access bank credit. The initiative, in the first
phase, would focus on selected 600 blocks of 150
districts, including the Left Wing Extremism af-
fected districts.

Source: Union Budget, Ministry of Finance, Government
of India, New Delhi.
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Table 2.10 NABARD support to SHPIs and their performance

Sanctions during the year 2011-12 Total
Amount No. of groups
Agency No. (X million) Groups formed so far
DCCB oo ns.o 4740 71,695
RRB B ] 268 .. 3810 23145
NGO 166 35738 85571 . 499,909
ke A 007 61 7689
RY ] LR 052 .. 300 43223
Total 181 379.50 94,482 675,661

Source: Provisional Data from NABARD Head Office Mumbai.

to %1,841.7 million to nearly 0.68 million groups
(Table 2.10). As on 31 March 2012, an amount of
%552.8 million was released resulting in formation
of 0.42 million groups. The number of groups credit
linked till March 2012 was nearly 0.27 million. But
this constituted a small proportion (less than 10 per
cent) of total groups credit linked and 5.6 per cent
of groups savings linked. Given the ambitious target
of linking one million groups in each of the next five
years, the nature and extent of this assistance should
undergo a radical change. The effective cost of pro-
moting and nurturing groups of reasonable quality
by SHPIs has been estimated to be between ¥7,000
and 10,000 by different studies. The average cost™
granted so far under the MFDEF to SHPIs is around
%2,708. Unless reasonable costs are allowed, it might
be difficult to attract competent institutions to act
as SHPIs.

Box 2.4 Are SHGs and JLGs working at
cross purposes?

Shri Alosiusp Fernandez who conceptualized the
SHG concept reacted to this question—

There is confusion regarding the difference be-
tween SHGs and JLGs even across NABARD.
After discussing with the Chairman NABARD,
I understand the following as regards SHGs and

to build these organizational and financial man-
agement sKkills.

JLGs are for the ‘not so poor’ who have as-
sets, which are productive but who cannot get
loans because they have no papers (like small
farmers with irrigation who take lands on
lease) or have problems with accessing banks.
They already have some linkages with markets
since they have surpluses. In this connection it
may be useful to stress those second level insti-
tutions, which aggregate, add value and provide
marketing support including risk coverage—
like producers companies and coops have a
major role to play. Credit is a strong trigger
here; but different types of credit are required—
production, term, soft, working capital and tech-
nology (NCDEX) including storage. This package
is required if surpluses of small farmers are to
fetch a fair and sustained price. Unfortunately
these support services are highly fragmented
and inadequate. The country does not have or-
ganizational and financial scaffolding provided
by one agency taking the lead to support these
second level institutions. NABFINS is making a
small attempt to set up this integrated support
system.

The JLGs also need some Institutional Ca-
pacity Building (including practice of regular
savings—placed in a group common fund, the
meaning of joint liability and its implications
etc). This reduces the time for training com-
pared to SHGs. The JLG should have a group
account...as one basis for the jointness, Further
the Bank loan should be given to the JLG group
account, and then it goes to the individual (this
strengthens the jointness)...the size and pur-
pose of loans is decided in advance before the
loan is given...unlike in the SHGs where the loan
is given in bulk and the members decide later on
purpose etc.

Unfortunately the way the JLG program is be-
ing implemented—it appears to be working at
cross purposes with the SHG program.

Source: Interview by author.

JLGs:

SHGs are for the poor and for those who have
no assets or very low productive assets (dryland,

NABARD continued with its initiative of promot-
ing Joint Liability Groups (JLGs) with a view to pro-
moting access to credit for small and marginal farm-
ers and tenant cultivators (Box 2.4). The JLGs fill a

etc.). The SHGs need to have proper institutional
capacity building, which takes time and money;
the members need to acquire confidence, skills
to decide, negotiate, establish linkages with oth-
er institutions (for financial and technical sup-
port), lobby for change at home and in society,
etc. The management of savings and credit helps

critical gap in the rural areas where marginal farm-
ers and tenant farmers find it difficult to access bank
loans. The JLGs typically consist of such farmers to
facilitate them in availing loans for farming. Report-
edly, banks are more keen on JLGs on account of a
larger loan size and lower monitoring/handholding



requirements. A grant of 3366.8 million was sanc-
tioned for promoting 194,000 JLGs across the coun-
try till March 2012, as against ¥247 million for pro-
moting 125,000 JLGs last year.

In the international realm, governments, non-
profit organizations, and community and develop-
ment agencies have targeted microenterprise devel-
opment by viewing it as one of the most sustainable
paths of local economic growth, employment cre-
ation and poverty reduction.> Microfinance is
widely recognized for its benefits towards opening
the doors for small business ownership around the
world.*? Microenterprise development helps micro-
entrepreneurs combine their knowledge and de-
termination with microfinance services to attain
standards of living and generate income through
business (Box 2.5).

In 2005-06, NABARD had initiated a pilot proj-
ect ‘MicroEnterprise Development Programme’
(MEDP) to motivate and assist members of matured
SHGs to take up income generating activities on a
sustainable basis, in nine districts in nine states, in-
volving 14 NGOs. Since then the sphere of MEDP
has grown tremendously. During the year 2011-12,
1,914 Micro Enterprise Development Programmes
(MEDPs) were conducted for 56,292 members on
various location-specific farms, non-farm and ser-
vice sector activities. So far, 164,948 participants
had been covered under the enterprise development
programme. The reported numbers are small in
comparison with the requirements. Scaling up the
MEDP so as to serve at least 15 per cent of all ma-
ture groups (of four years vintage or more) might
make a discernible impact.

A study on the scope for promoting microenter-
prise activities through SHGs in select districts of
Bihar and Uttar Pradesh covering 456 respondents®
covered under the Priyadardshini Programme re-
vealed that more than 90 per cent of the respondents
were matured SHG members who had undergone
MEDP/REDP training, 3.95 per cent respondents
were NGOs who had conducted MEDP/REDP
trainings and 5.70 per cent respondents were NAB-
ARD and Bank officials. The study highlighted that
hardly 15 per cent of the matured SHG members in
U.P. and Bihar had graduated to microenterprises
and that too at a lower level business. Difficulties in
getting adequate credit, low level of awareness and
lack of skills were the main reasons for not gradu-
ating to microenterprises. Even the 15 per cent of
the matured SHG members, who had graduated
to microenterprises, were still at the nascent stage
and their business size was not economically vi-
able. The study suggested that the value chain for
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raw materials, and packaging and marketing would
help in microenterprise development and should be
established through assistance from Microfinance
Innovation Fund. Common service centre for pack-
aging and use of latest technology for packaging will
help in marketing of the produce. Making available
technologies/tools to micro-entrepreneurs, transfer
of technology, regular technical support and linking
of micro-enterprises with related research organiza-
tions would help in microenterprise development.
The incremental income from the units established
after attending the MEPD was found to vary from
activity to activity and location to location depend-
ing upon the availability of raw materials and the
market for the product. The study also highlighted
that the coverage of SHG members under microen-
terprise development programme had a definite and
positive impact on their income generation level.
The pilot project of SHG-Post Office Linkage
Programme was launched in 2006 in five districts
of Tamil Nadu, with the objectives of (a) examining
the feasibility of utilizing a vast network of post of-
fices in rural areas in disbursement of credit to rural
poor, and (b) to test the efficacy of Department of
Posts (DoP) in providing microfinance services to
rural clients. NABARD had sanctioned refinance
assistance of I30 million for on-lending to SHGs on
an interest sharing basis and released an amount of
%3.72 million till March 2012. A total of 2,189 SHGs
have opened saving accounts, of which 1,259 SHGs
have been credit linked by various post offices, with
cumulative loan disbursements amounting to I36.5
million as on 31 March 2012. Though the pilot proj-
ect is able to show the scope for greater financial
inclusion through the existing well-established net-
work of post offices, the success of the model pri-
marily depended on the involvement of the DoP staff
at the field-level. There are evidences that wherever
DoP staff is involved enthusiastically in the project,
the successes are assured. Hence, further up-scaling
of this model heavily depends on the training and
follow-up to the implementing staff. However, from
members’ perspective this model is worth replica-
tion due to the proximity of post offices to them.

Box 2.5 Employment generation through
microfinance initiatives

An enterprise survey conducted by M-CRIL in
June 2012 to find out the jobs created with the
support of Hand in Hand’s MF programme cov-
ering the sample of 2,558 respondents from 330
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SHGs revealed that Hand in Hand has created/
supported 1.16 million jobs out of its microfi-
nance programme as of March 2012. The study
findings quantified that 94.9 per cent of members
used the loan for productive purposesand 90.1 per
cent of the loan amount from the groups is used
for Productive purposes where as 76.4 per cent
of Bank loan amount is used for productive pur-
poses. Further it is assessed that one family based
enterprise (investment up to ¥50,000) creates 1.67
jobs and one micro enterprise (investment above
%50,000) creates 2.61 jobs. Hand in Hand’s focus
on capacity building of clients and handholding
support for enterprise promotion leads to this
high level of loan usage for productive purposes
and creation of jobs at the bottom-of-the-pyramid,
which adds to the vibrancy of the local economy
and prosperity at the household level.

Source: Study conducted by M-CRIL for Hand in Hand unpub-
lished findings provided by Hand in Hand.

The skewed growth of SHGs in certain regions
of the country had narrowed the growth process of
the programme. In this background, during the year
2011-12, NABARD revisited the SBLP for identify-
ing the shortcomings and incorporating suitable
changes to give the programme a renewed thrust
and direction in the form of SHG-2. The objective
of SHG-2 is to focus on a few key issues like creating
space for voluntary savings, positioning cash credit
as the preferred mode of lending, scope for provid-
ing multiple borrowings by SHG members match-
ing with their repaying capacity, creating avenues to
meet higher credit requirements for livelihood cre-
ation, supporting SHG federations as non-financial
intermediaries, credit rating and auditing of SHGs
as a part of the risk mitigation system, strengthen-
ing monitoring mechanisms, etc. The guidelines of
SHG-2 have since been issued by NABARD to the
concerned stakeholders. The proposed initiatives
by NABARD focusing on savings and related prod-
ucts is a positive step forward in strengthening the
SHG movement. Validating the proposed strategies
through piloted experiment would certainly help in
evolving client-oriented products. SHG movement
was initiated with the basic presumption that the
poor can save, and they require a safe place to pro-
tect the same. Compulsory savings was in-built in
the model when the poor had less social and eco-
nomic empowerment. Now over two decades, it is
expected that the graduation of SHG members in
an economic perspective would expand the scope

of greater savings. Experience shows that the gradu-
ation process is restricted mainly to enterprising
members and not uniform to all. Hence, there is a
need to have different saving products. In this con-
text, voluntary savings may emerge as an additional
product for graduated SHG members. Already sev-
eral such savings products are being offered by sev-
eral SHPIs and even at group-level. Since the volun-
tary savings products are expected to be required by
a section of group members, it needs to be treated
separately, without burdening SHGs with more fi-
nancial responsibilities. Further, SHGs may not be a
safe or protected place for parking more of savings
in view of voluntary nature without legal backing.
Introducing voluntary savings at the group-level
may also influence inequality among equals. Hence,
the appropriate strategy would be strengthening the
federal structures or Community Banking with legal
support to undertake such activities. Evolving spe-
cific saving products by banks with flexible terms
in liquidity and operation processes will be a better
option. These efforts will pave the way for greater
financial inclusion and financial literacy among
the poor. Considering the diversity in profile and
the demand of microfinance clients, the voluntary
savings products may be experimented and piloted
across regions before including in the main stream
business of SHG bank linkage programme.

During the year 2011-12, NABARD, in asso-
ciation with the Government of India, has formu-
lated a scheme for the promotion of women SHGs
in backward and Left Wing Extremism (LWE) af-
fected districts. The main objective of this scheme
is to bring out a viable and self-sustainable model
for promotion and financing of Women Self Help
Groups (WSHGs) by involving an anchor NGO in
each of the selected backward districts of the coun-
try. It attempts at having NGO-SHPI to work not
merely as an SHPI for promoting and enabling
credit linkage of these groups with banks, but also
serving as a banking/business facilitator, tracking,
monitoring these groups and also being responsible
for loan repayments. To begin with, the scheme is
being implemented in 109 selected backward/TWE
districts of the country.

As instructed by the Government of India, sanc-
tioning Cash Credit Limits to SHGs has been initi-
ated so as to address the issue of delayed/limited or
non-approval of repeat loans to SHG, to ensure cost
effectiveness to clients and to provide greater opera-
tional flexibility to SHG clients. The groups, in turn,
are to extend loans to their members as per the ex-
tant guidelines of RBI and NABARD. The SHGs are
to ensure payments of interest on a monthly basis



on the cash credit availed by them. Earlier, the SHGs
were being sanctioned term loans by banks depend-
ing on the quantum of savings made by the group.
The tenure of such loans was up to a period of three
years. However, often, the groups tended to prepay
such loan leading to a situation where the groups
were not sanctioned fresh loans/repeat loans. There-
fore, even for their emergent needs these SHGs were
depending on various alternate options like MFIs,
etc. The introduction of cash credit is thus aimed
at smoothing the consumption and working capital
needs of the SHGs during the initial years as well as,
to a certain extent, in subsequent years.

PROVIDING LIVELIHOODS—LOCAL
AREA BANK MODEL

The concept of local area banks (LABs), which was
introduced in the year 1996 with a view to providing
institutional mechanisms for promoting rural sav-
ings as well as for the provision of credit for viable
economic activities in local areas has not been able
to establish itself due to various operational issues.
Out of 227 licences applied for, only six banks were
licensed. Of these, the licence of one was withdrawn,
and one was merged with the Bank of Baroda and
four are now functioning. The number of banks is
too small to make a comment on the success of the
LAB model. A review group set up in 2002 recom-
mended not to issues licenses to new LABs till the
existing ones were placed on a sound footing. It also
recommended that LABs attain a net worth level of
%250 million and CRAR of 15 per cent. Two of the
four LABs, viz. Coastal Local Area Bank and Capital
Local Area Bank operate in prosperous regions in
the country. While Capital LAB, the largest amongst
the LABs, operates in the rich Doaba belt in Punjab,
Coastal LAB operates in Krishna, Guntur and West
Godavari districts, which is one of the most pros-
perous regions in India. Capital LAB has advances
of over 35 billion with a net profit of ¥106.3 million
as on March 2012. While the advances of Coastal
Bank are around 1,250 million, both Coastal LAB
and Capital LAB yield a return on equity of 17 to
18 per cent. Both of these banks offer services to all
segments of customers in the same manner as SCBs.
Subhadra Local Area Bank operates in Kolhapur,
Sangli districts of Maharashtra and Belgaum in Kar-
nataka. It is the smallest in terms of business in the
four LABs. The operating area of this LAB also is
quite a prosperous region. KB Samruddhi LAB has
the unique model of financing the bottom-of-the-
pyramid. As such its operating costs are higher due
to low ticket size of accounts and doorstep delivery.
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In spite of this, it had an ROE of over 12 per cent in
March 2011, which came down to 7.45 per cent as at
the end of March 2012 due to exceptional reasons—
mainly the effects of the microfinance ordinance of
the AP government. It is yet to reach the net worth
level of 3250 million. It may be added that besides
the mission of serving the underserved, KB Samrud-
dhi LAB is the only LAB, which operates mainly in
underdeveloped areas. It may, therefore, be assumed
as a model of its own within the LAB model.

KRISHNA BHIMA SAMRUDDHI
LOCAL AREA BANK

Krishna Bhima Samruddhi Local Area Bank
(KBSLAB),** which was promoted by BASIX as a lo-
cal area bank is operating in Mahbubnagar district
in Andhra Pradesh (AP) and Gulbarga and Raichur
districts in Karnataka since 2001. Besides being a lo-
cal area bank, another distinguishing feature of the
Bank is that it chose to operate only in the under-
served segment of the population with microfinance
as the business model to pursue its mission. Being a
bank, it not only provides credit but also provides
services for savings, insurance and technical ser-
vices, wherever needed, to agriculturists and dairy
farmers through other group entities. The Bank at
present operates through 14 branches, including a
mobile van. However, the network through which
it provides services to its customers is not restricted
to these branches. It has appointed Indian Grameen
Services, a not-for-profit company, as its Business
Correspondent. Through the use of the Business
Correspondent (BC) model, it has expanded its
reach by setting up 59 BC locations including 19
hubs and 40 spokes. The Bank effectively exploits
the features of modern technology to serve its cus-
tomers. It has moved to a Core Banking System
platform with centralized database since 2011. The
transactions through hand-held devices used by its
customer service representatives in the field get up-
dated online in the centralized database through the
use of mobile technology. Customers get a printed
receipt from the hand-held device for the amount
tendered by them.

Business model

With its mission to reach the underserved and to
provide livelihoods, the banKs lending is mainly
concentrated at the bottom-of-the-pyramid. The
Bank lends mainly to small farmers, dairy farmers,
small retailers and entrepreneurs, roadside vendors
and hawkers, village artisans, service providers, etc.
Most of the loans are in the non-farm sector with
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over 56 per cent of the lending for microenterprises
in this sector. About 26 per cent of the loans are for
animal husbandry including dairy farming, sheep
and goat rearing etc. The average size of a loan out-
standing is below ¥14,000, and most of the loans of
the Bank are below 350,000. Of late, the Bank has
also started promoting loans of a higher value mostly
in the segment from 350,000 to ¥200,000. These cus-
tomers are retailers and kirana shops, distributors of
commodities such as fertilisers/cement etc., dealers
in garments and ladies wear etc. besides dairy farmers
or agriculturists. Wherever the Bank does not have a
branch, it extends services through the BC network.
Since the BC also provides both credit and deposit
services, the model has proved to be sustainable.

In spite of the limited area of operation and the
small size of accounts, the Bank has been able to
cross a deposit base of X1 billion by March 2012.
The advances were at a level of around I840 million.
The number of deposit accounts was 276,000 as at
the end of March 2012 while loan accounts were
over 59,000. The number of customers it reached
was close to 182,000. The ordinance of the Andhra
Pradesh government regulating the operations of
microfinance organizations also affected the Bank
to some extent, due to the similarity of operations
and the customer segment served, though the or-
dinance was not applicable to banks. Due to its sta-
tus as a Bank, it could contain the adverse effects
of the ordinance and managed to clock a net profit
of 11.8 million for the year ended 2011-12. The
Bank went slow on disbursements to consolidate its
portfolio and improve recovery. As the effects of the
ordinance have now been crystallized, profitability
and advances will only show an upward trend.

KBS LAB commenced its operations with a capital
base of 50 million in the year 2001. Over the years,
the entire profits have been ploughed back and ad-
ditional capital has been brought in, thus increasing
its net worth to I164.4 million as on March 2012.
The initial years saw a dependence on borrowings
for financing its operations. The credit deposit ratio
was over 100 due to reliance on borrowings for sup-
plementing its financial requirements. However, as
years passed by, the dependence on borrowings was
reduced and by March 2011, the Bank could bring
down its CD ratio below 100 for the first time to
95. The borrowings, which are now being replaced
almost entirely by deposits to finance operations,
stood at 145 million as on March 2012 as against
%245 million as on March 2011.

KBS LAB is yet to reach out to a large popula-
tion in its customer segment even within its limited
area of operation. It will have to expand its network,

augment its capital base, strengthen its team both in
terms of numbers and capabilities, intensify its ef-
forts for increased penetration and optimum use of
resources to achieve its goal of reaching out to half
a million customers. For this, it intends to focus on
increasing its capital base, intensifying deposit mo-
bilisation efforts, expanding its branch and BC net-
work, using technology to provide further services
and reducing operating costs, diversifying its loan
portfolio by increasing component of high value
loans while continuing to reach the underserved
and gain visibility in customer segments where it
does not have a large presence at present, especially
for deposits. The key to future growth will be the
ability to mobilise deposits at reasonable cost. To
achieve this, it will have to reach out to the affluent
segments and win their trust.

THE LAB MODEL—HOW CAN IT BE
MORE EFFECTIVE?

LABs, being a bank, are licensed and regulated ef-
fectively by RBI, which ensures soundness of opera-
tions and prudent financial management. As Banks,
LABs can accept deposits and thus provide the en-
tire gamut of financial services to its customers. It
can be claimed that the existing LABs are on a sound
financial footing and have reached a stage at which
their growth can get accelerated. In that sense, the
experiment has succeeded. It is, therefore, time for
a review of the model and also, perhaps, to examine
the scope of expanding the model.

The suggestion of MFIs taking to the LAB model
is also quite relevant. However, they will have to op-
erate within the limited geographical area, which
may be a constraint for growth. It is generally ob-
served that geographical expansion is a faster route
to growth. Besides allowing the LABs to expand their
area of operation, they may also be made eligible
to draw financial support in the form of refinance,
etc., from institutions like NABARD, which would
facilitate increasing their resource base. Moreover,
with an increasing role for RBI in the oversight of
NBFC-MFIs, and if deposit acceptance by NBFC-
MFIs is permitted subject to certain conditions, it
should also be considered if becoming a bank offers
substantial advantages to an organization over the
NBFC model.

NABARD FINANCIAL SERVICES Ltd
(NABFINS)

In an environment where microfinance largely lost
its stardom, where future policy was still unfold-
ing and uncertainty reigned, where investors were



concerned with re-scheduling loans rather than in-
creasing exposure, and where potential clients were
faced with reduced choices, NABFINS managed to
grow in terms of outstandings from 527 million
in 2010-11 to 32,160 million in 2011-12. It was
able to achieve this progress due to the support of
its partners including 67 Business Correspondents/
Facilitators, three Producer collectives and 8,969
SHGs. The growth during 2011-12 was partly due
to the staff and infrastructure setup in late 2010,
which became operational during 2011-12. As on
March 2012, NABFINS has established offices in
31 Districts in three States, with 87 staff. It availed
a refinance of 32,000 million from NABARD dur-
ing the year; the average cost of funds in 2011-12
was 8.08 per cent and its net owned funds stood at
3484.7 million. NABFINS approach is emerging as
a unique model of an NBFC-MFI with greater atten-
tion on appropriate governance leading to transpar-
ency in accounting, remuneration and disclosure,
reasonable rates of interest and other costs, which
earn a profit but do not maximize profits or profi-
teer at the expense of the clients at the bottom-of-
the-pyramid. Investment in activities that generate
income in the short, medium and long term and
increase capital with the poor family is essential.
Since these activities chosen by the group members
are not only diverse in terms of sectors/categories
but also in purpose, size, and repayment periods
within a sector/category, they require a business
model, which is able to customize loans and repay-
ment schedules in order to respond to the diversity
of livelihood situations. Standardization, therefore,
cannot be the main driver even though it results in
higher profits for the NBFC-MFI. It is necessary to
ensure fair practices so that there is no over/multiple
lending or coercion in collection which, experience
has shown, results from business models driven by
speed and scale to maximize profits and in many
cases led to quick exit of investors. Keeping in mind
these guiding norms, NABFINS decided in 2010 to
promote a culture, organizational and financial sys-
tems and software which would ‘balance business
with inclusion in growth’ Inclusion here focuses on
the poor and marginalized. To maintain this bal-
ance is the prime responsibility of the Governing
Board. As a for-profit entity, it endeavours to earn
enough income to cover all costs related to manage-
ment and expansion, design and absorption of ap-
propriate technology support systems, training and
reasonable incentives to staff and management, and
to cover its risks arising from investment in second
level institutions like producer collectives. All these
are well accepted in the for-profit sector.
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Box 2. 6 Has the intention of SHGs deviated
during the last two decades from what was
envisaged?

Shri Alosiusp Fernandez opined—

The SHGs were never intended to be financial
(intermediation) institutions only...they were
empowering institutions which included build-
ing self confidence, social values, management
skills, confidence to lobby for change in the fam-
ily and in local society, to build linkages (with
banks and markets) etc...the habit of savings
gave the members a degree of independence
from large farmers (who are the money lend-
ers) which got strengthened by Bank loans...It
was the management of savings and loans which
was empowering—not provision of credit per se.
This was based on an analysis that ‘power rela-
tions’ in the local situation played a major role in
preventing access to resources (credit, natural as
well as work/labour at fair wages etc) by the poor.
As I wrote years ago: ‘Myrada discovered that it
was not enough to teach people to fish when
they could not reach the river; and when they
reach the river they find that fishing rights have
already been captured by the powerful’ Unfortu-
nately the SHGs have been reduced to financial
intermediaries...I hope SHG-2 addresses this...
as this clear direction can only come in a major
way from NABARD.

Source: Interview by author.

But, NABFINS also seeks to promote inclu-
sion of the poor and marginalized in growth—not
only financial inclusion which has been reduced to
opening ‘no frill accounts’ Inclusion of the poor and
marginalized in the growth sector in a sustained
way requires support from a variety of institutions
involved in building confidence and management
skills of the poor and their ability to lobby for change
and build linkages with others; it also requires tech-
nical, organizational and infrastructure support in
production, aggregation and marketing of products;
these in turn require financial support like grants,
term loans, cash credit, working capital, revolving
funds and appropriate infrastructure. In the field of
dry land agriculture—a high risk operation—where
a large part of the loans of SHGs/JLGs are invested,
support is required to reduce the clients’” risks and
make their investments productive and sustainable.
They need to be insured against crop failure—but
even more, the production risk has to be reduced.
Hence, NABFINS loans to groups involved in dry
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land agriculture are focused on areas where water-
shed management programs are being implemented
by NABARD, the Government and NGOs. This
reduces the risk of investment in this sector. To
build confidence and management skills, NABFINS
provides grants sourced from NABARD for institu-
tional capacity building and to improve the organi-
zational and financial management of SHGs, JLGs
and producer collectives. Likewise where invest-
ment is in livestock, it partners with an institution
that has the expertise and outreach to provide ani-
mal healthcare. All these interventions require extra
investment and a longer period of gestation, thus
reducing profits to NABFINS; but they also help to
develop a network and support system for the poor
client to build a sustainable livelihood base and to
be ‘included’ in the growth sector.

NABFINS tries to keep the balance between
‘market forces geared entirely to earn profits’ and
‘development finance), which attempts to open more
opportunities to the marginalized. As a business
model, which promotes development finance, it lev-
ies interest at reasonable rates but also ensures that
the overall cost to the client remains low by provid-
ing door step services and quick turnaround. Up to
March 2012 the rate of interest to SHGs/JLGs was
13.5 per cent; to second level institutions, like pro-
ducer collectives, it was 11.5 per cent; the margin
cap was 4.66 per cent—both well below the RBI
norms of 26 per cent (interest) and 12 per cent
(margin cap) respectively. The average cost of funds
was reasonably low at the rate of 8.08 per cent due to
funding support from NABARD. Considering the
scope and speed of the business expansion, the need
of funding support from other sources has become
inevitable. Efforts are on in this direction and there
is greater scope for participation of different insti-
tutions in view of its focus on social enhancement
with appropriate profit level.

SUMMING UP

The SHG Bank linkage programme implemented
during the last two decades has significantly con-
tributed in terms of outreach of financial services
to unreached people thus far. The review of the
performance of the programme reveals that there
has been a significant improvement in terms of socio-
economic empowerment of rural poor, particu-
larly of women, across states in India. However,
certain challenges/issues remain to be addressed
fully. Some of these are: (a) Outreach challenges—
whether all very poor or hard core poor identified
and included financially under SBLP? (b) Quality

and sustainability of Self-help Groups as a grass-
roots level institutions for financial inclusion; (c)
Convergence of SBLP with NRLM approach to take
advantage of the strengths of both may be given a se-
rious thought for efficient and effective outcome; (d)
Graduation of groups from consumption to produc-
tion to investment credit or in other words, gradua-
tion to microenterprise level poses severe challenges
relating to entrepreneurship development, appropri-
ate technology and product design and marketing of
rural products. Some of these concerns hopefully will
be taken care of in SHG-2 and NRLM; (e) Even af-
ter 20 years of SBLP, bankers are yet to own SHGs
as their valued customers whether it is through SBLP
or government supported programmes like SGSY;
and (f) The declining trend in the disbursement of
loan to SHGs by financial institutions should also be
viewed seriously and attempt should be made to re-
verse this trend by some policy or non-policy inter-
ventions including that of providing some incentives
to the bankers engaged directly/indirectly in promot-
ing and financing of SHGs. A discussion at a Round
Table organized by Access Development Services in
collaboration with NRLM on the next phase of devel-
opment of the SHG Model in September 2011 sug-
gested that SHG were in need of investment in insti-
tutional capacity building and phased expansion. The
need for SBLP align with NRLM, greater emphasis on
capacity building, expanding the role of federations
as BC etc., were the other priority areas identified for
future considerations.

Prof. Malcolm Harper reiterated that, being
the leader of the SHG movement, NABARD has
a greater role in taking the movement to the next
phase with a reengineered vision of the original
SHG model emphasizing savings as well as credit,
with features such as smaller joint liability groups
for larger borrowers, cash credit limit to replace
term loans and offering SHG members a ladder’ to
genuine financial inclusion through individual full
service bank accounts.”

Considering financial inclusion as a major agen-
da, the need for redesigning the long tested strate-
gies of the SHG movement need not be over empha-
sized. Scope for active participation of community
oriented organizations in the institutional arrange-
ment for financial products’ delivery to the poor
seems to be bright. The experiences and lessons
learnt during the last two decades are very valuable
based on which future road map of the SHG move-
ment may be drawn. Let the coordinated efforts by
all the stakeholders with genuine focus on the poor
and their active participation contribute for the live-
lihood development of the poor in the country.
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ANNEX 2.1°
Women'’s cooperatives promoted by Sampark

Sampark is implementing the women’s empowerment programme since 1998 in 38 villages in Koppal by
organising poor women into small associations on the basis of self-help and collective responsibility. These
SHGs were initially grouped as clusters (15-50 SHGs) to further align their efforts and organize their func-
tions so as to deliver better and sustainable performance, which was registered as co-operatives under the
Karnataka Souharda Sahakari Act, 1997.% As on May 2012, Sampark’s SHG programme covers 38 villages
in Koppal and a total of 5,350 women. These women have been grouped into 351 SHGs with the average
membership of an SHG being 15 women. These groups are organized under eight cooperatives, of which
one (Eshwara) is located in Koppal town and the other seven are in the rural areas. The purpose behind
forming cooperatives is to organize the women into formal and democratically run institutions, which are
owned and managed by the women themselves.

Each cooperative is managed by a well defined administrative set up with due representation and clearly
earmarked responsibilities to manage efficiently. The core activities of a cooperative are to provide financial
services (savings and loan facilities), social services and capacity building to SHGs and its members. Sampark
has conducted a series of capacity building trainings for SHGs, cooperative committee leaders and their staft so
that they are empowered and able to manage their organizations and meet the demands of the people. While
the cooperative gets linkages with external agencies, Sampark has organized a Revolving Loan Fund (RLF) from
various sources and has provided bridge loans to the cooperatives to meet their groups’ credit needs.

Sampark formed the Eshwara cluster since 2006 to support the groups in meeting their unmet demands
and also to bring external credit capital to the clusters. The clusters used conduct meetings in a public park
on the Ist of every month. They have started building their capital for credit supply by issuing shares in
2007 to each member of the SHG (each share is 100, and a woman can buy maximum of five). The women
members were not fully convinced to buy the shares as they are new to the cluster structure and fully un-
derstood about the shares. Slowly members started purchasing and by end of 2008, there were 37 shares
(amounting ¥3,700), and collected share fee of I25 per share (for covering expenses of giving share certifi-
cate) that come to 925. The cooperative also charged a one-time registration fee of ¥100 from each group
to be associated with the cluster for accessing benefits. Another 1,000 got added from the 10 groups. With
this money (%5,625), the cluster gave its first loan of 5,000 to one group at the end of 2008 (which reflects
under the financial year 2008-09). As the demand rose, in the same year Sampark started giving loans to the
cluster as the group was prompt in their repayments and never defaulted. In the same year in 2008 Sampark
helped the Eshwara cluster to register as a Souharda Cooperative to get appropriate legal structure so that
they can mobilise external resources to meet their credit needs. Sampark helped them in establishing a clear
structure with a Board of Directors, Working Committees for various activities, and a full-time cooperative
staff to work with the SHGs and strengthen them. The cooperative staff worked very hard to educate the
members about the cooperative structure, the share capitals and form three more groups (13 groups by the
end of 2009). This enabled the entire member to buy shares, and the share capital has increased to 345,200
by 2009. She trained all of the groups on seven SHG modules. This helped the groups to maintain very high
standards whereby the banks gave them repeat loans.

The Cooperative shows concerns not only for the members’ livelihood needs by providing them with
loans but also addresses other social livelihood concerns by facilitating the groups and members to access
social services from external agencies and government. For example, Eshwara had working committees for
education and health from 2007 to 2010 (which are merged now as a social development committee) which
worked with Sampark to support children’s education (143 children from class 1-10), skill training of youth
(15 boys and girls) and for creating awareness on health issues among the community. The committees,
particularly the health committee has helped 110 families in Koppal region to access health care facilities,
especially for women and children from government hospitals. In recent times (April 2012) the social de-
velopment committee has been trained to mobilize resources from public and private sources; to address
various social development issues including girl children’s education, housing, health issues and to facilitate
their members to access various schemes.

' The author gratefully acknowledges the support extended by M. Chidambaranathan and Smita Premchander, Sampark in pre-
paring this Annexure.
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Table 2.11 Financial overview of Eshwara Cooperative (as on May 2012)

Out Reach

No.ofSHGs 57
Noof members 982
No.of shares by members ... 1366
Financial Operations

SHG members own capital 0~ 1966432
Cooperative’s own capital (in%) 547,770
Cumulative loans borrowed from NABFINS (in%) .~ 3488000
Cumulative loans borrowed from Sampark in . 6222000
Cumulative external loans borrowed (in%) . 9710000
Cumulative loan disbursed n%) . 10647000
Grass portfolio (loan outstanding) in%) . 3635080
Totalincome during lastFY (in%) . 618,448
Total expenses during lastFY (in%) . 452,234
Netprofitduring lastFY (n%) 166,214
Financial Benefits to SHGs and Members
Total no. of groups receivedloans 24
Total no. of women received loans 463
Average loan amount accessed per group (in® 443,625
Average loan amount per loanee member (in%) 22,996
Average income earned per group from loans supplied by coop (in%) 26,618
Profit dividend per share In the last FY (1 share value=%100) in) 150
Performance Ratos
Portfolio at Risk (PAR): arrears >30days (%) 0.
Repaymentrate (from group to cooperative) (%) 100
Repayment rate (from cooperative to NABFINS), Sampark (%) 100
Administrative costratio(%) 6
Financial costratio(%) 4
Operatingcostratio(%) 21
Capitaladequacyratio (%) mno
Operational self-sufficiency (%) 108

Source: Primary information provided by Sampark.

A combination of service charges, earning from credit business and external contributions ensured finan-
cial sustainability of the cooperative model.*”” Since most of the cooperative members are engaged in busi-
ness activities, they understand the business logic well and apply those skills in the microfinance activity of
their cooperative. They ask for service charges from the members who request loan, and this includes like
loan application fee (320 per member), grading fee (350), loan processing fee (380/310,000). The interest
earned from lending and the service charges have helped in meeting their organizational costs.

A strong team and sound governance practices ensure institutional sustainability of the cooperative model.
The cooperative is operationally self sustainable, and managerially the team is strong to take the organization
forward. The Board of Directors who are part of the three working committees (admin, micro credit and
social development) are reasonably educated (at least up to 10th, some of them 12th and one graduate). Six
out the 10 are old members who have been working since the inception of the cooperative, and had received
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adequate training and gained a lot of experience over the years. The governance aspect is important because it
affects the managerial sustainability and smooth functioning of the routine affairs of the organization.

The slow expansion and low level of information in the public domain about people’s collective microfi-
nance organizations have resulted in lack of advocacy, and therefore less policy attention to them. CBMFIs
have therefore lacked the kind of donor and government attention that has been given to externally held
and managed MFIs. The donors and investors need to treat the ‘community-based approach’ as a major and
recognized form of organization compared to other organizational forms that are externally owned and
where the profits go to external stakeholders and not members/clients. When an MFI is ‘community owned
and community managed’ it has greater potential to be more sustainable, long lasting and less dependent
on outsiders. It also strengthens grassroots democracy, brings social cohesion and leads to empowerment.
All these values are very critical for the sovereignty of this country.

The cooperative model has shown a great success in terms of creating strong community-based MFIs
as they have made significant progress in terms of: governance; slowly moving towards scale; ownership
and control over their organization by way of women planning and taking their decisions; handling both
soft and technical aspects of operations; gaining capacity to handle their staff; managing to handle external
linkages for accessing credit capital as well for grant mobilizations; achieving good recovery of loans con-
sidering AP MFI effected everywhere; being able to cover their costs through small margins of interest and
service charges; and most importantly addressing needs of the clients, and to a great extent retaining their
trust with them.

However, achieving similar kinds of results is not guaranteed in all cases. There are several factors that
contribute towards such success and also factors that hinder progress or even lead to failure in creating such
organizations. Sampark has experienced both, out of eight cooperatives promoted, four have developed well
and four are very slow and still weak. The understanding of what contributed or hindered the successful or
advanced level of community-based organization will be of great help for any organization, which is keen
to replicate this model.
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ANNEX 2.2
Comparison of groups with outstanding loans and loan amounts—state-wise

Year 2010-11 Year 2011-12 Growth
No. of No. of Loans O/S No. of Loans O/S

State SHGs Loans O/S SHGs (X million) SHGs  million)
A&NIslands(UT) 1349 ] 61.05 ... 1349 _._...8105
AndhraPradesh = 1683993 128694 1400995 15341723 7282998 - 24,723.23
Arunachal Pradesh 3910 . 83 ..M 4384 _ 7BAmM . 73916 .
Assam .. mess 2146 17809 . 630216 6220 115616
Bhar . 190,341 _..: 7784 223033 . 1040713 32692 . 262313
Chhattisgarh 62740 1930 2328 202596 945 9396
Goa 9446 . 360 . 2965 . ..: 2491 648l . -11089
Gujarat ... 73695 1554 7249 176332 -1200 20932
Haryana ... 18704 .. 1909 21433 . 205750 .- 2729  _.....14830
Himachal Pradesh 25016 1599 35872 140003 ] 10756 -189.97
Jammu &Kashmir 2163 ___....Me 3138 . 6471 . 75 a8 .
Jharkhand 72422 3220 ! 63336 359559 7908 37559
Karnataka . 252129 22748 | 266978 .. 3469882 ] 14849 . 1195082
Kerala . ___. 82114 15904 159843 1779226 -22271 188826
Lakshadweep 35 21 35 ] 121
MadhyaPradesh 64350 3924 ! 60815 414081 =353 21681
Maharashtra 230772 .. 9659 ... 214012 ____ 162540 16760 1,96640
Manipur .. 4261 201 5807 23002 1246 2902
Meghalaya 3412 M8 2569 .. 13946 _ .. 843 .78
Mizoram ! s 62 238 ¢ 40034 2072 33834
Nagaland 3930 .16 2752 . 17898 .cA7s 1598
NewDelhi ¢ 657 62 1120 14200 463 8000
Odisha . 33304 . 15779 ] 314669 . 1653387 720372 75487
Puducherry ... 7393 . 243 13678 . 164366 6285 70066
Punjab n343 %0 ... 15517 86048 A4 79952
Rajasthan 23068 4491 134961 . 714903 41893 . 265803
Sikkim s466 70 2561 . 12083 72905 . ..5083
TamilNadu . 235384 A3 214203 4639268  -21181 321968
Tipura ... 18101 . 785 25174 .. 253178 .G 7073 . 1.746.78
UttarPradesh . 216879 16999 . 212922 2031770 73957 331870
Uttarakhand 17853 ] 1469 25430 .. 131844 777 . 715056
WestBengal . 574036 16255 382942 1570034 -191,094 73466
Total 4,810,919 306,190 4,354,567 363,414.75 -456,352 57,224.74

Source: Provisional Data from NABARD Head Office Mumbai.
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ANNEX 2.3
Comparison of disbursements in SHG loans—state-wise

Year 2010-11 Year 2011-12 Growth

No. of Loans disbursed No. of Loans disbursed No. of Loans disbursed
State SHGs (X million) SHGs (% million) SHGs (X million)
A&Nlslands(UT) | NA ] NA 7no 57 ] no 57 .
AndhraPradesh 376667 63342 ____. 378526 81714 _ . 1859 18172
ArunachalPradesh »6. s s 1z 83 33
Assam 29094 2272 28012 875 -2 397
Bihar 31495 3160 3920 : 398 ________ 7746 826 ___.
Chhattisgarh 8979 3% . 0087 . 926 ________ vies 330
Goa 308 236 2312 99 46 37
Gujarat 267 . W1 . 3033 . 812 4569 A
Haryana 4628 oA 3865 620 - SN LEN
Himachal Pradesh ! 3293 .. 733 . 4269 . 382 . o104 201 .
Jammu &Kashmir 622 68 v 80 A 2.
dharkhand ] n28e 1433 12040 [ S S -9
Karnataka = 89259 13668 87943 ___ ] 16295 . D1316 2627
Kerala 73275 7836 23242 8542 Z18033 . 706
Lakshadweep NAL NAL I & o
MadhyaPradesh _~  _____ ° 9408 2215 . 8751 . 954 o e ZAN Z12600
Maharashtra 63420 4607 683% 6018 4976 AT
Manipur . 21 35 . 1308 _ .. 86 . 387 . 3.
Meghalaya v [ 68 o S 27
Mizoram 420 2 ST 6 S 40
Nagaland 21 7 gz 62 41 B
NewDelhi .. 44 38 _ ! st LN 67 B3
Odisha . 713 5750 42831 - 5410 —21512 —340
Puducherry 4016 88 3798 738 218 =0
Punjab 2686 226 2231 244 - o o
Rajasthan 40766 2762 . 18862 . 1827 . 721904 . 935 .
Skkim 381 . oo 3% . 2 65 . 5
TamilNadu 190942 25486 179902 ] 19329 -1o40 6157
Tipura &30 489 . 17405 .- 2120 . 13014 1631
UttarPradesh 30328 4178 34497 A4 4169 276 _____
Uttarakhand 419 81 2125 79 o 278
WestBengal .. nzgad >284 S 99379 5514 1844 230
Total 1,202,912 147,687 1,146,185 165,149 -56,727 17,462

Source: Provisional Data from NABARD Head Office Mumbai.
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ANNEX 2.4
Comparative performance of savings of SHGs

Year 2011-12 Year 2011-12 Growth
Savings amount Savings amount

State No. of SHGs Savings amount No. of SHGs (million) No. of SHGs (million)

A&Nlslands(UT) 4750 .1eo . 3221 .13 moooo 18
AndhraPradesh 1351330 1089160 1495904 1490156 144574 400996
ArunachalPradesh 7079 1860 8140 V2 100 -1
Assam 245120 . 81380 . 276,565 ... 98460 . 31445 . 17080
Bihar 243407 106180 305113 140424 61,706 34244
Chhattisgarh 119684 85260 . 129854 .. 73945 .. 10170 ... T11315
Goa 7926 _ ... 8190 ... 8414 8687 488 497
Guarat . 192421 _ 71610 226626 139%32 34205 -31978
Haryama 34227 . 98300 . 44184 36784 .. 9957 -615.16
Himachal Pradesh 53021 . 36970 . 65641 32886 12620 4084
Jammu &Kashmir 5569 . 3870 ... 6349 B3 780 461
dharkhand 87189 141960 . 89603 _ . 67217 . 204 74743
Kamataka 671,032 1135120 628643 10021.23 42389 132991
Kerala 500599 421980 615,714 .. A3 I 8269
Lakshadweep 64 100 oo s o0
MadhyaPradesh 166447 144580 . 163588 11291 w285 —32289
Maharashtra 826934 _ ___ 648140 827047 723618 o 75478
Manipur 10306 . 2400 . 2 2194 . 2405 7206
Meghalaya 0653 . 3760 .. 14091 a4 348 387
Mizoram 4592 1780 . 4976 ... 3729 ‘. 3949
Nagaland 9866 . 3630 .. o1 3745 84 1
NewDelhi 3042 3180 .. 3536 . 3250 ... 494 00
Odisha 320388 353350 540023 361364 9641 /814
Puduchery 20335 24180 7913 . 16829 ... T2422 =7351 .
Punjab 40274 . 43740 . 37962 47647 -2312 3907
Rajasthan 302,743 171040 . 251654 N278n 51,089 743109
sikkim 281 1680 5280 2600 2469 910
TamilNadu 93839 981410 925392 790398 712998 . Z191002
Tpura 34312 33950 _ ... 34021 33780 - 291 RN
UttarPradesh 457475 350140 471184 368214 13709 . 18074
Uttarakhand 44870 41840 48141 - 321 17293
WestBengal 630,313 7,329.70 685448 376944 13 -3,56026
Total 7547269 6925080 7,960,135 65,512.80 412,866 ~3,738.00

Source: Provisional Data from NABARD Head Office Mumbai.
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Credit to savings ratio across states—2012

Average loan Average Loans to
outstanding savings savings

State per SHG }) per SHG (}) ratio (Mutiples)
A8Nlslands(UT) . A5257 237783 . L
AndhraPradesh 109506 296157 "o
Arunachal Pradesh ! 0206 . 202136 B
Assam ! 2349 3s6010 [
Bhar 40662 460235 . 0
Chhattisgarh . 38021 269444 T
Goa 84018 . 032446 . 8 .
Gujarat 24323 61613 4
Haryana S 95997 ] 832508 .. 2
HimachalPradesh . 39279 >o1000 8
Jammu&Kashmir 52489 682123 8 .
Jharkhand 26770 750170 8
Karmataka ] 129969 ... 1994114 8 .
Kerala ] masno 671921 oo
Lakshadweep .. 34571 . 729825 . S .
Madhya Pradesh . 68089 686423 oo
Maharashtra . 54321 ] 874941 . 6 .
Manipur 9610 v 23
Meghalaya . 54287 . 294330 . 8
Mizoram ] 167997 nsi346 [
Nagaland 65036 ... 349617 . L
NewDethi ] 12678 ] or7s “w.o
Odisha . 5254 669157 8 .
Puducherry ] 120168 ] 939491 B
Punjab ] >4 1255126 . 4
Rajasthan . 22971 >08122 oo
Skkim 47080 492417 . 0
TamilNadu 20223 8>4122 "o
Tipura ] 00571 ] 992901 . 0
UttarPradesh .. %3423 /81466 2
Utarakhand ! 51846 . 1228323 . 4
West Bengal 40,999 5,499.24 7

Source: Provisional Data from NABARD Head Office Mumbai.
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Support extended by Krishna, MCID, NABARD in
providing data and Deepak Goswami, Access Assist
in data processing is gratefully acknowledged.
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Microfinance

institutions—signs of

recovery

Microfinance institutions in India have made signif-
icant progress during the last two decades in terms
of outreach and penetration in unbanked areas
through several innovations in credit delivery and
terms of lending, thereby emerging as a structural
addition to the financial system. However, high
growth MFIs have encountered serious setbacks
in their development due to adverse consequences
of the Andhra Pradesh crisis and its dark shadow
over the entire sector across the country. The nega-
tive growth in terms of outreach and loan portfolio
from the second half of the crisis year 2010-11 con-
tinued into 2011-12. Despite the stagnating top line,
the sector has been cautiously optimistic on account
of strong regulatory initiatives, greater emphasis on
client protection and improving governance with a
social focus. There are several issues of concern over
the sustainability of smaller MFIs in the new environ-
ment, which should be addressed seriously. The issues
concerning performance of larger MFIs with specific
reference to shrinking client outreach, liquidity con-
straints etc., also need to be tackled effectively.

The Indian MFIs that began the journey essen-
tially as a single credit product programme have
now moved onto a different realm with MFIs try-
ing to understand their clients’ financial needs in
a more meaningful way and designing products
to suit these needs within the scope of regulatory
restrictions. While the initial phase consisted of a
standard, one-year joint liability loan, during the
course of time many institutions broadened the ser-
vice range with innovative products, offered directly
or through their sister organizations. Microfinance
was supposed to move the product paradigm from
single products to a basket of customized products
based on client needs (more on this in Chapter 5).
The journey on this front has however not been
without bumps. The period 2005-10 witnessed

intense growth at the cost of innovation as it was
easier to increase outreach with a standard product.
Further, the regulatory framework did not permit
broadening the range to savings and other services
like remittances. The relative position of the Indian
microfinance sector in the global context (Table 3.1)
has shown a significant downfall during the last
three years, which needs to be taken note of. This
chapter attempts to discuss aspects of the current
performance of MFIs.

PROGRESS AND PERFORMANCE OF
MFls

The progress and performance of the MFIs have
been analyzed using data from multiple sources.
The overall industry outreach was analyzed using
the data collected from ‘The Bharat Microfinance
Quick Report—2012’ published by Sa-Dhan com-
prising information from 167 MFIs. The individual
MFI data were sourced from the MIX Market that
included a data set of 61 MFIs.!

Table: 3.1 Relative position of Indian microfinance sector

Chapter

2009 2010

2011

Particulars

Score Rank Score Rank Score Rank

Overall MF business

Envionment 621 __ 4 _ 591 __ 8 _ 431 __ 27
Regulatory frame work and

Practices . _.._.825 13 625 14 500 22
Institutional Development/

Supporting framework 667 3...583 7 400 20
Investment Climate 51.9 14 53.9

Stability - - -

Source: Global Microscope on the Microfinance Business Environment 2009-11,

Economic Intelligence Unit Ltd., 2012 (www.eiu.com).
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Table 3.2 Progress of MFls

Growth Growth
2010 2011 rate (%) 2012 rate (%)
No.of MFIsReporting 204 ] LA R 67 .
Customer Outreach (Million) 267 .. 318 9 268 7157 .
Outstanding Loans (% Billion) 183.44 215.56 17.5 209.13 -3.0

Source: Data from Sa-Dhan'’s ‘The Bharat Microfinance Quick Report-2012.

While the year 2011-12 was the year when a
number of developments took place to pull the MFI
sector out of the crisis, it tested the MFIs’ ability to
survive in the worst times. The impact of the crisis on
MFIs’ performance was more prominent in the year
2011-12 as compared to the previous year. As against
264 MFIs that reported information during the year
2010, only 167 MFIs (two thirds of the 264 that re-
ported in 2010) shared information with Sa-Dhan,
which at best indicated the lack of motivation among
MFIs and at worst the closure/dormancy of the rest.
Though the regulatory environment is becoming
clear, the lack of funding to the MFIs has resulted in
a negative growth of the MFIs. As per the data made
available by Sa-Dhan, the total client outreach of
MFIs was recorded at 26.8 million with a gross loan
portfolio of ¥209.13 billion (Table 3.2). Both the cli-
ent outreach and loan portfolio registered negative
growth in this year. There was negative growth in cli-
ent outreach; the number of clients declining by 15.7
per cent in the year 2011-12. However, the gross loan
portfolio fared marginally better with a smaller de-
cline of 3 per cent. Customer outreach has recorded a
relatively higher deceleration in growth rate as com-

Table 3.3 Top 10 MFIs by outreach

Outreach

Loans o/s

Outreach Loans

(million) growth (X billion) growth
Year 2011 2012 % 2011 2012 %
SKS . 624 _ . 426 _ . 32 _ M1 1663 59
Bandhan 325 . 362 . N __ 207 3730 49
Spandana 419 344 -18 3458 2715 =21
SHARE .. 284 _ __ 216 ____. 24 __ 2065 2110 . 2
Equitas 153 119 _ 22 . 794 724 9.
SKDRDP 138 102 - 26 ____. 958 601 __ 37
Uiivan________ 084 08 2 62> 703 13
Grama
Vidiyal 093 ____ 082 _ . 12 32 520 .
BASIX 183 057 _ .. 03 .. 1249 292 77
CASHPOR 0.43 0.46 7 2.38 3.23 36

Source: Data from MIX.org

pared to the loan outstanding. The MFIs have been
unable to retain their customers on account of the
liquidity crisis, which affected the MFIs during the
second half of the year 2010-11, but remained almost
unchanged for the entire year 2011-12. A further
problem is the loss of clients in AP who cannot be
substituted easily by the MFIs. This can also be an
indication that MFIs are adhering to ‘the maximum
two loans per borrower guideline. This might have
resulted in a lesser number of loans per borrower
and thus a steeper decline in the industry outreach
since the consolidation of clients reduces the overlap
of clients i.e., since the client being counted as an ac-
tive borrower from multiple MFIs. This could also be
considered a healthy sign in the direction of reducing
multiple lending within the sector.

Among the MFIs operating in India, the list of top
ten MFIs according to client outreach is provided
in Table 3.3. The MFIs in the 10 ranking remained
unchanged but for the new entrant CASHPOR into
the list (Table 3.3) SKS retained first place in terms
of client outreach, and Bandhan moved up to sec-
ond place. However, in terms of gross loan port-
folio Bandhan has emerged as the largest MFI in
India. BASIX that occupied fifth place last year has
dropped down to ninth place in the list. Both Equi-
tas and Ujjivan have moved up by three places and
stood at fifth and seventh place respectively. The
outreach and portfolio data reported by AP based
MFIs have to be adjusted with the default numbers
so as to arrive at a truly comparable national posi-
tion of MFIs.

Amongst the top 10 MFIs, only Bandhan and
CASHPOR could achieve a positive growth in out-
reach (Figure 3.1). All the other MFIs have shown
a negative growth in outreach. BASIX recorded the
steepest decline of 63 per cent in clients outreach
followed by SKS with 32 per cent. BASIX and SKS
have also recorded the steepest decline in gross loan
portfolio with negative growth figures of 77 per cent
and 59 per cent respectively. Only four amongst the
top ten MFIs could achieve an increase in their port-
folio. Bandhan achieved the largest growth in loan
portfolio with an increase of 49 per cent followed by
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Figure 3.1 Comparative performance of top 10 MFls

Source: MIX market.

CASHPOR with an increase of 36 per cent. Ujjivan,
though had a slight decline in outreach, increased
its loan portfolio by 13 per cent. However, while
Bandhan, CASHPOR and Ujjivan did not have any
portfolio exposure in Andhra Pradesh, the rest of
the MFIs had a significant portfolio exposure in
Andhra Pradesh.

The outreach scenario for a larger number of
MFIs is very much contrary to that of the last year.
During the previous year, a greater number of
MFIs recorded growth in outreach, however, dur-
ing the year 2011-12 a majority of MFIs has shown
decrease in the outreach. Figure 3.2 presents a fre-
quency distribution of growth in client outreach
for 61 MFIs that reported to MIX. While in the
previous year 75 per cent of the MFIs reported an
increase in their outreach, only 35 per cent of MFIs
in the data set have reported an increase in the cli-
ent outreach during the year 2011-12. The client
outreach for 21 MFIs has declined by zero to 25
per cent. Another 14 MFIs” outreach has declined
by 26 to 50 per cent (Figure 3.2). Such reduction
in outreach by MFIs during this year may be due
to voluntarily reduced exposure by some MFIs as
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they were not clear about the risks. Some other
MFIs had to appraise clients rigorously for debt
level and drop a number of clients who had other
loans elsewhere. Small and medium MFIs had to
reduce their staff and branches as they did not get

Growth Range (%)  No. of MFls
Increase 21

More than 100 2

51-100 3

26-50 5

0-25 1
Decrease 39

0-25 21

26-50 14

More than 50 4 >

Increase

Decrease

O More than 100% ®51-100% @ 26-50% B 0-25%

0-25%
26-50%
51-100%
More than 100

Figure 3.2 Growth in client outreach: A frequency distribution

Source: MIX market.
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Loan Size
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Figure 3.3 Per capita loan size

Source: MIX market.

bank loans. The AP crisis has taken many clients
out of the system.

The average per capita loan size during the ref-
erence year was 37,803 which was about 15 per cent
higher than the previous year (Figure 3.3). Howev-
er, the loan size is still smaller compared to the de-
mand for livelihood development. While the loan
size in nominal terms is increasing, in real terms af-
ter factoring the effect of inflation, the growth size
is modest only. A sharp decline of 16 per cent in the
client outreach (compared to the loan portfolio, 3 per
cent) has also resulted in a higher level of per capita
loan amount. Besides increased individual loans of
larger size, what happened during the year was that
loans of 15,000 and above were given two years
of loan period as per RBI norms. This led to the
outstanding balance at the end of the year increas-
ing for the level of disbursement. This is especially

Client outreach by size of MFIs
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2.21% 0.43%

5.18%

true of Bandhan, which contributes more than 25
per cent of portfolio value in top ten MFIs.

To understand the outreach distribution based on
the size of the MFIs, the MFIs have been classified
into four categories based on portfolio size as (a)
Mega (more than 1,000 million), (b) Large (3500-
1,000 million), (¢) Medium (Z100-500 million), and
(d) Small (less than 100 million). Out of 61 MFIs, 24
fall in mega size category, 13 in large category, 12 in
medium category and 12 in small category (Figure
3.4). The outreach and portfolio by the size of MFI,
follows a trend similar to previous year’s distribu-
tion. Mega MFIs continue to account for over 90
per cent of client outreach and loan portfolio. Me-
dium MFIs market share has declined and there was
a slight increase in the share of large MFIs. Small
MFIs’ outreach and loan portfolio remained almost
unchanged at less than 1 per cent.

It is interesting to observe that the share of both
mega—and small-sized MFIs remained the same
when compared to previous years both in terms of
outreach and portfolio (Figure 3.5). On the other
hand, the share of large MFIs has increased and
consequently the medium size MFIs share has been
reduced. This trend in distribution may provide an
indication that medium-sized MFIs are being dis-
placed on account of crisis and the prevailing uncer-
tain situation in the sector.

Out of 61 MFIs reported, 40 were typically Non-
Banking financial companies (NBFCs) (Table 3.4).
The other form of MFIs included societies (10 in
number) and section 25 companies (five in number)
cooperatives, trust and local area bank. In terms of

Loan portfolio by size of MFls

[ Mega [Olarge [ Medium M Small

1.73% - 0.36%

5.66%

Figure 3.4 Client outreach and loan portfolio by size of the MFls

Source: MIX market.
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loan portfolio, almost 90 per cent of the market
share remains with the NBFCs (Fig. 3.6).

Table 3.4 Distribution of loan portfolio by the legal

form
Legal form No. of MFI GLPX (billion)
NBFC 40 15725
Trust 2 6.06
section25Cos 5 520
Society ] 0 4060
Cooperatives 3 170
Local AreaBank L 084
Total 61 175.64
Source: MIX market.
GLP R billion)
2.62% 0.97%
2.96% 0.48%

3.45%

[ NBFC

& Trust

B Section 25 Co
[] Society
[] Co-operative

I Local Area Bank

Figure 3.6 Loan portfolio by legal form of MFls
Source: Sa-Dhan Bharat Microfinance Quick Report 2012.

REGIONAL DISTRIBUTION

The regional distribution of outreach and loan
portfolio estimates based on the Sa-Dhan Bharat
Microfinance Quick Report-2012, revealed that
the dominance of the southern region still contin-
ues. The Southern region accounts for almost 50
per cent in both outreach and portfolio followed by
the Eastern region (25 per cent). The outreach share
of the Northern region remains below 5 per cent.
(Figure 3.7).

When compared to the previous year the South-
ern region registered an increased share both in
terms of client outreach as well as loan portfolio

Outreach
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Figure 3.7 Regional distribution of outreach and loan
portfolio

Source: Sa-Dhan Bharat Microfinance Quick Report 2012.
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Table 3.5 Comparison of market share of different regions

Share of Share of Share Share
clients clients of loans of loans

Region 2010-11% 2011-12% 2010-11% 2011-12%
North .- 48 .. 42 37 42
NorthBast 32 .. 42 36 .. 6l ...
Bast ] 7o o » .1 233
Cental . 167 ! 96 _______. 143 ! 97 ..
West ] 21 2 na 76
South 453 49.7 48.9 49.1

Source: Mix market.

(Table 3.5). The share of the North East and Eastern
regions has registered impressive growth while the
Western region lost its share significantly.

COSTS AND PROFITABILITY

Out of 61 MFIs, 11 MFIs had negative Return on
Assets (RoA) while seven of them had RoA between
0 to -10 per cent, four MFIs had RoA below the lev-
el of -10 per cent (Figure 3.8). The number of MFIs
with RoA above one per cent has also declined. The
majority of MFIs (21) had the RoA in the range of
0-1 per cent.

25
£ 20
= 15
S 10
2 5
0 .
Less -10-0% 0-1% 1-2% 2-5% Above
than 5%
-10%
RoA Range

Figure 3.8 RoA range-wise distribution of MFls
Source: SaDhan Bharat Microfinance Quick Report 2012.

In terms of Return on Equity, half of the MFI
sample (31) has RoE in the range of 0-10 per cent.
Unlike the previous year, the number of MFIs with
RoE higher than 10 per cent has considerably de-
clined this year (Figure 3.9). Eleven MFIs had a
negative Return on Equity this year.

Figure 3.10 presents the trend (median figures) of
operating cost and Yield on portfolio. Yield on port-
folio has come down below the level of 24 per cent
in 2012 from the level of 26.63 per cent in the previ-
ous year. On the cost front, the operating cost has

Reterun on Equity

35 31
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B 15—
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Lessthan 0-10% 10-25% 25-50% Above
0% 50%
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Figure 3.9 RoE range-wise distribution of MFls
Source: Sa-Dhan Bharat Microfinance Quick Report 2012.

increased in 2012. The median figure of operating
cost of MFIs remained at 13.36. Though exact data
was not available, provisioning expenses for loan
loss have considerably increased for MFIs. Though
RBI has removed the interest rate cap, the margin
cap of 10 and 12 per cent above the financial cost
remain in vogue. The revenue net of operating
costs is 13.52 per cent, which is lower than the cost
of funds, indicating that MFIs are unable to cover
their total costs in hardening interest rate scenario.
The margin cap of 12 per cent is not sufficient to
cover operating costs, let alone the provisioning
costs. Overall the profitability of the MFIs during
the year 2011-12 has been eroded due to after ef-
fect of crisis, liquidity constraint and reduced client
outreach. While MFIs will have to achieve a higher
level of efficiency, without increased funds flow, the
idle capacity in MFIs cannot be utilized to bring
down the operating costs.

Cost vs. Yield
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Yield on gross
portfolio
—- Operating
expense/loan |10.67%(10.60%|11.77%|12.87%|13.36%
portfolio

22.30%|23.83%]23.95%|26.63%)|23.88%

Figure 3.10 Cost and portfolio yield over the years

Source: Mix Market.



FLOW OF FUND

There have been some positive developments in eq-
uity flow to Indian MFIs. The regulatory interven-
tions by RBI during this year have helped in improv-
ing the investor confidence in the sector, which was
evident through the resumed equity investments in
the sector. The equity flow to Indian MFIs in 20122
has increased to ¥5.03 billion as compared to I1.94
billion in the previous year. The top ten MFIs in
terms of equity investment are shown in Table 3.6.

Table 3.6 Top 10 MFlIs in terms of equity flow in
2011-12

MFI Amount (Z million)
Bandhan . 1350
Uiivan 280
Janalakshmi . 40 .
ML 400 .
Tndent 340
RGYN 300 .
Jagaran 280 .
Swadhaar 150 .
Anjali 0 ______.
NERFL 50

Source: Data from Sa-Dhan'’s ‘The Bharat Microfinance Quick
Report-2012'

SIDBI, with the support from the Government
of India, has launched India Micro Equity Fund
(IMEF) for extending equity or any other form
of capital for quasi-equity or subordinated debt
to Tier-II (having borrowers between 50,000 and
250,000) and Tier-III NBFC MFIs (having less than
50,000 borrowers) and all non-NBFC MFIs. It is a
1,000 million revolving fund. SIDBI is very keen
on ensuring that the equity funds under IMEF are
released to MFIs very soon.

The majority of debt to MFIs come from banks.
Though the banks have stopped lending to MFIs
after the AP crisis, the bank lending to MFIs has
restarted slowly during the financial year 2011-12.
However, the majority of the MFIs receiving the
bank loan are those with very small or no exposure
in Andhra Pradesh. Out of the total debt of 372.87
billion received by MFIs in year 2011-12, the banks
have disbursed around 67.78 billion® to MFIs. Out
of the total debt outstanding with MFIs of around
161 billion in 2011-12, the total bank outstanding
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stood at around 116 billion accounting for more than
70 per cent. As noted in the Sa-Dhan report, NGO
MFIs (society and trusts) have received bank loans
of around 104 billion in year 2011-12, which is 32
per cent higher than that in the previous year. How-
ever, the NBFCs bank loan receipts have declined by
34 per cent. Table 3.7 presents a list of MFIs receiving
bank loans above I500 millon.

Table 3.7 MFlIs receiving bank loans above 3500

million

MFI Amount (X million)
Bandhan 24960
SKDRDP 8670 ..
S e 2480
Ujgvan 3830 .
SElnvestment 2840
Bquitas 2760
Janalakshmi 2360
Gramavidiyal 2310 .
Grameen Financial Services 1970 .
Satin Credit Care NetworkLtd 1750 ..
CASPOR . V710 .
ESAF 1310
Suryoday .. 1100
Smile .80
BSSMicrofinance 80
sveb T
Madura Microfinance Ltd 720
RGWN 870
NERFL 380
Village Financial Services Ltd 530

Source: Sa-Dhan Bharat Microfinance Quick Report 2012.

POST-CRISIS PERFORMANCE OF MFls
IN ANDHRA PRADESH

The state law enforced by the Andhra Pradesh gov-
ernment on microfinance during the year 2012 has
almost halted the MFI activities in the state.* The
well-indented law has had many unintended con-
sequences, which in turn had serious adverse im-
pacts on clients, MFIs, banks and the microfinance
sector in general. As a result, the credit discipline
of MFI clients got vitiated resulting in mass default.
The very existence of many of the smaller MFIs’ ex-
istence has become a big challenge. The MFIs have
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been forced to adopt several austerity measures to
reduce the operational cost, besides they have to
honour their repayment commitment to the banks.
Stoppage of operation of MFIs in the State due to
the stringent government norm led to repayment
default from the clients and non-availability of
bank fund. As a result, many of the MFIs downsized
the work force and also either closed down and/or
merged branches to reduce the cost of operation.
For example, PWMACS reduced the staff strength
to one third of the original strength and has merged
their branches to have only four branches post cri-
sis.” Similarly CRESA staff strength got reduced to
42 from 206 and the MFIs closed 12 branches be-
sides slashing the staff salaries by 25 per cent for all
employees. Another example is Saadhana where the
staff strength has been reduced to 19 now from 258
earlier. The financing banks, besides stopping the
credit support, initiated legal action against MFIs
for recovery of loans. The 2012 Quick Data collect-
ed by Sa-Dhan from AP-based MFIs reveal the ad-
verse impact of crisis on the operational and finan-
cial performance of MFIs during 2011-12. Overall
the AP-based MFIs had reduced their branch infra-
structure, and client and portfolio base resulting in
a lower yield and profit (Table 3.8).

Table 3.8 AP-MFIs operational and financial performance

AP based MFIs 2001 2012 Decline (%)
No.ofBranch 6426 5227 19
No.ofStaff 55512 39067 30
Active Clients (million) 16 [ 25
Loan PortfolioR million) 139430 79120 43
Disbursement @ million) 191,800 62900 67
PARGO(®) 30 o
Total Asset @ million) 135210 91730 32
Net Owned Fund (NoF) I million 3149 25380 19
Yied9) 2 oo
Operating Expense (%) 10 6
Operational Sufficiency—0SS (%) moo 5.
Returnon Asset (ROA)—(%) 2 -8
Return on Equity (RoE)-(%) 2 -35

Source: Sa-Dhan Bharat Microfinance Quick Report 2012.

In the mean time, a few banks have come forward
to take over the debt owed by SHGs to MFIs by of-
fering fresh loans to SHGs to repay their MFI loans.
The Debt Swapping attempt was adopted by an In-
dian Bank branch where the bank branch disbursed

%10 million to nearly 20 SHG’s to the maximum of
0.5 million for each group. The field officers of the
branch are recovering through weekly instalments
on an experimental basis, which seems to be work-
ing well, and there is scope for greater expansion in
the near future.

A quick study conducted by Sa-Dhan to under-
stand the impact of AP crisis on clients brought out
that many of the MFI clients have stopped micro
enterprise activities and have started doing wage
labour for their livelihoods. Some are managing
their liquidity problem through selling their valu-
ables like gold, cattle, etc. since they were not able
to borrow from any sources. Further, this situation
is forcing the MFI clients to revert back to informal
sources with very high interest rate. In the same line
the study conducted by MicroSave has brought out a
similar observation of overdependence on informal
sources of credit in the absence of MFI loan. About
56 per cent of the respondents had either postponed
their expansion or reduced their operations due to
the reason that access to credit had become difficult
and 90 per cent of the clients expressed their will-
ingness to repay the loan if MFI’s start disbursing
them fresh loan.

CMF IFMR Chennai has commissioned a study
to assess how the MFI clients of Andhra Pradesh
are managing their portfolio in the near absence of
access to MFI loans, for follow-up surveys on the
cohort of MFI clients.® For the purpose of the study,
197 households who had MFI loan outstanding dur-
ing 2009-10 were revisited. Table 3.9 presents the
summary of key findings from the survey with a
comparison of 2009 and 2012 data.

A comparison of the client households’ loan
portfolio between 2009 and 2012 showed a large
fall in proportion of households with MFI loan
outstanding, which signifies the large scale reduc-
tion in MFI operations across eight districts of AP.
The comparison also indicated that there is a sig-
nificant fall in the proportion of households’ in-
debtedness to the friends and relatives who charge
interest to extend loans. Overall, the analysis re-
vealed that even though a smaller proportion of
the households are now borrowing from the MFIs
and friends, there is no evidence of substitution
of MFI loans by other formal or informal sources
leading to a fall in proportion of households with
loan outstanding. The outstanding amount com-
parison showed that median total outstanding has
increased by around 25 per cent, which seems to
be contributed by the increase in median loan size
of banks, SHGs, and moneylenders. Comparing
the proportion indebted and median size, it seems
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Table 3.9 Comparison of household loan portfolios, 2009 vs. 2012 in AP

Households

with +ve loan
outstanding (%)

Median outstanding in<

2012 2012
Particulars 2009 2012 2009 (Nominal) (Real)
Banks 2] 17350 . 25000 . 20,955 __
SWe oo 662 >000 %000 7,544
MR B 44% 8200 5000 - 4191
Moneylender 24 30 20000 . 25000 . 20935
Friends (withinterest) 54 _ Ar 30000 33000 27,660
Friends (nointerest) ] LS - SR 5000 . 5000 . 4191
Employer/landiord 24 25 21000 . 20000 SR 16,764
Allinformalsources 8 8 30000 35000 . 29337
Any Loan source 929 93 37,891 47500 39,814

* Indicates difference between 2012 and 2009 is statistically significant.

«x [nflation adjusted to 2009 prices.

Source: Study on ‘Access to Finance in Rural Andhra Pradesh—Revisiting the MFI Clients 2012’ conducted by Centre for Micro
Finance, IFMR, Chennai with funding support from IFMR Capital Private Ltd. Forthcoming report.

that the loan size for existing clients increased sig-
nificantly for bank, SHG and moneylenders, and
thus it seems that the share of contribution of MFIs
has been filled by these sources. Overall, a smaller
fraction of the client households are now availing
credit with increased median loan size. The sav-
ings comparison showed that a smaller fraction of
households are now able to generate saving with
the around 25 per cent increase in nominal value
of savings, and a moderate (10 per cent) increase in
inflation adjusted value of savings.

The surveys collected information of household
expenditure for a 30-day period prior to the survey
(Table 3.10). Both rounds of survey were conducted
almost in the same time of the year, so the expendi-
ture figures are free from seasonal fluctuations. The
survey data indicated that the consumption expen-
diture of client households decreased by around 11
per cent during the reference period, which possi-
bly indicates a worsening of the standard of living of
households in 2012 as compared to 2009.

Thus, the analysis of MFI clients revisit survey
data indicated that after the AP crisis that resulted
in a large scale fall in availability of loans from MFI,
there is no evidence that other sources fill in the
vacuum created by the withdrawal of MFIs and that
existing clients of banks and SHGs secured more
loans, while some clients remain excluded from the
market. The revisit survey also documented evi-
dence of fall in household expenditure after the cri-
sis. Post-crisis, the government ordinance in 2010

Table 3.10 Comparison of household consumption expenditures, 2009
vs.2012in AP

Year

Variable Observations Mean Std.Dev. Median

Total Monthly ex-

penditure (Reference 2009 193 3703 1718 3400
period: 30 days prior
to the survey) 2012 192 3272 1863 3000

Source: Study on‘Access to Finance in Rural Andhra Pradesh—Revisiting the MFI Clients
2012’ conducted by Centre for Micro Finance, IFMR, Chennai with funding support from
IFMR Capital Private Ltd. Forthcoming report.

severely restricted MFI operations in the state, con-
tributing to an environment that resulted in mass
non-repayment to MFIs and a reduction in available
microcredit.

ADHERENCE TO REGULATORY
NORMS

The Centre for Micro Finance (CMF), at IFMR,
Chennai, conducted a study to understand whether
the RBI guidelines regarding the eligibility of mi-
crofinance institutions for priority sector lending
align with the profiles of microfinance clients.” A
total of 928 urban and semi-urban MFI clients were
interviewed in the states of Karnataka, Maharash-
tra, Tamil Nadu, Uttar Pradesh and West Bengal
between January and March 2012. One of the RBI
guidelines stipulates that 75 per cent of the loan
should go to income generating activities. However,
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the study found that only about half of the clients
(49 per cent) reported that investment in the cur-
rent business was one of the reasons for them to
borrow from MFIs, while 17 per cent of the client-
households utilized the loan for consumption pur-
poses. Clients with pre-existing entrepreneurial
activity had a high propensity to invest MFI loans
in their enterprise. As high as 84 per cent of those
clients running at least one form of enterprise re-
ported that they used the MFI loan for business
purposes, while only around 8 per cent of clients
with an enterprise used MFI loan for household
consumption.

Although a majority of MFI clients had access
to a formal banking system, it was not a primary
source of credit. It was found that 62 per cent of
client households had at least one bank account.
Despite the prevalence of formal banking amongst
the clients, only 11 per cent had ever taken loans
from banks. Primary reasons reported for not tak-
ing loans from banks were: (a) the respondents did
not require type of credit that banks provide (30
per cent); (b) documentation and application pro-
cedures too complicated (25 per cent); and (c) lack
of knowledge about the products and services pro-
vided by the banks (11 per cent). Among those who
did not have any bank account, 20 per cent reported
that they did not open bank accounts due to their
low savings and/or low income, 19 per cent reported
that they had no idea about credit availability from
banks or their financial products, and 13 per cent
reported that their loan applications had been re-
jected.

Borrowing from multiple MFIs was not prevalent
at the time of the survey. The study also finds that
RBI’s recommendation that not more than two MFIs
should lend to the same borrower is largely followed
throughout the target regions. It was found that
even though several MFIs are operating within the
given study areas, only four per cent of the sample
population had outstanding loans from more than
two MFIs. A total of 1,143 MFI loans were taken by
928 clients, suggesting an average of 1.2 loans per
household.

The study revealed that the Self Help Group mod-
el was not a predominant source of credit among the
clients from urban and semi-urban centres in the
study areas as 76 per cent of clients reported that
none of their household members had any SHG ac-
count. Close to one half of the clients (47 per cent)
without any SHG account reported that they had no
idea of the functioning of SHG, and 15 per cent re-
ported that they did not know any SHG member.

This was predominantly found in semi-urban areas
of UP, where 99 per cent of the sample respondents
were not part of SHGs. Likewise in urban areas of
West Bengal and Tamil Nadu, more than 70 per cent
of clients reported that none of the household mem-
bers were SHG members.

Clients perceived aggressive loan recovery meth-
ods to be inappropriate. The series of unprecedent-
ed number of among suicides among microfinance
clients reported by the media in Andhra Pradesh
ushered in a wide spread criticism of MFIs in India.
The line of critique was on the exorbitantly high
profits earned by MFIs and coercive money collec-
tion practices. This prompted the Andhra Pradesh
Government to bring in the Andhra Pradesh Mi-
crofinance Ordinance 2010. The incident eventu-
ally resulted in the RBI releasing recommendations
for the MFI sector, and these recommendations
strive to address the primary customer complaints
that led to the crisis, including coercive collection
practices, usurious interest rates, and selling prac-
tices that resulted in overindebtedness. The survey
found that even though 83 per cent of these clients
mentioned that they feel obligated to pay some-
body else’s instalment, a majority of them reported
that the coercive collection practices—especially
through confiscation of assets and extension of
meeting time till the loan is recovered were inap-
propriate. A majority of respondents (56 per cent)
had admitted the practice of charging a fine for late
payment.

UNIFIED CODE OF CONDUCT

As the Self-Regulatory Organizations for the sec-
tor, microfinance institutions are required to deal
with compliance and enforcement of Industry Code
of Conduct and other regulations, as prescribed by
the RBI/State Governments/other Regulatory bod-
ies, for the microfinance industry. In 2011, the two
industry associations, Sa-Dhan and MFIN evolved
a unified code of conduct for their members. The
Code of Conduct was released at the Microfinance
India Summit 2011 in New Delhi. The Code of Con-
duct seeks to ensure that microfinance services are
provided in a manner that is ethical and transparent
and benefits clients in a holistic manner. The uni-
fied code of conduct includes integrity and ethical
behaviour, transparency, client protection, gover-
nance, recruitment, client education, data sharing
and feedback/grievance redressal mechanisms.®
Both Sa-Dhan and MFIN have made efforts to en-
sure that their members are to understand and are



exposed to the underlying principles inherent in
their code of conduct.

There was a closer scrutiny on the operational
practices of MFIs in 2011-12. SIDBI,® which had
initiated the development of a methodology for
assessment of these practices in 2010 had several
MFIs assessed on their adherence to the code of
conduct. Several agencies have participated in
performing these assessments, M2i Consulting'®
(Box 3.1), Access Development Services, ICRA
Management Consulting Services, SMERA and
MCRIL. SIDBI has put many of these assessments
in the public domain. Many prominent lenders to
MFIs including SIDBI have started including Code
of Conduct Assessment (COCA) as a covenant in
their lending agreements. A critical review of the
available 13 COCA of different MFIs spread across
the country with different portfolio size clearly
brings out the emphasis and commitment exerted
by the MFIs with a view to have meaningful client
contacts and broad attention of code of conduct is-
sues. Further, 55 per cent of the MFIs under review
secured higher scores than the average score in the
COCA assessment, which was mainly due to staff
conduct and loan pricing. On the other hand, the
low score among 45 per cent of the MFIs is attrib-
uted to weaker client relationship and lack of social
responsibilities. The process of developing the Com-
mon Code of Conduct was supported by the Inter-
national Finance Corporation, World Bank, Michael
and Susan Dell Foundation, SIDBI, and ACCESS
Development Services, under the auspices of the Re-
sponsible Finance Forum developed by the IFC.

Based on the RBI Directions of 2nd Decem-
ber 2011, both Sa Dhan and MFIN further tight-
ened their enforcement mechanisms and insti-
tuted separate processes to deal with complaints
received on Code of Conduct Compliance and
complaints received on Regulatory Compliance
by having well-defined peer monitoring mecha-
nisms for effective monitoring of CoC compliance
issues. While COCA is becoming more and more
relevant in the present day context where client
protection, governance, transparency and social
involvement are the driving principles in the MF
sector, it needs to be done on an ongoing basis in
periodic intervals. Considering the cost burden
on MFIs, extensive funding support may provide
greater incentives for many MFIs to participate in
this monitoring process. Developing appropriate
incentive mechanisms for taking this up would go
a long way in raising the standards of consumer
services and protection.
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Box 3.1 M2i’s code of conduct assessment

M2i performs its assessments along six dimen-
sions:

. Client origination and targeting
. Loan pricing
. Loan appraisal
. Client data security
. Staff conduct encompassing
o Communication with clients
o Loan collection and recovery process

G W N =

6. Relationship management and feedback mech-
anism

M2i has drawn from a review of the norms pre-
scribed for MFIs including Sadhan’s and MFIN’s
code of conduct, fair practices guidelines from
the Reserve bank of India and CGAP’s client pro-
tection principles (Smart Campaign). M2i mea-
sures the adherence to these principles on four
parameters (called ADDO in short):

o Approval at the policy level from the board

o Documentation of the guidelines and proce-
dures that emerge from the policy

o Dissemination of the guidelines and proce-
dures across the organization

o Observance in practice of these guidelines and
procedures.

Source: SIDBI web page.

PRODUCT INNOVATION

During the formative years the earliest Indian MFIs
lent to groups of 5-20 women, extending uniform
credit products. Between 1997 and 2005, product
development activities centred on tweaking of inter-
est rates, loan tenure, group structure and lending
processes. With a view to achieving low costs and
rapid scalability, most Indian MFIs settled on the
most convenient product structure—group-guar-
antee loans in calibrated slabs, paid back through
equated weekly instalments over 45-52 weeks. Some
of the leading MFIs of the time did experiment with
consumer durable loans, and loans for purchase of
solar lamps and smokeless cook-stoves or construc-
tion of toilets. However, these loans remained at the
periphery of the main business which constituted
plain vanilla loans designated for income generation
activities. Several constraints curbed the success of
innovative loans: (a) MFIs placed caps on the num-
ber of loans they extended to each client, so clients
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who could access higher loan amounts on standard-
ized credit products, did not want to access smaller
loans for specific purposes instead. Money being
fungible, clients realized that they could take income
generation loans and use these partially or wholly
for consumption needs. (b) Loan officers who were
often incentivized on the basis of outstanding port-
folio did not want to push small loans, even if they
were specifically customized for client needs. (c)
MFIs became wary of partnerships with suppliers
of cook-stoves, water filters, etc., as problems with
these products resulted in defaults and souring of
relationships with their clients as they were blamed
for promoting inferior or faulty products.

With vintage clients demanding new products on
the one hand and severe competition in the South-
ern and Eastern states on the other, MFIs dedicated
more resources to product design. With a view to
bringing out the genuine efforts put in by MFIs to
reach the clients’ requirements, a list of innovative
financial products evolved by different MFIs are
presented in Annexure 3.1. In addition to the above,
among a wave of new MFIs there were a few institu-
tions, which entered the market with well thought
out strategies for serving hitherto ignored segments
such as the urban poor. While these MFIs focused
on meeting the credit needs of their target segment
through standardized group products, they spent
considerable effort to understand the other finan-
cial needs of these segments. Swadhaar FinAccess,
Arohan, Ujjivan Financial Services and Janalakshmi
Financial Services were some of those MFIs that
focused on the urban poor and developed unique
processes and loan products to suit the urban con-
text better.

MFIs themselves have recently begun to realize
that micro-credit is not a silver bullet or panacea
for all ills. Even well-intentioned loans for health,
sanitation and other non-productive but inevitable
consumption purposes have limitation in improv-
ing the quality of life. Since MFIs have to find ways
to reduce operational costs, having built a robust
distribution system for financial services delivery
to the last mile, they should view the current situa-
tion as an opportunity to capitalize on this network
by adding products and services deemed necessary
by their clients. The mix would vary from place to
place, depending on local needs and existing infra-
structure. MFIs would do well to add products and
services one at a time to avoid confusion and com-
plications in their information systems, staff incen-
tives and internal processes. However, in the long
run, it would appear that benefits of a multi-service
approach far outweigh the risks and costs.

MICRO-ENTERPRISE FINANCING BY
MFlis

Micro, small and medium enterprises (MSMEs) con-
tribute 8 per cent of India’s GDP, 45 per cent of the
manufactured output and 40 per cent of its exports.
Among MSMEs, microenterprises display a high de-
gree of heterogeneity. India is estimated to have more
than 26 million MSMEs. While a few of the MSMEs
operate as registered entities (with at least minimal
registration required as per the taxation laws), a large
majority (94 per cent) of them operate as very small
unregistered proprietary concerns owned by micro-
entrepreneurs (Box 3.2). Borrowing from informal
lenders is not a viable option for MSMEs because
of the cost of borrowing and limited turnaround of
capital due to shorter-term credit lines.

Box 3.2 Loan product for trading and
vending enterprises

Arohan offers weekly group lending products,
but identified the need to support micro and
small vending enterprises in Kolkata. Arohan de-
veloped a small-group, individual liability lend-
ing product based on market research to assess
demand through client need assessment, product
attribute ranking, financial sector trend analysis,
and a supply side scoping study to examine cur-
rent product offerings, key challenges and financ-
ing gaps. Arohan then developed and pilot-tested
detailed product guidelines, policies, processes
and business projections for MSE financing. This
product is known as the bazaar (market) loan as
it caters to individuals who are involved in trad-
ing and vending at authorized bazaars (markets)
and have a proper legal authorization to under-
take their business. The key design features (in
alignment with client demand) were, no collat-
eral, lower interest rate as compared to the bazaar
samiti (market traders’ association), doorstep
collection of instalments, free insurance, weekly
repayment mechanism and faster turnaround
from loan application to disbursement.

Source: Primary information from Arohan.

Enabling access to finance for underserved en-
trepreneurial segments can significantly impact the
development of microenterprises and promote de-
centralized job creation. Thus MFIs need to be sup-
ported to develop and implement microenterprise
financing loan products based on market research



into the dominant microenterprise segments. De-
velopment and implementation of microenterprise
financing programmes by MFIs needs a coordinated
plan of action. The key actions include institutional
readiness assessment, strategic planning, market re-
search and dominant cluster mapping. Once MFIs
have laid down a roadmap they might need support
for capacity building for the institution and staff,
support for pilot testing and perhaps onsite imple-
mentation support' (Box 3.3).
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cent stake in the dairy farm and 60 per cent is
held by the SHG group. In two years, micro-ven-
ture capitalists have been able to exit fully with an
ROI of 11 per cent p.a.

MicroGraam’s latest MicroVenture initiative
is a ‘water shop’ in northern Karnataka. The mi-
cro-entrepreneur, Sikander, received financing
from three micro-venture capitalists to the tune

Box 3.3 MicroVentures

MicroGraam is the first organization of its kind
in India to introduce a new MicroVenture invest-
ment model, which is a dramatic departure from
traditional microcredit lending. MicroGraam
aims to bring an array of diverse financial tools for
India’s underprivileged rural poor. In MicroVen-
tures, a micro-entrepreneur and a micro-venture
capitalist enter into a revenue sharing agreement,
which enables the two partners to create a micro
and small enterprises (MSE). Although tradition-
al microcredit provides the essential service of ac-
cess to credit, entrepreneurs who are willing and
able to undertake larger business ventures are un-
able to do so under the current paradigm. Micro-
Graam has created MicroVentures to address this
underserved niche market of entrepreneurs who
require a larger loan size but cannot obtain them
from commercial financing. MicroVentures pro-
vides flexibility and cost savings, which can only
arise from long term financing.

MicroGraam facilitates the connection between
competent micro-entrepreneurs and micro-venture
capitalist interested in investing in small to medium
sized businesses. In this model, the micro-venture
capitalist provides the full upfront cost to starting
the business and the two parties agree to share a
percentage of the profits or losses. The two parties
agree upon how to share the profits or losses (50-
50, 60-40 etc.) and the number of years the micro-
venture capitalist will be involved. MicroGraam
acts as the facilitator in the transaction and helps
the entrepreneur with their business model.

The first MicroVenture was a Dairy Farm in
Kolar district of Karnataka. MicroGraam facili-
tated equity capital of 300,000 from six micro-
venture capitalists in July 2010. The dairy farm
was set by the members of the Self-Help Group,
and the group members jointly managed the
dairy farm. MicroVenture Capitalist hold 40 per

of ¥300,000. He recently opened the shop to
provide clean drinking water to the surround-
ing areas with more than 500 households. This
social business leverages sustainable business
practices to address the public health need for
safe water. Access to clean water and sanitation
facilitates are pressing conditions in rural India
and MicroVentures has enabled this social cause
to become a viable social business. In order to
achieve sustainable development in rural India,
financial models beyond traditional loans and
saving are essential and MicroGraam contin-
ues to develop innovating financial products to
meet the needs of its borrowers.

Source: Primary information from MicroGraam.

POVERTY TRACKING THROUGH PPI

The Progress Out of Poverty Index (PPI)" is increas-
ingly used as an effective and accurate tool that mea-
sures poverty levels of groups and individuals. Us-
ing the PPI, MFIs are able to determine their clients’
needs, whose programmes are most effective, how
quickly clients leave poverty, and what helps them to
move out of poverty faster.”® As of now 18 MFIs are
using the PPI, and Grameen Koota (GK) is the first
fully certified PPI user in all stages of its customer
related processes. With the help of the information
gathered through PPI, GK has been able to discern
the progress made by the customer and the possible
contribution of microfinance to their lives.

An analysis of data relating to 0.272 million cus-
tomers of GK revealed that the proportion of cus-
tomers below the poverty level declined over the
period of the last three years (Figure 3.11). The pro-
portion of customers with income below US$1.25 a
day decreased from 35.8 per cent in FY 2011 to 32.6
per cent in FY 2012 (Figure 3.15). The improvement
of income levels for a significant proportion of cus-
tomers is a matter of satisfaction to the MFI. Even
though one cannot attribute the entire progress to
microfinance loans, the fact that customers have
been able progress even when they have contracted
the ‘high-cost’ loans is worth noting.
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Figure 3.11 Poverty profile of clients over the last three years

Source: The PPI°, developed by Grameen Foundation, is a poverty measurement tool that is
a unique composite of ten easy-to-collect, country-specific, non-financial indicators such as
family size, the number of children attending school, the type of housing and ownership of
certain assets. It is a simple, practical, easy to use tool yet statistically accurate.

Poverty Likehood of Grameen Koota Clients, March 12
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Figure 3.12 PPI report—poverty livelihood of grameen koota clients

Source: Study on ‘Access to Finance in Rural Andhra Pradesh—Revisiting the MFI Clients
2012’ conducted by Centre for Micro Finance, IFMR, Chennai with funding support from
IFMR Capital Private Ltd. Forthcoming report.

Table: 3.11 Status of poverty level of GK clients

Below US Below US
Clients Below $1.25/day/  $2/day/
Portfolio (Nos) NPL (%) PPP (%) PPP (%)
Dropouts 155387 3.7 . 372 . 47
Active Clients 276,728 11.5 32.6 71.6

Source: Study on ‘Access to Finance in Rural Andhra Pradesh—Revisiting the MFI Clients
2012’ conducted by Centre for Micro Finance, IFMR, Chennai with funding support from
IFMR Capital Private Ltd. Forthcoming report.

A similar trend was also observed for 21,753 cli-
ents of GK for whom GK has three PPI data points
across time (as on March 2012). The progress out of
poverty is more evident in this case as 31 per cent
of the clients who were below the US$1.25/day/PPP
line, and 12 per cent of the clients who were below
the US$2/day/PPP line during the first PPI dataset
have moved above their respective poverty lines
in the duration of two loan cycles from GK (Fig-
ure 3.12). While the average period of these clients
since joining GK is 42 months, the average period
between 1st PPI Instance and 3rd PPI instance is 26
months.

The details of the poverty status of the dropout
clients as of March 12 revealed that the status of the
poverty likelihood of dropouts is worse-off than
the current set of active clients (Table 3.11). The in-
creased incidence of poverty level among the drop-
outs clearly establishes the positive impact of the
MFI lending.

However, it would be interesting to know what
poverty levels they stood at during their 1st PPI
instance. There are 50,567 such dropouts whose
scores can be analyzed; comparing the poverty lev-
els of dropouts during the 1st PPI instance and the
last PPI instance, significant proportion of people
move out of the absolute poverty line (US$1.25 a
day) (Figure 3.13).

FACTORS INFLUENCING THE
POVERTY LEVEL OF MF CLIENTS

Grameen Foundation made an attempt to identify
the factors that are influencing the poverty level
using PPI°® data with demographic information of
clients collected from 470,548 respondents from
14 MFIs operating in 16 States in India." The PPI°
data collected shows that the poverty profiles of
the 14 MFIs we examine range widely, from MFIs
with 6.44 per cent of clients under the National
Poverty Line (NPL) to one MFI that has 38.40 per
cent of clients under the NPL (Figure 3.14). It is
important to remember that every MFI has dif-
ferent poverty outreach goals, and therefore the
comparison is not straightforward. The average
poverty concentration under the NPL is 19.16 per
cent. The analysis further quantified that many
MFIs are unable to achieve a poverty concentra-
tion greater than the national poverty rate at each
of the poverty lines. Only six MFIs have poverty
concentrations exceeding 74.9 per cent under the
US$2/day line.

The purpose for which the client availed the loan
and the relative demand for this purpose can be



informative for MFIs looking to adjust product de-
sign in order to attract more poor people. The study
findings revealed that almost 50 per cent of clients
are taking out loans for agriculture suggesting that
MFIs could better serve their clients by offering
loan products specifically tailored for agriculture.
The primary occupation of the client in relation to
their poverty level can help MFIs get to know their
clients better and inform business decisions regard-
ing targeting, potential demand for new products,
and cross-selling.

Further the study findings establish that poverty
rates are less for microfinance clients who have pro-
gressed to higher loan cycles. There is an inverse
relationship between the client’s poverty rates and
the number of loan cycle. There could be various
reasons for this finding and further analysis of the
data is necessary to establish causality. Some plau-
sible reasons for this result include:

1. Clients benefitted from participation in GK’s
credit programme and have improved their
economic well-being.

2. Higher loan amounts for each consecutive loan
cycle enabled MFIs to attract and retain better off
clients.

3. Dropout of poorer clients at the end of each loan
cycle, which could be due to a variety of reasons.

A similar relationship is observed between educa-
tion and poverty level (Figure 3.15). Knowing the
client’s demographic information is imperative in
order to deliver appropriate services to the client.

Microfinance institutions—signs of recovery 61

80
60
2
c
2
T 40
-
°
R
20
0 bel bel
elow elow
below NPL $1.25/day/PPP $2/day/PPP
Earliest PPl instance 13.5% 36.8% 74.2%
M Last PPl instance 11.3% 32.0% 71.0%

Figure 3.13 Poverty profile of Grameen Koota dropouts at different in-
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Source: Study on‘Access to Finance in Rural Andhra Pradesh—Revisiting the MFI Clients

2012’ conducted by Centre for Micro Finance, IFMR, Chennai with funding support from
IFMR Capital Private Ltd. Forthcoming report.

The poor are not a homogenous group, and those
with no education or those coming from disad-
vantaged caste groups may require specialized
products and services that can empower them to
become more effective economic players. Clients
with some college education have only a 4 per cent
likelihood of falling under the National Poverty
Line whereas clients with no education have an 18
per cent likelihood of falling under the same pov-
erty line (Figure 3.16).
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Figure 3.14 Poverty concentration of MFIs under NPL
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Source: Study on ‘Access to Finance in Rural Andhra Pradesh—Revisiting the MFI Clients 2012’ conducted by Centre for Micro
Finance, IFMR, Chennai with funding support from IFMR Capital Private Ltd. Forthcoming report.
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Source for both Figures 3.15 and 3.16: Study on ‘Access to Finance in Rural Andhra
Pradesh—Revisiting the MFI Clients 2012’ conducted by Centre for Micro Finance, IFMR,
Chennai with funding support from IFMR Capital Private Ltd. Forthcoming report.

With the likelihood of being under the National
Poverty Line as the dependent variable, and reli-
gion, rural or urban, caste, education level, age and
state included as independent variables analyzed us-
ing multivariate linear regression method, it is ob-
served that for a selected sample of 326 respondents

and for US$2 poverty line, when all else is held con-
stant, the clients education level, age, religion and
caste are significantly related to poverty. This sug-
gests that understanding the client’s level of edu-
cation, age and segmentation based on religion/
caste would help to have an estimation of prob-
ability of clients falling below/above US$2 poverty
line. One interesting finding is that as we change
poverty line to US$1.25/day or national poverty
line, the factors significant to the level of poverty
also changes. Hence if an MFI is targeting clients
under the NPL, factors the institution should fo-
cus on are different than the factors that should be
considered under the US$2/day line where educa-
tion, age and religion/caste play a role in explain-
ing poverty.

SOCIAL PERFORMANCE AND
CONSUMER PROTECTION

Microfinance primarily evolved as a social move-
ment, however the focus and strategies have devi-
ated over the period of time and commercial con-
siderations have taken over by the new generation
MFIs. The initial goal was to help individuals and
families save for the future, build small businesses,
meet emergent consumption needs, cope with unex-
pected setbacks such as illness or poor crops, there-
by assuring social security with an improved quality
of life for the poor. This is especially important for
the vulnerable, low-income populations that make
up the bulk of microfinance clients. These clients
are always vulnerable for misinformation and mis-
leading initiatives and hence require greater protec-
tion. Several initiatives are being undertaken by the
MFIs across the country through which, vulnerable
and poor households had benefitted to a greater ex-
tent (Box 3.4). As a case in point, the experience of
Bandhan is worth noting.

Recognizing the need for supporting the poorest
of the poor who are normally neglected by the so-
ciety under the microfinance initiatives, Bandhan is
implementing the Targeting Hardcore Poor (THP)
programme in West Bengal state. The eligible hard-
core poor, mostly women, are identified based on
well laid criteria, and a weekly/subsistence allowance
of X140 is given during the first 13 to 40 weeks, which
is complemented with appropriate trainings on so-
cial behaviour and economic activities depending
on the enterprise activity selected by the members.
As most of the ultra-poor households do not have
prior experience with formal financial institutions
like banks or MFIs, Bandhan conducts a three-day
microcredit orientation course for THP programme



beneficiaries, attendance at which is required to be
considered for a microloan. The training addresses
a number of social, health and community issues
and explains the functioning of a microcredit group,
its rules and regulations, group solidarity and the role
of savings in one’s financial life.

The results of the internal study conducted for
Bandhan indicate that this intervention succeeds
in elevating the economic condition of the poor-
est. It is found that the program results in a 15 per
cent increase in household consumption and has
positive impacts on other measures of household
wealth and welfare, such as assets and emotional
well-being. These results are consistent with the
notion that the wealth transfer, in the form of as-
set distribution, directly increased consumption
among beneficiary households through the lig-
uidation of assets, but other sources of income,
notably from small enterprises, appear to have
contributed to the overall increase in consump-
tion as well. The key issues and challenges for
the THP includes providing for adequate levels
of handholding and training support, individual
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Box 3.4 Sanghamithra—Ilending for
livelihoods

Sanghamitra is not just a financial intermediary
but believes in ‘investing to create value’ Each re-
gion was identified to focus on certain key areas,
which are crucial to livelihoods during the previ-
ous year. It is committed to undertake livelihood
promotion for poverty alleviation among SHG
members. The livelihood approach considers the
‘household’ as an economic unit. It also takes into
account that families have a livelihood strategy,
which differs from family to family and which
comprises several smaller activities. Sustainable
poverty reduction can be achieved through the
promotion of livelihood strategies. Myrada, the
promoting organization has taken many initia-
tives to upgrade the skills of SHG members to
enable them to undertake livelihood activities.
Myrada’s sample study of 2,978 SHGs shows that
they used loans mobilized from banks, Sangham-
ithra as well from their group common funds
amounting to 830 million for various institutional
capacity building and inclusive growth purposes.
During the year 2011-12, the outstanding grew
from ¥795. 4 million to I922.4 million, register-
ing a growth of 15.95 per cent over the previous
year, despite the MFI crisis in the country.

Well laid down systems and procedures, good
governance and transparent practices are the
strengths of Sanghamithra. It reaches unreached
areas where formal financial institutions are not
able to reach and provides credit to the SHGs at
affordable rate of interest with flexible repay-
ment periods, depending on the cash flow of the
group/members. The cost of operations is low as
it deals with the group and not the individual,
besides keeping the staff cost low as compared to
the industry level. Sanghamitra has been able to
raise resources from banks/financial institutions
even during the Andhra Pradesh crisis, because
of the established credibility and confidence re-
posed by the lenders. It is interesting to observe
that the recovery in Andhra Pradesh (Anan-
thapur district) was almost 100 per cent during
the crisis due to the practices of following trans-
parency in dealing with clients (SHGs) in terms
of moderate interest rate, mode of recovery no
coercive method of recovery as envisaged in the
Andhra Pradesh Act.

The clients of Sanghamitra are groups, which
are formed by NGOs, Government etc., where
they do not have control over the quality of
groups in terms of utilization and repayment of
loans. In view of the ongoing MFI crisis, which
eroded the credibility of NBFC/MFIs, the Gov-
ernment of India and others are seriously con-
sidering to revive/reinvent the SHGs for which
the Government of India has earmarked 5,000
million towards strengthening of SHGs. Thus,
there exist greater opportunities to expand its
operation. The MFI Bill when implemented will
facilitate and encourage MFIs to reach out to the
unreached SHGs. The threat of unhealthy com-
petition and breaking up of groups has come
down considerably after the Andhra Pradesh Act
and after implementation of recommendations of
the Malegam Committee report by RBI.

Source: Primary information from Sanghamithra.

monitoring, constant guidance to encourage live-
lihoods diversification.

The Smart Campaign argues that financial institu-
tions that protect clients will create a responsible and
loyal clientele, while protecting themselves from the
reputation risk that can come with bad practices.”
The MFIs recognize the need for the client protec-
tion and initiated several strategies in recent times.
Regulatory measures also focussing on the social
performance and consumer protections as priority
agenda (Box 3.5).
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Box 3.5 Ujjivan effort in client protection

Facing a growing incidence of multiple borrow-
ing (clients taking simultaneous loans from dif-
ferent providers) and ghost borrowing (clients
taking out loans on behalf of others, in return for
a commission), Ujjivan developed an educational
video highlighting the risks of these practices.
Featuring the characters Sushila and Revati, rural
women who represent typical microfinance bor-
rowers in India, the video narrates the acceptable
practices through examples. In the first segment,
a respected relative of Sushila and her husband
meets and convinces them to take out a large loan
in Sushilas name and hand him the proceeds,
which he promises to repay punctually. Soon af-
ter, he vanishes, leaving Sushila burdened with a
repayment commitment she cannot meet.

The second sketch shows Revati, a microfi-
nance client who is bullied by her husband into
taking out a second loan so that he can buy a mo-
torbike, and a third loan to make the repayments.
Soon after, they find themselves being unable to
repay. The two vignettes are simple, but Ujjivan
reports that clients watch the videos with unusual
focus, and follow them with highly animated dis-
cussions. Clients appear to identify themselves
readily with Sushila and Revati, whose dealings
with overbearing husbands and relatives closely
reflect the family dynamics they see in their own
homes. The film also introduces clients to the con-
cept of a credit bureau and educates them on the
importance of building a positive credit history.

Within a year, Ujjivan showed the film to more
than one million families, through local tele-
vision channels as well as during its own client
meetings, where it follows up with a guided dis-
cussion. The video is now mandatory for all new
Ujjivan clients and staff, and represents a notable
contribution towards avoiding the types of issues
that have plagued Indian microfinance in the re-

cent years.

Source: Primary information from Ujjivan.

CREDIT BUREAU'®

‘Credit Information’ reporting and referencing has
been proven world over to bring about a vast change
in lending practices through improved transparency
and speed of decision making, ultimately lowering
the cost of lending and most importantly by keeping
a check on NPAs.

Box 3.6: Web-based microfinance

Rang De is a pioneering web-based social initia-
tive that supports rural entrepreneurs with cost
effective microcredit for business and education.
Through an online portal, which is also India’s
first, Rang De enables individuals to become so-
cial investors and lend small sums of money to
borrowers from low income households listed
on the website. The social investors get back
their money with a nominal financial return
and a tangible social return. The rationale be-
hind Rang De is to the leverage the internet to
deliver low cost microcredit to individuals from
low income households. By raising social invest-
ments from individuals Rang De is able to de-
liver microcredit at interest rates ranging from
9 per cent APR to 15 per cent APR. Rang De
currently operates in the following states: Maha-
rashtra, Madhya Pradesh, West Bengal, Odisha,
Karnataka, Kerala, Tamil Nadu, Gujarat, Bihar,
Jharkhand and Manipur. The organization is in
advanced stages of due diligence of field part-
ners in states such as Rajasthan and Chhattis-
garh. Rang De has significantly expanded its
operations and has had some fantastic field part-
nerships including Bhagini Nivedita Gramin Vi-
gyan Niketan (BNGVN)—which is run by Mag-
saysay Awardee Ms Nileema Mishra. Many field
partners are setting up dedicated branches for
Rang De’s social capital. For three of Rang De’s
field partners, the total disbursal has crossed
%10 million. Rang De’s disbursals have increased
from %0.30 million per month in January 2012
to ¥ 5 million. The organization aims to cross
monthly disbursal of ¥10 million by November
2012. Rang De will thus be crossing ¥100 mil-
lion of annual disbursals by the end of the finan-
cial year. In terms of outreach, Rang De covered
12,789 borrowers across India till 2012 with the
addition of 72 per cent than the previous year.
Rang De has tested some new models of engage-
ment for social investors. Rang De’s Education
loans for primary, secondary and professional
skill development have all been well received
by social investors. The organization hopes to
disburse more than I10 million for education
loans during this financial year. Many founda-
tions and corporate houses have come forward
to participate in Rang De as part of their CSR

initiatives.

Source: Primary information from Rang De.




A robust credit bureau infrastructure, in the
long-run, can cause a large-scale mobilization of
quality credit, thus in turn triggering financial lit-
eracy, availability of more financial products and
ultimately, a healthier financial ecosystem.

The need of a Microfinance Credit Bureau In-
frastructure in India was triggered mainly by two
factors—

1. Regulatory changes brought in by RBI allowing

MFIs to register as NBFC-MFIs, and making it

mandatory for NBFC-MFIs to register with at

least one credit information company (CIC),

. The strong need in the industry to know about
the other liabilities of its borrowers and their per-

formance on those.

In this backdrop, High Mark Credit Information
Services (High Mark) launched the country’s first
Microfinance Credit Bureau in March 2011.

High Mark today has 119 Microfinance institu-
tions as its members. High Mark has provided its
proprietary tool—MFI Connect™ to enable easy Data
Mapping, Validation and Submission. The recent
members to join this bureau platform include sev-
eral NGOs and Societies that are beginning to par-
ticipate actively and are working with High Mark to
identify fields that need to be captured accurately,
digitized and mapped for bureau submission. The
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data captured in High MarK’s database is of indi-
viduals who have been given credit through—JLG,
SHG or direct lending. As on date, 74 institutions
regularly contribute data to High MarK’s bureau
database, which now has data on 80 million loan
records (active and closed) of 45 million custom-
ers, making it the world’s largest Microfinance data
base. In addition, there was a perceptible and steady
increase in the number of enquiries during the last
one year which confirms the greater utility of the
credit bureau (Figure 3.17).

High Mark has also, in an attempt to simplify
and promote bureau usage amongst its members,
provided over 1500 installations of Credit Assist™,
a proprietary report consumption platform for
branches to view summaries of the reports, based
on their conformance to the RBI/Industry/Institu-
tion’s guidelines. Of the 74 data contributors, 57 are
regularly using High Mark for their credit report
referencing, as a key input in their loan sanctioning
process. In the last 16 months, 12.8 million credit
references have been made with High Mark. About
37 per cent of the inquired cases have been found to
have one or more loans with another institution.

In line with global experience of the benefits ac-
crued by using credit bureaus, the MFI industry
in India has begun to see a positive impact. MFIs
have reported an increase in accountability among

Number of MFls
making inquiries on High Mark —— Number of inquiries
70 2,000,000
1,800,000
60 -
] ] 1,600,000
50 - 1,400,000
] 1
—
o - - 1,200,000
1,000,000
30 — 1/ 800,000
I
20 600,000
\’/_/
400,000
10 /)
200,000
0 0
Jul-11 Aug-11  Sep-11  Oct-11  Nov-11 Dec-11 Jan-12 Feb-12 Mar-12 Apr-12  May-12 Jun-12 Jul-12

Figure 3.17 Number of enquiries with High Mark during 2011-12

Source: Data from High Mark bureau data base.
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MFI borrowers because of credit referencing with a
bureau. Some institutions have reported that since
adopting High Mark Credit reports, wilful defaults
have reduced amongst MFI borrowers; as they are
clearing off their outstanding to get a clean credit
history, building the foundation for a sound credit
culture among borrowers. Although some MFIs may
be using the bureau from regulatory perspective, it has
been amply proven that bureau usage results in bet-
ter originations/risk management. Since the database
now contains most of the MFI lending information
from across the country, new member institutions
can immediately benefit with bureau referencing, as
soon as they join and begin sharing data.

MFIN is advocating the use of credit bureau
among member MFIs and others since June 2012,
MFIN has made it mandatory for all members to
use credit bureau reports as part of their loan ap-
proval processes. As of now, all 44 MFIN members
have registered with at least one credit bureau and
are sharing data on a regular basis and are using
credit bureau reports in their loan approval pro-
cesses. Forty-three of these have signed up with two
bureaus—High Mark and Equifax, the other bureau
that also caters to this industry. Further, all MFIN
members have recently signed a No Objection
Certificate (NOC) that will allow credit bureaus to
share statistics on credit report usage by MFIs. This
will help MFIN monitor and enforce, with greater
stringency, the use of credit bureau reports for loan
processing.

In the long run, MFIN intends to use credit bu-
reaus not just as a monitoring and decision making
tool for MFIs, but also as a mechanism by which mi-
crofinance borrowers can build credit histories and
eventually become integrated with the mainstream
financial system. To this end, MFIN and IFC have
partnered to launch a financial awareness program
for microfinance clients with components of edu-
cating them on their rights and responsibilities as
borrowers and equipping them with the basic tools
needed for managing cash flow and debt. The objec-
tive of the program is to empower clients to make
financially responsible and informed decisions. The
financial awareness program will be executed on a
pan India basis, in a phased manner.

GRAMEEN FINANCIAL SERVICES IN
CREDIT BUREAU

Grameen Financial Services (GFSPL or GK), which
is operating in 42 districts across the states of Kar-
nataka, Maharashtra and Tamil Nadu is currently
serving more than 0.4 million clients with financial

and non-financial services. This is one among the
first set of MFIs to join credit bureau initiatives and
initiate data quality improvements. Basic informa-
tion of the Key Customer Data relation to identifi-
cation particulars with KYC, active and default loan
particulars are provided with credit bureaus (CBs)
on a weekly basis since April 2012 (earlier monthly
basis).

The experience by Grameen Financial services
reiterates the simple and effortless data submis-
sion through web portal with feedback of error
and warning on the quality of data submission. At
present data, quality has improved significantly and
current acceptance rate is 99.94 per cent. A small
percentage of data is rejected due to the absence of a
usable borrower’s name and address.

With referencing of bureau reports, the quality of
lending has seen significant improvement and no
fresh income generation loan gets sanctioned with-
out CB inquiry and no new members joined without
verifying with CB. More than 0.49 million CB in-
quiries have been made during the year and there is
positive feedback from field staff with the increased
confidence levels. As a case example, Grameen Fi-
nancial Services reports that during the first inquiry
in January 2012, a customer had borrowed from
two MFIs and her loan was rejected by GFSPL. She
cleared her loan with one MFI in February 2012 and
brought loan clearance certificate from the MFI.
Based on the second bureau inquiry in April 2012,
loan is given to the customer by GK.

During the design stage of the Microfinance
Credit Bureau, High Mark conducted a detailed as-
sessment of customer information captured, digi-
tized and readily available for Bureau submission
(September-December 2010). The industry faced
significant data challenges—very low degrees of
digitization, incomplete data capture, and a lack
of standardization. Figure 3.18 provides a ‘then vs.
‘now’ view of how 16 of the top 20 MFIs in the coun-
try (accounting for 60-65 per cent of MFI industry
data) have evolved on this front.

As reported by High Mark, there is a percep-
tible improvement in terms of the availability of
key KYC elements and the quality of information
captured since the time the bureau has come into
play, but there is still scope for further improve-
ment, especially around better capture of names
and other identity elements, as well as in bringing
about a greater discipline in the reporting of closed
accounts. Further, most State bodies and banks that
do SHG lending do not capture individual level data
for the SHG accounts, and therefore are unable to
monitor or update this information on a periodic
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Source: Data from High Mark bureau data base.

basis. A further improvement in data quality (not
just from a bureau perspective but overall) and ef-
fective use of bureau referencing will certainly help
improve the sector’s confidence level among inves-
tors and lenders alike.

There is an urgent need to impress upon the MFIs
and other stakeholders in microfinance sector about
the need for active participation in the credit bureau
activities, and adequate funding support is needed
at least in the initial stage of development, till the
credit bureau stabilizes. The integration of appro-
priate technology support with coordinated efforts
by all the players in the industry will go a long way
to achieve comprehensive capture of credit informa-
tion and needs to be addressed on a priority basis
for active use of the credit bureau, and in fostering a
healthy microfinance ecosystem in the country.

GOVERNANCE

The governance of MFIs is one of the relevant is-
sues being debated in the context of the crisis situ-
ation. MFI boards have often been blamed for not
steering the growth of the institutions with due care
and for not balancing the social and financial goals
of the MFIs."” The role of MFI governance is quite
different from the mainstream financial institutions
since the fact that MFI clients are vulnerable and
often uneducated about finance is sinking into the
boards of MFIs. Constitution of quality boards and
establishing good governance practices has become
very important in dealing with the external scrutiny
of for-profit organizations. With a view to ensuring

good governance some of the MFIs have already
inducted qualified professionals with required skill
sets into their boards who have the capacity to fo-
cus on social and financial goals. MFIs are hav-
ing a relook at CEO compensation, since high pay
packets are largely paid out of the interest paid by
poor clients, and there has been a concern that
board should fix reasonable compensation. Inves-
tors reported paying more attention to the quality
of governance in due diligence, agreements and re-
porting frameworks. Investor board representatives
have largely been supportive of the balanced returns
and fund allocation for non-financial welfare activi-
ties. While, in general, directors nominated to fill
board seats for investors bring useful expertise and
perspectives, their duty of loyalty and their willing-
ness and ability to balance social and financial goals
and targets have been an area of concern. A recent
development in a few boards is the appointment of
a subcommiittee for social performance management
or appointing an SPM director to monitor the social
performance and responsible financing practices.
While boards are largely monitoring the compliance
of regulatory norms and code of conduct require-
ments, a few boards are setting social goals in terms of
outreach with segmentation, product usage and even
setting targets for movement clients out of poverty.

TRANSPARENCY

Microfinance industry in the changing environment
requires a new level of understanding and open-
ness about the costs of lending in small units and
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transparent communication of the prices charged
to cover those costs. An industry born to displace
the moneylenders by providing low-cost credit to
the working poor needs to ensure that its clients
have clear information about the cost of the money
they borrow. Till now there is no single market rate
and there was a tendency of confused pricing under
the unregulated environment. Practicing pricing
transparency will certainly contribute to building
a healthy and vibrant market for microcredit prod-
ucts by providing a valuable component necessary
for free and competitive markets to develop open
communication about the actual pricing. Transpar-
ency is extremely critical for MFIs to build trust
with clients and all other stakeholders in today’s en-
vironment. This would include: (a) Educating (not
just informing) low-income clients on all product
terms, as per the contract (including interest to be
paid or received); (b) Enabling clients to understand
all other policies of the institution (such as penal-
ties for repayment, recovery processes, etc.) and the
working model; and (c¢) Ensuring that the product
terms, policies and models are not distorted during
implementation through appropriate controls. Only
this will enable clients to make informed and knowl-
edgeable purchase choices and MFIs must strive to
facilitate this. The interest rate issue is critical and
clients need to know the interest rates they are pay-
ing or receiving and MFIs must clearly indicate the
nominal and effective interest rates as well as total
cost to client under normal and delinquent situa-
tions. The RBI has also issued its pricing guidelines
and has specified the components of pricing that
can be charged on microcredit loans and has also
recommended the MFIs to communicate the effec-
tive interest rates to the clients. These prices were
comparable as they were calculated uniformly for
all the participating MFIs using the standard APR
and EIR methodology. However, the industry needs
such initiatives on an ongoing basis. The proposed
India MIX type information platform (being set up
by SIDBI) will hopefully take up the transparency
agenda further.

SUMMING UP

Ever since the process of bringing the sector under a
regulatory regime and tabling the Microfinance Bill
in May 2012, MFIs have been reasonably assured
of future stability. As a result, the path that many
leading MFIs may take under the regulated environ-
ment is likely to earn them lower margins than be-
fore. This needs to be viewed as an opportunity for
MFIs to reinvent themselves and search for new av-
enues to serve customers. Although MFIs have been
reluctant to move away from their specialization of
financial services delivery to the unbanked, it would
be useful to explore the provision of other services,
which are crucial to their operational area, especially
to their key client segments. Not only will this build
loyalty and a lasting relationship with their clients,
it may also positively impact repayment rates as the
quality of life of clients and their families improves.
In doing so, MFIs would also protect themselves
from being viewed as moneylenders and opportun-
ists by political forces and societal sceptics.

With severe controls and restrictions on uncollat-
eralized lending, MFIs have begun to explore other
routes for extending loans such as gold loans, SME
sector loans, asset loans and loans without group
guarantee. MFIs, which had evolved from NGOs
and Section 25 Companies, have explored possi-
bilities of their parent institutions partnering with
banks as BCs to make use of the human resources
which were lying idle during the fund crunch. Dur-
ing the crisis-induced lull in operations, operational
processes and products have been re-engineered to
ensure highest levels of responsibility to clients. The
way forward in product development is likely to be
highly client-centric, as MFIs strive to avoid future
crises. MFIs need to actively engage themselves as
partners in the financial inclusion programme and
integrate their vision and mission with the state and
central government to achieve a prosperous future
for the customers. In achieving a higher standard of
excellence of customer centric services, MFIs need
all possible support, not only from policy and regu-
lation, but also from the other stakeholders.



Microfinance institutions—signs of recovery 69

ANNEX—3.1"
Innovative products by Indian microfinance institutions

Details of different categories of innovative products, highlighting some of the best practices by MFIs in the
industry, and illustrating innovative product features and processes are presented in this annexure. While
many MFIs have fine-tuned their product features to the requirements of their clients and their institutional
priorities and constraints, only a few products and services have been featured here, as an indication of the
variety of options available for developing a meaningful association with clients.

LOANS TO GRADUATED CLIENTS

Some MFIs recognized that a significant proportion of their clients had outgrown the group systems and
constraints of group meetings and co-guaranteeing. Products for graduated borrowers and new, middle-
income level clients were structured with monthly repayments for some and daily repayments for others,
based on the nature of business cash flows.

GENERAL PRODUCT FEATURES: Available to clients after they have completed a specified number of loan cycles
or years with the MFI, or have reached the maximum borrowing limit on group loans. This product is of-
fered only to clients with a perfect repayment record.

Some of THE MFls in THIs space: Satin Credit Care was one of the pioneers of individual lending to busi-
nesses in Delhi. The product entailed daily collections at the client’s shop and was very popular with traders.
Other MFIs such as Spandana, Future Financial Services Ltd, and SHARE designated separate branches
for ‘daily collection loans. CASHPOR’s Bada Loan was developed to cater to clients who had successfully
repaid the highest group loan size of I18,000.

Best prAcTICES: (a) Administered by a separate set of staff; (b) Detailed appraisal of client businesses to
ensure that business volume can support repayments; (c) Ensures that client has a savings route also by
disbursing the loan only in a savings bank account.

Apvantaces: Group clients have an aspirational target to reach, which acts as a good repayment incentive.

DisapvanTaces: Loan size and repayment period are constrained by regulatory restrictions leaving a very
limited scope for flexibility in product design.

CASHPOR offered its Bada Loan to clients of three cycles over a minimum period of two years with a
perfect repayment record. The loan size ranged from ¥15,000-25,000, and clients had to have a savings
bank into which the loan amount was credited. Guarantee by a family member was compulsory and both
client and guarantor were insured. Repayments were in 46 weekly instalments over a period of 52 weeks,
leaving scope for flexibility in low-turnover periods of the business. The product was discontinued be-
cause of RBI guidelines, but will be reintroduced in the near future.

Source: Primary information from CASHPOR.

EMERGENCY LOANS

It was discovered that many clients were still approaching moneylenders to borrow small sums of money
during emergencies, as MFI loans were not always accessible on demand. This resulted in the design of
‘emergency loan’ products.

GENERAL PrRoDUCT FEATURES: Usually available to clients in the 2nd loan cycle onwards; the amount equiva-
lent to 4-10 instalments of the regular loan. Sometimes this is also called a seasonal/festival loan and can be
used for seasonal expenditure incurred on unavoidable religious and social practices.

BEsT PRACTICES:

1. The client should have a record of perfect repayment for at least a year;

2. For festival/seasonal loans, disbursement is restricted to certain times of the year;

3. May require special guarantee by a group member or leader to substitute detailed appraisal;
4. For health emergencies, disbursements should be made within 24 hours of demand;

5. Some MFIs offer such loans free of interest;

6. Mahasemam Trust offers a wedding loan of ¥15,000 which has a 10 day tenure.

'Valuable inputs and support provided by Dr Alok Mishra CEO, M-CRIL for preparing the Annexure is gratefully
acknowledged.
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It is usually repaid from cash gifts received at the wedding.
ADVANTAGES:

1. Enables the client to meet her exigency without approaching a moneylender;
2. Allows the MFI to fulfil the client’s need and strengthen its relationship.

DISADVANTAGES:

1. Often misused to cover up overdues for two to three weeks;
2. Festival loan is viewed as encouragement to indulge in wasteful expenditure;
3. Loan amounts are usually too small to cover more than a fraction of costs in a serious health emergency.

MFIs began to understand that insisting that clients use loans only for income generation purposes was
unrealistic. Clients would invariably use part of the loan for business and the rest to pay off earlier debts,
childrens’ school fees or other pressing needs. The first few ‘consumption loans’ for school fees, water filters,
etc., were designed around these needs.

OTHER CONSUMPTION LOANS

GENERAL PRODUCT FEATURES: Available to clients after they have completed at least one-two loan cycles with
the MFI, with perfect repayment. Given for purposes, which would improve quality of life for customers—
water connection, water purifying equipment, toilet construction, solar lighting, payment for institutional
delivery (pregnancy loan), and childrens’ school fees. Sometimes these are given for purchase of small as-
sets, which would indirectly enhance productivity, such as bicycle or mobile phone.

BEsT PRACTICES:

1. MFIs which leverage on in-house or external technical expertise in water, sanitation, health, etc.,
may perform better in ensuring proper utilization of such loans, by ensuring purchase of good mate-
rial and good construction quality. Guardian leverages on its parent NGO Gramalaya’s experience
in water and sanitation to provide loans exclusively for a variety of health and sanitation purposes.
Grameen Financial Services provides technical support for water connection and toilet installa-
tions through its spin-off, NavyaDisha Trust.

2. Tie-in with an institution’s overall mission is important. Hand in Hand, whose focus is on women’s
empowerment offered a pregnancy loan to cover expectant womenss institutional delivery costs from a
combination of own savings and an HIH loan.

3. Sometimes these loans are offered in tie-ups with providers to ensure lower prices and proper qual-
ity. SKS has tied up with Nokia for supplying handsets to borrowers at a lower price, paid over 25 easy
instalments. Leveraging on SKS’s outreach, Nokia has sold over 0.32 million handsets to SKS custom-
ers, spelling a win-win for SKS, Nokia and the clients. Similarly, Sonata’s tie up with Hero for cycles has
removed the distributor’s margin thereby reducing the price for clients, as well as saving their time and
opportunity cost of buying from a dealer. Tie-ups should be made with well-known and popular brands,
with a history of excellent after-sales service.

4. Ensuring proper utilization is important: Ujjivan requires documentary proof for its education loans
such as the child’s report card or fee receipts. Guardian also has strict operational guidelines for checks
on loan utilization.

ADVANTAGES:

1. Such products give a competitive advantage and ensure client retention even if competitors offer
lower interest rates on regular loans.

2. These products also enable MFIs to meet the actual needs of their clients and to track utilization effec-
tively.

3. Tie-ups with technical/material providers increase the efficacy of these loans several-fold.

DISADVANTAGES:

1. Usually these loans face shortfalls as income-generating loans are prioritized especially in fund-
crunch periods.
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2. Being low ticket size products, they usually need to be offered as add-ons to regular loans to make them
cost effective.

3. A risk of tie-ups is that problems with product quality could result in default on the loan.

4. As product offering is such that it is not required repeatedly, MFIs incur higher costs in acquiring new
clients.

Some MFIs feel that it is not necessary to structure separate consumption purpose loans, as money
is fungible and clients invariably use a small part of their income generation loans for consumption
anyway. Others MFIs are wary of emergency loans because they can be frittered away on impulsive ex-
penses. Suresh Krishna, MD of Grameen Financial Services takes a different view, saying:

We are too caught up in ensuring that clients use every rupee productively to generate income. This is un-
realistic. Clients also live normal lives and have needs that revolve around family and social events. If an
emergency loan is used for a family celebration it is something we have to factor in while designing the loan.
Stipulating that all loans must be used for productive purposes only encourages clients to lie or misuse the
loan. This is why GFS has structured a separate loan for each of the important consumption needs in addition
to income generation loans.

Source: Discussion with different MFIs.

MFIs that had broken even went a step further to offer non-financial services to their clients in order to
retain their loyalty. Some of these MFIs sought to plough back some of their profits in the form of support
to destitute and ultra-poor, who needed more than just financial support to rise above poverty. MFIs see
this as providing a crucial service to the poorest in their operational areas, while also investing in a potential
future market segment. Others offered their clients scholarships for their children, subsidized treatment in
designated hospitals, organized health camps and distributed gifts to vintage clients and centre leaders as
a gesture of goodwill. Some MFIs have also designed financial literacy programmes, which are undertaken
in-house or by partner tie-ups. Financial awareness is seen to be a critical factor for avoiding over-borrow-
ing and bad credit decisions.

NON-FINANCIAL SERVICES

GENERAL PRODUCT FEATURES: Differ in target segment: Some non-financial services are undertaken for ultra-
poor beneficiaries who are not yet eligible for loans, but require grants and other support (ultra-poor pro-
grammes, vocational training, income-generating asset distribution, schools for poorest children). Some
MFIs provide non-financial services to existing clients and their families or community in the operational
area at large (health camps, financial education). Others provide these services to the best borrowers as an
incentive to the others (business development training, sustainable farming practices). These services may
be provided by the MFI directly, or through its parent/sister NGO.

Bandhan Konnagar focuses on poverty alleviation through livelihoods, health and education interven-
tions, funded from a portion of surplus from the microfinance activities of Bandhan Financial Services.

1. The hard core poor programme (THP) identifies ultra-poor families and gives them productive as-
sets and know-how to help them emerge from poverty in two years.

2. Health programme (BHP) creates health awareness amongst mothers and girls and improves accessibil-
ity to health services through community volunteers.

3. Education programme (BEP) supports ‘out of school’ children and dropouts for enrolment in secondary
schools.

4. Employment programme (EUP) trains, guides and links youth to decent job opportunities.

SKS funds a similar ultra-poor programme, which is run by SKS Foundation and involves the beneficiary
being given an asset, training and health inputs to begin a sustainable income generating enterprise. Ujji-
van, in association with Parinaam Foundation has provided financial literacy training to its clients as well
as the larger community through (a) a film on perils of indebtedness and pipelining and the necessity of
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a good credit record, screened at all Ujjivan branches and viewed by 0.35 million people on cable TV and
(b) module-based training on comprehensive financial services for a pilot of 372 customers. Parinaam also
provides services in healthcare, education, and community development to Ujjivans clients and the broader
community, thereby fostering good relations in Ujjivan’s operational area.

Grameen Financial Services has piloted 18 education centres in rural Karnataka with learning pro-
grammes for pre-school, primary and high school children. The centres have been set up in partnership
with Hippocampus Learning Centres. GFS has also undertaken a client education initiative, covering health,
sanitation, gender issues, alcoholism and many other relevant topics through a weekly letter written from
a fictional client ‘Jagriti, read by field staff at the centre meetings. Jagriti’s letters are scripted by Phicus, a
development consultancy firm promoted by GFS and Cocoon Consulting.

IDF Financial Services through its parent NGO, IDF Foundation, has implemented an innovative proj-
ect called Sujeevan on financial inclusion for livelihood security of small and marginal farmers, landless
labourers and tenants. The project aims at financial inclusion of farm families through a BC tie-up with
SBI, and promotion of sustainable livelihoods through participatory, group-based training of farmers in
improved agricultural practices.

Equitas conducts training in candle making, dressmaking, embroidery, food processing and other in-
come generating activities through its training centre Equitas Gyaan Kendra. Market linkages have been
forged with ITC, Lijjat etc., for sale of the products. Equitas also conducts health camps (general, eye and
dental), and covers the cost of spectacles, cataract operations and cancer screening.

Programmes integrated in microfinance activities

CASHPOR in partnership with Healing Fields Foundation (HFF) has trained 90 women among its cli-
ents for six months to become a full-fledged Community Health Leaders (CHLs). Each of such 90 CHLs
provides health intermediary services to 300 client households, thereby reaching a population of around
135,000. CASHPOR hopes to improve health seeking behaviour, hygiene and dietary habits, and increase
awareness of healthcare programmes offered by the government, to reduce incidence of preventable dis-
eases over two to four years.

Centre Managers in 12 branches across three provide 15 minutes of health education for clients in each
centre meeting after conducting their normal loan transactions. Fifty-seven per cent clients have been cov-
ered till date. CMs have been trained by CASHPOR'’s training department with inputs from Freedom from
Hunger and the Micro Credit Summit Campaign.

Sambhita realized the benefits of financial literacy training from a pilot program and integrated this with its
Pre-Enrolment training to nascent groups. To ensure that operational costs did not rise, redundant material
from the training was replaced with modules on various financial services and how to choose the best providers.
Customized and durable, low-cost flipcharts are used to keep costs low. Sambhita has tied up with the NPS Lite
pension product, after customers became aware of the benefits of pension and began demanding the service.

Mahasemam Trust has a unique ‘goat donation programme, which is funded by donations from its
staff and external well-wishers. Poor families are identified within Mahasemam’s operational villages. A
pregnant goat is donated to these families. Once the goat gives birth, the family donates one of the kids to
another poor family. Community involvement ensures that appropriate beneficiaries are selected. Families
prefer goats as these are low-maintenance animals, which can be sold profitably or bred further.

BEST PRACTICES:

1. MFIs either apportion a part of the year’s profits for non-financial activities or raise grants indepen-
dently.

2. The activities may be undertaken by the parent NGO or sister concern of the MFI, or by a separate set of
staff, so as not to mix roles of field staff.

3. Some MFIs have successfully mixed non-financial services with microfinance activities to enhance the
involvement of field staff and ensure client attendance (CASHPOR, GFS’s Jagriti and Samhita).

4. Activities should be prioritized based on community needs, within the MFI’s funding constraints.

ApvantacEs: Non-financial services help to cement the relationship between the community and the MFI
as the local people identify the MFI with its social mission rather than just as a financial service provider.

Disapvantaces: Field staff may be over-burdened if they undertake the provision of both financial and
non-financial services.
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Praseeda Kunam of Sambita says, Financial literacy is absolutely essential for microfinance clients. Our
agenda as MFIs should be to empower the poor with awareness to secure and build on the little money they
have, not just to lend to them.

Source: Discussion by author,

LOANS FOR SPECIFIC ENTERPRISES OR BUSINESS SEGMENTS

GENERAL PRODUCT FEATURES: Usually available to a segment, which is completely distinct from the group lend-
ing target segment. Comprises middle-level businesses with high working capital requirements but may
lack documentation and awareness to approach banks. These loans require extensive appraisal of customer
credentials as well as business performance and its future prospects. These loans may conform to RBI
guidelines for priority sector lending in terms of loan size, collateral requirements and pricing, or not; this
would determine the extent of portfolio they constitute, as non-compliant loans require to be capped at 15
per cent of portfolio. These loans are offered to both men and women entrepreneurs as individuals, or in
small groups of five to six.

Swadhaar FinServe has identified segments, which required credit over and above the group lending
limits:

1. Semi-mobile businesses;

2. Small businesses at fixed location—food businesses, traders or service providers;
3. Wholesalers/large retailers;

4. Home-based manufacturing businesses.

A separate vertical was created to cater to these businesses with loan sizes ranging from 320,000 to %0.10
million at 36 per cent p.a. interest and three per cent processing fee for 12 months. Swadhaar recruited
a separate line of Loan Officers who were familiar with business appraisal, street-smart and presentable.
Swadhaar marketed its loans to businesses, which had run from the same location for 10-15 years. Despite
having no collateral requirement, the product was very popular and constituted 30 per cent of portfolio and
20 per cent of clients, before the RBI guidelines came into force, resulting in a deliberate effort to run down
this portfolio by not disbursing loans to new clients.

Arohan has designed two types of loans to cater to segments other than low-income women. (a) Pragati
loans are offered to individuals involved in manufacturing businesses and employing at least three wage
labourers. Loans range from 340,000 to 0.20 million at 30 per cent p.a. interest and four per cent loan pro-
cessing fee for 12-36 months and monthly repayment is made through PDCs. (b) Bazaar loans are offered
to groups of traders undertaking a common type of business within a small area of a recognized permanent
marketplace. These are typically vegetable, fruit and flower vendors, fishmongers, etc., who operate in close
proximity in municipal markets. Arohan first builds a good rapport with the Market Committee and after
getting permission to operate there sends in its team of staff to mobilize trader groups. Loan sizes are small
at 36,000 to 18,000, with weekly repayments over 45 weeks at 26 per cent p.a. interest with 1 per cent pro-
cessing fee. By offering two products, Arohan has catered to manufacturing and trading businesses with
appropriate offerings. Bazaar loan conforms with RBI guidelines while Pragati loan is outside the priority
sector lending norms.

SKS has designed a Sangam Store Loan to serve its large base of kirana shop (Sangam store) custom-
ers ~10 per cent of its seven million clients. SKS has targeted clients with good attendance and perfect
repayment over at least one completed group cycle. The product serves store owners with a credit line
to source products cheaply from a reliable wholesaler, Metro Cash and Carry (India) Pvt Ltd. The
credit limit is based on evaluation of the business, daily average sales, and weekly purchase costs. The
product is a non-cash loan, with no group guarantee, thereby posing very little risk to SKS. The SKS
Loan officer who visits the store conveys the real time information in terms of product availability
and pricing from a list of 250 products. The order is taken according to the store’s credit limit and is
consolidated weekly for the city, and delivered to Metro, which delivers the goods to the client’s store
directly within 24 hours. SKS has also developed a mobile based MIS system to collect and consolidate
orders and track the loan portfolio. For SKS, the product serves as a customer retention and portfolio
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diversification strategy, with short-term credit and good end-use monitoring. For Metro, it signifies
a broad and readily available customer base to leverage, using SKS’s trained manpower and mobile-
based technology platform at no additional cost. For the clients, the partnership is a one-stop-solution
for all stocking needs, with the combined benefit of doorstep delivery, credit period of seven days and
delivery within 24 hours. Having succeed in Hyderabad, SKS is now expanding this programme to
Bengaluru and Kolkata as well as to non-members. While SKS’s earnings from Metro’s margin cur-
rently do not cover costs, this program is the first step in creating distribution channels for a wide
range of other non-financial products.

Janalakshmi Financial Services has a separate vertical for Enterprise Loans—Target businesses have
> three years vintage and loan sizes range from 0.2 million to X1 million. Loan tenure is 12-36 months;
repayment is through EMIs collected through post-dated cheques. A Fraud Control Unit investigates all
applications. Loans are priced at 22 per cent p.a. and carry a 3 per cent processing charge, plus separate
charges to cover credit bureau checks and appraisal costs. Guarantors are required for all loans, and are also
appraised separately.

Utkarsh’s Micro Enterprise Loan has been recently introduced and offers loans of 325,000 to 0.3 mil-
lion. Guarantors are required for all loans and collateral for loans above ¥60,000. Repayments are made
fortnightly or monthly at the convenience of the client over a term of 6-36 months. Interest charged is 29
per cent p.a. with a one per cent processing fee and insurance charge of one per cent. Utkarsh’s aim is to
serve a completely neglected segment, while diversifying its portfolio.

PFSPL (KGFS) offers Retailer loans, which are collateral free loans of relatively larger size (up to I50,000),
for shop owners. A personal guarantee is required. Loans are repaid monthly at 27 per cent p.a. interest and
processing fee of 0.5-1 per cent, depending on loan size.

BEST PRACTICES:

1. Janalakshmi has developed stringent processes for borrower and business appraisal.

2. SKS has catered to a specialized segment of member traders, whilst building a potential market of non-
members who own kirana shops in SKS’s operational areas. SKS has created a win-win for all parties,
where Metro gains business volumes at no extra cost to itself; distributor margins of 7 per cent are now
distributed between clients (5 per cent) and SKS (2 per cent). Clients also gain from special offers from
Metro, while the credit line is interest free.

3. Swadhaar has identified its market with extensive research.

4. Arohan has segmented its market, balancing compliance with RBI guidelines.

ADVANTAGES:

1. Serving such markets poses a good risk diversification opportunity to MFIs.
2. Higher ticket sizes balance high appraisal costs.
3. Tie-up arrangements can cover costs without any additional charges to clients.

DISADVANTAGES:

1. These loans are invariably outside the scope of RBI guidelines with respect to loan size, as well as
household income, interest charged (to cover high appraisal costs), etc.
2. If market research and client appraisal is not done very thoroughly, this segment can prove highly risky.

ASSET CREATION LOANS

GENERAL PRODUCT FEATURES: Usually available to clients of a certain vintage and good repayment record, some-
times non-members may also be eligible. Home loan appraisals usually revolve around land title documents
of the borrower, repayment capacity of the family and imminent risks in the medium-long term. Asset
creation loans are long term and require strong knowledge of the asset itself in terms of cost, market value,
productivity, riskiness, etc.

Home loans and housing loans

Shalom Trust offers a housing loan product to its clients—they must be residents of the area with a monthly
income of ¥3,000-5,000, living in substandard housing conditions for at least 10 years and having no li-
abilities. The loan is given only on the guarantee of fellow group members, and the client must be willing to
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render not less than 50 hrs of labour to his/her counter parts, in construction of other Shalom houses. Loans
are given for new house construction, renovation and repairs and sanitation/ electrification. Loans range
from 50,000 to %0.10 million based on plot dimensions. Disbursements are made in stages—

. on completion of foundation;

. on completion of walls;

. completion of roofing; and

. completion of plastering, fittings, etc. Loan term is 10 years, with monthly instalments and moratorium
for six months. Loans are extended by Shalom Trust at three per cent above its cost of funds, with a 3 per
cent processing fee.

B W N

Shalom Trust also offers a ‘Save and Build’ product, which aims at helping people save for building their own
house. Applicants must be a member of an SHG at least for one year, with a good credit record and a guarantee
from the group. The applicant should have saved 15,000 towards purchase of land and should be living in a
dilapidated home or rented home currently. Credible NGOs are invited to mobilize eligible members to form a
‘Save and Build’ group of 15-25 members. The members have to save an amount of 31,200 to 2,000 per month
until the construction is complete, after which they have to increase the savings in tune with their EMI. After six
months of group formation, the Trust, jointly with group members identifies the land suitable for construction
of houses and purchases the same in the Trust’s name. The cost of land comes from accumulated beneficiary
savings. Each home owner partner signs an Allottee agreement with the Trust. The houses constructed on the
project site are uniform in nature and homeowners are not allowed to deviate from the approved plan. It is
mandatory that every homeowner of Shalom house has to contribute stipulated manual labour for construction
of their house and also 40 hours to a neighbour, thereby building a stake in the home and the overall project.
The actual cost of the material, funding cost and technical inputs provided to the beneficiary is taken as the
loan principal (expenses are divided on a pro-rata basis per house unit). The project is completed in six to nine
months from the date of mortgage. On completion, the repayment of loan commences and continues for a
period of 15 to 20 years. The homeowner is not entitled to transfer or rent the property, or make any alterations
till the loan is fully repaid. The property is transferred to the homeowner on completion of repayment. Shalom
Trust has a sister construction company, which has experience in low cost housing schemes and which under-
takes the construction and provides technical inputs for the ‘Save and Build’ projects.

BSFL introduced the GrahSamruddhi product, which was developed mainly for rural clients, with a maxi-
mum loan size %0.15 million, seven year tenure and 18 per cent p.a. interest. However, it did not perform well
as many rural clients lacked land titles. BSFL then piloted its RahenSahen Samruddhi product, developed in
association with Micro Home Loan Solutions (MHLS), in Mangolpuri and Sultanpuri colonies in Delhi.
Forty-five clients having cash flows of ¥20,000-30,000 and the original land allotment slips from Municipal
Corporation of Delhi were chosen. Though the allotment slips constitute a non-enforceable guarantee as the
property is non-transferable, people fear losing it as it signifies their title to the land. BSFL collaborated with
ACC cement to conduct workshops on building structure norms. BSFL also tied up with Baliga Trust, which
had been working in the area for 30 years, to promote the product. Loan sizes were 50,000 to Z0.30 million.
Technical assistance was provided by MHLS, including the building plan, and construction norms. Clients
were charged a 3 per cent technical assistance fee and a three per cent processing fee and are paying 27 per cent
interest p.a. A 2 per cent interest rebate for timely loan closure has been offered. Loan tenure was fixed at five
years, with monthly repayment. Following the AP crisis, BSFL has stopped these loans.

One of the key observations of the NABARD Committee on Rural Habitat is that there is a need to cater
to the housing requirements of the very poor, who prefer to undertake house construction in incremental
stages for which appropriate financing products need to be designed. The Committee has recommended
that short duration incremental housing loans for different components such as laying foundation, tiled
roofing, flooring, fixtures, etc., should be provided in a modular funding model at different points of
time. Swarna Pragati has introduced such incremental housing to ensure that progressive upgradation/
construction of a house is financed in modules of ¥10,000 to I20,000. Loan amounts average I40,000—
80,000 released in small modules, with average loan terms of 36-48 months. Borrowers complete the
construction of their homes through a series of loans.

Source: NABARD.
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Janalakshmi Social Services (parent institution of Janalakshmi Financial Services), has invested in Janad-
har Constructions Pvt. Ltd (JCPL), a construction company exclusively for low cost housing. JCPL tied up
with builders having core competencies in low cost design, to build low cost apartments half of which are
sold exclusively to families with monthly income of ¥15,000-25,000 (need not be existing JFS customers).
The loans extended by JFS are up to 80 per cent of the cost of the apartment (30.6-0.7 million), at 12.5 per
cent interest p.a., while the customer pays 20 per cent of the cost as a margin money. Loan tenure is 15-20
years with monthly repayments. The remaining apartments are sold at market value in the open market, for
cross subsidization. JFS and JCPL faced some challenge in converting demand into sales because of rigorous
screening of applicants, lack of applicant’s cash surplus for margin money, and rising construction costs.
However, the project is being scaled up, and JES is in talks with National Housing Bank for funding.

Other asset loans

Margdarshak has recently piloted a 2nd cattle financing’ loan of 325,000 for its clients who have completed
a year of good repayment and already own one milch animal. Client eligibility norms include residence in
permanent accommodation in a rural area. The product aims to compensate loss of milk yield during the
lean period of the first animal. Loans are extended to groups of five members and are given jointly to hus-
band and wife as both are intended to participate in the livestock upkeep and milk sale. Technical training
is provided by Margdarshak’s expert livestock officer. Loans are compliant with RBI guidelines and livestock
are insured at 31,700 for the two-year repayment period.

Bhartiya Micro Credit with support from America India Foundation started the Rickshaw Sangh pro-
gramme in Uttar Pradesh. This is an innovative social business venture that enables pullers of rented
rickshaws to acquire their own vehicle. Through partnership with banks and grass root NGOs, it enables
rickshaw drivers to take loans that are repaid in easy daily/weekly instalments. The central idea of the
programme is to promote asset ownership among urban poor and rural migrants. Apart from enabling
the rickshaw pullers to become the owner, the programme ensures that they are organized into a Rickshaw
Sangh. Rickshaw Bank enabled a large number of rickshaw pullers to invest in efficiency-enhancing rick-
shaws, so that they could own the vehicle in 18 months instead of making daily rental payments to owners.
Rickshaw pullers were also able to enhance their income as the superior design of the re-engineered rick-
shaws increased their efficiency and speed, enabling them to fit more trips into a day.

BEST PRACTICES:

1. Such loans should be administered by a completely separate set of staff who are trained in evaluation
of both client and underlying documentation/asset quality.

2. Tie-ups with construction companies/technical service providers are essential. If the MFI can ensure that
the client is getting a high quality asset, then it can be surer of the repayment rate as well.

3. A significant monetary stake in the asset must come from the client. Encouraging client/family participa-
tion in home construction can build a stake in the home as well.

4. It is essential to insure the asset as well as the key breadwinners of the family against death and accidents.

5. All family income sources and risks need to be factored in to the client appraisal.

ApvanTaces: Such loans offer aspirational value to existing group clients and also act as a good selling
point for attracting new members. Asset financing can be provided far cheaper by MFIs than by other non-
bank providers.

DISADVANTAGES:

1. Loan sizes are constrained by the RBI guidelines, so home loans will fall out of the priority sector
lending norms.

2. Such loans may be at high risk if underlying asset quality is not good. In situations where fake titles to
land are produced, MFIs may face risks later.

3. Sudden loss of income source for the client or key breadwinners in the family may severely affect the
repayment rate.

LOANS TO SPECIFIC SEGMENTS

GENERAL PRODUCT FEATURES: THE client segment is defined by socio-economic characteristics, location, etc.
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Mahasemam Trust/SMILE offers a loan product to destitute persons, of 31,000 payable without interest
in instalments decided at the time of the disbursement by the beneficiaries.

BSFL PIONEERED EXTENSION OF CROP LOANS AND LIVESTOCK LOANS EXCLUSIVELY TO FARMERS, SCHEDULING THE REPAY-
MENTS AS PER THEIR CASH FLOWS. SIMILAR Loans were structured for sheep rearing and purchase of agriculture
inputs at interest rate of 24 per cent p.a. Farmers formed JLGs of four to six members and repaid loans in
bullet repayments after three to six months, or enjoyed a moratorium of four to six months, making month-
ly payments thereafter. These loans performed very well, even during loan waivers and political campaigns
until the AP crisis. BSFL also extended loans to ROSCAs so that they could access funds in excess of their
own savings.

Many poor families who migrate out of the Tamia block of Chhindwara as seasonal labour, take credit
from contractors to meet their migration related expenses. The contractors in turn force them to work for
meagre wages. To address this situation, and MFI in the area, MahilaSmriddhi Bank-PararthSamiti, is
pilot testing a four-month migration loan with a bullet repayment, to enable migrants to earn 60-80 per
cent more.

Best pracTices: Such loans need to be structured after carefully observing the borrower group—evaluating
cash flows is vital, but it is also necessary to evaluate business risk or inherent traits of the group itself.

Apvantaces: MFIs can reach out to different socio-economic categories and expand their market.

DisapvanTaces: May prove risky if adequate study of the group’s behaviour and underlying risk profile is
not undertaken.

Many Muslims hail from low income groups across India and typically lack access to bank credit, as
documented in the Sachar committee report (2006). Islamic microfinance through Shari’a compliant
products may spell an end to the exclusion of the low-income Muslims and may reduce incidents like the
Kolar crisis in Karnataka in 2009.

Source: SOS, 2009.

MARKET LINKAGES

GENERAL PRODUCT FEATURES: Comprises backward linkages—sourcing high quality inputs for client businesses
or forward linkages—marketing produce manufactured by clients.

ESAF Retail Ltd, a specialized supermarket set up by ESAF Microfinance (EMFIL), markets locally
produced food and consumables, manufactured by its group members under the Swasraya Bazar brand
through six stores in Thrissur. Products are sourced from primary producers; price benefit is passed on to
consumers. ESAF’s team inspects product quality and also provides training in packing, branding, grading,
etc., thereby ensuring that locally sourced products are made saleable in mainstream retail stores. Group
members who are successfully linked are trained to increase production capacity for economies of scale.

IDF Foundation supports SHG members and rural artisans for market linkage of their products through
a tie-up with its sister concern, GramyaPvt. Ltd, which undertakes product branding, marketing and sales
of these products.

Madura Micro Finance Ltd (MMFL) has a ‘Micro marketing’ effort—a free ads magazine is published
and circulated to all member SHGs which informs them about products manufactured and traded by
MMFLs members across Tamil Nadu. MMFL coordinates marketing of these products across its groups by
aggregating demand and organizing the transport of produce across its operational area. MMFLs team also
helps clients market their produce in the open market by building a supply chain, and giving entrepreneurs
business training to improve their capacity for doing business profitably.

Best pracTices: Tie-ups are essential for linkages and MFIs need to devise low cost aggregation of produce
as well as timely aggregation of demand and link these. Demand assessment and deep study of intermediar-
ies is crucial.

ApvanTaces: Linkage activities encourage retention and good repayment rates by ensuring that clients do
not fail in their business activity.

Disapvantaces: Marketing activities may pose a strain on microfinance staff and dilute their efficiency.
Despite the best efforts, if marketing does not result in sales, both clients and MFI will be at a loss.
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OTHER FINANCIAL SERVICES

GeneraL propucT FEATURES: These include savings through banking correspondent arrangements; Pensions
and Insurance through tie-ups; and Remittances.

Savings—Janalakshmi has leveraged its parent organization JSS to enter into a BC arrangement with
Axis Bank. JSS has so far overachieved on its target accounts per month. Clients can save weekly, fortnightly,
monthly or even on demand. JSS staff operate from JFS branches at marginal incremental cost. Staff are
equipped with Axis Bank’s POS terminals to do real time reporting of collections, directly synced to Axis
Bank’s CBS, thereby preventing any fraud. Eighty per cent accounts are active with an average balance of
%450-500. Only 20-25 per cent of savings customers are existing JFS clients, which opens up a huge poten-
tial pool of new relationships for JFS.

Insurance—PFSPL (KGFS): PFSPL provides its clients tie-up products for Personal Accident Insurance,
Term-Life Insurance and Livestock insurance at reasonable rates. What sets PFSPL apart from other MFIs is
that its insurance tie-up products are entirely voluntary and that its compulsory credit-life insurance for loan
clients is not charged to the clients, but paid by PESPL itself. All PESPL unsecured loan borrowers aging 18-60
are protected through a loan-cover tie up between PFSPL and Kotak Life Insurance (premium paid by PFSPL,
outstanding loan covered). Health insurance and weather insurance tie-ups are being explored.

Janalakshmi has launched its new initiative JanaOne, a one-stop shop providing a bouquet of customized
financial advisory services with appropriate, customized products to Janalakshmi customers of two-year
vintage, and successful repayment record over minimum two-group loan cycles. The services included
are individual loans of ¥50,000-0.2 million, medium term savings through endowment products and
insurance and micro pension services through tie-ups.

Source: Primary data from Janalakshmi.

National Insurance VimoSEWA Cooperative Ltd. (VimoSEWA) is registered under the Multi State Co-
operative Societies Act 2002. At present, the insurance services are carried through three variants (a) under
VimoSEWA (b) under SEWA and (¢) under mutual model. VimoSEWA's legal form as microinsurance agent
allows it to retail insurance products of only one life insurer and one non-life insurer and also prohibits it
from carrying underwriting risk. While operating under SEWA allows it to have a tie-up with more than
one insurer, under the mutual model it also carries part of the underwriting risk.

As under the present regulatory arrangement, VimoSEWA can only act as a microinsurance agent, it
negates its ability to design products suitable for its target market. Insurance companies offering these
products lack market understanding, which has resulted in a mismatch between needs and standard prod-
ucts on offer. VimoSEWA has engaged with insurance companies to influence their product design to suit
low-income members. Since inception in 1992 the product range has become comprehensive, covering
credit-life, life, endowment, hospitalization, health and assets. Considering the preference of the poor for
bundled products, combination products covering health, life and asset are also being offered through the
mutual model. As per extant IRDA guidelines, agents like VimoSEWA cannot charge any additional pre-
mium while distributing insurance products and have to cover their costs through commission received
from insurance company. For a stand-alone microinsurance agent like VimoSEWA, these regulations make
it unviable.

Pensions—Janalakshmi through a tie-up with UTT IIMPS, JFS has offered its group loan clients the op-
tion of investing 100, 200 or 500 per month in a micro pension scheme with minimal exit charges depend-
ing on time of redemption. The product has 40 per cent uptake among JES’s loan clients, with 70-80 per
cent uptake in the southern and western states. Clients can call a 24-hour toll free number to seek clarifica-
tion on product terms, balances, returns, etc.

Best PracTices: MFIs have to bargain with the best service providers for the most beneficial deals for their
clients. MFIs which have extensive outreach will be able to bargain hard on product pricing.

Abvantaces: Providing such tie-ups builds several links between the clients and MFI, forging a deep rela-
tionship and ensuring client retention.

DisapvanTaGes: Explanation of product terms and conditions has to be done very carefully, as misunder-
standing may lead to default on loans, which remain the primary driver of earnings for MFIs.
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Financial inclusion—process

and progress

Financial inclusion is both a cause and consequence
of economic growth. Financial inclusion has be-
come a buzzword in development policy, and has
come to be regarded as an important and inevitable
milestone in achieving inclusive growth. The pro-
cess of economic growth, especially when it is on
a high growth trajectory, must strive to encompass
participation from all sections of society. Lack of
access to finance for vulnerable and weaker sec-
tions of the society has been recognized as a serious
threat to economic progress especially in develop-
ing countries. Moreover, prolonged and persistent
deprivation of banking services to a large segment
of the population leads to a decline in investment
and has the potential to fuel social tensions caus-
ing social exclusion. Access to finance, especially by
the poor and vulnerable groups is a prerequisite for
employment, economic growth, poverty reduction
and social cohesion.

While the Financial Inclusion Committee defined
financial inclusion as the process of ensuring access
to financial services and timely and adequate credit
where needed by vulnerable groups such as weaker
sections and low-income groups at an affordable
cost, financial sector reform committee refers to it
as the universal access to a wide range of financial
services at a reasonable cost. These include not only
banking products but also other financial services
such as insurance and equity investment products.
However, what matters most is not just the access
to financial services, but its actual usage. Among
the non-users of formal financial services a clear
distinction needs to be made between voluntary
and involuntary exclusion. The problem of finan-
cial inclusion addresses the ‘involuntarily excluded’
as they are the ones who, despite needing financial
services, do not have access to them.! Based on its
experience as a rating agency for microfinance

institutions, M-CRILs perspective on financial in-
clusion is that financial inclusion is not just a matter
of providing various financial products and services
to the excluded population but doing so in a respon-
sible manner.?

FINANCIAL INCLUSION—A GLOBAL
PERSPECTIVE

Globally the importance of an inclusive finan-
cial system is widely recognized in policy circles.
Several countries now look at financial inclusion
as the means of a more comprehensive growth,
wherein each citizen of the country is able to use
his/her earning as a financial resource that he/she
can put to work to improve their future financial
status, adding to the nation’s progress. In advanced
markets, it is mostly a demand side issue. Initia-
tives for financial inclusion have come from the fi-
nancial regulators, the governments and the bank-
ing industry. The banking sector has taken a lead
role in promoting financial inclusion. Legislative
measures have been initiated in some countries.
For example, in the United States, the Community
Reinvestment Act (1997) requires banks to offer
credit throughout their entire area of operation
and prohibits them from targeting only the rich
neighbourhoods. In France, the law on exclusion
(1998) emphasizes an individual’s right to have a
bank account. The German Bankers’ Association
introduced a voluntary code in 1996 providing
for an ‘everyman’ current banking account that
facilitates basic banking transactions. In 2004 the
South African Banking Association launched a low
cost bank account for financially excluded people.
In the United Kingdom, the government set up a
‘Financial Inclusion Task Force’ in 2005 in order
to monitor the progress of financial inclusion. The

Chapter
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‘Principles for Innovative Financial Inclusion” ad-
opted in the G20 Leadership Summit in Toronto
(2010) serve as a guide for policy and regulatory
approaches with the objectives of fostering safe
and sound adoption of innovative, adequate, low-
cost financial delivery models, helping provide
conditions for fair competition and a framework
of incentives for the various bank, insurance, and
non-bank actors involved and delivery of the full
range of affordable, quality financial services.
Though several initiatives were undertaken for
deepening and widening the process of provid-
ing financial services to the poor and vulnerable
groups in recent periods, still there exists greater
exclusion, which emphasizes the need for quali-
tative and quantitative additions in ongoing ef-
forts.

Global
average
50%
89
33 45
24
18
High  EastAsia Europe Latin South Sub-  Middle East
Income  and the and America Asia Saharan and North
Economies Pacific Central and Africa Africa
Asia  Caribbean

Adults with an account at a formal financial institution (%)

Figure 4.1 Account penetration

Source: Demirguc-Kunt and Klapper, 2012.

Launching of the Global Findex dataset, based
on nationally representative surveys of more than
150,000 adults in 148 economies, provides fresh and
robust answer to the question of the extent of financial
inclusion across the countries.’ The database quanti-
fied that globally approximately 2.5 billion adults lack
a formal bank account, and most of these people are
concentrated in developing economies. Those with-
out an account are deprived of a secure way to save
and transfer money, both basic abilities that support
multiple dimensions of human well-being. However,
studies on portfolios of the poor have shown that
the poor are often quite ingenious at overcoming
this lack of access. While the stereotype may be of
cash hidden under a mattress, the poor often man-
age a complex set of financial relationships with

their family, friends and the wider community to
manage risk, save for large purchases, and invest in
their children or in small businesses.

The Findex data show sharp disparities in the use
of financial services between high-income and de-
veloping economies as indicated by the percentage
of adults holding an account at a formal financial
institution (Figure 4.1). National income was found
to explain much of the variation in account penetra-
tion across most countries. There is a strong posi-
tive correlation between economic development of
nations and the extent of financial inclusion, with
more than 80 per cent of adults in high income
economies having an account in a formal financial
institution, while in poorer economies such as sub-
Saharan Africa and MENA countries less than 25
per cent of the adult population has a bank account.
Rural poor, illiterate, women and the workers in
unorganized sectors are those who are severely de-
prived of financial services from formal financial in-
stitutions. However, there is a positive message from
the Global Findex data. Many hurdles that hamper
account holding in banks such as time and travel
costs, distance/physical access and documentation
requirements and bank charges for opening an ac-
count may be overcome by technology and policy
changes. Public policy can tackle many of the bar-
riers to access and thus pave the way for improving
financial access. For example, regulation and pro-
motional policies can help reduce the cost of open-
ing an account, improve access in rural areas (e.g.
through mobile money), and reduce documenta-
tion requirements.

The financial portfolios of most poor people con-
tain a blend of formal and informal services. For
example, Findex data suggest that while 30 per cent
of adults have borrowed in the last 12 months, in-
formal sources of finance are dominant among the
poor. In countries such as Bangladesh, Bolivia, Sri
Lanka and Thailand, the numbers of consumers us-
ing formal loans range only from 23 per cent to 15
per cent. The emerging evidence from Kenya and
Malawi suggests that the choice of what source of
finance to use at any given moment is a function of
why it is needed, what is available, and the sequence
of transactions that precedes it. Research shows
that for low-income populations, ‘life is one long
risk’ and managing shocks is a complicated process.
Therefore, the most frequent use of credit and sav-
ings is for emergencies. This calls for a favourable
policy environment and regulatory system as well as
sustained efforts on the part of all stakeholders on
both demand and supply-sides.



FINANCIAL INCLUSION—THE INDIAN
SCENARIO

Inclusive economic growth has been one of the
priority agendas of the Government of India (Gol)
over the past decade. It is widely acknowledged that
inclusive economic growth cannot be accomplished
without achieving financial inclusion for the nearly
two-thirds of India’s population who are unbanked.
The committee on financial inclusion* was set up
to suggest strategies to extend financial services to
small and marginal farmers and other vulnerable
groups. In the following year, a High Level Commit-
tee on Financial Sector Reforms® was set up with the
focus on identifying emerging challenges in meet-
ing the financing needs of the Indian economy.
Earlier, the focus of financial inclusion was pri-
marily confined to ensuring a bare minimum access
to a savings bank account without frills to all. How-
ever, recently in August 2012, RBI has redesigned
the NFA with the inclusion of additional common
banking facilities. In the first-ever Index of Finan-
cial Inclusion conducted to find out the extent of the
reach of banking services across the world, India
was ranked 50th out of a total of a 100 countries.
A comparative perspective on the status of finan-
cial inclusion in India and China are presented in

Table 4.1 Status of financial inclusion in India, 2012°

India China

Account at a formal financial institution

Alladults (%, age 15+) 352 638
Adults living in arural area (%, age 15+) _33.1 _ 580
Adults living inan urban area (%, age 15+)  41.0 _ 82.1
Savings (%,age15+)
Savings any money in the pastyear 224 384
Saved at a formal financial institution in

thepastyear 16 321
Credit %,age 154)
Loan from a formal financial institution

inthepastyear 77 73
Loan from family or friends in the past

year L .._)87 20
Loan from an informal private lender in

thepastyear o oo.o..88 00
Insurance (%, age15+)
Personally paid for health insurance 6.8 472

Source: The Little Data Book on Financial Inclusion. 2012. The
World Bank, p. 74.

Financial inclusion—process and progress 83

Table 4.1. The data reveal that the level of financial
inclusion in India is much lower compared to that
in China, except in the case of credit. As per the Fin-
dex data, the number of adults having accounts with
formal financial institutions in India was little more
than 40 per cent for male and about one-third for fe-
male, which is much lower than the Sri Lankan case
where almost 70 per cent of the people have bank
accounts (Figure 4.2). However, in terms of usage of
the accounts for saving and/or borrowing the Indian
scenario was abysmally low with only about 10 per
cent of the adults with saving or borrowings from a
formal institution (Figure 4.3). This underscores the
strong need for widening and deepening of finan-
cial services to the unbanked people.

The microfinance sector in India is considered to
be one of the main contributors to financial inclu-
sion in the country. There are two major models for
delivery of microfinance services—the SHG Bank
Linkage Programme (SBLP) and the MFI model.

Afghanistan
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Nepal

India
Bangladesh
Sri Lanka

0 10 20 30 40 50 60 70 80

Account at a formal financial institution, female (% age 15+)

m Account at a formal financial institution, male (% age 15+)

Figure 4.2 Adults with accounts at a formal financial institution

Source: Demirguc-Kunt, Asli, and LeoraKlapper. 2012. ‘Measuring Financial Inclusion:
The Global Findex Database’ Policy Research Working Paper 6025, Washington: World
Bank.
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Afghanistan
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Loan from a financial institution in the past year (% age 15+)
m Saved at a financial institution in the past year (% age 15+)

Figure 4.3 Saving at and borrowing from formal financial institution

Source: Demirguc-Kunt, Asli, and LeoraKlapper. 2012. ‘Measuring Financial Inclusion: The
Global Findex Database! Policy Research Working Paper 6025, Washington: World Bank.
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Under the SBLP model, NABARD has been refi-
nancing bank loans to SHGs through commercial
banks, but the credit risk is carried by the banks. The
MFI model uses a variety of methodologies ranging
from the very popular SHG methodology tradition-
ally pursued in the country to Grameen and Joint
Liability Groups (JLG), as well as individual bank-
ing arrangements. The MFIs use their own equity
and external borrowings from commercial sources
(apex financial institutions including NABARD and
SIDBI, commercial banks and other financial insti-
tutions) for on-lending to their micro-borrowers.

FINANCIAL INCLUSION—RSBI
INTERVENTIONS

The conventional view is that financial inclusion can-
not be achieved without active support from policy
makers and regulators. The Government of India
has made several rounds of efforts at several points
over the past few decades to promote inclusive fi-
nancial growth. Keeping in mind the aim to achieve
sustainable and equitable growth, the RBI has taken
several initiatives to increase access to banking ser-
vices, credit markets and financial education. These
included the lead bank scheme of the commercial
banks and the promotion of self-help groups (SHGs),
a program promoted by NABARD and facilitated by
the RBI’s acceptance of unregistered groups of low in-
come individuals as an entity for banking purposes.”
To strengthen the financial inclusion drive, RBI asked
banks to cover all villages with a population of more
than 2,000 with at least one banking outlet by March
2012. As much as 74,499 such villages were identified
as unbanked, and were allocated to various banks,
including regional rural banks (RRBs) for providing
banking services by March 2012. In the Monetary
Policy 2012-13,® RBI has proposed that State Level
Banker’s Committees (SLBCs) prepare a roadmap
for coverage of unbanked villages with a population
below 2,000 for providing banking services in a time-
bound manner.

The current round of initiatives for the promo-
tion of financial inclusion includes:

1. Appointment of the Business Correspondent
(BC)/Business Facilitator (BF) for outreach to
low income families/individuals.

2. Introduction of the concept of no-frills accounts
and encouraging banks to open such accounts for
low income families.

3. Encouragement to RRBs/Cooperative banks to
sell insurance and other financial products.

4. Creation of special funds for financial inclusion.

5. Revival of the cooperative credit structure involv-
ing PACS, District Central Cooperative Banks
(DCCBs) and State Cooperative Banks (SCBs).

6. Liberalization of KYC norms for small accounts
and KCC/GCC Guidelines

7. Introduction of technology products and services
such as prepaid cards, mobile banking.

8. Liberalization of branch expansion.

9. Promotion of financial literacy and strengthen
consumer protection.

Initially, the RBI specified that those who could
act as BCs were ‘not-for-profit’ entities who could
conduct banking business as agents of the banks at
places other than the bank’s premises. The activities
they could conduct were borrower’s identification,
collections, preliminary processing and submission
of loan applications, creating awareness about sav-
ings and opening of account (though KYC compli-
ances were the bank’s responsibility), promoting
SHGs and JLGs, collection of small value deposits,
disbursal of small value loans, follow-up on recov-
ery of principal/interest, sale of microinsurance,
and receipt and delivery of small value remittances.
The hesitation of the RBI in mainstreaming agent-
banking model was reflected not only in its restric-
tion of the model to not-for-profit entities (though
later the engagement of some types for-profits was
also permitted), but also by the restrictions imposed
on pricing. BCs were to be paid from the bank’s mar-
gin, and no charges could be imposed on the cus-
tomer either by the bank or the BC. This limited the
viability of the model since the margins of banks are
of the order of 4 per cent, and it is well known that
any form of micro banking activity incurs a cost of
6-10 per cent of the money value of the transaction.
Soon concerned about allowing the links between
BCs and bank branches to become too tenuous
(leading to a ‘lack of supervisior’), the RBI limited
the distance from the branch within which the BC
had to operate. While this was widely seen as a lim-
ited step, these provisions led to some experimen-
tation with leading commercial banks establishing
pilot programmes with various not-for-profit enti-
ties to determine the feasibility of enabling financial
inclusion within the strait jacket then imposed by
the rules. Essentially, BCs were employed in open-
ing NFA, providing payment services under govern-
ment welfare programmes and to a lesser extent in
mobilizing deposits.

While a few, such as FINO, A Little World (ALW)
and Eko Aspire Foundation, reached numbers in
the tens of thousands over the next three years,
in a country with perhaps 120 million financially



excluded families, these numbers are too small to
attract attention. However, FINO has reportedly
done better in outreach through collaborations
with state governments in the facilitation of pay-
ments under government welfare programs, reach-
ing a customer base of 22 million.

FINANCIAL INCLUSION PLAN

The elements of financial inclusion focused in
the recent initiatives by RBI include saving-cum-
overdraft account, remittance facility, and access to
credit through instruments like general credit cards.
Performance of providing these services depends on
the institutional network coverage of bank branches
in the remote areas. The RBI had pursued the fi-
nancial inclusion agenda more closely and now the
banks have prepared plans in each and every State
targeting 72,800 villages with the population of
more than 2000 that are not covered by main stream
tinancial institutions.

The number of no-frills savings account with an
overdraft facility has increased from 1.3 million in
2010 to 1.52 million in 2012 (Table 4.2). As part of
the financial inclusion process, banks have opened
3,226 rural branches in the last two years. To en-
courage banks to open branches in the rural areas,
they are permitted to freely open branches in tier III
to tier VI centres, subject to reporting to the RBI.
Further, to increase the reach of banking services,
the number of business correspondents (BCs) or BC
agents deployed by banks jumped nearly three-fold
to0 96,828 in 2012 from 33,042 in 2010. The number
of electronic beneficiary transfer (EBT) accounts
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opened through BCs rose from 7.48 million 2010
to 21.76 million in 2012. Banks are opening EBT
accounts so that social benefits can be transferred
electronically to the bank account of the beneficiary.
Similarly the number of KCC issued has increased
from 17.63 million in 2010 to 22.34 million in 2012
where as GCC growth was three-fold during this pe-
riod. The data shows that in the last two years banks
done much more compared to the preceding five
years when the concept of BC/BF was introduced.
The FIP mooted by RBI has been a clear reason for
this recent expansion of network of BCs.

NO-FRILLS ACCOUNTS

Taking the view that access to a bank account can
be considered a public good, in 2005, RBI directed
all banks to offer at all branches the facility of ‘No-
Frill Accounts’ (NFA) to any person desirous of
opening such an account. These accounts have nil
or low minimum balances and charges, and have
limited facilities. As at the end of the year 2011-12,
103.21 million NFAs had been opened by the bank-
ing system, which was doubled when compared
to the previous year performance. The impressive
performance in terms of growth in the number of
NFA is overshadowed by the low usage and high
dormancy in these accounts. At the ground level,
it was observed that most of the NFAs were non-
operative, and clients were not even aware of the
terms of use of these accounts, though these ac-
counts were designed keeping in mind the needs
of vulnerable groups. There are barriers that inhibit
the active operation of NFAs such as the time and

Table 4.2 Financial inclusion plans of banks for three years—achievements®

Year ended Year ended Progress April

Particulars March 2010 March 2012 2010—March 2012
No.of BCs/BC Agents Deployed 33042 . %828 . 63786 .
Banking Outlets through Branches - 21475 24701 . 3226 .
Banking OutletsthroughBCs _  _ _  : 32684 ] 120355 ... 87671 .
Banking Outlets-through otherModes 99 2478 2379 ..
Total Banking Outlets 54,258 . 147,534 93276 .
NoFrill A/Cs (no.inmillions) 33 0321 5388
Overdraft-No Frill A/Cs (no.in millions) | 013 152 ] 139 .
BC-ICT based A/Cs (no. inmillions) 1254 3207 ... 3933 .
EBT A/Cs-through BCs (no. in millions) 18 el 2176 __.....Ma8
KCC(no.inmillions) 1763 . 2234 AT
GCC (no. in millions) 0.45 1.27 0.82

Source: Reddy, D.R.K. 2012. ‘Financial Inclusion: Road Ahead, Bankquest, The Journal of Indian Institute of Banking & Finance, 83(2):

40-46.
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cost involved in reaching the nearest branch where
the accounts have been opened. Concerted efforts
by the implementing authorities by providing ap-
propriate financial literacy with the innovations in
use of technology will certainly improve the impact
of these efforts to a greater extent.

One of the main constraints to the operation
of NFAs is physical access to banks. The costs of
conveyance, and the opportunity cost of the time
required to reach the bank consumes a significant
proportion of the savings of low-income households
and thus becomes an economically unviable option
for them. Keeping this in mind, the committee on
financial inclusion stressed the provision of bank-
ing services physically close to the account holders
through channels such as mobile banking, forma-
tion of SHGs, and provision of banking services
through BCs. Information about NFAs is publicized
either through the print media or websites. Mostly
illiterate or semi-literate individuals living in remote
areas are unable to obtain the information necessary
to take advantage of the facility. Though the RBI has
introduced the concept of financial literacy centres
for providing counselling to the target clients, the
efficacy of such centres in reaching a large number
of target clients is still untested. The low-income
households for whom the NFAs are designed tend
to have an irregular and uncertain flow of income;
the frequency and amount of savings undertaken by
such account holders is low and infrequent as well.
Recently RBI redesigned the NFA criteria and con-
verted them into full bank accounts with debit cards
and all the trimmings. This forward looking direc-
tion will certainly enhance the utility of NFA to a
greater extent and accelerate the financial inclusion
process.

BUSINESS CORRESPONDENTS (BCs)

Concerted efforts are being made by the financial in-
stitutions, under the direction and supervision of the
Reserve Bank of India (RBI) and the Ministry of Fi-
nance (MoF), in using the Business Correspondent
model as an effective linkage between the banking
net work and the unreached clients. In 2010-12, the
Swabhimaan campaign was launched by the gov-
ernment to extend a helping hand to improve bank-
ing facilities through Business Correspondents’ to
habitations, which are having a population exceeding
2000. In his budget speech 2012, the Union Finance
Minister announced that out of 73,000 identified
habitations that were covered in March 2012, about
70,000 have been provided with banking facilities.'
With this number over 25.5 million beneficiary

accounts will be operating soon, the remaining will
be covered by 31 March 2012. He further added that
Ultra Small Branches will be set up at these habita-
tions where the business correspondents would deal
with cash transactions. In the year 2012-13, the
‘Swabhimaan’ campaign will be extended to habita-
tions with a population of more than 1,000 in the
North Eastern state, hilly states and to other habi-
tations whose population has crossed over 2,000 as
per the 2011 Census.

Banks have taken partnership with their BCs to
new levels over the past year. Future strategies for
improving the effectiveness of the BC model will
have to address innovations in attracting new cus-
tomer segments especially low income customers,
enhanced product portfolio including providing cli-
ent oriented transaction accounts, remittance/pay-
ment services and suitable credit products. Once
banks start leveraging BCs as their extended arms,
regular banking products can be channeled through
this model. The proposal of implementing the social
sector schemes through the banking system with
the support of Unique Identification (UID) pro-
vides enormous scope for being BC as intermediary
between banks and clients.

Over a period of time, the implementation of
BC model has made significant progress in terms
of coverage as well as value addition at grass root
level. A number of participants have emerged and
several innovations were adopted in the banking
system for facilitating the banking system to accept
the BC model. However, there exists greater poten-
tial in terms of outreach and usage. Still, the sustain-
ability of the model is one of the major concerns for
both banks and BCs, which calls for in-depth un-
derstanding on the clients’ preference to BC model.
Branch-based banking is extremely expensive, and
therefore not an optimal option for serving cus-
tomers at the bottom-of-the-pyramid—thus agent-
based banking is an obvious opportunity. However,
BC’s acceptance as a low-cost alternative channel is
only just beginning to gain recognition, for genuine,
long-term players. While revenue will take time to
reach meaningful levels, the cost side of the equa-
tion cannot be ignored." Further outreach through
BCs seems the only credible alternative on the hori-
zon, therefore serious efforts to relook at the finan-
cials and to make adjustments for them to work are
in order.

A BC is truly an extension of the bank with an
outside arrangement for expanding the area of
operation. It is a new approach, therefore needing
time, efforts and experience to stabilize and become
seamless. The current exclusive focus on quantity



of targets achieved, ignoring quality in this endea-
vour, are not allowing enough opportunity for the
bank-BC partnership to flourish and to grant the
much-warranted legitimacy to this relationship.
Furthermore, it is essential that the relationship
moves from BCs as vendors of a service that must
be sourced as cheaply as possible, to that of BCs
as partners with whom banks can work to deliver
quality financial services. A change of perspective
is desirable on two counts. Firstly, the focus needs
to shift from compliance with RBI directives on ac-
counts opened to viewing them as another customer
segment that can be profitably served through the
BCs. Secondly banks need to recognize BCs as an
alternate channel to service the wider low-income
segment (not just unbanked), that otherwise is un-
viable to service through traditional banking and is
usually denied access, convenience and quality ser-
vice. Once banks recognize BCs as their extended
arms and better mutual trust is established, efforts
to ensure win-win in the true spirit of partnership
will gain ground. This will inevitably lead to seg-
menting customers, offering them suitable products
addressing their needs, servicing them through the
most efficient channels and investing in awareness
building and targeted marketing.

Options such as migration of existing bank cus-
tomers to the BC channel for door-step services can
then be explored, giving banks the opportunity to
decongest branches and to provide improved service
to their preferred customers. BCs will, in turn, get
an assured incremental revenue stream to motivate
them to offer superior service levels and to address
customer expectations better. However, still busi-
ness correspondent network managers (BCNMs)
are struggling to get recognition at the ground level,
and the viability of this channel is still a question of
debate (Annexure 4.1). The BCNM selection pro-
cess has been adopted by banks under the direction
of the Ministry of Finance. The recently introduced
reverse-auction approach for the selection of com-
mon BC across an entire State/cluster (for handling
government benefit payments) is leading to price-
wars and bottom-less price-quotes.'? Since this will
create a parallel BC network to compete with the
nascent BC network created under the FIPs, there
is a possibility that both sets of BCs will suffer from
unviability. This approach puts the survival of the
existing players at risk and could lead to destabiliza-
tion of the sector. For banks, the current remittance
business of over I300 billion can grow 20 per cent
by enabling BCNMs to acquire inter-bank transac-
tions. Together with the opportunity that arises with
CBS integration of RRBs, the market potential for
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the banks is estimated to be three-fold their current
business of money transfer. If the regulator were to
selectively enhance transaction limits for transfers,
BCNMs can tap into a significant opportunity of
better-off individuals and micro businesses. This is
estimated to be almost six times the current business
being serviced through BCNMs. A collaborative ap-
proach between banks and State Governments can
aid considerable synergistic benefits for all.

There are several evidences to support how
BCNMs have been effectively leveraged by several
Government departments to bring about transfor-
mation in delivery of welfare payments or even for
regular wage pay-outs. On channeling MGNREGS
payments in several districts electronically through
BCNMs, the Andhra Pradesh Government has seen
utilization of funds increase by as much as 25 per
cent. Its daily irregularity reports mention less than
0.9 per cent deviations from close to two-thirds of
works inspected. It has gone a step further leverag-
ing its superior IT infrastructure and connectivity,
enabling online availability of information for each
work sanctioned, its location, and status of comple-
tion, status of payment, disbursement delays and
ageing. This is an extraordinary method to bring
about access to information, generate awareness and
to create transparency. BCNM has been successfully
piloted in several states to deliver and track welfare
benefits using biometric smart cards and mobile
phones. There are several other isolated but distinct
examples of Government departments riding on
electronic payment methods for improved deliv-
ery. Even in States like Uttar Pradesh (one amongst
the four under-developed States of Bihar, Madhya
Pradesh, Rajasthan and UDP, referred to as BIMARU,
or unwell), progressive departments like the UP
Forest Corporation are extensively and effectively
using electronic/mobile banking channels to tackle
inefficiencies and leakages to Tendu leaf collectors."
Another illustration is a model of wage payment to
health workers (ASHA) being pilot-tested by the
Government of Bihar in collaboration with the State
Bank of India."

There are ample field-level studies being con-
ducted by different stakeholders and researchers on
the viability and sustainability of BC modes across
the country. A study conducted by Sa-Dhan on the
efficacy of Banking Correspondent model (2012)
has identified that commercial viability is the great-
est challenge as a consequence of compensation too
meager to sustain the model."” Another study by
MicroSave conducted in Tamil Nadu, Uttar Pradesh
and Rajasthan states reveals that over 80 per cent of
India’s rural unbanked population is willing to pay
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for the convenience of banking at their doorstep
through a banking correspondent. Saving in time
and money spent on walking or travelling to and
from the bank, waiting in the queue, improved se-
curity in cash handling, and the flexibility and con-
venience of banking correspondent model. Almost
half of the survey respondents said they prefer a
percentage model of 1-2 per cent of the transaction
total as the service fee, while close to 30 per cent opt-
ed for a flat fee. Attracting the poor towards financial
products such as recurring deposits, insurance pre-
miums and mobile loan payments is a time-consum-
ing process requiring patience and persuasive skills
on the part of the bank staff/correspondents.

Lack of Customer Service Points, least staying
power, poor morale and high expectations, infir-
mity in selection process of BCs, over emphasis on
quantity, inadequate financial literacy support, and
lack of customer grievance mechanism and business
continuity plan are the constraining factors in BC
model implementation. Among different models,
Kiosk based model takes three-and-a-half years to
break even under the best of circumstances where-
as biometric GPRS mobile based model and SMS
based remittance model takes about two years and
less than two years respectively. The following strat-
egies are identified for improving viability:

1. Viability gap funding and assured minimum fixed
income to the CSP-Banks to provide viability gap
funding for BCs for the initial three years.

2. RBI/IBA to prescribe uniform minimum rates to
BCs to ensure fair return on investments to BCs.

3. SHG Federations, CBOs and MFIs including
NBFC-MFIs as BCs-NBFC-MFIs to offer saving
products as BC.

4. Routing all Government to Persons (G2P) pay-
ments through BCs. All payments to beneficiaries
under state sponsored programmes to be routed
through BCs through the No Frill Accounts. Pay
two per cent administration costs to Banks

5. Convergence of BC Model with National e-gov-
ernance plan- Kiosk model of BCs to act as Com-
mon Service Centre (CSC).

6. Weed out non-serious players-replace with SHG
Federations from MFL

7. Financial literacy programme to be given equal
emphasis to derive benefits from building, fi-
nancial infrastructure in rural areas-literacy pro-
gramme should run hand-in-hand.

8. Dedicated Customer Grievance Mechanism for
clients of BCs.

CAB and CGAP have jointly undertaken an All India
Survey to study the operational aspects of the BC
arrangement at an early stage of implementation of

FIP covering 860 sample Consumer Service Points
(CSPs) in 11 states across the country.'® The study
findings concluded that CSPs are yet to establish the
economic sustainability with present remuneration
level and mainly social relevance and enhanced rep-
utation are motivating the CSOs to continue in the
business. While product diversification and quality
services are the influencing factor for better rev-
enue, liquidity problem and technology failure are
some of the constraints experienced by CSPs. The
survey identifies certain action possibilities that can
remedy some current weaknesses and improve the
CSP operations over time.

1. Improving the remuneration of CSPs should be
a priority. This is not just a question of increas-
ing the compensation rates, but a strategic re-
orientation of the business both by CSPs/BCs
and banks.

2. One key driver of viability of a CSP is increased
transaction volume. Banks should provide mar-
keting support to increase both the number and
value of transactions.

3. Attention to technology issues (especially bio-
metric and smart cards) to reduce failures in the
field will improve transaction levels and credibil-
ity of the CSP.

4. Banks should clearly delineate where CSPs are to
be full extensions of the banks and where they are
to remain minimalist remote tellers. This would
help in planning services and optimizing costs of
CSPs.

5. With several CSPs exclusively carrying out bank-
ing services (and not as an add-on to other busi-
ness), the regulatory and business model under-
lying the original logic of BCs requires a review.

6. A robust monitoring system that brings feedback
and data from the field on the reliability, efficien-
cy and effectiveness aspects of the BC arrange-
ment for ongoing policy review has to be set up.

7. Banks should take steps to introduce appropriate
CSP hiring and training practices, offer a basket
of demanded products through CSP and make
agent-banking a part of banks’ business strategies.

While the business case of CSP network remains
to be proved at CSP and bank levels, the motiva-
tion to continue remains high on the part of CSPs.
The strong reported desire on the part of CSPs to
continue for a long time will possibly contain the
attrition rates in the short run. In the near future
solutions should be found. The solutions for the
most part are with the banks; they would be able to
make the investments in the solutions only if they
make financial inclusion a part of their core busi-
ness. The guidelines in place do not seem to have



been fully utilized to get the best business models on
the ground. Overall the nascent BC network needs
more attention, and RBI needs to consider fixing
its problems of viability, before expand the same to
smaller villages.

KYC NORMS

KYC norms introduced by the RBI are meant for
the purpose of customer identification, monitor-
ing of accounts and reporting of suspicious trans-
actions to the appropriate authorities. Among the
key elements of the KYC procedure, customer
identification was believed to be a major chal-
lenge to achieving financial inclusion. Since most
excluded people belong to low income households
and do not have identity or address documents, it
was difficult to insist on these documents as part of
the KYC norms. RBI norms clearly prescribe docu-
ments both for individual identification and per-
manent residence proof, and lists the acceptable
ID proof documents. But, for first time banking
clients, these are more often unusual and strange
documents and even if they have one, it is often
a challenge to get their names correctly spelled to
the satisfaction of the cautious banker. The issue is
even more nightmarish when these first timers are
women members. For group-based savings units
like Self-Help Groups (SHGs) the issue gets even
more complex to get a KYC approved. Assessments
have shown that 60 per cent of the cases where
SHG women desirous of opening accounts have
faced challenges in complying with KYC norms.
Paradoxically, it is more prevalent in resource poor
areas, which have also shown slow progress in SHG
movement. However, the banks still needed to en-
sure the integrity of the customer before opening
of a bank account for any financial transaction.
Considering these issues the latest RBI circular al-
lows flexibility in the requirement of identity and
address documents for small deposit accounts. In
this context, the introduction of the Aadhar proj-
ect is expected to address the KYC problem in the
near future by providing a Unique Identification
Number for each citizen of India. The speed with
which UIDs are provided to residents will further
facilitate banks’ penetration and therefore boost
financial inclusion.

TECHNOLOGY AND FINANCIAL
INCLUSION

Technology and financial inclusion are the popular
coinage in banking parleys in the country. While
technological upgradation and mobile banking are

Financial inclusion—process and progress

catching up so fast, financial inclusion is relatively
tardy in progress. Given the reach of the mobile
phone connectivity and associated communication
technologies in the country, mobile banking has the
potential to emerge as a positive strategy in terms
of costs, convenience, and speed of reach. Mobile
banking is used in many parts of the world with
little or no infrastructure, especially remote and ru-
ral areas. This aspect of mobile technology is also
popular in countries where most of their population
is unbanked. In most of these places, banks can only
be found in big cities, and customers have to travel
long distances to the nearest bank. By 2012, it is es-
timated that there will be 1.7 billion people with a
mobile phone but not a bank account and as many
as 364 million unbanked people could be reached by
agent-networked banking through mobile phones.
Kenya’s M-PESA mobile banking service, for exam-
ple, allows customers of the mobile phone operator
Safaricom to hold cash balances, which are recorded
on their SIM cards. Cash may be deposited or with-
drawn from M-PESA accounts at Safaricom retail
outlets located throughout the country, and may be
transferred electronically from person to person as
well as used to pay bills to companies. One of the
most innovative applications of mobile banking
technology is Zidisha, a US-based non-profit micro-
lending platform that allows residents of developing
countries to raise small business loans from web us-
ers worldwide. Zidisha uses mobile banking for loan
disbursements and repayments, transferring funds
from lenders in the United States to the borrowers
in rural Africa using nothing but the internet and
mobile phones.

Mobile banking is just one of the reasons India is
a place to watch for innovations in financial inclu-
sion. Eko Financial Services Ltd., which had cre-
ated the software programme five years ago, and
which allows migrant workers in cities across In-
dia to send money to their families using a mobile
phone is now working with two major banks, the
State Bank of India and ICICI Bank, to offer finan-
cial services to poor and low income customers
using local corner stores, pharmacies and airtime
resellers as agents. By harnessing the huge poten-
tial of domestic remittances as an anchor product,
Eko hopes to tap a huge potential market in India,
where three quarters of the 1.25 billion people live
on less than US$2 a day. Eko was the first company
dedicated to a mobile phone-based basic savings
account and payment service for the unbanked in
India.” Launched in 2007, Eko has developed a
mobile-based service usable even on the most basic
handsets and continually revised and re-fashioned
its approach. At first, Eko experimented with a

89
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basic deposit and payment service from one Eko
account to another. But by the second half of 2011
Eko had struck on a revised formula that appeared
to work as a business—providing a highly efficient
and simple payment directly into the account of a
bank anywhere in India (Box 4.1).

Mobile banking in India is yet to overcome sev-
eral constraints relating to operational, regulatory
and security issues. Agent networks are the major

Box 4.1 Eko—easy way of remittance

Leveraging a strong base of agents in Delhi,'® Eko
offers users a simple way to send money any-
where in India. Users can come to Eko’s agents
to make a deposit into any bank account held
by the SBI. By presenting the mobile number of
the sender and receiver to the Eko agent, plus
the account number of the receiver, the agent
can make a payment into the account securely
simply by dialing a short sequence of numbers.
Each transaction is then verified by an SMS to
both sender and receiver with a time and date
stamp, the fees levied and a transaction ID. The
success of this tatkal payment service is predi-
cated on two basic features.” The first is that
Eko’s service ties into the core banking system of
SBI on a real-time basis. Thus, clients send and
receive transactions instantly giving them con-
fidence. The power of the service is persuasive
to clients as the receivers simply withdraw the
funds from any SBI channel across India. This
includes a national network of interoperable
ATMs which charge no fee on most withdraw-
als. The second important feature is simplicity.
Clients only need to know the correct account
number and the sending and (optionally) re-
ceiving phone numbers. And they only need to
go to an authorized agent to complete the trans-
action. This is more convenient than getting to
branches, which may be further away and often
require longer waits. The big difference for Eko
has been the irrefutable legitimacy that tatkal
transactions bring to the SBI-Eko outlets. The
fact that the client’s relative thousands of kilo-
metres away can instantly withdraw cash at an
ATM just a few seconds after the transaction
completes is a definite success of technology in
financial inclusion.

Source: Primary information from Eko (http://technology.
cgap.org/2012/02/09/an-optimistic-picture-of-branch-
less-banking-from-india-interview-with-microsave/).

issue that mobile operators and banks need to get
right if they are to turn branchless banking into a
sustainable business.”” The Reserve Bank of India
recently removed restrictions on agent exclusivity,
and hence customers can now transact at customer
service points of one bank even if their accounts are
held at another bank. Such interoperability means
greater efficiency and lower costs across the sys-
tem. Recently the Government of India released a
taskforce report® on a unified payments infrastruc-
ture linked to the biometric Aadhar number* that
proposes electronic payments for government-to-
people payments as a means to cut costs for the gov-
ernment and bring added convenience to welfare
recipients (Box 4.2).

Box 4.2 There is a human story behind
branchless banking*

In the north Indian hill town of Almora, 35-year-
old Sangeeta Joshi rises most mornings at 4.30
am. to complete her household chores before
heading out for a day’s work on foot. A member
of the SEWA, a legendary labor union established
for workers in the informal economy, Sangeeta
works on commission as a customer service point
for the State Bank of India.

Using technology provided by A Little World,
Sangeeta has for the last two years opened
nearly 500 accounts and now delivers regular
pension payments to many people living along
the hillsides in Almora. The work is physically
demanding as Sangeeta has to travel by foot to
deliver and authenticate payments. The finger-
print-based POS machine that Sangeeta wields
provides her with a means of transacting secure-
ly, giving the bank and the government confi-
dence that the right person has received their
payment.

Sangeeta is one story among many thousands
of new customer service point operators across
India. But it is her effort that will make or break
branchless banking. Despite the difficulties of be-
ing a CSP, it is a source of livelihood for Sangeeta.
She also says that the job has given her respect in
the community.

In the coming years we can expect Sangeeta’s
story to be repeated hundreds of thousands of
time across India. Building a mutually fulfilling
relationship with the Sangeetas across India will
be the key to the success of branchless banking.

Source: CGAP.
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MICROFINANCE PENETRATION INDEX Table 4.3 Ranking of select states based on MPl and MPPI

As in the previous years the penetration of microfi- Top 5
nance in different states has been computed® (Box State MPI State MPPI
4.3). The analysis shows Manipur has taken the Manipur 413 Manipur 7.06
top position for the second consecutive year with a Pondicherry 346 Andhra Pradesh 6.24
score of 4.13 in MPI and 7.06 in MPPL. AP, thetop 7"~~~ 7 -~ rrrrrrrmoem oo e LT
. . L . . Andhra Pradesh 3.34 Pondicherry 4.67
ranking state in penetration in the previous years is — ==-=- == -smTIi ool TIT DL SRR T
now placed third. Puducheri (Pondicherry) has im- TamilNadu 232  TamilNadu 276
proved its ranking and moved to second place. The  Odisha 2.19 Sikkim 3.28
ranking of the last five ranks remain the same as the Last 5
previous year except that.there was some increase o MPI State MPPI
in the values. The population data has been sourced : :
from the latest Census 2011 and this might be one of ~Jammu &Kashmir 007  Mizoram 023
the reasons for some changes among states in terms ~ Mizoram 032 Jammu &Kashmir 0.46
of MPI. The changes in the spread of SHG linkage NewDelhi 024  NewDelhi 045
and MFIs customer base as the result of the. CIiSiS  pyniab 027 Bihar 0.42
have caused some changes to the MMPI rankings of === ----------rmmmmmmmmomm oo s
Meghalaya 0.21 Uttar Pradesh 0.38

states (Table 4.3).

Source: Calculation by author.

Box 4.3 Calculation of MPI and MPPI and insure against emergencies; thus for increasing

numbers of people, how they enjoy greater freedom
and control over their financial future is gaining
great attention. MicroSave® research clearly indi-
cates that they are willing to pay for these services,
and hence there is evidence of a business case for
banks to do this on a profitable basis. Indeed sev-
eral banks in India are already thinking along these
lines. But banks are more comfortable with their
traditional business models of low volumes of high
value transactions—and, of course, India’s burgeon-
ing middle class offers plenty of opportunity for
growth and profitability using this model.
NABARD and Deutsche Gesellschaft fiir Inter-
nationale Zusammenarbeit (GIZ) together con-
ducted a study on Remittance Needs and Oppor-
tunities in India. The study addresses the issues of
improving financial services for domestic migrants
by improving delivery channels, especially through
Business Correspondents upgrading payment sys-
tems for small value money transfer and strength-
ening financial institutions for providing adequate
remittance facilities as well as other financial ser-

The number of credit clients of MFIs and mem-
bers of SHGs with outstanding loans to banks
were computed and each state’s share to the
country’s total microfinance clients was worked
out. The intensity of penetration of microfinance
(MPI) was computed by dividing the Share of
the State in microfinance clients with its share of
population. The Intensity of Penetration of Mi-
crofinance among Poor (MPPI) was derived by
dividing the share of the state in microfinance
clients by share of the state in population of the
poor. Since the microfinance clients are in the nu-
merator, a value of more than one indicates that
clients acquired were more than proportional to
the population. The higher the score is above one,
the better the performance. The lower the score
from one, which is the par value, the poorer is the
performance in the state.

Source: Methodology adopted by author.

The low MPPI ratio in states like Bihar and UP
with a large proportion of households under pov-
erty line indicates that considerable work has to be
done in these states both by SBLP and MFIs.

REMITTANCE

Globally, the process of reinventing how low-income
people send and receive money in remote locations;
how they pay bills and loans; and how they save

vices through enhanced financial education. The
study covered four specific remittance corridors:
Gujarat-Southern Rajasthan, Eastern UP-Mumbai,
Odisha-Hyderabad/AP and intra-state migration
and remittance in Maharashtra. The study conclud-
ed that sending remittances could be faster, easier
and more secure, when the significant problems of
sending money through the formal banking system
over long distances—which migrants and the recip-
ients in India are currently facing is removed. The
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component IV of the RFIP aims at involving more
number of service providers for remittances. The
identification of area/institution for launching the
pilot project is in progress. Further, earmark a core
team of its officers for increasing the outreach and
acceptance of Aadhar Payments Bridge (APB) and
AEPS (Aadhar Enabled Payments System), which
promise to bring the much required transparency,
speed and ease of operations into last mile banking
and has set up CERFI (Centre of Excellence for Rural
Financial Institutions) with its basic responsibilities
being the propagation of APB and AEPS among rural
financial institutions for all kinds of cashless transac-
tions and new KCC operations. It will also document
and disseminate the benefits, procedure, financial
implications and time frame for adoption of AEPS
by rural financial institutions. RRBs will be targeted
in the first phase while CCBs with CBS platform will
be covered in the second. An MOU is being signed
among NABARD, UIDAI and NPCI to provide a
formal outline to this collaborative effort.

Box 4.4 IIBF in financial inclusion

Indian Institute of Bank Management (IIBF) is
playing an active role in financial inclusion as a
provider of education and certification agency.
The institute is offering an innovative training
cum examination oriented certificate course for
the employees of BC companies and individual
BC/BF certificate course for BC/BF focusing
on financial inclusion. IIBF has trained about
14,900 BC/BF of various banks during the year
ended March 2012 through the accredited train-
ing institutes.

Source: 1IBF website.

FINANCIAL INCLUSION—NABARD
INITIATIVES

NABARD focuses its initiatives towards technology
upgradation, capacity building and financial literacy
for greater financial inclusion. The ‘Financial Inclu-
sion Fund’ (FIF) managed by NABARD supports
developmental and promotional interventions lead-
ing to financial inclusion and ‘Financial Inclusion
Technology Fund’ (FITF) supports investments
in meeting the cost of technology adoption aimed
at promoting financial inclusion. As on 31 March
2012, the contribution to these Funds stood at
$793.2 million (FIF) and 1,304.9 million (FITF),
the cumulative sanctions under FIF and FITF were

%1,146.2 million and 3,434.8 million respec-
tively, and disbursements were I364.6 million and
%1,841.6 million, respectively.

In addition to the above, NABARD had initiated
the following policy initiatives during 2011-12:

1. Sanctioned a project on implementing ICT
through Application Service Provider (ASP)
Model to RRBs, with a grant support of 31,077
million to 53 RRBs and disbursed ¥405.2 million
during 2011-12.

2. Support for CBS to weak RRBs from FITF—It
has been decided to support the identified weak
RRBs for CBS implementation through ASP
Model. Under the scheme of support to 28 iden-
tified weak RRBs for CBS installation, propos-
als were received from 27 RRBs as on 31 March
2012, against which assistance was sanctioned to
26 RRBs for %2,165.2 million with disbursements
amounting to 31,395.4 million.

3. Establishment of Financial Literacy and Credit
Counselling Centre (FLCC) by Lead Banks:
Under the scheme, support is being provided
from FIF for establishment of FLCCs by Lead
Banks in 256 excluded districts and 10 disturbed
districts. As on 31 March 2012, %107.1 million has
been sanctioned to Lead Banks in 128 districts of
12 States viz., Assam, Bihar, Manipur, Meghalaya,
Rajasthan, West Bengal, Uttar Pradesh, Jharkhand,
Madhya Pradesh, Maharashtra, Odisha and
Gujarat for setting up FLCCs.

4. Financial Literacy through Audio Visual medium—
Doordarshan: Grant assistance of ¥32.8 million
was provided from FIF to Doordarshan for pro-
ducing and directing a half-an-hour financial lit-
eracy programme in Hindi, to be telecast in six
centres.

5. NABARD extended support to the extent of
%22.5 million from the FIF to Invest India Micro
Pension Services to pilot test a micro pension
model among SHG members in eight districts of
four States, viz., Odisha, Uttar Pradesh, Bihar and
Tamil Nadu. The project aims at covering 40,000
rural poor under the old-age pension scheme.
So far, %17.4 million has been released covering
16,395 persons.

6. Engaging Farmers’ Club as BF by RRBs: Financial
support is being extended by NABARD for Farm-
ers Clubs acting as Business Facilitators of RRBs
in villages having 2,000+ population in their com-
mand areas. As on 31 March 2012, %20.8 million
sanctioned to 22 RRBs in 12 States from FIF. Sup-
port was made available from the FIF to RRBs
for engaging ‘Authorized functionaries of well



Financial inclusion—process and progress 93

run SHGs linked to Banks to act as BC/BF, with
the purpose of extending financial services in
semi-urban and rural areas in their command
area. As on 31 March 2012, eight RRBs were
sanctioned 4.381 million for training of au-
thorized functionaries of well-run SHGs in six
States. NABARD has sanctioned and released
%2.171 million to National Informatics Centre for
development of web-based GIS Application for
assessing the reach and the extent of banking in
India and also development of a web-based MIS
for capturing the banking facility.

of prices and placing orders linked to assured
payment against the sanctioned KCC limit.

o Allows cash withdrawals through BC up to
amounts permitted by RBL

o Facilitates withdrawals of funds or payments
for purchases as per requirement in small
chunks at convenient times and locations, thus
saving interest cost to the farmers.

« Real time status of account balance as also last
five transactions—Secure PIN & IVR/SMS
based transactions.

o Works on all handsets. No GPRS or Smart

NABARD has recently launched a pilot project phone required.

m-KCC in Villupuram district in Tamil Nadu | ¢ No need to visit the bank with a passbook each
(Box 4.5) enabling farmers having KCC accounts time.

with Pallavan Grama Bank to transact their loan | « No need to handle cash, saving on risks and
accounts without visiting the bank branch by us- costs for the farmers, input dealers, as well as
ing their mobiles as the interface. The objective of banks.

the project is to provide banking facilities to the
KCC holders at their door step in a safe, secure,
quick and reliable method through mobile phones | « The merchant should have a bank account

The essential requirements are:

thereby ensuring anywhere and anytime banking with the bank and his mobile number should
and reducing the transaction costs of the farmers be registered with the bank for transactions
in terms of time and travel. The technology intro- through mobile.

duced in the project enables farmers to do their | ¢ The farmer should have a KCC limit sanc-
transactions like the purchase of agricultural in- tioned with the bank and his mobile number
puts without cash as the merchants with their bank should be registered with the bank for transac-
accounts are also registered with the service pro- tions through mobile.

vider. Cash withdrawals and cash deposits are also | « The Pay Mate platform should be given access
possible where the registered merchants are also to the CBS platform of the banks.

engaged by the bank as BCs. Source: NABARD Head Office Mumbai.

Box 4.5 m-KCC by NABARD MICROINSURANCE

The government’s concern about the inadequate em-
phasis on covering the disadvantaged, low-income
population, especially those living in rural areas that
led to the nationalization of life insurance in 1956
) ) - and general insurance in 1973. Post-liberalization in
the bank branches by using their mobiles as the | .. 1, 1990s, the IRDA regulations declared in 2002

interface. The technology introduced in the proj- . . .
bles f %Y hei ; pl' 12 made it necessary for new private insurance compa-
ect enables tarmers to do their transactions like . . . .
nies to procure insurance business on a quota basis

purchase of agricultural inputs without cash as | g, pre-defined rural areas and social sectors, fail-
the merchants with their bank accounts are also ing which they could be penalized. Specific regula-
registered with the service provider. Cash with- | o1 for microinsurance were announced in 2005 to
drawals and cash deposits are also possible where | ) ple the design and easier distribution of products
the registered merchants are also engaged by the | 551 ohriate to the needs of low-income families. Un-
bank as BCs. til recently, it was these, rural and social sector ob-

The key features of the project are: ligations that motivated insurance companies to go

« Enables enquiry about required agricultural down-market and provide services to the financially

inputs over the mobile including negotiation excluded. Innovative products in microinsurance
and related issues are discussed in Chapter 5.

A pilot project, m-KCC, was launched in Villu-
puram district in Tamil Nadu on 2 October 2011
enabling farmers having KCC to conduct trans-
actions on their loan accounts without visiting
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COMPLETE FINANCIAL INCLUSION BY
KGFS MODEL

The Kshetriya Gramin Financial Services (KGFS)
model is promoted by IFMR Trust with the mission
of ensuring access of financial services for every
individual and every enterprise. IFMR Trust pro-
vided the initial capital of US$10 million to launch
the first three KGFS institutions, targeting a return
on its equity of 20 per cent annually. The KGFS in-
stitutions are Non-Banking financial companies
(NBFC) licensed and supervised by India’s central
bank; it is not permitted to take deposits. Although
all KGFS institutions have a common parent com-
pany that provides equity capital to each KGFS, each
KGFS institution is designed to be an autonomous,
self-contained regional operation with its own man-
agement team hired locally. KGFS institutions were
set up in very distinct regions of the country with
a view to understanding the design implications of
the model in diverse regional contexts.”® The KGFS
serves at Thanjavur districts of Tamil Nadu, which
are fertile agrarian economies whereas the other in
Odisha serves Ganjam and Khurda districts, which
are economies characterized by subsistence agri-
culture supplemented by domestic migration. The
KGFS in Uttarakhand serves five hilly districts that
are sparsely populated, where the underlying econo-
mies are dominated by trade and services. Totally,
five separate KGFS institutions are working in very
different regions of the country and serve a total
of 200,000 clients. Three core operating principles
differentiate the KGFS model: (a) complete cover-
age of the population in a focused geographic area,
(b) customized client wealth management services,
and (c) a broad range of products. These three core
elements are standard across all KGFS institutions;
however, serving diverse geographic regions has en-
abled KGFS to learn, adapt, and apply the learnings
to new KGFS institutions.

The KGFS approach is still fairly new, though it
has moved beyond being a small experiment. The
oldest KGFS has been in operation since June 2008,
and the most recent commenced operations in Feb-
ruary 2012. At the end of 2011, KGFS institutions
had 110 branches and managed a loan portfolio of
US$10 million. Some branches of these institutions
have become profitable, though none of the five
KGEFS institutions has broken even yet on a consoli-
dated basis. Early client response to these institu-
tions shows a significant proportion of households,
over 50 per cent, enrol within the first 18 months of
a KGFS branch opening nearby. The model’s mass
customized wealth management approach starts

with identifying household needs and goals to pro-
vide services centered on client needs and without
biases to sell one product or another. Clients have
begun to use multiple financial services centered on
client needs from KGFS institutions, especially in-
surance and pensions. More than 60 per cent of en-
rolled clients across all KGFS institutions use insur-
ance services; 22 per cent use only insurance. At the
same time, credit remains important, with slightly
more than 55 per cent accessing a loan product.
The ultimate aim is meaningful improvement in
the financial well-being of households, an outcome
KGFS is evaluating with external research help. Ini-
tial experience shows that clients are increasingly
responding to the KGFS approach, operational
challenges can be overcome, and financial viabil-
ity is within reach. Client acceptance is reflected in
the high enrolment and take-up rates across mul-
tiple products, especially in the significant demand
for insurance and pensions. Operational challenges
presented by using the intensive wealth manage-
ment approach and the partnership model have
largely been overcome. Wholesale funding from
domestic financial institutions is being developed
to finance expansion. The process of adapting to
new geographies will remain an ongoing challenge
as KGFS institutions open across India. The com-
mitment to work with the entire population of a
small geographic area should be possible in other
environments. The coverage area of one institution
may need to be expanded or contracted, depending
on the population density of the area covered and
how varied the area is economically and linguisti-
cally. Branch service areas and regional coverage
will have to be adjusted to ensure viability while not
losing the emphasis on deep local knowledge. The
wealth management principle is predicated on solid
information and good advice that enables clients to
properly use a full range of financial services. The
demands of the wealth management approach have
required persistence and patience besides staff and
client training. It is also worth considering whether
a balance of staff training and client training might
be more feasible and lead to better outcomes than
the current KGFS approach of primarily focusing
on staff capability to provide good financial advice.

Under the KGFS model a branch is expected
to achieve operational efficiency in around eight
months and break even in 20 months. The depth
of penetration in a single local area enables KGFS
branches to reach scale in a relatively small geogra-
phy. It is projected that the Tamil Nadu KGFS institu-
tion (Pudhuaaru KGFS) will achieve full profitability
during 2012, based on depth of penetration and the



increasing maturation of its 66 branches. This match-
es KGFS’s initial expectations, which took a four to
five year view on what is required to achieve deep fi-
nancial inclusion.

To enhance the reach and to expand to wider geog-
raphies, the operation model of KGFS has undergone
a strategic change from a balance sheet origination
model to a predominantly direct origination model
(DO). For direct origination model, IFMR Rural
Channels would partner with a bank as their busi-
ness correspondent (BC) or with an NBFC, offering
an array of products. The implication of this model
for the customers is paramount for attaining financial
inclusion in remote rural areas.

Post the Andhra crisis, all financial institutions
including MFI’s catering to the rural market have
been facing an uphill task in raising funds both debt
and equity. IFMR Rural Channels Pvt. Ltd, the in-
vestment and distribution company, which is also
the licensee of KGFS raised its first external equity
from Lok Capital and Proparco of France, in March
2012.

The KGFS model demonstrates how a business
model can be reconfigured to pursue complete fi-
nancial inclusion, committing to reach as many
households as possible in a service area, putting cli-
ent needs at the center, and offering a wide range of
needed services. However, the effectiveness of the
wealth management approach at client level needs
to be assessed in detail before expansion of the mod-
el. IFMR has already launched an evaluation study
focusing on the impact of the model both at insti-
tutional as well as client perspective covering social
and economic aspects and the results are expected
in 2012-15. This model, being commercial in na-
ture, the financial feasibility and pricing of products
assumes greater significance for future expansion.

FINANCIAL INCLUSION—ISSUES AND
CHALLENGES

Financial inclusion means much more than simply
having or not having a bank account: it goes beyond
the mere availability of services to their adoption
and usage. A majority of the clients with formal ac-
counts makes one to two withdrawals or deposits
a month, while 10 per cent of formal accounts are
inactive. In a study covering four microfinance pro-
viders, CGAP observed that a staggering 70 per cent
of cell phone banking accounts is currently inactive.
While this is an old issue in microcredit, it seems
to have re-emerged with a new buzz. The implicit
argument was that lower-than-expected retention
rates reflected client failure to see the value of the
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product, rather than a provider’s failure to appreci-
ate their market.

Many microfinance providers assume that con-
sumers, once enrolled, will use their financial prod-
ucts forever. Yet, just like providers, clients take
their time in testing out the added value of new
microfinance products—not just loans, savings
and insurance, but also smart cards and cell phone
banking—as they come on the market. It has to be
noted that frequency of use is not synonymous with
continuous use. The Findex data show that incomes
in the lower quintiles are often too small and too
variable to permit continuous use of all types of fi-
nancial services. For the consumer, these choices are
trade-offs; by contrast, providers tend to view prod-
ucts in silos.

Information on micro-level issues such as how cli-
ents prioritize and in what order they use financial
services are important, which need to be carefully
studied. For poor people, building financial assets is
hard. Savings are usually earmarked for meeting fi-
nancial goals and are reluctantly redirected to other
uses, including health emergencies, the death of a
loved one, crop loss or theft, and fire. Households
faced with a sudden shock such as these, take their
first stop towards borrowing from relatives, friends
and associates, while credit from formal financial
service providers is used least. But it is worth noting
that accessing formal credit is rarely timely, espe-
cially when the situation is urgent.

Financial inclusion is a challenging task as it has
to facilitate access, ensure adoption and sustained
use of financial products and services, which re-
quires behavioural changes on the part of the users.
However, changing patterns of financial behavior
is not easy. Most risk-mitigation strategies have
evolved over time. Behavioural shifts will require
a strategy that affects changes in consumer knowl-
edge, skills and attitudes, at the same time as trig-
gering new product offerings and/or delivery meth-
ods by financial service providers. This is no small
challenge, since financial service providers and their
clients often perceive the same situation very differ-
ently. The goal must be to diminish the perception
gap between the users and the providers, moving
each toward a point where their gains are optimized.
There is a need for a more level playing field, one
where clients have the resources and confidence to
negotiate in their self-interest. Financial education,
with its emphasis on building new knowledge, skills
and attitudes, can change behavior and increase
consumer capability to assess the financial products
available to them and providers of financial services
all along the value chain should make it a priority to
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gain a much richer understanding of the dynamic
behaviors within their market segments if they are
to maximize the adoption and usage of their service
offerings.

SUMMING UP

Despite the laudable achievements in the field of ru-
ral banking, issues such as slow progress in increas-
ing the share of institutional credit, high dependence
of on non-institutional sources, skewed nature of
access to credit between developed regions and less
developed regions loom larger than ever before.”
Financial inclusion has remained a supply side ini-
tiative, and the nature of demand has not been fully
internalized while designing the inclusions strategy.
Therefore, the key issue now is to ensure that credit
from institutional sources achieves wider coverage
and expands financial inclusion. If PACS and MFIs
already have a network then why not make use of the
same instead of creating parallel high cost networks
For achieving comprehensive financial inclusion,
though, earlier the focus was in credit and savings
inclusion, broad-based demand driven innova-
tive financial products with cost effective delivery
mechanism assumes greater significance for future
strategies. Technology failure in the field making

the BC services unreliable—without fixing this no
point in going for even better technologies.

What is important is achieving the larger objec-
tive: financial inclusion should lead to financial se-
curity for the poor and the vulnerable. That is, at
some stage, the focus is bound to shift to the quality
and not the quantity of inclusion.”

Microfinance being a sector that serves a very
large number of small clients distributed over a wide
geographical area could be a highly cost-intensive
proposition. The adoption of appropriate techno-
logical solutions both in hardware and software
platforms will ensure that the cost remains within
the reasonable limits. This further enhances the
value proposition for banks, BCs and, above all,
customers. Better integration of platforms and tech-
nology deployed for Financial Inclusion purposes
with those for mainstream banking is essential to
fully reap the benefits of BCs as a new channel. The
customers especially from the poor and vulnerable
groups for whom the institutional credit structure
was inaccessible till recently are willing to pay for
the better services. Hence there is a greater scope
for the BC model, which is emerging as a strong in-
termediary between the customers and banks in the
financial inclusion strategy, to reinvent more players
including MFIs and SHG federations.
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ANNEX 4.1"
Sustainability of BC Network Managers (BCNMs) in India: Analysis on the pricing structures®

INTRODUCTION

Business correspondent network managers (BCNM) have a very vital role in making electronic/mo-
bile banking (e/m-banking) a success. However their earnings and sustainability have been a constant
and unaddressed challenge.’® They must achieve basic economic thresholds of meeting expenses and
earning a reasonable return; yet they are often squeezed and dwarfed by large players such as banks,
telecoms, technology service providers (TSP) and government agencies during pricing discussions and
negotiations. BCNMs must cross two independent break-even points (first, by earning revenue through
enrolment commissions and second, through transaction commissions) before they achieve sustained
profitability.*!

PRODUCT REVENUE DRIVERS

The most common revenue drivers for a variety of BC channels in India are described below.

Account opening: Since the first step of financial inclusion is opening an account for the un-banked
population, all banks in India remunerate BCNM:s for opening accounts. However, BCNMs cannot become
too dependent on this commission as high rates of account opening cannot be sustained indefinitely.

Deposit and withdrawal facilitation: Not all banks remunerate BCNMs for facilitating deposit and with-
drawal transactions. Some banks pay a commission for facilitating either deposits or withdrawals; while
some pay for both.

Money transfers/remittances/P2P transfers: The success of SBI's tatkaal product, which allows depos-
its into remote accounts, highlights the demand for remittances in India.** In India, banks offer money
transfer facilities both ‘within’ the BCNM’s customers for that bank and ‘outside’ the BCNM’s network to
any account of the same bank, such as those typically serviced at branches. However, the latter option is still
rare compared to the former. Among banks that offer both types of transfers, the commission for outside
network transfers is higher than for within network transfers. Inter-bank money transfer is still not very
common in the Indian branchless banking landscape, but is being slowly rolled-out by the major banks.

Balance maintenance: Though not as prevalent as other schemes, some banks also pay BCNM:s for the
balances maintained in the accounts operated through the BCNM’s network, as banks ultimately earn rev-
enue using depositors money. The payment calculation for balance maintenance is generally performed
on a quarterly basis. However, most banks do not offer balance based commissions and few BCNMs take a
long-term, balance-focused view to promote it.

Account maintenance: Some banks, especially those that do not pay for transaction facilitation, pay
BCNMs for the accounts that are active during a specific period. Most banks take a one-year period with at
least one transaction to consider an account active. By paying an account maintenance fee, banks compel
BCNDMs to encourage transactions in order to keep the accounts active, even though they are not remuner-
ated for transaction facilitation.

COMMISSION CALCULATION METHODS

In order to assess the different methods of calculating BCNM commissions, MicroSave analyzed the fi-
nancial results of an Indian BCNM based on six different types of commission structures offered by three

'The author gratefully acknowledges the support provided by Dr Manoj K. Sharma, Director, MicroSave and his team
in preparing the Annexure.
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major banks in India over the course of 12 months. The dynamics of broadly used commission calculation
methods in India are presented below.

Percentage vs. flat: The overall results indicate that remuneration for facilitating a transaction is gen-
erally maximized for BCNMs when the commission payable is calculated as a percentage of the value
of transaction. However, flat fees help cover fixed operational and financial costs incurred on low value
transactions. For a BCNM that facilitates a large number of small value transactions (perhaps in the early
roll-out period), a flat fee-based commission system would be more financially beneficial. However, of
course, as the transaction size grows, percentage based commissions become more rewarding.

Tier-based/hybrid pricing: Tier-based/hybrid fee structures perhaps have the best features of both flat
and percentage based commissions. In this scheme, low value transactions that fall under the lowest tier are
paid on a nominal flat fee basis, and subsequent higher value transactions are paid either on a percentage
basis or a higher flat fee basis. While these structures were not prevalent in earlier years, both are becoming
more common with Indian banks. Below is an example of tier-based pricing.

Tier-based pricing model example

Range Floor ) Cap ) Fee
Rangel .. LR 499 . 200
Rangell 00 LS. >.00.
Range llI 2,500 10,000 10.00

Of late, some customers are also given the option to choose their pricing plans (though giving a choice is
less common). The BCNM’s commission is calculated based on the customer’s choice of pricing plans. The
following are two commonly offered pricing plans.

Pay-per-use pricing plans: Under the pay-per-use pricing method, the customer pays for every transac-
tion that he/she performs, and BCNM:s are compensated for every transaction that is facilitated through a
combination of the calculation methods above. Pay-per-use pricing is generally the preferred plan for poor
customers.

Subscription plans: When customers opt for subscription plans, they pay an additional fee that entitles
them to a certain number of ‘free’ transactions for a specific period. For every active customer who opts for a
subscription plan, the bank will share a part of the subscription fee paid by these customers with the BCNM,
and they do not pay commissions to the BCNM for facilitating individual transactions. MicroSave’s analysis
indicates that even when 50 per cent of customers opt for subscriptions plan, both pay per use plans and yearly
subscription plans yield about the same revenue for the BCNM, based on actual customer behaviours for one
BCNM.*” Most banks do not provide this choice to customers and generally offer only pay-per-use plans.

[\
REVENUES TO THE BCNM £ 3500 Revenue Chart
Having discussed each revenue driver individu- é 3,000
ally, the commission structure is now analyzed in g , 509
its entirety. The graph beside shows revenue thata &
BCNM has earned from one agent in one month, % 2,000
on average, analyzed over a period of one year** & 1,500
It is quite clear that the remuneration from Bank 1,000
A is the highest! Yet before drawing the conclu- E 500
sion that Bank A’s structure is most promising, itis
important to analyze the revenue break-up and to & 0
understand which commission structure is more & A B c D E F

stable and sustainable. Banks' Pricing Structure
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REVENUE CONTRIBUTION?*

From the graph below, it is evident that each bank and its commission structure favour a ‘primary product’
and not all favour the same products equally. For instance, commission structures A, B and C target trans-
fers outside network by heavily incentivizing BCNMs for facilitating transfers outside network (and due to
demand). As mentioned earlier, option A yielded the most per agent per month with this focus but also with
a smaller but significant balance of fees from deposits (15 per cent) and withdrawals (16 per cent). Structure
Calso focuses on out of network transfers, but also has a significant percentage of its revenues from account
opening (13.5 per cent) and withdrawals (11 per cent).
Unlike other commission structures, commis-

sion structure F’s revenues are equally split be- Revenue Break-up Per Agent

tween account opening, deposits and withdrawals ~ 100%
in the ratio of 30 per cent, 34 per cent and 34 per ~ 90%
cent respectively. Commission structures D and ~ 80%
E on the other hand target account opening. This ~ 70%

focus on account opening seems to be an old prac- 0%
tice due to RBI mandates to open accounts that ~ >°%
. . 0,
are slowly being phased out by Indian banks after 40 o/°
many mishaps and distortions. Even though op- ;g;
tions D and E seem to be the second and third ’
. . . . 10%
most lucrative option respectively, they are likely 0%
. . (]
not sustainable in the long run as new account A B C D E F
opening growth will slow. Pricing Structures
m Account opening m Deposits
COST SAVINGS FORBANK = Withdrawals m Transfers within network
Transfers o/s network = Account maintenance

Outsourcing low-value transactions to BC channel

not only results in cost savings but also helps to

build efficiency in the bank branch operation. Thus, the efficiency built can be utilized to increase the
business by channelizing it on high net worth transaction. A significant amount of time is spent in open-
ing accounts and servicing deposits account (accepting deposits and facilitating withdrawals). In a typical
rural branch, which has five to seven staff members, 39 per cent of the time is spent in opening and serving
deposits accounts. This provides a clear case for banks to develop the business correspondent and use it for
opening and servicing deposit accounts, thus utilizing the time saved for developing other remunerative
product lines such as big ticket size agriculture loans, trade financing etc.

28% Balance
enquiry

® per transaction)

Payment

transaction 83 "
11%
Application Receipts
form & transaction 15 >
KYC
verification - -
Handle client
query A/C opening Deposit/withdrawal

transaction
Opening deposit Servicing
accounts deposit accounts Branch Staff m BC
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MicroSaves activity based costing implementation at selected four rural 5oy (& pertransaction)
branches of a client bank shows that every account opened in the branch
costs I83 whereas it costs I15 if the account is opened through the BC chan- l
nel. This includes the commission paid to the BCNM and other overheads
involved in managing the channel. Similarly, every deposit or a withdrawal 268
transaction performed in the bank branch costs I13 per transaction whereas
it cost only I3 per transaction when performed through BC channel.

The study also indicates that offering loans through the BC channel can
help the bank to reduce up to 50 per cent of the cost of making loans. The
study shows that on an average a branch staff spends seven per cent of his/ Making loans
her working hours in handling customer loan enquiries, pre-sanctions and Branch Staff m BC
performing loan application and KYC verification, and it costs I507 that
includes staff cost and all pertinent branch overheads. These are activities that can be efficiently handled
by BC personnel. If these activities are performed through BC channel, it would cost I268 that includes
BCNM and other overheads involved in managing the channel.

In a branch, where all credit and savings products were being delivered through the BCNMs, there was
not just an increase in business due to what was directly brought in by the BCNMs, but even an increase in
regular branch business. The graphs below display this phenomenon clearly. This is perhaps due to decon-
gestion of bank branches as BCNM:s help to ease the transaction pressure and improve efficiency of staff
that helped to focus on additional business generation.

3000 1 900 1
800 1

2500 1 700
2000 1 600 1
500 1

1500 A 400 A
1000 1 300 1
200 1

500 1 100 1

0 : . . T 0
2008 2009 2010 2011 2012 2008 2009 2010 2011 2012

Total branch growth including BC
Total branch growth excluding BC
Actual and projected branch growth

Thus, the ability of the business correspondent model to reduce costs not only helps banks to sustainably
serve the low balance no-frill accounts, but also provides a compelling business case for banks to develop
the business correspondent channel as an extension of banking halls. Developing the business correspon-
dent model as a full service channel will result in multiple benefits to banks—reduction in costs, increased
efficiency, increase in branch profitability, ultimately resulting in real financial inclusion.

CONCLUSION

Easy and quick returns are from account openings, however BCNMs should remember that sustained earn-
ings are from transaction-based revenues. Offering balance or account maintenance-based commissions
could be in the best interest of banks and BCNMs. However this needs a longer-term outlook by both.
Though earlier either flat or percentage fees were offered by the banks, it now appears that tiered and hybrid
pricing (a combination of both flat and percentage) is becoming more common. Interestingly, in most of the
commission structures discussed, the contribution of revenues is skewed towards one revenue driver. While
it does appear that money transfer/remittance is the key to revenue maximization, it is also important to
have a portfolio of other products. With evolving and newly emerging business models, rapid technological
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innovations, state initiatives and more players entering the market, competition will play an influential role
through new product features, convenience and commissions. In this scenario, major dependence on one
product could be a risky strategy.

To ensure the success of branchless banking and financial inclusion initiatives, banks need to offer a

diversified commission structure, such as the emerging tiered commission structures. By pushing one
product, banks risk wrongly incentivizing BCNMs to focus only on the most lucrative ones, while ignor-
ing other products. BCNMs could also tie-up with more than one bank to diversify the risk as well as to
cater to a wider customer base. BCNMs would also do well by enhancing the depth of products offered by
partnering with multiple service providers. Services like merchant payments, airtime top-ups, international
remittances and social security payments can ensure revenue diversity and stability for BCNMs. Additional
banking services being carried out by business facilitators like loan sourcing and repayments could add to

the earnings and have not been extensively explored.

NOTES AND REFERENCES

The author gratefully acknowledges the support provided
by Dr Manoj K. Sharma, Director MicroSave and his team
in preparing the Annexure.

1.

10.

11.

12.

NABARD. 2010. ‘Microfinance—Overview, Occa-
sional Paper, Mumbai: National Bank for Agricul-
ture and Rural Development.

Promoting Financial Inclusion. 2012. New Delhi:
FICCI report, http://www.m-cril.com/BackEnd/
ModulesFiles/Publication/Report-on-Promoting-
Financial-Inclusion.pdf

Demirguc-Kunt, Asli, and LeoraKlapper. 2012.
‘Measuring Financial Inclusion: The Global Findex
Database’. Policy Research Working Paper 6025,
Washington: World Bank.

Rangarajan, C. 2006. Committee on Financial Inclu-
sion, Government of India.

Raguraman Committe Planning Commission. 2008.
‘A hundred small steps: Report of the Committee on
Financial Sector Reforms’ Available at; www.plan-
ningcommission.gov.in/reports/genrep/report_
frhtm

2012. The Little Data Book on Financial Inclusion.
The World Bank, p. 74.

While financing through SHGs increased access to
finance for the poor, the RBI still does not consider
membership in SHG as financial inclusion.

RBI Monetary Policy 2012-13, Mumbai: The Re-
serve Bank of India.

Reddy, D.R.K. 2012. ‘Financial Inclusion: Road
Ahead, Bankquest, The Journal of Indian Institute of
Banking & Finance, 83(2): 40-46.

2012. Budget Speech by Finance Minister, Union
Budget presentation in Parliament.

Graham A.N. Wright, Mukesh Sadana, Puneet
Chopra and Manoj Sharma. 2011. http://www.
microsave.org/sites/default/files/research_papers/
Why_EM_Banking_Will_Soon_Reach_Scale_in_
India.pdf

See MicroSave Policy Brief. Forthcoming. ‘Is the
Business Correspondent Model in Policy Paralysis?’

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

See MicroSave Case Study on FINO’s Electronic
Benefit Transfer System for Tendu Leaf Collectors.
2011. http://www.microsave.org/sites/default/files/
research_papers/Case_Study_FINO_EBT_System_
for_Tendu_Leaf Collectors.pdf

See MicroSave, 2011. Review of MMT Payments
to Accredited Social Health Activists (ASHAs) in
Sheikhpura, Bihar. http://www.microsave.org/brief-
ing_notes/review-of-mmt-payments-to-accredited-
social-health-activists-ashas-in-sheikhpura-biha
2012. ‘Financial Inclusion: A study on the Efficacy
of Banking Correspondent Model, Study conducted
by SaDhan and City Foundation.

N. Srinivasan, L. M. Ganesan Aimthy Thoumoung.
2012. ‘Functionality and Sustainability of Custom-
er Service Points, Survey conducted by CAB and
CGAP (Report to be published by CAB is expected
to be in the public domain shortly).
http://microfinance.cgap.org/2012/05/18/india
%e2%80%99s-mobile-banking-ekosystem/. Accessed
in July 2012.
http://technology.cgap.org/2012/03/13/eko
%e2%80%99s-mobile-banking-demonstrating-the-
power-of-a-basic-payments-product/. Accessed in
July 2012.
http://technology.cgap.org/2012/02/09/an-optimis-
tic-picture-of-branchless-banking-from-india-in-
terview-with-microsave/. Accessed in July 2012.
http://microfinance.cgap.org/2012/05/18/india
%e2%80%99s-mobile-banking-ekosystem/. Accessed
in July 2012.
http://finmin.nic.in/reports/Report_Task_Force_
Aadhaar_PaymentInfra.pdf. Accessed in July 2012.
http://microfinance.cgap.org/2012/03/26/the-big-
gest-social-experiment-on-the-planet%e2%80%94-
is-unique-id-a-unique-opportunity-for-india
%€2%80%99s-poor/. Accessed in July 2012.
http://technology.cgap.org/2012/03/29/branchless-
banking-in-india-3-more-reasons-for-optimism/
#more-5685. Accessed in July 2012.

Data on state wise distribution of SBLP clients col-
lected from NABARD. Though the region wise
MFI client’s information is available in the SaDhan



102 MICROFINANCE INDIA

25.

26.

27.

28.

29.

publication, the state wise data is not made avail-
able. Hence the same has been worked out based
on the proportion as in the previous year.
http://www.microsave.net/sites/files/technical-
Briefs/indiaFocusNotes/IFN_67_  Clients_Willing-
ness_ to_Pay_Reasonable_Fee_for_BC_Services.pdf.
Accessed in July 2012.

Ananth Bindu, Gregory Chen and Staphen Rasmus-
sen. 2012. “The Pursuit of Complete Financial Inclu-
sion: The KGFS Model in India’ Available at http://
www.cgap.org/gm/document-1.9.57523/Forum4.pdf.
Puhazhendhi, V. 2012. ‘Financial Inclusion—For-
ward step for Microfinance Sector, Bank Quest, The
Journal of Indian Institute of Banking and Finance,
83(2): 5.

Bakshi Prakash. 2012. ‘Financial Inclusion—BC/BF
Model—What New, Bank Quest, The Journal of
Indian Institute of Banking and Finance, 83(2): 30.
Compiled from MicroSave India Focus Notes 71,
‘Sustainability of BC Network Managers (BCNM:s) in
India—How are BCNMs Paid?} 72 ‘Sustainability of
BC Network Managers (BCNMs)—Review of Com-
mission Structures’ and 73 ‘Sustainability of BC Net-
work Managers (BCNMs)—Business Scenarios and

30.

31.

32.

33.

34.

its Effects. It should be noted that this note focuses
exclusively on top-line revenue for BCNMs and does
not take into account the relationship revenue maxi-
mizing has with costs.

Please note that the price that a customer pays
does not directly reach BCNMs in India, as BCNMs
are not allowed to charge customers directly. The rev-
enue earned by the BCNM is totally dependent on
the commission paid by banks. For more informa-
tion, see: 2009. ‘Financial Inclusion by Extension
of Banking Services—Use of Business Correspon-
dents (BCs), RBI Circular No. RBI/2009-10/238,
Reserve Bank of India.

See MicroSave India Focus Note 24, ‘Making Busi-
ness Correspondence Work in India’

See MicroSave, India Focus Note 68 ‘SBI Tatkal-
From Cash to Cash Cow’

A subscription plan yielded four per cent higher
revenue than a pay-per-use plan, with transaction
levels kept constant.

Other than commission structures, all other vari-
ables were held constant, such as transaction vol-
umes and number of accounts.



Microfinance—beyond credit

Traditionally, microcredit is viewed as a mecha-
nism for credit delivery to rural poor, in order to
enable them taking up income-generating activities
to support their livelihood. However, in several in-
stances, microcredit clients used the credit availed
for various kinds of consumption purposes. In re-
cent times, microcredit clients are provided with di-
verse set of special purpose loans and services such
as savings, health, insurance and pension, water
supply and sanitation, housing as well as financial
literacy. There is increasing evidence that providing
client-responsive financial services can both serve
the needs of poor people while maintaining or in-
fact improving the sustainability and profitablility of
MFIs. The major financial institutions such as banks
and insurance companies are providing a bundle of
products and services to serve a host of customer
needs. These products are not only necessary to at-
tract a diverse range of customers, but also to reduce
the operating costs through economies of scale and
scope. The same logic could be extended to microfi-
nance institutions and other operators in the micro-
credit and insurance industries to justify their role
as providers of range of products and services apart
from microcredit. Many MFIs and public sector as
well as private sector insurance companies have al-
ready forayed into the business of microinsurance
and micro pension. Similarly, a number of MFIs
are providing other products and services such as
savings, health and housing loans, loans for water
supply and sanitation, etc. For the purpose of this
chapter, microfinance products such as savings, mi-
croinsurance, micropension and credit support for
other than income generation and consumption are
defined as beyond credit innovation. This chapter
provides an overview of these products including a
brief description of their performance, along with

a description of specific programmes implemented
by various agencies.

SAVINGS

Savings have been an integral part of budgeting in
all households, as insurance against emergencies,
for religious and social obligations, and for invest-
ment and for future consumption. However, even
though the poor are inclined to save, they often do
so by informal mechanisms that fail to meet their
needs in a convenient, cost-effective and secure
manner resulting in the loss or misuse of their hard
earned savings. The poor look for some system to
provide the security and accessibility necessary for
them to save. Therefore, when they are given an op-
portunity to save in a safe and secure manner, their
commitment to saving is remarkable. Several stud-
ies have highlighted the need for savings services
to the poor for two distinct needs such as planned
expenditures intended to meet lifecycle events; as
well as cash flow management so as to meet regular
expenses or emergencies, given the uneven and ir-
regular income streams.

Past studies in MFIs show that only a small per-
centage of delayed payments of loans were in the na-
ture of willful default, the rest occurring due to im-
mediate cash requirements of the households, which
could have been serviced by appropriate savings op-
tions, if available. This is also obvious from the fact
that household savings were cited as the most com-
monly used avenue by households to repay loans in
lean periods and loans falling towards delinquency.
Another point that came to the fore was the need for
structured savings options to service lifecycle needs.
Many respondents have cited lifecycle events as a
significant contributor to financial stress; the five

Chapter
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most stressful events cited being marriage, educa-
tion, setting up a business, house construction and
festivals.

From an organizational perspective, provision of
savings services brings some important advantages
for the institution:

1. Competitive edge as a one stop shop for all fi-
nancial needs;

2. Product diversification, thereby providing for
an alternate source of income which would not
require the level of capitalization required by a
credit product;

3. Improvement in the loan portfolio quality, since
the clients would have access to a reserve to turn
to in case of shortfalls;

4. Better outreach by enabling the organization to
serve clients who may not be interested in/require
credit;

5. Enhanced client loyalty which can be crucial in
ensuring retention given the trust element that
typically accompanies savings;

6. Increased operational efficiency through leverag-
ing existing branch infrastructure and human re-
sources to deliver a wider range of services; and

7. Additional possibility to bring cash transactions
like loan repayments and disbursements by link-
ing clients savings accounts through a mobile
platform with the MFI’s account, resulting in
reduced risk and increased operational cost efti-
ciency.

8. Therefore, it is very essential for an MFI to do the
following before finalising savings products:

o Understand the features of product offerings of
different savings options and make an objec-
tive comparison of the advantages and disad-
vantages of each; and

o Assess the fit of different savings options suited
to the MFI under the criteria of client demand,
institutional capacity, governance require-
ments and external checks.

A study by the Institute for Financial Manage-
ment and Research revealed that saving was com-
mon among the majority of the clients.! It was
found that a staggering 75 per cent of interviewed
clients saved in at least one form in the three
months prior to the survey. SHGs (40 per cent of
115 clients) were the most popular form of savings
in Maharashtra, whereas National Banks were used
by West Bengal clients (40 per cent of 200 clients),
Karnataka (46 per cent of 202 clients) and UP (21
per cent of 204 clients). 80 per cent of 205 clients
from urban areas of Chennai, Tamil Nadu were using

local NGO/MFI service as one of the savings av-
enue. Non-routine expenditures such as marriages,
festival and funeral were overwhelmingly financed
through savings.

CATEGORIZATION OF SAVINGS
OPTIONS

Regulatory requirements mandate that NBFCs have
to depend largely on vending of third party prod-
ucts so as to provide savings options to their cli-
ents. The other option is to provide quasi-savings
products like gold acquisition loans, which could be
delivered by the NBFC itself as its own proprietary
product. In both these cases, the opportunity for the
organization to mobilize funds would be non-exis-
tent and the financial incentive to the organization
would be in terms of revenue from fee income or
interest spread.

Saving options

1. Bank Led Savings Options
Business Correspondent (BC) model has been
used by commercial banks to provide savings as
well as term deposits to end-clients where branch
infrastructure is limited or absent. The RBI has
been encouraging the model which depends on
third party agents to provide the service. There
have been many initiatives involving the elec-
tronic and mobile banking solutions within the
BC model so as to enable efficient delivery of
customer solutions. The model typically focused
on providing no-frills accounts; but lately some
banks have also started delivering normal savings
accounts, recurring deposits and term deposits
also using the BC channel.

2. Proprietary Options

The most prominent proprietary savings option
seen in India has been the Gold Acquisition Loan
which is a quasi-savings instrument working on
the principle of reverse savings. Some prominent
MFIs as well as NBFCs primarily working in
South India have been offering gold acquisition
loans to their clients so as to enable a build-up of
savings balances in the form of gold.

3. Mutual Fund Products
Money market mutual funds are in general con-
sidered to be relatively stable, highly liquid in-
struments since they focus on investing in debt
(largely government debt of short duration like T
Bills) and since they have historically shown very
little day to day fluctuation in their Net Asset
Values (NAV). Some organizations have adapted



money market instruments to provide a savings
bank account proxy for their clients.

. Pension Products

Pension products which provide a regular in-
come post retirement have been in vogue for
a long time in India. But most of the pension
schemes have been directed at the organized
sector and generally directed at middle—higher
income groups. Recently, there have been sev-
eral voluntary pension products oriented at the
bottom-of-the-pyramid customers and delivered
through channel partners including MFIs. Gov-
ernment of India’s New Pension Scheme (NPS)
which also has a voluntary nature as well as a
provision for periodical withdrawals is an inter-
esting option, which can combine the attributes
of a voluntary savings product into a pension
product. The government is also considering
the introduction of an option for unorganized
workers under the NPS.

. Insurance Products

Insurance products combining the features of
life insurance as well as term savings are another
option available to MFIs for exploration. ULIPs
are one option available for further exploration.
Another route to take would be to offer endow-
ment policies in partnership with life insurance
companies.
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2. Returns to the clients: The returns to the clients

were generally variable in nature due to the fact
that returns were, in general, market linked. The
type and range of returns expected varied widely
based on the savings instrument used. Notable
exceptions were no frills accounts and term-life
insurance schemes, which offered guaranteed re-
turns. Some of the savings options provided ad-
ditional benefits in the form of insurance cover,
tax benefits etc. In gold loans, the returns were es-
sentially linked to expected appreciation in gold
prices.

. Primary utility of the product: Of the savings op-

tions studied, the primary utility of most schemes
were for the longer term, with strong disincen-
tives for withdrawal before maturity (e.g., com-
paratively low surrender value of life insurance
policies). Exceptions were no frills accounts de-
livered by the BC model and MMME, which were
essentially designed to be instruments to manage
short term cash flow smoothening. Gold loans
were interesting since, though it was primarily
designed for long term usage, it provided limited
short term liquidity by an option to pledge the
gold.

. Security aspects: Trust in the organization is cru-

cial where the customers are investing their mon-
ey. In most of the options studied, the association
with a respected and well known financial service
provider provided the element of trust. This was

105

Comparison of savings options on
specific attributes

reinforced by physical evidence like transaction
receipts. In many cases, the client is also exposed
to market risks.

1. Cost to customer: There were several costs to 5. Cost to the organization: The costs incurred by

be incurred by the customer in availing the dif-
ferent savings options available. These included
both charges payable to the service provider as
well as other transactional expenses incurred
indirectly by the customer. Many options did
not have an upfront registration fee other than
pension schemes, which charged registration
fees and some gold loan schemes, which levied
a processing fee. Transaction fees were charged
largely in insurance and pension fund schemes,
while gold loan schemes charged a straight
interest rate on the loan. In pension schemes,
transaction fees as well as registration charges
are regulated by the Pension Fund Regulatory
and Development Authority. Other transaction
costs incurred by clients indirectly involved be-
ing subject to market risks, costs of technology
like GPRS, SMS cost, travelling costs and loss
of value of investment on surrender of insur-
ance policies before maturity.

organizations introducing savings options in-
clude the cost of identifying and entering into
partnerships with other third parties like banks,
insurance firms, mutual funds and pension funds.
They also incur considerable expenses towards
promotion as well as training of staff/agents.

. Returns to the organization: Returns to the or-

ganization were in the nature of commissions in
general (other than in the case of gold acquisition
loans where the income was from the interest rate
spread). The returns varied widely on product to
product and from the partnering organization.

. Regulatory aspects: Entering into partnerships

with other players would necessitate being sub-
ject to additional regulation by regulators like the
Reserve Bank of India, the Securities Exchange
Board of India, Insurance Regulatory and De-
velopment Authority and Pension Fund Regula-
tory and Development Authority (PFRDA). Gold
acquisition loans were the only option where the
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requirement for additional regulatory compliance
was minimal.

8. Need for partnerships: Almost all options re-
quired partnerships in one way or the other. In
most options the primary product was owned
by the partner, while the field-level organization
functioned primarily as a delivery channel.

HEALTHCARE AND SANITATION
INITIATIVES

One of the important issues in livelihood develop-
ment and poverty alleviation is tackling malnutri-
tion and health problems faced by the poor in both
rural and urban areas. Poverty and poor health are
often entangled in a vicious cycle, and the problem of
breaking this cycle is likely to become worsened as a
result of mounting costs of health care. Consequent-
ly, poverty alleviation and universal health care have
become the twin goals of the development policy in
recent years. Recent studies on the economic costs of
illness stress the detrimental effect of health shocks
on rural households, which results not only in direct
financial and time costs but also causes indirect costs
of illness such as a reduction in labour supply.?

India’s share of public expenditure in total health
outlay has been increasing steadily. This trend is very
encouraging and needs to continue because greater
reliance on private spending on healthcare infra-
structure and service may lead to inadequate provi-
sion of healthcare. The increasing importance given
to universal health care is evident from the fact that
the share of Government spending on public health
is poised to nearly double from 1.4 to 2.5 per cent of
GDP by the end of the Twelfth Five Year Plan (2017).
This increased spending will provide support to-
wards a vision of universal health care, which will
enable every citizen to access preventive, diagnostic,
therapeutic and rehabilitative services. To accom-
plish this, India embarked on the National Rural
Health Mission in 2005, an extraordinary effort to
strengthen the health systems.

The need for publicly-funded universal health cov-
erage is beyond argument. At present, private out-of-
pocket health expenditure constitutes 3.3 per cent
of GDP, or around 67 per cent of the total spending.
Moving towards universalization of healthcare can
cut it to about 33 per cent by 2022.> The High Level
Expert Group of the Planning Commission has pro-
vided a road map that envisages setting up of public
health cadres for services and management at the na-
tional and state levels, standard setting, and a time-
line for merger of existing government-led health
insurance schemes such as the Rashtriya Swasthya

Bima Yojana and those operating at the State level. An
increase in outlay on medicines from 0.1 per cent of
GDP to 0.5 per cent for public procurement can en-
sure free universal access to essential drugs. However,
this has to be supplemented with appropriate health
insurance programmes so as to ensure a reduction in
out-of-pocket expenditure.

Recent estimates suggest that the role of health ex-
penditure of households has increased substantially
in the most recent period. According to the Report
of the National Commission on Macroeconomics and
Health, 2005, households undertook nearly three-
fourth of all the health spending in the country.
Public spending was only 22 per cent, and all other
sources accounted for less than 5 per cent. Further,
there is a trend of gradually increasing household
expenditure on health care, even as a share of house-
hold budgets. Households are found spending in-
creasing amounts on private health services as the
quality of public health services is deteriorating by
the day.* Therefore, providing healthcare services in
rural areas at lower costs assumes enormous signifi-
cance in achieving the development goals.

Microfinance in healthcare

There are two important justifications for microfi-
nance institutions to include health services in their
agenda of activities: health services are a natural
extension of their mission of financial security and
social protection of the client, and healthier clients
better serve the microfinance institutions’ goals of
growth and long-term viability. Clients are not the
only beneficiary; when a family member is ill, it af-
fects productivity. Thus access to health-related pro-
grammes and services generally includes the house-
hold, not just the client.” Provision of credit alone is
not sufficient to address the multi-dimensional chal-
lenges posed by poverty. As ill-health and poverty
are closely linked to each other, ensuring timely and
cost-effective delivery of health-related services is of
paramount importance not only in eradicating pov-
erty but also in protecting households from falling
into poverty. As microfinance institutions work with
the poor and have long-term relationship with their
clients, mostly women, they offer a unique opportu-
nity to employ their vast infrastructure for delivery of
health-related services to those most in need.

As a crucial means of women empowerment,
microcredit programme could act as an important
vehicle through which, not only the health-related
awareness can be created but also the health service
products could be delivered to rural poor at lower
costs. Lack of health knowledge among rural poor
especially among women, lack of physical and



financial access to quality healthcare, and the im-
portance of women’s role in overall household health
and nutritional status are the important reasons for
a number of microfinance institutions to include
health services in their agenda. Further, as demon-
strated by many studies, health status of the family is
one of the important determinants of labour supply
decisions, and hence the income of the households
and the loan repayment are closely linked with health
status of client households. This provides another
important rationale for microfinance institutions’ in-
terest in healthcare services, and there are significant
economies of scale and scope when microfinance
institutions are involved in these tasks rather than a
separate agency for healthcare services.

Studies have shown that MFIs could provide
health services to rural poor at lower marginal
costs,®” in view of their large and growing network.
In view of its greater outreach among poor in ru-
ral and remote areas, microfinance institutions and
self-help groups could play a complementary role in
delivering health services where public health system
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is underperforming its job. A number of studies
have reported significant positive impact of health
services extended by microfinance institutions or
self-help groups especially in the areas of maternal
and infant mortality.®

Healthcare initiatives by MFls

A number of MFIs and SHGs are providing one or
more health services to their clients. An analysis of
134 MFIs in India shows that approximately 25 per
cent had provided some type of health services to
clients.” A survey by Freedom from Hunger, the In-
dian Institute of Public Health at Ghandinagar, and
the Microcredit Summit Campaign of 19 self-iden-
tified MFIs and SHPIs providing health services in
2011, provides an overview of the types of organiza-
tions that are engaged in linking microfinance and
health, client needs, the types of services provided
and some approximations of costs.'’ The details of
these health programs, their locations, total active
borrowers and reach of the health program' are
provided in Table 5.1.

Table 5.1 MFIs reporting active health programmes (2011)

Registered Active Health Access to a

MFI office MFl est. borrowers program est. health programme
Bandhan ] WestBengal 2002 3,227,864 2007 345750
BWDA ] TamilNadu 2003 . 159,684 2003 . 400,000+
Cashpor . VUttarPradesh _ 1997 _ 3770987 2000 45000
Community Development Society Maharashtra 1988 5720 19% 12000«
BSAF . Keala 199 _ . 295270 19%5 . 200,000 .
Bquitas . TamilNadu 2007 __ 1,300,000 2007 . 700000
GramUtthan _  Odisha 1990 _ . 33,142 2004 25000 .
GramVidiyal TamilNadu 2003 _ 1046497 2008 68933 ..
Kajila Janakalyan Samiti West Bengal 2000 . 8255 2007 . _.3000
Kotalipara Development Society ~ WestBengal 1992 . 60648 1992 | NA .
MahasemamTrust TamilNadu 1999 102,345 2002 200,000«
NEED .. UttarPradesh _ 1995 _ 30751 1997 20,000
Nidan _  ___ Bhar 2009 .. 4614 1997 .. 25,000+
OAZOANE ] TamilNadu 1998 6398 1997 3000
PioneerTrad TamilNadu 1993 . 22000 2006 | NA
P ] TamilNadu _ w75 ] NA . ..2009  ___...5300 .
SERE AndhraPradesh 2000 _ 8,000,000 2005 100000
SKDRDP .. Karnataka 1995 _ 1400000 2004 | 1,690,000
StarYouth Association . AndhraPradesh 1997 25499 2007 6430
Total 16,126,674 3,851,413

Note: NA - Data not available.

*Reporting reaching community members with health programmes beyond their clients.
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The primary health needs addressed by the MFIs
in India are maternal care and childhood illnesses,
followed by malnutrition, HIV/AIDS, and hygiene
and sanitation. The MFIs provide a combination
of approaches to address these needs. While health
education was the most commonly reported inter-
vention, MFIs are also venturing into the provision
of health services through health camps, linkages to
health providers and the direct provision of services
through clinics and health product distribution.
Some of the MFIs are also providing health loans,
health savings and health microinsurance.

Though most of the MFIs in the country across the
regions are implementing several innovative health-
care and sanitation programmes, as a sample, some
selected successful programmes undertaken by MFIs
are presented in the Annexure. The case studies in-
clude tie-up with the hospitals, efforts to reduce infant
and maternal mortality, preventive measures such as
water treatment and construction of toilets, etc.

All the programmes discussed are innovative on
its own way and the experiences and lessens drawn
will certainly provide greater scope for expansion
and replication in other areas with in-depth benefit
realization. Appropriate integration of the health
programmes with other developmental and credit
activities assumes greater importance for the suc-
cess of the health initiatives. Limited evidence is
available on what specific elements of integrated
programs have been successful. It may be helpful to
explore these issues more critically for future plan.
Some of the key questions to be answered for fur-
ther shaping up the opportunities include delivery
infrastructure, funding support to reach the vulner-
able, capacity of the organizations and supportive
institutional arrangements.

Watsan loan

The role of safe drinking water and sanitation (Wat-
san) in improving health of poor and reducing inci-
dence of diseases is well known. While public and
grant funding is able to reach a part of the needy
population, suitable financial products can facilitate
access to water and sanitation by many other poor.
For some time now international NGOs, NGOs,
NGO-MFIs and MFIs operating in the country have
been convincing government agencies, bankers,
policy makers and others about the logic of saving
money for poor households through microfinance
interventions in water and sanitation. It may not be
income generating but it is income saving. Organi-
zations across the world working with poor commu-
nities have evolved techniques for arriving at meth-
ods to show how individual families in communities

have stood to gain economically by taking up Wat-
san loans. At the current population level of 1,220
million there would be 271.2 million of households
(worked out @4.5 persons per household as per the
NSSO survey 2010). Of this 65 per cent households
are in need of piped connections and that works to
176.3 million of households. Presuming that even
50 per cent of these households would come under
any of the central or state interventions, 88.2 million
families are in need of financial assistance to get in-
dividual drinking water connections. At an average
loan size of ¥5,000 the microfinance needed would
be 4,400 billion for getting individual pipe water
connections for 88.2 million families. Similarly at
an average loan size of 15,000 the microfinance
needed for construction of individual toilets for 54.2
million households would be another ¥820 billion

International institutions like water.org, WaterAid,
Water for People, Arhgym, Plan India, and others
have been playing a crucial role in the Watsan sec-
tor across the country. Of all the interventions, the
WaterCredit of water.org makes it unique among the
lot and can be rightly called the main accelerator of
Watsan loans in the country. Recognizing the value of
access to potable water and proper sanitation, Hand in
Hand India implemented a project in Kancheepuram
in Tamil Nadu state. The first phase of the project was
implemented by Hand in Hand with the support of
water.org during the period December 2008 to May
2011 with the objective to provide access to clean
and protected water through private water taps and
improve sanitation facilities to the poor. The Hand
in Hand watsan loans comprised the 6,000 toilet
loan and the 6,000 and 3,000 loans for setting up
a water connection in urban and rural areas, respec-
tively. Both the loans were repayable over a period
of 10 months. During the project period, Hand in
Hand covered five blocks in Kancheepuram district
where 3,225 loans totaling I20.1 million were given
for the construction of toilets and 4,422 loans total-
ing ¥14.0 million were given for water tap connec-
tions. Hand in Hand took feedback from its clients
to continuously refine the loan product and make it
client centric. The watsan loan programme proved to
be very successful; the main reason being the innova-
tive packaging with adequate training, cost effective
construction design for reduced investment cost and
easy maintenance.

The Watsan loan programme was successful in
bringing about a perceptible change in the health
behaviour of targeted families. The major impacts
of the programme are given below:

1. The end line survey conducted at the end of the
Phase I of the project indicated that 24 per cent



of member households in the project area use
private toilets against 5 per cent of member
households using toilets in the pre-project pe-
riod.

2. The end line survey further revealed that access
to private water tap connections has improved
with 70 per cent of member households having
access at the end of the project period as com-
pared to 66 per cent in the pre-project period.

3. Water collection time came down by 1 to 2
hours and now lesser physical effort was needed
to walk long distances to fetch water. This time
and energy saved can be spent productively ei-
ther at home or at work.

4. There were fewer quarrels at the public tap dur-
ing water collection.

5. Member households that availed watsan loans
reported lower incidence of water borne dis-
eases that could be attributed to their access to
protected water and improved sanitation.

6. Panchayat revenues have gone up as people pay
the required deposit of 1,000 and taxes of 360
for taking new water tap connections.

7. Itis a huge relief for adolescent girls, elderly per-
sons and the differently-abled, as open defeca-
tion was a difficult option for them. It is now
convenient for other members also, especially
during the rains and after dark.

8. There is enhanced self-esteem among members
due to having a toilet in their home.

9. Overall health has improved and out-of-pocket
health expenses are lower because of reduction
in the occurrence of water borne diseases.

10. Better health has meant more and productive
working days, especially for the rural people
who depend largely on physical labour to earn
their livelihood.

There are, however, a few challenges and limita-
tions of the financing to watsan products through
microfinance approaches. Primarily, assessing the
demand is a difficult task and this product may not
withstand as a stand-alone product due to an income
generating nature. However, packaging watsan with
another set of services will have better impact. Fur-
ther government support along with subsidy needs
to be adequately integrated for greater success of
this product.

MICROINSURANCE

Microinsurance in India has broadly developed as a
sub-sector of the insurance industry. India is among
the few countries to draft and implement specific
microinsurance regulations. However, rural and
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social sector insurance and microinsurance have al-
ways been considered similar by the regulator. The
regulator has, so far, counted the rural and social in-
surance and microinsurance numbers interchange-
ably.

The Rural and Social Sector Obligation (2002)"
and the Microinsurance Regulations (2005) have
helped the growth of regulated microinsurance
in India. According to the IRDA Annual Report,
2010-11, about 3.65 million microinsurance poli-
cies were sold in India in the year 2010-11 cover-
ing lives of 18.9 million people. The cumulative
premium collected from microinsurance was 32.86
billion. Hence, microinsurance constituted 4.59 per
cent of the total lives covered, 7.6 per cent of total
number of policies sold and 0.23 per cent of pre-
mium collected by the insurance industry of India.
However, these numbers constitute only the policies
sold by the insurance companies (Box 5.1).

Box 5.1 Goat insurance

Goat has been one of preferred livelihoods source for rural poor across
the nation. However, financial services like credit and insurance ac-
cessibility has been a critical constraint to upscale and improve this
reliable business of the poor. On livestock insurance, the problems are
seen both at demand side (complex registration process, complicated
and long formats, low awareness on livestock insurance products, high
cost of claim settlements) as well as supply side (low premium size, re-
moteness, and difficulty in claim verification). Hence, for occupation
like goat farming by poor families, community insurance seems only
feasible option to enhance insurance literacy, enhance social capital
and mitigate risk through community initiatives. The Goat Trust"
and its partners have taken up the task of providing community in-
surance for goat farming in one of the poverty pockets and semi-arid
regions of the country (Bundelkhand). Under a project supported by
Sir Dorabyji Tata Trust (SDTT).

As a first part of risk mitigation in goat farming, services of Live-
stock Nurses (trained semi-literate village women—as per stan-
dardised process developed by Goat Trust with 300 such Livestock
nurses) had been made available at each hamlet/village level with 50
to 70 goat farmers and 200 goats. A trained Community Livestock
Manager (a term used by Goat Trust for trained youth with having
basic skills of goat management, effective rural communication and
first aid services) has been provided at each cluster of 10 villages to
support Livestock Nurses and conduct capacity building training for
Goat Farmers. As per community based risk assessment, the three
major risks covered under the present insurance scheme are: (a) Mor-
tality—100 per cent of sum insured; (b) Infertility—40 per cent of sum
insured; (c) Paralysis of back part—50 per cent of sum insured. Free
services include vaccinations, two de-worming, training and regu-
lar visit by livestock nurse. The premium is fixed based on live body
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weight estimation and pricing of goats/kids and bucks are evaluated.
Ten per cent of sum assured is taken as premium and a maximum of
50 per cent of market value is covered by the product. For average
price of ¥3,000 in the area, a premium of %150 is deposited by goat
farmer in the fund.

This project is implemented since December 2011 and so far 1,019
goats have been covered under community insurance. In the last five
months a total of 24 claims were settled by the claim committee. The
average time taken in settlement is less than 20 days. Payment has
been received in cash and given by community themselves with a
minimum level of paper formalities. Within the limited experiences,
this has promoted both a sense of social/mutual help and pro-poor
risk management services. Up to December, around 5,000 goats shall
be covered under the project meant for goat farmers and whole pro-
cess shall be managed by community themselves.

Some of the trends clearly visible in the regulated
microinsurance sector in India are:

o With a premium collection of %2.61 billion, the
public insurer (LIC of India) is the market lead-
er. LIC’s microinsurance business is generated
through 9,724 microinsurance agents (MIA).

o The regulators assumed that the ‘rural and social
sector obligation’ would drive microinsurance in-
novation by the insurance companies. However,
a comparison of number of policies (NoP) sold
in rural areas (by private players) with the total
number of policies sold reveals that most insur-
ers, adopt a just achieve target’ approach in mi-
croinsurance, so that they only achieve the man-
datory number.

» Though every life and general insurance compa-
ny needs to fulfil their mandatory rural and social
sector obligation, only 14 private companies (of
a total of 47 private companies) have registered
microinsurance products with IRDA. Of these,
only seven companies have actually sold micro-
insurance products in 2010-11. However, except
for one, none has under-achieved the rural and
social sector obligation. While all the market
players have achieved their rural sector targets,
very few have sold microinsurance products to do
this. Clearly, the insurers do not depend on mi-
croinsurance products to achieve the mandatory
number anymore. The influence of the manda-
tory rural targets, which was responsible for the
growth of microinsurance in India, has reduced
over the years."

« The Microinsurance Regulations of IRDA (2005)
proposed specialized distribution channel for mi-
croinsurance through the microinsurance agents
(MIA). However, only eight insurance companies

have actually registered MIAs in last five years.
Some private players have even decreased the
number of their MIAs in recent years.

Government sponsored microinsurance

Insurance for the low income population is closely
linked with the concept of social security. Hence,
government sponsorship in microinsurance is to be
expected. Rashtriya Swasthya Bima Yojana (RSBY)
is the flagship health insurance scheme of the Gov-
ernment of India targeted at BPL families. Recently,
MGNREGS beneficiaries have been brought under
this programme. RSBY is spread over 27 states of In-
dia. Enrolment of beneficiaries has been completed
in 225 districts in these states and enrolment is get-
ting carried out in 160 districts. The scheme poten-
tially aims to cover 422 districts of the country and
56.56 million families. As on 22 June, 2012, nearly
29 million families have been covered under this
scheme. The premium (a national average of I530/
family) is paid in the ratio of 75 per cent-25 per cent
by the central and the respective state government.
This dependence on fiscal funding is pivotal to the
long term sustainability of the scheme. While the es-
timated annual fiscal expenditure stands at I24.65
billion to ¥33.53 billion)" (0.2-0.3 per cent of total
budget), the budgetary allocation (in 2012-13) is
only ¥10.96 billion for the scheme (0.037 per cent of
the total budget). Clearly, the scheme is far behind
the target of universal coverage. The claim ratio of
RSBY for 2009-10 is 80 per cent,'® which is less as
compared to the other publicly funded, private or
community based health insurance schemes in In-
dia. However, the claim ratio and burn-out ratio'” is
highly state specific. The burn-out ratio varies from
as low as 27 per cent in Assam to as high as 136 per
cent in Nagaland.

Community-based microinsurance

In a strictly regulated insurance industry in India,
cooperative insurers (a common term for commu-
nity-based insurers) enjoy a ‘benign neglect’ from
the IRDA. Currently there are nearly 50 insurance
schemes (most covering life and health risks) initiat-
ed by NGOs and cooperatives and run with or with-
out any partnership of insurance companies. Most
of these schemes depend heavily on government or
donor funding for survival. For example, Yeshasvini
receives a constant funding of I300 million annu-
ally from the Karnataka Government. Being largely
localized experiments, the outreach of these pro-
grammes is limited to one or two states only (bar-
ring some schemes like Yeshasvini that have crossed



more than 3 million members. Successful integra-
tion with the state government’s cooperative struc-
ture has helped them achieve such high numbers).'
Because of their social focus, most of these schemes
are also designed towards women specific risks. In
Vimo SEWA, Yeshasvini and Karuna Trust, nearly
40-50 per cent of the lives covered are women.

Challenges of microinsurance

Despite impressive growth, microinsurance sec-
tor in India has its fair share of challenges. While
the government and community based schemes are
constrained by the sustainability issue, the insurer
initiated schemes are struggling with strategic in-
congruence, lack of product innovation, distribu-
tion dis-stability and lack of insurance awareness.
The challenges can be categorized as:"

Strategic positioning issue

Neither the insurers nor their channel partners
(mostly MFIs) are sure whether microinsurance
can be an independent revenue generator, or pro-
vide value addition over their existing services. As
a consequence, the insurer conceives only simple
term-life product, which results in less interest
from the MFIs, since these products neither re-
spond to their clients’ needs nor generate major
revenue for them.

Product innovation issue

The lack of interest of the insurers and MFIs is cou-
pled with lack of actuarial data on the low income
population, a reason for limited innovation in the
microinsurance space. Insurers have already suf-
fered huge losses by designing innovative products
for the low income segment without adequate actu-
arial analysis. Due to the transient nature of aggre-
gator-client relationship and highly migratory na-
ture of many of the low income clientele, long term
products are also not a high priority for insurers.

Distribution issue

The regulation is fully biased towards the partner-
agent model of microinsurance, which is a costly
model from a transaction and acquisition cost point
of view. The high costs of partner acquisition, dis-
tribution and logistics explain, in no small measure,
why insurers prefer not to enter the domain serious-
ly. The community based model, though scores high
on service quality, these are constrained by their
outreach, which is limited to one or two states only.

Micro pension products

Pension, as a social security instrument, is closely
linked with insurance. India has 786% microcredit
institutions and over 125%' microinsurance schemes

Microfinance—beyond credit

that cater to needs of the low-income segment.
However, 28 per cent of the salaried workforce
and approximately 340* to 393* million work-
ers of the unorganized sector are excluded from
any form of pension. India’s ageing population is
also expected to rise from 87.5 million in 2005 to
nearly 200 million by 2030,* which will further
add to the pressure on old age social security. The
governments proposed National Social Security
Scheme?® has excluded a vast section of the low
income unorganized workforce, probably because
of its anticipated burden on the exchequer.?® Con-
tributory pension schemes, therefore, are the only
option left for unorganized workers. It is estimated
that the potential for such Micro Pension savings
in India is approximately ¥201.3 billion per year.?’
Currently there are three prominent models of Mi-
cro Pension in India: the NPS-Lite, the Invest India
Micro Pension (IIMPS) and the Abhaya Hastham
schemes.

NPS-Lite is conceived by the Pension Fund
Regulatory Development Authority (PFRDA) for
the unorganized workforce under India’s pension
sector reforms initiative. This is primarily a self-
contributory pension scheme with the option of
linkage with the co-contributory Swabalamban
Scheme. It is argued that the growth of this scheme
can only be attributed to the government’s gener-
ous co-contribution. Till May 2011, approximately
0.6 million NPS-Lite accounts have been opened.
Invest India Micro Pension (IIMPS) is another
contributory pension scheme for low income un-
organized workers. This was borne out of a pilot
scheme between UTI-MF and SEWA bank in 2005-
06. Currently IIMPS delivers a combined pension
product of UTT-MF and NPS-Lite. The aggregators
of the pension are MFIs, NGOs, auto-driver’s as-
sociation, NABARD command areas, etc.

Abhaya Hastham is a co-contributory pension®
scheme for the women of Andhra Pradesh deliv-
ered through the Self Help Groups (SHGs) of SERP,
the government sponsored NGO. Members of the
SHG and the Government co-contribute I1 per
day, deposited with LIC of India on an annual basis.
A minimum pension of I500 can be drawn from
the age of 60, if the member has contributed for 10
years. The pension comes along with a life insur-
ance cover of ¥30,000 and a scholarship of 31,200
per month for children of the clients. To date, nearly
4.6 million members have enrolled for the pension
scheme. Though demonstrating good outreach, this
scheme is highly dependent on the government sub-
sidy and is expected to be nearly self-sufficient only
by the year 2045.”
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HOUSING MICROFINANCE—A NICHE
PRODUCT

Housing Microfinance is defined as the provision
of small sized loans to low-income households for
a wide range of housing needs, including for repair,
renovation, rehabilitation, improvements to exist-
ing structures, purchase of land and new construc-
tion. One of the key issues with the current housing
finance market in India is that it is not reaching low
income group in both rural and urban areas poor.

As the demand for housing remains high with
limited or no financing options, the low income
group usually explores other available credit op-
tions, such as moneylenders, relatives, friends, etc.
Many a times these options may not work in favour
of such borrowers, but they cannot ignore expendi-
ture on housing. In this scenario, with the promul-
gation of microfinance across the world, and more
successfully in the Indian subcontinent, it has been
posited that microfinance can become an innova-
tive and sustainable channel to provide low-income
groups with access to finance for their housing
needs. Housing microfinance (HMF) could be an
important alternative for poor and low-income
groups for financing their housing needs.

It has been posited that poor families build their
houses through a process referred to as ‘incremental
housing’ or ‘progressive build, implying that they
build gradually and incrementally a new room or
do repairs or home improvement, at a time. Thus,
microfinance loans would appear to be compatible
with this form of housing finance since finance for
‘progressive build’ can be dispensed in the form of
small loans with shorter tenure. Housing microfi-
nance is a specific form of unsecured end-user fi-
nance that leverages the savings and, more often,
the sweat equity of the homeowner beneficiary.
Credit assessment for these loans is similar to the
same cash flow and character analysis process ap-
plicable to individual lending, but often includes
some documentation to verify the proof of prop-
erty ownership. Micro-mortgages are small housing
loans with shorter loan tenures than a typical mort-
gage, but require title to the property, which will be
mortgaged as security for the loan. In India, Hous-
ing Finance Companies (HFCs), such as the Micro
Housing Finance Company Ltd, specifically focus
on delivering micro-mortgage products and even-
tually micro mortgage will serve to pave the way for
affordable housing.

There are noteworthy differences between hous-
ing microfinance loans and the standard microfi-
nance loans. Housing microfinance loans are larger

in size with a longer repayment tenure; not easily
fungible; usually offered as individual loans with or
without security and the affordability assessed based
on current income.

Housing microfinance market in India

The demand for housing microfinance is high. In-
deed, MFIs say that clients already channel a good
portion of microenterprise loans to house construc-
tion and repairs. It is estimated that 20-40 per cent
of total microfinance loan disbursements are used
by end-clients for housing purposes.”® As discussed
elsewhere, Indias housing shortage of around 69
million units and more than 90 per cent of this
shortage is in economically weaker sections and low
income groups. With government and philanthrop-
ic organizations offering free or subsidized hous-
ing schemes in the country, a conservative estimate
of even 50 per cent of the shortage as demand for
housing microfinance would result in over 30 mil-
lion units. With an average loan size of 350,000, the
demand for housing microfinance is estimated to be
to the tune of 1500 billion. If this huge market for
housing microfinance in the country gets the right
impetus it deserves, it would help the economy to
grow beyond the current GDP levels. This would
also pave the way for employment opportunities
and business at the local level and eventually reflect
on the macroeconomic stability of the country as
the housing sector is inextricably linked to it. As per
the World Bank report, for every rupee invested in
housing in India, %0.78 gets added to the national
GDP.

At existing levels, housing microfinance could be
interpolated between microfinance and traditional
mortgages. The average loan size of micro-lending
by banks and MFIs may be between I7,000-9,000.
The category of housing loans between 30,000 to
150,000 can hold a promise of new business for
MFIs, while HECs could look at the next segment
of housing loans between 150,000 and 300,000.
The upper income category of households usually
qualifies for a mortgage, while those with moderate
income and those formally employed with legal title
qualify for micro-mortgage. The bottom layer repre-
sents primarily very poor or ultra poor households
who cannot afford credit, but are often targeted by
Government and social NGOs for providing free or
highly subsidized housing funding.

The market segment of near-poor urban house-
holds, who derive their incomes primarily from for-
mal employment, and who also reside on formally
titled land, often have access to consumer credit
companies, housing cooperatives and some banks.



This segment poses potential credit risk as these
households are more prone to over-indebtedness.
Therefore, MFIs have to be especially adept at cash
flow analysis for this segment and not simply rely
on payroll or salary deduction. There also those
who are formally employed but have no formal ti-
tle to land. This segment may be a target group for
housing microfinance but they may also be over-
indebted if they have signed up for payroll deduct-
ible loans. An important and under-served market
segment with which many MFIs are very familiar is
those households which derive their income from
predominantly informal sources, e.g., micro-entre-
preneurs. Some of these households may have for-
mal title, but many possess informally recognized
documented rights to their land like patta, property
tax receipts, etc. They may have no legal titles, but
have informal rights to the land on which they re-
side and feel sufficiently secure to invest their time,
sweat equity and savings to build and improve their
housing. The typical market segments targeted for
housing microfinance lies within the broad middle
to low income range with a family income of around
310,000 to 20,000 per month.

Challenges and opportunities to
housing microfinance

For MFIs, housing microfinance offers great value
in terms of product diversification and cross-subsi-
dization of products. Offering housing microfinance
also allows MFIs to improve client satisfaction and
retention; maintain longer relationships and loyalty
with their existing clients; and also attract newer
clients. However, in spite of these advantages, there
are some challenges that MFIs must overcome to
be able to provide housing microfinance products
and services. Some of the major challenges they
face include lack of access to long term funding, the
absence of land titles and collateral for many poor
households, lack of awareness amongst clientele,
and the institutional adjustments required to design
and deliver HMF products and services, which are
different from the traditional microfinance opera-
tions and management.

Despite various issues impeding housing microfi-
nance, several important new trends have emerged,
which promise a more facilitating environment for
housing microfinance. Allowing External Commer-
cial Borrowing (ECB) for low cost housing; creation
of Indian Mortgage Guarantee Company by NHB
and establishment of MicroBuild India by Habitat
for Humanity to provide wholesale funding to MFIs
for housing microfinance are some of the recent
developments which encourage MFIs to venture
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into housing microfinance. Similarly, International
Finance Corporation (IFC), the National Housing
Bank (NHB) and the Rajasthan governmentare com-
ing together to establish a housing finance company
to provide home loans to low-income households in
the state. As microfinance continues to evolve, and
the market adapts to emerging demand and exter-
nal capital support, housing microfinance will play
a more prominent role in diversifying larger MFIs’
portfolios. Nevertheless, the housing microfinance
product itself will likely remain an important niche
product.

FINANCIAL LITERACY

Financial literacy is the ability to understand finan-
cial matters including financial planning and finan-
cial management. Financial awareness/literacy may
be defined as the knowledge of fundamental prin-
ciples of personal financial planning and budgeting,
the need for savings and financial risk mitigation
measures.

Financial education becomes more vital in the
lives of the poor, who have limited and mostly irreg-
ular income and are more vulnerable to shocks. The
poor also have similar financial needs like people
from other economic strata such as meeting their
daily needs, planning for the future with respect to
childrens education, wedding and funeral ceremo-
nies, etc., building assets if possible and securing
their families from exigencies. Hence, managing
money, which includes choosing appropriate finan-
cial products and services and, in the best manner,
gains importance in this scenario.

Despite several initiatives, the task of providing
financial literacy remains challenging and requires
concerted efforts from all stakeholders. Recent re-
port by Visa [Global Financial Literacy Barometer,
2012], India ranked 23rd among the 28 surveyed
countries on financial literacy.”!

A wide spectrum of institutions is involved in fi-
nancial literacy initiatives, which include: (a) apex
organizations such as the Reserve Bank of India and
NABARD; (b) research/professional institutions
such as Indian Institute of Banking and Finance
and the Indian School of Microfinance for Women;
(¢) regulatory bodies such as the Securities and Ex-
change Board of India individual banks; (d) NGOs;
(e) microfinance institutions; and (f) financial ser-
vice providers and financial advisory service provid-
ers. Besides these, financial literacy is also a part of
several government programmes and implementing
agencies such as Kudumbshree, Kerala Swabhiman
campaign and Doordarshan, etc.
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The role of MFIs and SHGs in providing financial
literacy to the poor and underprivileged people need
not be overemphasized. As a part of their microcre-
dit programme and in view of their wider reach and
accessibility to the poor people in both rural and ur-
ban areas, the MFIs and SHGs could play a key role
in providing financial literacy to the poor. In fact,
the process of becoming financially literate becomes
much easier for the poor when they learn through
their own involvement in and experience with mi-
crocredit activities. Imparting financial literacy to
enable microcredit clients will not only help them
make informed decisions on their financial matters,
but also provide significant unintended benefits
to the society at large through its multiplier effect
on others in the group/community. Informal and
need-based learning through experience makes the
process easier and more relevant for poor people. It
makes the small borrowers understand purposeful
borrowing especially for productive purposes, op-
tions available for borrowing, repayment options
and the associated terms and conditions, interest
rate differences and its implications, etc.

Financial literacy by MFIs—some cases

The Andhra Pradesh Mahila Abhivruddhi Society
(APMAYS) is providing financial literacy to SHs and
federations as a component of its pilot project on
self-regulation. This programme is limited to aware-
ness creation on savings and wise use of credit. The
other minor components are bookkeeping, interest
calculation and auditing. The programme is cur-
rently being implemented in one block of Andhra
Pradesh.

Agricultural Finance Corporation Limited, in
partnership with NABARD, has been conducting a
Financial Literacy Programme in Murshidabad dis-
trict in West Bengal focused on rural adults, espe-
cially women. The programme is aimed at provid-
ing awareness about money management, cash flow,
basic economic and financial concepts and thrift
and savings to the members of self-help groups and
farmers’ clubs.

Parinaam Foundation—in collaboration with its
sister organization, Ujjiwan Financial Services, an
MFI in operation in 20 states—is providing holis-
tic financial literacy to educate customers on finan-
cial management. The programme is implemented
through documentary films and structured training
modules. The feedback from the beneficiaries re-
veals that about 80 per cent of them have opened
savings bank account after attending the training
programme. In-depth training is imparted to enable
clients to learn numerical skills using calculators, to
maintain household cash flow using financial diaries,

and to understand their debt servicing capacities
and various savings options.

SEWA Bank was the pioneer of financial literacy
training to clients and was instrumental in estab-
lishing Indian School of Microfinance for Women
(ISMW) and setting up the National Alliance for Fi-
nancial Inclusion and Literacy (NAFIL) to continue
this work. SEWA had already designed modules on
financial literacy and passed on this expertise and
materials to ISMW. The main objective of SEWA’s
financial literacy programme is to make poor wom-
en understand the basic concepts of financial plan-
ning and motivate them to plan for their future. The
SEWA Bank’s training modules cover aspects such
as evolution of money, money management, impor-
tance of financial planning, savings, consumption,
borrowings, investments, insurance and financial
planning. The training is delivered through lectures
with examples, stories, role plays, games and discus-
sions.

Suryodaya, an MFI based out of Maharashtra,
uses an innovative way to educate its clients on social
and financial issues. It chooses a topic (education of
kids, savings, health etc.) and develops a script for
the same. It is then recorded in local language using
an audio device. This recorded message is played in
the weekly meeting of the client. This attracts more
attention of the beneficiaries, and they retain it for
a longer time. The process keeps the message stan-
dardized for all clients across different states and
can be adopted by developers and implementers of
Financial Literacy Training Programmes.

Kudumbashree introduced a financial literacy
campaign to build knowledge about banking pro-
cedures, interest rates and awareness about various
products and services through banks among the
Neighbourhood Group (NHG) members. The first
phase of the campaign was launched in 2010-11. It
focused on Kudumbashree schemes related to mi-
crofinance, proper book keeping and banking pro-
cedures, services etc. Presently, Kudumbashree is
in the process of developing the second phase of its
Financial Literacy Campaign.

Impacts

Since the formal financial literacy programmes are
mostly in their nascent stage, not much information
is available on achievements and impacts. Very stud-
ies have documented the scope, methods used and
impacts of financial literacy programmes offered by a
diverse set of organizations. A recent study by IFMR*
reveals that almost all the organizations include sav-
ings and borrowing as one of the components of their
financial literacy programme. Besides this, some of
the other important components include interest



rates, budgeting and financial planning, while top-
ics like pensions, insurance and numeracy are not
very popular. As regards the impact of financial lit-
eracy on beneficiaries, the study revealed that the
financial literacy programme has yielded significant
benefits in terms improving the perceived capability
as well as the actual behaviour and/or performance.
Though the perceived level of people’s capability
has increased after receiving training across all the
important segments of financial literacy, there has
been a marked improvement in the way people un-
derstand savings after the training. The percentage
of women interviewed who used to save was only
21 per cent before the training but the percentage
increased to 90 per cent after the training. As much
as 68 per cent of people have started practicing the
concepts of borrowing. Although the concept of
insurance is more complex than saving and bor-
rowing, the percentage of people having insurance
increased from 16 per cent to 60 per cent. It is en-
couraging to know that people maintain household
budgets, if not using the financial diaries (that they
were given during the training), in some other way
of their own.

SUMMING UP

MFIs in India have historically displayed mixed en-
thusiasm in experimenting with new products on
account of their own imperatives as well as regulato-
ry limitations. While many of the products showed
the success for replication, still there are several un-
resolved issues which need to be appropriately con-
sidered while up scaling these innovations. Some of
the insurance products can be inappropriate for the
poor. Health mutual unless managed across widely
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different geographies can run in to covariant risks.
In Watsan examples, The NGOs may help people to
make their own water filters and also repair them
without the need for external service. Alternatively
one can go for proprietary products requiring change
of filters, batteries, etc., from a company. The prefer-
ence of the approaches may be depending on the cli-
ent as well as BGO profile. Housing loans bundled
with low cost appropriate tech on good house con-
struction will be very helpful compared to vanilla
loans. Some housing loans are given for three years
at 26 per cent—whether this is a workable prod-
uct—the point is that we should provide insights in
to some of these efforts—while they are desirable,
the actual product and delivery process should be
engineered to deliver benefits and not inflict costs.
In savings the functionality of SHGs should be cov-
ered—and SHG2’s potential contribution with some
desirable changes could be introduced.

Despite these, many institutions innovated in
product design within the regulatory ambit to of-
fer enterprise loans, asset creation loans, loans for
sanitation and non-financial services. The AP cri-
sis and renewed focus on clients would ideally have
served as a platform for more innovation, but while
the RBI regulations and proposed Microfinance Bill
have recognized MFIs role in the financial inclusion
landscape of the country, regulatory restrictions also
have the potential to hamper freedom to design ap-
propriate products. How MFIs will reinvent them-
selves to recover from the painful past events whilst
conforming to constraints of the guidelines remains
to be seen. It is hoped that, once the effects of the cri-
sis have passed, regulation will become less restrictive
and MFIs and their clients will be able to continue in
a symbiotic spirit of mutual trust and cooperation.

ANNEX 5.1
Selected case studies on healthcare and sanitation initiatives by microfinance institutions

TELEMEDICINE PROGRAMME OF APOLLO HOSPITALS AND EQUITAS

Equitas, an MFI based in Chennai has tied up with Apollo Hospitals, Chennai to provide telemedicine
facilities to urban slum dwellers, and Equitas plans to extend this facility to its other centres to cover one
million poor people. These telemedicine centres are equipped with medical testing equipments and a laptop
with video-conferencing facilities and are staffed with nurses trained in telemedicine protocols including
computerized medical records and medical information systems.

WOMEN EMPOWERMENT TO REDUCE INFANT AND MATERNAL MORTALITY:
THE EKJUT EXPERIMENT

Ekjut is an NGO based in Jharkand and Odisha, which trains SHG women members to reduce infant and
maternal mortality. To improve maternal and infant health, Ekjut community facilitators conduct meet-
ings/trainings with SHGs to help the women identify their health problems, the causes thereof and
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measures to improve their health conditions. It was found that about there was 32 per cent reduction of
neonatal mortality rate and a 57 per cent reduction in postnatal maternal depression (see note 7). Ekjut has
replicated this intervention in new areas and is now evaluating a possible replication through Accredited
Social Health Activists (ASHA) in five more districts.

COMMUNITY-BASED HEALTH EDUCATION: THE BANDHAN CASE

The Bandhan Health Programme was initiated in 2007 in collaboration with Freedom from Hunger (initial
funding support) in some of the most socially and economically backward villages in West Bengal. The
Bandhan Health Programme works with women, children and adolescents. The health programme is com-
prised of health education (health forums facilitated by Bandhan’s Health Community Organizer), health
product distribution (via health kits provided to the health volunteers) and providing linkages/referrals to
public health centres.

The goal of the Bandhan Health Programme is to create health awareness among mothers and adolescent
girls, to ensure easy accessibility to health services available at the government and non-government level in a
sustainable level. In addition, the programme works to reduce health expenditure of poor families, as well as
to develop health entrepreneurs/volunteers. The monthly health forums are conducted in an interactive and
participatory manner. An array of topics such as diarrhoea, care of pregnant women, quality health care, pneu-
monia, water and sanitation, neonatal care and others are covered during these forums. In a short span of four
years after the launch of the programme, the number of branches covered under the programme increased
from five in 2008-09 to 51 in 2011-12, and the number of villages covered increased from 37,500 to 382,500
during this period. A study conducted on the impact of Bandhan programmes revealed that the percentage of
respondents who reported breastfeeding an infant within one hour of birth increased from 61 to 96 per cent,
and the impacts extended beyond just the Bandhan clients, as the number of women who reported providing
advice to others regarding breastfeeding and malnutrition also increased substantially (Metcalfe, 2012).

HOLISTIC HEALTHCARE SERVICES IN RURAL AREAS: ICTPH—SUGHAVAZHVU
HEALTH CARE PROGRAMME

The IKP Centre for Technologies in Public Health (ICTPH) and partner Sughavazhvu Health Care are
demonstrating an innovative managed healthcare model designed to provide high-quality, cohesive and
low-cost health services to rural populations. SughaVazhvu Health Care Pvt. Ltd. is a wholly owned sub-
sidiary of IKP Trust. It comprises a team of doctors, nurses and field coordinators who work as a team in
trying to make access to healthcare a reality for rural populations through the use of innovations in public
health with improved preventive and primary care. The programme operates six village-based Rural Micro
Health Centres (RMHC) in Thanjavur district of Tamil Nadu that provide access to primary medical care
and diagnostic services, dental care, eye exams and eyeglass-dispensing to 15,000 families.

The RMHC:s are staffed by nurses, community health workers, and locally hired doctors with undergrad-
uate degrees in Ayurveda, Unani, or Siddha systems of medicine. The doctors are trained and recertified in
an ICTPH year-long programme. Delivering standardized evidence based care to remote rural population
is the main objective of the programme. A village-based physician-managed Rural Micro Health Centre
(RMCH) provides access to primary care services to 10,000 rural Indian residents. With a vision of creat-
ing Disease Free villages in Rural Thanjavur district, Sugavazhvu Healthcare today serves a population of
50,000 people. The AYUSH physician and the Health Extension Worker primarily based at the RMCH man-
age both acute walk-in patients along with carefully following up identified high risk individuals through
activities such as Rapid Risk Assessment (RRA). RRA is a systematic assessment of adult health risk factors
through mobile-based household health screening protocol.

ICTPH and Sughavazhvu are working with IFMR Rural Finance, the Kshetriya Gramin Financial Ser-
vices (KGFS) network of small branch-based village banks and insurance partners, to design and market
a product that will couple fixed-price, pre-paid primary care and insurance mechanisms to pool risk for
secondary and tertiary care.”® The goal is to demonstrate an affordable, fully integrated healthcare model to
enable the poor to reduce the impact of high out-of-pocket spending and the risk of catastrophic healthcare
needs. Although still evolving, the Sughavazhu model is an innovative and comprehensive approach that,
if replicated, will offer opportunities for linkages with MFIs and SHGs seeking to improve access to quality
care in rural communities.
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SPANDANA-PATH WATER PURIFIER PROJECT

PATH, an international non-profit organization has launched several pilot projects in India to test whether
collaborations between microfinance institutions (MFIs) and manufacturing companies can result in better
market penetration of household water treatment and safe storage (HWTS) devices among poor households.
Spandana, a large microfinance institution, has partnered with Hindustan Lever and Path in the Spandana
Jaldhara Project so that the safe drinking water is available to the low income households. Spandana facilitates
distribution of water purifier at affordable rates along with funding and service support to clients.

Both MFI loan officers and manufacturers promote the product. The MFI offers financing, and the manu-
facturer is responsible for delivering the product and training customers on proper use and handling. The
Spandana-Path team has tested different loan terms in the state of Tamil Nadu. In two centers, customers
pay a little less than I50 (US$1) per week, for about 50 weeks. In two other centers, customers pay a little less
than 100 (US$2) per week for about 25 weeks, and it was found that members preferred longer repayment
schedule. HUL has achieved double-digit market penetration among low-income consumers. For these pilots,
Spandana has also modified the types of loans it typically offers, growing its business practices from its tradi-
tional role as a microfinance institution to that of a micro-creditor as well. Most importantly, households that
could not afford home water treatment products are now using them to clean and filter their water.

BISWA's INSECTICIDE TREATED MOSQUITO NET PROJECT IN ODISHA

BISWA (Bharat Integrated Social Welfare Agency) is a rural micro-lending and development organiza-
tion that provides a range of integrated financial and non-financial services since 1994, covering close to
1 million people. It is providing where existing markets and public distribution had not been successful
in achieving widespread coverage of insecticide-treated bed nets (ITNs) to prevent malaria. From 2007 to
2008, BISWA was involved in a randomized control trial to evaluate the extent to which loans provided
by the MFI would increase ownership of ITNs among poor households. The provision of MFI loans to
purchase ITNs at market rates was compared to both free distribution and a control group (with no inter-
ventions). Education was provided to all clients about the use of ITNs to prevent malaria and to encourage
regular retreatment of nets. The ownership of ITNs increased substantially in the group that had micro-
loans for net purchase, with 52 per cent of the sample households purchasing at least one net. The increased
ownership was also associated with large increases in use.**

These findings add to those from the PATH-Spandana initiative and support the importance of the role
that MFI financing may have to increase uptake and use of higher-priced health-protection products and
interventions with proven health benefits.

SERP: HEALTH SAVINGS, LOANS AND MICROINSURANCE

Working through networks of SHGs and their federations, SERP programmes reach 3 million poor house-
holds. Health improvement is a primary component of SERP’s holistic approach to community develop-
ment and poverty alleviation as it strives to break the link between poverty and poor health and reduce the
use of SHG member loans to cover health expenses. SERP provides health education, operates child feeding
and maternal health centers, and has established health savings and a low-interest loan that aim to provide
financial support for health emergencies and assist clients to save ahead and prepare for health needs. SHG
members save I10-30 (US$ 0.20-0.60) per month and after six months of savings may access health loans
at 6 to 12 per cent interest with flexible repayment terms. SERP also provides a community managed insur-
ance product called Sanjeevani that works with public and private hospitals and interfaces with the Andhra
Pradesh Aarogyasri public insurance scheme. As of July 2011, about 253,000 SHG members had established
health savings accounts and about 38,000 had availed loans through the health-risk product. As of March
2011, about 70,000 SHG members had been enrolled.

RURAL SANITATION PROGRAMME BY NAGESHWARA CHARITABLE TRUST

Nageshwara Charitable trust (NCT) known as ‘Arogyalay Yojana’ is promoting SHGs since 2001 for
NABARD and DRDAs. The SHG movement started by NABARD has created a visible awareness with re-
spect to health and sanitation in rural areas. NCT has taken up sanitation and plantation of trees as main so-
cial activities through SHGs since 2003. NCT conducted a survey of its 8,600 SHGs during 2007 and found
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that 87 per cent of SHG members do not own a toilet, and they are eager to build one, if the required money
is made available. The main reason for not owning a toilet was lack of resources, and the construction of
a toilet is not their priority with the existing source of income. Almost every woman member of SHGs
demanded low cost, affordable loan for this specific purpose as they are the worst effected by not having a
toilet. NABARD?’s positive response, encouraged NCT to approach it for support to 1,000 SHG members.
During March 2009, NABARD sanctioned 1 million at 6 per cent interest under its Rural Innovation Fund
(RIF) for supporting 100 SHG members. Loans were given to 115 members (loan amount between 38,000
to 9,000, and the balance was contributed as SHG members share). Though NCT suggested that, if the
toilets are constructed in clusters, by their own engineers, the cost would be much lower than construc-
tion of individual toilets, the SHG members wanted to construct as per their need. Consequently, NCT
dropped the plan of construction by the Trust and released loan to SHG members. As a pilot, 115 toilets
were constructed. Considering the demand NABARD sanctioned 5 million as second loan for 500 SHG
members in Nagpur, Wardha and Amravati districts. NCT has also trained over 160 masons in low cost
toilet construction. By the end of June 2010, NCT released were loans to all 500 members and NABARD has
enhanced its support by 20 million (310 million each for Maharashtra and Madhya Pradesh). By the end
of June 2012, 2,874 units were constructed as against the target of 2,600 units. The highly positive aspect of
the story is that 100 per cent of members are repaying the loan regularly in EMIs and 100 per cent toilets
are being used by the families. NCT would like to support all its (around 60,000) SHG members who are in
need of such type of sanitation loan, in the next five years. NCT is looking for more support from NABARD
to enhance the loan to ¥720 million supporting 5,000 SHG members in Nagpur, Wardha and Amravati
district of Vidarbha Region.
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Policy environment and
regulation—signs of reign

The year 2011-12 has experienced a series of sig-
nificant developments in the regulation of micro-
finance sector. The Indian microfinance sector has
been pushed to 22nd rank' globally with respect to
regulation initiatives during the year 2011 from the
14th rank in the previous year by the Economic In-
telligence Unit (EIU) assessment, which emphasized
the need for greater attention in regulation and re-
lated issues in India. Recognizing the wide nega-
tive fallout of this on the sector and vulnerability
of customers, the policy establishment took several
initiatives that resulted in positive regulatory devel-
opments. During the last year, the RBI has issued
a series of guidelines, notifications and directives,
starting with the creation of a separate category of
NBFC-MFIs. The regulatory guidance extends to
capital requirement, qualifying asset category, as-
set classification and provisioning norms, pricing of
credit, fair lending practices, transparency and dis-
closure in interest rate, avoidance of multiple lend-
ing and excessive debt, recovery practices, corporate
governance and improvement in efficiency through
information technology.

CURRENT POLICY DEVELOPMENTS

Priority sector lending is a policy initiative, which
requires banks to allocate a percentage of their port-
folios to investment in specified priority sectors at
a reduced interest rate. Currently, the loans from
microfinance institutions registered as NBFC-MFIs
are designated as a priority sector. In order to regis-
ter as an NBFC-MFI, an institution must meet re-
quirements specified by the RBI. The RBI requires
that a minimum of 75 per cent of NBFC-MFIs’ loan
portfolio must have been directed towards income-
generating activities.> Additionally, an NBFC-MFI

must have 85 per cent of its total assets (excluding
cash, balances with banks and financial institu-
tions, government securities and money market
institutions) as qualifying assets. A qualifying asset
is a loan, which meets different criteria such as (a)
given to rural borrowers with an annual household
income of not exceeding 360,000 or less and to ur-
ban borrowers with an annual household income
of 120,000 or less, (b) loan size limited to 35,000
(first cycle) and 50,000 (subsequent cycles) with
a maximum total indebtedness of ¥50,000 per bor-
rower, a minimum tenure of 24 months when loan
exceeds 15,000, no prepayment penalties, no col-
lateral and flexible repayment schedule of weekly,
fortnightly or monthly instalments at the choice of
the borrowers. An NBFC-MFI must also adhere to
the pricing requirements such as margin cap of 12
per cent, interest rate cap of 26 per cent, with the
maximum processing fee of one per cent without
security deposit or margin. Now the margin cap has
been fixed at 10 per cent for large micro-lenders and
retained at 12 per cent for other microfinance com-
panies. Banks are responsible for ensuring that the
institutions receiving priority sector funds adhere
to these requirements, with verification through a
quarterly Chartered Accountant’s Certificate. Se-
curitized assets may also qualify as priority sector
assets if an institution meets these requirements.
The current regulation stipulates that only NBFCs
and cooperatives are permitted to accept deposits,
though NBFCs must adhere to additional stringent
regulations and cooperatives are only permitted to
accept deposits from their members, not from the
general public. The deposits limit for NBFCs is
linked to the size of an institution’s Net Owned Fund
(NOF). No microfinance institution registered as an
NBEFC currently accepts deposits because regulation

Chapter



122 MICROFINANCE INDIA

requires that institutions must obtain an investment
grade rating, which no microfinance institution has
yet obtained. The Malegam Committee made no
recommendations regarding deposit-taking, thus
RBI is not expected to address this issue for NBFC-
MFIs in the near future.

The banking fraternity, in a significant move,
concluded the corporate debt restructuring pack-
age with MFIs in respect of bank loans to the tune
of over 80,000 million. Earlier the regulator had
allowed banks to recast the debt of MFIs without
lowering the asset quality, as a one-time measure.
In December 2011, the RBI opened up the external
commercial borrowings (ECBs) channel to NBFC-
MFIs, something that was previously open only to
non-profit MFIs, and they raised the limit for bor-
rowing from 249 million (US$5 million) to I490
million (US$9.8 million), opening new alternative
sources of funding for MFIs. Access to capital is de-
termined primarily by an institution’s registration
status. MFIs with certain types of registration are
better suited to access traditional financing, such as
bank lending, equity, and more sophisticated finan-
cial products, while others obtain funds through do-
nations, grants, or subscriptions paid by members.
NBFCs can receive both equity and debt invest-
ments. NBFCs can raise foreign equity investment,
though a minimum investment US$500,000 restric-
tion applies, which cannot result in more than a 51
per cent stake in the institution. Grants and subsi-
dized on-lending funds from domestic and foreign
sources are not restricted, provided that the foreign
grants do not exceed the ceiling of US$5 million
per year. The Foreign Investment Promotion Board
(FIPB) has mandated the foreign direct investment
(FDI) for NBFCs with maximum 51 per cent FDI
for companies with capitalization of US$500,000 or
less and a maximum 75 per cent FDI for companies
with capitalization US$500,000 to US$50 million.
There is no maximum FDI for companies with a
capitalization greater than US$50 million. Investors
of foreign origin fall under the above restrictions for
foreign capital, even if funds are channeled through
local semi-independent funds. Two of the main
sources for domestic capital are currently SIDBI
and NABARD, and emerging local microfinance-
focused funds such as Bellwether Microfinance
Fund and Aavishkaar Goodwell. NBFCs are also the
only entities that attract more sophisticated finan-
cial options, such as securitization or non-convert-
ible debentures, where additional RBI guidelines
apply. The RBI has not addressed any investment
regulation regarding NBFC-MFTIs, so, at this point,

we presume that these institutions must adhere to
the same requirements as NBFCs. The future of Sec-
tion 25 companies have difficulty attracting equity
investments as they do not offer dividends and exit
opportunities is difficult to predict. They can access
External Commercial Borrowing (ECB) up to US$5
million, though many Section 25 companies end up
borrowing significantly less than the US$5 million
limit due to leverage limitations. Other MFI forms
cannot accept equity investments.

The RBI recently relaxed provisioning norms
for microfinance institutions that have significant
exposure to small borrowers in Andhra Pradesh,
allowing them to set aside money for bad loans
over a period of five years.? The earlier deadline set
for making such provisions for bad loans was 31
March 2013. Had the regulator stuck to the origi-
nal deadline, this would have eroded the capital of
many MFIs that have piled up massive bad loans,
with a bulk of the borrowers in the southern state
turning defaulters. They need to set aside money
or make provisions for loans where borrowers have
not paid for three to six months. The revised provi-
sion norms stipulate that micro-lenders will have
to make the required provisioning as on 31 March,
but this amount can be used for the purpose of cal-
culating their capital adequacy. The RBI statement
specifies that ‘..the provisioning made towards AP
portfolio shall be notionally reckoned as part of NOF
(net owned funds) and there shall be progressive re-
duction in such recognition of the provisions for AP
portfolio equally over a period of five years. Accord-
ingly, if an MFI makes a 100 per cent provision for
the Andhra Pradesh portfolio as on 31 March 2013,
this will be added back notionally to the NOF for
capital adequacy purposes as on that date. The RBI
statement adds that this add-back will be progres-
sively reduced by 20 per cent each year up to March
2017. MFIs are required to keep a 15 per cent capi-
tal adequacy. This means that for every 100 loan,
they need a capital of 15. MFIs lend small loans to
low-income borrowers at 24-36 per cent and source
money mainly from banks, to do the business.

The RBI has now relaxed the earlier condition
and allowed MFIs to consider only assets originated
after January 2012 to comply with the qualifying as-
sets criteria. According to RBI norms, not less than
85 per cent of the total loans of any MFI should
count as qualified assets that are necessary for them
to qualify for the status of a non-banking financial
company (NBFC) MFI. Also, MFIs can lend at least
70 per cent of their loans for income-generating ac-
tivities against 75 per cent earlier, the RBI said. This



will enable micro-lenders to lend the remaining 30
per cent for other purposes such as house repairs,
education, medical and other emergencies. Fur-
ther, all new MFIs will require minimum funds of
%50 million, while existing companies will have to
achieve 50 million net owned funds by 31 March
2014. Now, the RBI has come up with a decision to
defer the implementation of asset classification and
provisioning norms for NBFC-MFIs to 1 April 2013,
as intimated by its notification dated 20 March 2012.
However, other regulations are to be complied with
effect from 1 April 2012, and no relaxation has been
granted here.

An NBFC-ND would be categorized as an NBFC-
MFI that has a Minimum Net Owned Fund of 350
million (except for MFIs in the North East for which
the requirement is I20 million) and not less than
85 per cent of the net assets would be in the nature
of qualifying assets. As discussed by Sinha, the im-
plications of these provisions were many—MFIs are
into the business of small lending, there are several
such MFIs that have a very small capital base, not
sure how they would raise their capital levels to I50
million (20 million for MFIs in North East) to get
the NBFC-MFIs status. If companies are unable to
raise their capital levels and do not get the NBFC-
MFI status, this would mean a non-NBFC-MFI can-
not extend more than 10 per cent of its total assets
to the microfinance sector; banks may not see any
incentive in extending funds to such companies as
priority sector norms would not be applicable to
such non-NBFC-MFIs. This would strangulate their
flow on funds and financing options and ultimately
push them out of business altogether, as per these
directions. This means that big would become big-
ger, and small would be ugly and pushed out of the
sector.*

POLICY DEVELOPMENTS:
NEW CHALLENGES

Though the newly developed set of regulations has
given greater legitimacy to the sector, it has also
created new challenges for the MFIs, leading them
to change their business strategies and scale down
their expansion plan to newer geographical terri-
tories. As funding support has become scarce and
costlier, MFIs have become selective in the way they
conduct their business within the existing regula-
tions, restricting their operations to existing loca-
tions, and not expanding to new and remote areas.
Managing margins within the cap of 10 per cent and
12 per cent for larger and smaller MFIs respectively

Policy environment and regulation—signs of reign

has been difficult for MFIs, which already face in-
creased cost of operations on account of shrinking
portfolio and higher finance costs. Expansion to new
locations requires investment costs, which are even
more difficult to absorb in the current environment.
This is a perverse development, as poorer and re-
mote areas that badly need services of microfinance
will be denied the same on account of a regulation
that seeks to protect customers.

Compliance with RBI guidelines

An analysis made by Sa-Dhan related to compliance
on RBI guidelines collected from a sample of 50 or-
ganizations across 11 states representing different
legal forms viz. NBFC, Section 25 companies, So-
cieties and Cooperatives brought out the following
issues:®

1. To ascertain household income in rural and ur-
ban areas, MFIs have adopted the practice of
self declaration supported by house to house
surveys, contact/group member information.
While more than 66 per cent of the MFIs com-
ply with the limit of 360,000 and 120,000 in
rural and urban areas, MFIs have to leave un-
served many borrowers who are outside the
limit.

2. Within the limit of a loan amount not exceed-
ing 35,000 in the first cycle and 50,000 in the
subsequent cycles, the level of compliance was
as high as 84 per cent among the MFIs, though
it was felt that upper household income ceiling
should be raised for repeat borrowers.

3. On the guideline of a total indebtedness of clients
not exceeding 50,000, the MFIs have used vari-
ous ways like credit bureau, member filled infor-
mation in KYC form and self attested informa-
tion, no objection and present loan outstanding
certificate, checking with institutions not part
of the bureau. Sixty-eight per cent of the sample
MFIs complied with this. A limited number of
MFIs contributing to the credit bureau constrains
the effectiveness of the information.

4. On a tenure of loan not less than 24 months for
loans in excess of 15,000, about 64 per cent of
the sample MFIs complied. In the case of crop
loans, loan period beyond nine months amounts
to a mismatch of cash flows, and hence could re-
sult in problems to the client. As a result, MFIs are
restricted to limit crop loans to 15,000, which is
a serious limitation.

5. Ninety-two per cent of the sample MFIs provid-
ed loans without collateral as prescribed in the
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RBI guidelines. In the case of housing loans out
of the funds from National Housing Bank (NHB),
mortgage of the house is a precondition.

6. On the RBI guideline that 75 per cent of the ag-
gregate loan amount should be for income gen-
erating purpose, 92 per cent of the sample MFIs
complied. This is also verified through loan utili-
zation check after disbursement of loan.

7. With regard to loan repayment periodicity at the
convenience of clients, 68 per cent of the sample
MFIs complied with this guideline. These deci-
sions are taken at a group-level meeting.

8. As much as 88 per cent of the sample MFIs have
complied with the norm that the margin cap
should be maintained at 12 per cent. However,
the increasing cost of bank loans has made it dif-
ficult for MFIs to realize the permitted margin.
This will require frequent change in product and
any small change in product or process becomes a
hazard for field-level communication. The exact
methodology for calculation of the margin cap is
also unclear; a clear example from the RBI would
be very helpful.

9. No penalty for delayed payment: 96 per cent of
the sample MFIs complied with this. MFIs train
their field staff and are conducting village level
meetings and orientation programs to encourage
clients to deposit repayments on time. However,
with no penalty, the clients do not have any disin-
centive to make late repayments.

Limitations of the current regulation

One of the major limitations of the current regu-
lation is the lack of clarity regarding central and
state regulatory jurisdiction. During late 2010 and
early 2011, both Andhra Pradesh and Gujarat have
passed legislation barring specific microfinance
practices within the state, requiring specific con-
sumer protection policies and capping interest
rates.® States currently seem to have great discre-
tionary power as to how to interpret the Money
Lending Act. Stability and confidence will elude
the sector until this regulatory ambiguity is re-
solved. A second limitation is the implementation
of the new RBI requirements regarding priority
sector lending, particularly with regard to borrow-
er income and borrower indebtedness. Since there
are no tax filings or credit reports for the majority
of microfinance customers, the income related in-
formation is mostly self reported by the customer.
Thus, customers have an incentive to misrepresent
their income and indebtedness in order to qualify
for a loan. Without a functioning credit bureau,

these customer characteristic requirements are im-
possible to accurately enforce.

Another limitation is the universal margin and
interest rate cap, which could be detrimental for the
sector, since it would most likely result in the reduc-
tion of financial services in various areas and popu-
lations where returns would not justify the operating
costs. Interest rate cap should factor in aspects influ-
encing cost of operation such as area of operation,
average loan amount, legal form, and size of the mi-
crofinance institution. When interest rate caps have
been implemented on microfinance services in oth-
er countries, microfinance institutions have pulled
out of rural areas, stopped serving the poorest of the
poor, increased the average loan size, and have had
difficulty remaining solvent. Lack of diversification
of funding sources is also problematic for microfi-
nance institutions due to the current regulation re-
garding access to capital. Microfinance institutions
are highly dependent on lending from Indian banks
with over 70 per cent of MFI loan portfolio get-
ting funding through bank borrowings,” which was
problematic when all of the banks stopped finding
microfinance institutions to be during the AP cri-
sis. Though microfinance institutions may diversify
lending amongst Indian banks, these banks tend to
view the microfinance sector very similarly, result-
ing in a lack of diversification benefits. Finally, al-
lowing microfinance institutions to accept public
deposits would help fund diversification and ben-
efit the customer. Customers may also be able to
do better consumption smoothening and resist the
temptation to spend if they have access to a savings
product. Regulations should permit institutions that
meet reasonable prudential qualifications to accept
public deposits.

MFI response to new RBI regulations

The Centre for Microfinance interviewed over 30
MFIs in the summer of 2011, about their response
to the recent regulation and their perspectives on
the sector in general. Overall, the surveyed MFIs
reported that national regulation has been needed
for a long time. They feel that the new RBI regula-
tions are not clear or well communicated, and the
banks that previously acted as sources of funding
are more cautious and selective in offering financial
support. However, MFIs felt that the RBI regulation
could protect MFIs against the implementation of
restrictive state legislation. Further, the uniform
policy would be more difficult for smaller MFIs to
adapt and adhere to if applied to all, resulting in
smaller institutions being pushed out of the market
by larger, more resourceful organizations. There is



also a question on how difficult it will be for new
start-up microfinance organizations to meet the
demands of the market. Several MFIs have also ex-
pressed concern over the requirement that a mini-
mum of NBFC-MFI’s loan portfolio must be used
for income-generating activities since they have rec-
ognized that a large proportion of clients use loans
for consumption, rather than productive purposes.
The MFIs had a mixed response with regard to the
interest rate and margin cap. While many institu-
tions described the margin as reasonable, one MFI
reported that these new restrictions on margins and
interest rates are too stringent, and they will limit
product innovation. Additionally, operating costs
vary across regions, and these caps may not be high
enough to support initiatives in remote areas. An-
other institution stated that the margin cap would
act as an incentive for MFIs to scale up at a greater
rate. One aspect of the regulation to which all MFIs
responded positively was the recommendation for
the creation of a credit bureau and the mandatory
membership of all MFIs. Currently, appraisal of a cli-
ent’s credit-worthiness is expensive, time-consuming
and often inaccurate. Many MFIs felt that a credit bu-
reau could serve as a more accurate tool for review-
ing indebtedness and repayment history.

Microfinancial Institutions (Development

and Regulation) Bill 2011

The much-awaited Microfinance Institutions (De-
velopment and Regulation) Bill, 2012 was tabled
in the Indian Parliament in May 2012 and is being
referred to the Parliamentary standing committee
on finance. The Bill has been modified, but only
slightly, from the draft Microfinance Bill posted by
the Ministry of Finance, Government of India on its
website on July 2011. The draft Bill was widely wel-
comed by industry observers as a major step forward
in the government’s engagement with the microfi-
nance sector. The tabling of this Bill in Parliament
turthers the process of rounding out the regulatory
framework for microfinance that has been evolving
since the outbreak of the microfinance crisis in In-
dia in October 2010. This Bill views microfinance
institutions as ‘extended arms of banks and financial
services. It proposes to: (a) Create advisory councils
to guide the development of the industry, (b) Place
registration and micro prudential regulatory func-
tions upon the RBI and (c) Create a new redressal
mechanism for handling consumer grievances. The
preamble introduces the purpose of the Bill as pro-
viding access to financial services for the rural and
urban poor and similar disadvantaged sections of
people through microfinance institutions.
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M-CRIL welcomed the Bill and opined that, if
this Bill is passed by Parliament in its present form,
it should signal the beginning of the end of the In-
dian microfinance crisis.! However, there are views
that, if the sole objective of the Bill is to preclude
an Andhra Pradesh-type State operation, then there
are better ways to achieve that. One must admit that
the crisis reflects the collective inaction, and the Bill
is an opportunity to provide remedy and equalize
the power relationship between the micro-lender
and the poor. Focusing on bringing regulation fo-
cusing on the growth of the sector, signalling un-
qualified bias in favour of consumer protection, so-
cial accountability and grievance redressal systems
are the positive aspects of the Bill. However, raising
the credit ceiling to 0.5 million from ¥50,000 and
a further increase to I1 million is viewed as a last
minute change and has surprised microfinance in-
dustry as well as banks. The draft Bill's reccommend-
ed limit has the backing of the Malegam Commit-
tee. The concern raised by the industry stakeholders
is that, by increasing the credit limit, there is every
possibility that the original targeted segments of the
poor may be further excluded. Micro-lenders ex-
tend small loans to poor at about 26 per cent inter-
est. If the proposed higher loan ceiling is accepted,
it will expand the universe of borrowers for MFIs.
The Bill also proposes that district-level commit-
tees, headed by the collector or another officer not
below the rank of additional collector, be set up.
Their meetings, to be held every three months, will
be attended by representatives from the local lead
bank, NABARD, local MFIs and their clients. This
committee will report any violations to the RBL.
However, it is not certain if these measures suffice.
Further, explicit mention of state jurisdictions is a
conspicuous omission in the present form of the
Bill. If State Governments start enacting their own
legislations to regulate microfinance institutions
(MFIs), including the ones regulated by the Reserve
Bank of India, there will be a plurality of regula-
tions leaving scope for regulatory arbitrage, says the
report on “Trend and Progress of Banking in India
2011-12! “If other States also come out with legisla-
tions similar to those of the AP Government, it will
raise concerns not only about multiple regulations
but also about client protection, as borrowers would
then be subject to different regulations, says the re-
port. Still there is a long way to go to get real benefit
of the Bill, either by the delivery institutions or the
clients. However, the first positive sign that the Bill
will be considered on merit came through the mes-
sage from Yashwant Sinha Chairman, Parliamentary
Standing Committee on Finance (Box 6.1).
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Box 6.1 Message from Chairman,
Parliamentary Standing Committee on Finance

The Bill is currently under examination of the
Standing Committee, and in due course, we will
start oral hearings of stakeholders. In the meantime,
the Committee would welcome concrete suggestions
from experts/stakeholders to make the provisions
of the Bill more coherent and effective with a view
to fulfilling the aims and objectives of the Bill. The
Standing Committee would seek to examine the dif-
ferent provisions in all its ramifications in order to
further the national agenda of financial inclusion
and inclusive growth. Lacunae, if any, will be ad-
dressed constructively, so that the Bill truly emerges
as a comprehensive piece of legislation on microfi-
nance and the issues related thereto.

Source: Message from Yashwant Sinha Member of Par-
liament, Chairman, Standing Committee on Finance of
Parliament for MFIN—MEDC Colloquium held on 25
Augest at Mumbai.

MFIs, especially smaller and medium ones, suf-
fering from liquidity problems hope for early relief,
once the bill is approved by the Parliament.

THE FUTURE OF REGULATION

The latter quarter of 2012 will be critical for the fu-
ture of the microfinance regulatory regime as the
RBI further clarifies the acceptance of the Malegam
Report and its role with regards to microfinance in-
stitutions operating as NGO-MFIs, Cooperatives,
and Section 25 companies. Regulation will surely be
refined as microfinance institutions implement the
new requirements and consumers and regulators
see a theoretical framework put into practice. There
is an expectation that, as the sector returns to a state
of normalcy, some of the more restrictive require-
ments will be relaxed or removed. The priority sec-
tor classification, which always brings controversies
is well recognized by the regulating authorities, and
there is an open minded approach towards the sug-
gestion emerging from different segments of the MF
sector. The new norms mandated a higher priority
sector lending target for foreign banks, with more
than 20 branches in India. Further, the RBI rec-
ognizes that there are still some issues on priority
sector lending of which some are quite reasonable.
Further dialogue and reconsideration may certainly
lead to positive contribution of regulatory initiatives
for the microfinance sector as a whole.

The Reserve Bank of India (RBI) has already re-
laxed some of the norms pertaining to microfinance

institutions’ net worth, capital adequacy and provi-
sioning needs.’

The roll-out of the new regulatory regime has run into
some bottlenecks. Some MFIs are unable to comply
with the qualifying asset criterion for registering as
non-banking finance company-MFIs and, therefore,
banks are reluctant to make fresh loans to them, as
such loans do not qualify as priority sector lending.

RBI Governor Dr Subbarao said, at an event or-
ganized by the Indian Overseas Bank. He further
added that,

Small MFIs are also not able to meet the I50 mil-
lion entry point capital to be eligible to register as an
NBFC-MFI. In particular, Andhra Pradesh-based
MEFIs, saddled with huge losses, large NPAs (non-
performing assets) and eroded capital, are facing
an especially acute problem in complying with the
capital and provisioning norms. RBI is working on
resolving these issues, so that MFI operations can
get back on track.

In the meantime, the issue arises whether the
present regulatory environment is in favour of big-
ger MFIs that can adapt to the changes more easily
due to economies of scale, advanced MIS systems,
and higher operational efficiencies. However, the
recent restriction of 10 per cent margin cap to MFIs
with more than 1,000 million of loan portfolio
is still viewed as restriction in the sector. The un-
changed margin cap of 12 per cent to smaller MFIs
may be an indication of explaining concerns of the
RBI towards the viability of this segment of the sec-
tor. The great benefit of the Andhra Pradesh crisis
and the resulting call for regulation is that the In-
dian microfinance sector has heightened its focus
on providing services that meet the needs of cus-
tomers. Institutions, investors and regulators agree
that microfinance services aim to improve the status
and livelihood of the poor. As the sector develops,
regulators must be sure to address the issues that
this report has highlighted: implementation of pri-
ority sector lending requirements, diversification of
funding and acceptance of public deposits. As we
move forward, regulators will ensure that microfi-
nance institutions” operations and objectives are ul-
timately to serve and benefit the customer.

RESPONSE OF THE SECTORTO THE
POLICY DEVELOPMENTS

The microfinance community has also responded
to the situation with appropriate measures, bringing
in changes to their business practices, redesigning
their products and services and their process and



communication strategies to align themselves with
the changing circumstances. The synergy that had
been missing among stakeholders during the ac-
celerated growth stage due to competition is now in
place, with much wider participation in sharing in-
formation on their practices, lending rates, and cus-
tomer data. Microfinance credit bureaus have been
operational, and are successfully helping the MFIs
in screening multiple borrowing by customers from
MFIs. The network organizations, support institu-
tions, research and policy advocacy groups have
been working to bring microfinance back to track
and prepare it for orderly and responsible growth.
The lead initiative taken by SIDBI towards carry-
ing out the Code of Conduct Assessments of MFIs
has helped pave the way for ensuring effective client
protection principles in the operations.

Microfinance institution self-regulation

Microfinance institutions in India often voluntarily
join an industry association, which acts as a commit-
ment and guide for self-regulation. Microfinance in-
dustry associations have been developed to have bet-
ter discussion with policy makers, improve capacity
building, and identify minimum standards of perfor-
mance through institutional collaboration and com-
mitment. An industry association will identify a code
of conduct for its members, which will focus on fair
practices with borrowers and among member orga-
nizations. This code of conduct will address lending
methods, collection practices, institutional transpar-
ency, and training practices for member institutions.
Often, institutions will be required to develop their
own code of conduct as well, which would more spe-
cifically address how the institution will uphold the
fair practices outlined by the industry association.
Currently, the two biggest industry associations in
India are Sa-dhan and the Microfinance Institutions
Network (MFIN), the latter having membership of
NBFC MFIs only. Both of these associations offer
a great deal of resources, guidance, and forums for
inter-institutional discussions so that the most press-
ing issues facing the industry can be collectively ad-
dressed. The International Network of Alternative Fi-
nancial Institutions (INAFI) with the membership of
17 MFIs has been working towards promoting pro-
fessionalism in microfinance programmes, besides
focusing on self regulation.

THE WAY FORWARD

It is widely recognized that banks have not yet been
able to reach the remote pockets, and therefore
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MFIs still have scope and space for furthering the
financial inclusion agenda. Towards forging this
partnership between the banks and the MFIs, many
suggestions have been made to create an environ-
ment where banks feel more comfortable in lend-
ing to the sector. It was suggested that as the sector
is moving towards a regulated form, it would take
time for both banks and MFIs to understand each
other within the contours of the regulation, till a
comfort level is achieved. In this context, it is im-
portant that RBI provides a ‘transition time’ for the
sector to comply with the new regulation in its true
spirit. A strategy needs to be formulated on adher-
ence to the guidelines.

The RBI may consider MFIs as an integral part of
the mechanism through which financial inclusion
is achieved. Going forward, one of the key invest-
ments that will be required is on technology. This
is the only way through which the operational cost
of MFIs could be brought down in the scenario of
increasing interest rates from banks to MFIs and
eroding margins on account of a cap on lending
to clients. It is also suggested that banks may take
more interest in the governance aspect of MFIs,
boards, organizational structure, etc. The sector has
initiated the work on compliance with the code of
conduct, and it is hoped that it is a long term initia-
tive. It was also shared by banks that business cor-
respondent outlets had been opened in great num-
bers. However, the quality and delivery of services is
a question. As MFIs are based in deep pockets of the
rural areas, their staff can also make regular visits to
these outlets. This could be a major area of work for
the MFIs. Also, the sector needs to communicate the
good work that it is doing. There is a need for close
interaction between banks and MFIs. Banks also
need to realize their social obligation and choose all
channels available to fulfil these obligations, which
include lending to MFIs for on-lending to margin-
alized sections of society. The State of the Sector
Report 2011 expressed concern on the hard times
ahead for the regulatory environments in the Indian
Microfinance sector.!” However, this year, happen-
ings in the sector indicate signs of better footing
with regulatory norms in place. The enforcement of
new regulations and the concerted efforts of MFIs
in complying with the regulatory and client protec-
tion norms and bank continued patronage will go a
long way for sustainable growth of the Indian Mi-
crofinance sector.
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ANNEX 6.1
Reactions of select MFls on regulation issues'’

VILLAGE FINANCIAL SERVICES LTD (VFSL)

Village Financial Services have operated as an NBFC since 2006. The institution focuses its services in West
Bengal and Bihar, reaching 222,357 clients. Clients are limited to women, who have a maximum monthly
income of 4,000 in rural areas and ¥5,000 in urban areas. The institution uses a joint lending model. Since
the introduction of the Malegam Committee Recommendations, VESL reports that repayment has dropped
from 99 per cent to 96-97 per cent. The NBFC attributes these changes to clients’ growing uncertainty
about the microfinance sector. Borrowers are delaying their last repayment instalments because they lack
assurance that they will have continued access to new loans. Furthermore, the institution says that it is cur-
rently waiting for bank funding, and loans are being dispersed to clients on a highly selective basis. Clients
are receiving false hope and are subjected to extensive waiting periods. The representative from VFSL notes
that larger MFIs have additional funding sources, so they are able to better withstand the delay in bank
funding. However, smaller regional MFIs are experiencing the impact more acutely. VFSL also expressed
concern over the interest and margin caps, describing the measure as a negative step. VFSL states that in
the past their funding costs were 10-11 per cent, but their funding costs have increased to 14-15 per cent
in the recent months due to the RBI revisions of the base rate. The issue is further aggravated by the lack
of regulation on interest rates charged on priority sector lending by banks. In the light of these challenges,
the NBFC has stated that it is exploring other ways to minimize their costs. VFSL also expressed concern
over the two-year loan tenure for loans above I15,000. It fears that the increase in loan tenure will result
in dampened liquidity and increased risk. VFSL also expressed apprehensions regarding verification of
client income. In order to determine client income, VFSL uses ration cards of prospective clients, as other
methods are too expensive and timely. The NBFC noted that the RBI guidelines lack clarity over what will
happen if a regular MFI client has an increase in income while availing micro-financial services.

AROHAN FINANCIAL SERVICES PVT. LTD (AFSL)

Arohan Financial Services Pvt. Ltd is an NFBC operating in 23 districts across West Bengal, Assam and
Bihar. The institution has been in service since 2006, currently serving 214,059 clients. Arohan uses a joint
lending group model, and it has 90 million in outstanding loans as of March 2011. A representative from
Arohan reports that the institution is concerned over the lack of regulation regarding an interest rate cap
on how much MFIs can be charged by banks. The representative stated that there are likely to be cases in
which banks charge 14 per cent interest rates, thus reducing the profit margin for MFIs which is financially
unsustainable for MFIs.

Yet, Arohan reports that, in the long run, the new RBI regulations will give banks greater confidence in
the microfinance sector, but banks are not ready to begin funding. The Arohan representative stated that
banks do not feel compelled to lend to MFIs and predicted that, in the future, an MFI’s overall performance,
credibility, accountability and personal relations will be the determinants of available funding opportuni-
ties. The Arohan representative explained that the institution is currently experiencing a shortage of funds,
which is affecting timely loan disbursals to clients.

TRIDENT MICROFINANCE

Trident Microfinance is a Non-Banking Financial Company (NBFC), which has been operating in Andhra
Pradesh, Madhya Pradesh and Uttar Pradesh since 2007. Trident utilizes a joint lending group operational
model to serve 254,000 clients. As of the end of March 2011, the NBFC had 1,500 million in outstanding
loans. A representative from Trident reported that, overall the institution believes that the Malegam Com-
mittee’s recommendations are a positive addition to the microfinance sector. However, Trident had to take
certain steps to ensure the survival of the institution following the AP crisis and subsequent Committee
recommendations, such as the laying off of staff and closing down of MFI branches. As of the end of September
2010, Trident had 109 branches, which has since been reduced to 84. Currently, the institution is in the
process of further reducing the number of branches to around 50. Branches were primarily eliminated from
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urban areas, particularly in Hyderabad. The representative from Trident Microfinance expressed concern
over several of the RBI regulatory changes. The representative reported that the 26 per cent interest rate cap
was ‘not encouraging, and Trident’s clients had rarely reported problems with the interest rate in the past.
However, as of present, it appears unlikely that the interest rate cap will affect the institution. Trident Mi-
crofinance also believes that the 12 per cent margin cap proposed by the RBI is unreasonable, and it should
be removed from the recommendations.

In response to the new RBI rule that borrowers’ indebtedness cannot exceed 50,000, Trident stated that
it would be likely that borrowers could easily misstate details regarding their debt. However, the institu-
tion expressed faith that a microfinance credit bureau would be able to adequately address the problem of
concealed indebtedness. While the Malegam Report has recommended that a common credit bureau be
created, Trident reports that MFIs are reluctant to join.
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National Rural Livelihoods

Mission

The Government of India has restructured its flag-
ship programme for poverty reduction. Swarna-
jayanti Gram Swarozgar Yojana (SGSY),! and Na-
tional Rural Livelihoods Mission (NRLM) seek to
build on these successes and scale it across the coun-
try to cover all 350 million rural poor households in
a time-bound manner (Annexure 7.1). This will be
one of the world’s largest initiatives to improve the
livelihoods of poor rural people and boost the ru-
ral economy. Further, this programme focused on
social and economic empowerment of rural women
and based on past experience is expected to have
transformational impact in terms of MDGs on nu-
trition, gender and poverty.

It can therefore be seen that NRLM constitutes
a significant departure from the ‘financial services
approach’ of SGSY to a more comprehensive ‘liveli-
hoods approach’ The single point focus on income
generation activities and the one-off assetization in
productive assets under SGSY have been consider-
ably expanded to address multiple dimensions of
poverty including assets, skills, incomes, consump-
tion and risks (including food and health risks)
under NRLM. Convergence with other poverty re-
duction programmes, social security schemes and
safety nets are particularly encouraged. Second, the
platform of aggregate institutions is brought into the
program design in the form of SHG federations and
producer collectives that will allow poor accessing
higher order support services in the last mile partic-
ularly for risk management, productivity enhance-
ment and systematic participation in value chains
and formal markets.

KEY FEATURES OF NRLM

NRLM is being rolled out in all districts and blocks
of the country. The first pillar of program strategy,
referred to as ‘intensive block strategy; is key to the

programme’s mandate of saturated coverage of all
poor households and of providing them continuous
handholding support till they come out of poverty.
This strategy will be implemented in a phased man-
ner. During the first phase this strategy will be rolled
out in 600 blocks in 150 districts, including Left Wing
Extremism (LWE) districts. All blocks in the coun-
try will be covered in seven years, and all villages are
expected to be covered within 10 years. The inten-
sive block strategy of NRLM will create a favorable
ecosystem for empowering the poorest households to
create and harness growth opportunities (Box 7.1):

1. Social inclusion through saturated mobiliza-
tion of all poor households into good quality
grassroots institutions (SHGs, SHGs Federa-
tions, Producers Collectives)

2. Financial inclusion through savings and credit
promotion, investment planning, risk manage-
ment, financial counselling services and linkages
with formal financial institutions.

3. Economic inclusion through intensive support in
key livelihood sectors like agriculture, livestock,
Non-Timber Forest Produce (NTFP), fisheries,
non-farm sector, micro-enterprise development,
skills development and jobs, etc.

4. Social Security through effective last mile deliv-
ery of public services, social safety nets and other
entitlement programmes.

Box 7.1 NRLM: Key features

1. Goal: Poverty elimination in rural areas
through building and nurturing institutions
of the poor, with a focus on women SHGs and
their federations.

2. Target: Reaching 70 million rural poor house-
holds in the next 10 years.

Chapter
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3. Core assumption: It takes six to eight years for
a poor household to come out of income pov-
erty provided they are organized, supported
and nurtured by their own institutions, and
are enabled to access at least 100,000 from
external sources (banks) through repeat loans.
With this kind of long-term nurturing, annu-
al household incomes of ¥50,000 per annum
from two to three livelihoods can be ensured.

4. Coverage: Phased coverage of villages in the
country over a period of 10 years.

5. Comprehensive livelihoods promotion

» Overcoming shocks—Food security credit,
health risk fund, usurious debt swapping
fund, etc.

o Strengthening existing livelihoods—Agri-
culture, livestock, NTFP, fishery, weaving,
etc.

o Skilling and placing youth from rural poor
households.

o Micro-enterprise development: EDP train-
ings, skilling, apprenticeship and handhold-
ing.

o Risk management: Life, health, assets and
livelihoods risks.

6. Required investment: During the intensive
phase (first six years), an investment of 39,000
per household is required. Subsequently, dur-
ing the maintenance phase (four years), an in-
vestment of ¥3,000 per household is needed.

7. Financial inclusion: Full range of financial
services made available to the poor. SHG-bank
linkage as main source of institutional finance.
Leveraging credit 1:8 times the scheme invest-
ment per household.

8. Anticipated Outcomes in Intensive Blocks
over five years

« 80% poor households mobilized into SHGs.

o 80% of SHGs rated as good quality.

o 80% of SHGs are credit linked.

o 70% of villages have nested federations of
SHGs.

« 70% poor households have food security.

« Jobs for 10 million youth from poor house-
holds.

Source: Ministry of Rural Development, Government of
India.

In the remaining blocks of the country, until they
are covered as intensive blocks, the interventions
will center round capacity building of all existing

SHGs in the area and support for SHG-bank linkage.
Further value chain linkages will be facilitated in se-
lect livelihood clusters, besides micro-enterprise de-
velopment support through Rural Self Employment
and Training Institutes (RSETIs) and opportunities
for placement linked skill development programs
will be pursued.

IMPLEMENTATION ARRANGEMENTS

The NRLM is embedded within the Ministry of Ru-
ral Development (MoRD), Government of India.
The World Bank is extending International Devel-
opment Association (IDA) credit of US$1 billion to
strengthen the implementation of NRLM. The proj-
ect is designed to create an enabling environment
and develop institutional capacities of the center
and the states that will allow NRLM to produce sig-
nificantly higher outcomes (Annexure 7.2). The Na-
tional Mission Management Unit (NMMU), com-
prising a multi-disciplinary team of professionals
drawn from government, banks and market has been
set up at the center. The main focus of the NMMU
is to provide technical assistance to the states in
their implementation of the NRLM. States will be
required to create separate autonomous implemen-
tation structures as State Rural Livelihood Missions
(SRLMs). Similarly, district and block units will be
set up for implementing NRLM activities. In order
for the states to access funds under NRLM, they
have to comply with the following three conditions:

1. Set up dedicated and autonomous program
implementation structure at SRLM;

2. Trained professionals to implement NRLM activ-
ities at district/sub-district level are in place; and

3. State Perspective and Implementation Plan (SPIP)
reflecting the local poverty context is prepared.

CURRENT STATUS

SRLMs have been set up in 20 States and one Union
Territory in the country. Implementation entities
managing World Bank supported Rural Liveli-
hoods Projects in Bihar, Madhya Pradesh, Odisha,
Rajasthan and Tamil Nadu will be subsumed into
or re-designated as State Rural Livelihoods Mis-
sions. Similarly, all blocks in Andhra Pradesh and
Kerala covered by ‘Indira Kranthi Patham’ and
‘Kudumbashree’ programmes will also be consid-
ered as ‘intensive blocks. As a result of these, an
intensive block strategy is under implementation in
825 blocks in about 135 districts. The overall social
mobilization supported by NRLM during 2011-12
covered 5.21 million SHGs and credit mobilization



during the year stood at ¥137.269 billion. State-wise
details of the outreach and credit mobilization dur-
ing 2011-12 are given in Annexure 7.3.

FINANCIAL INCLUSION UNDER NRLM

NRLM will work with the mainstream financial in-
stitutions seeking to ensure affordable and reliable
access to a full suite of financial services to the tar-
geted rural poor households from a delivery point
within a distance of 5 km from each habitation.
The suite of financial services will include financial
advice and counselling services, savings, both indi-
vidual and SHG levels, credit, both individual and
SHG levels, payments, including cash transfers and
private remittances, microinsurance and micro pen-
sions.

Targeted investments of 100,000 per poor
household translate into a market opportunity
worth 7,000 billion for formal financial institu-
tions over the next 10 years. This will achieve sub-
stantial gains in poverty reduction covering the bulk
of the rural poor households. Making the poor the
preferred clients of the banking system and mobi-
lizing bank credit are core to the NRLM financial
inclusion and investment strategy. SHG-bank link-
age will be the main source of institutional finance.
Leveraging institutional credit of 1:8 times or more
than the scheme investment is the aim of NRLM.
The financial assistance package to SHGs and their
federations is therefore aimed to strengthen their
institutional and financial management capacity
and build their track record to attract mainstream
financial institutions (Box 7.2).

National Rural Livelihoods Mission

institutional capacities of SHGs in managing
loans and funds.

2. Capital Subsidy (CS) is provided to SHGs
or their federation based on the institutional
quality, track record in thrift and credit man-
agement and household level micro investment
plans. This also helps member SHGs develop a
track record for attracting mainstream financ-
ing from banks. CS fund mainly aims to inject
financial resources into the institutions of the
poor and catalyze investments for strengthen-
ing the livelihoods of the poor.

3. Direct Bank Finance will take two forms. First
and foremost is financing SHGs or their feder-
ations for their consolidated micro investment
plans under SHG-Bank Linkage Programme.
Second, they could also be financed for spe-
cific economic activities on cluster basis.

4. Interest Subsidy can be arranged by the states
with a view to provide access to credit at an af-
fordable rate of interest of 7 per cent per an-
num to those rural poor households who are
regular in loan repayment. This performance-
linked incentive is available to SHGs till their
cumulative loaning, over several doses, reaches

100,000 per household.

Box 7.2 Financial assistance package under
NRLM and role of subsidy

Subsidy is to be seen as seed capital and as a means
to capitalize SHGs and their federations and is a
resource in perpetuity for them and not a ‘viabil-
ity gap funding’ for individual households or their
projects. The provision of these funds is expected
to strengthen their institutional and financial
management capacity and build their track record
to attract mainstream bank finance. This takes the
following forms in ‘intensive blocks’:

1. Revolving Fund (RF) support to the SHGs as
corpus, with a minimum of 10,000 and up
to a maximum of 15,000 per SHG. The RF
support, besides meeting consumption and

initial production credit needs, also builds

Source: Adapted from NRLM—Framework of Implemen-
tation, MoRD, Government of India.

RISK MANAGEMENT SOLUTIONS

Climatic risks, economic fluctuations, and a large
number of individual-specific shocks like death of
the bread winner, food shock, and health risks, etc.,
leave poor households vulnerable to severe hardship.
The result is that risk is an important constraint on
broad-based growth in living standards in many de-
veloping countries. NRLM will therefore work with
insurance companies to ensure universal coverage
of microinsurance services, particularly to cover
life, health and asset risks of the poor households.

MICROINSURANCE

A few SRLMs, which are implementing World Bank
supported projects have worked in convergence
with a few insurance schemes launched by the
Government of India like Aam Admi Bima Yojana,
‘Jan Shree Bima Yojana, ‘Rashtriya Swasthya Bima
Yojana' and other agriculture and livestock insur-
ance schemes. These initiatives will be scaled up
across the States over a period of time. The present
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coverage of microinsurance schemes under these
select SRLMs is presented in Table 7.1.

Table 7.1 Coverage of microinsurance schemes

States Life insurance Health insurance
AndhraPradesh 2669452 T
Bihar 218490 . T
Odisha 202,267 .. A
MadhyaPradesh 16340 T
TamilNadu = 65397 ... 820% .
Total 10,155,606 82,095

Source: WB supported Rural Livelihoods Projects.

These projects have invested in building a cad-
re of community professionals who are trained on
various aspects of insurance products and services
including member enrolment, claims documenta-
tion and claims processing. In addition, they have
invested in putting in place insurance call cen-
ters and developing web-portals for all insurance
transaction processing. This has ensured provid-
ing a better last mile service delivery model and in
ensuring seamless claims processing wherein the
turn-around-time in insurance claims settlement
has been brought down from an average of four-six
months to three-four weeks.

SAFETY NETS AND MICRO PENSIONS

Old-age provisions in the form of pensions are an
effective way of reducing income poverty. Safety
net mechanisms like old age pensions, disability
pensions and widow pensions increase poor older
people’s access to services, particularly health care.
The support of micro pensions not only provides
income security to the vulnerable but also helps
in reducing their dependency. SRLMs will partner
with other Government departments to ensure con-
vergent provision of the safety nets to the members
of the SHG and their federations in an efficient and
predictable manner.

Complementing this effort is to dovetail other con-
tributory pension mechanisms that allow the poor to
safely accumulate, grow, and protect wealth in the old
age. Society for Elimination of Rural Poverty (SERP)
the designated SRLM in Andhra Pradesh is imple-
menting a ‘Abhaya Astham’ scheme that bundles Ja-
nashree Bima Yojana of LIC with State run co-contrib-
utory pension scheme/National Pension Scheme-Lite
(NPS-Lite) into one product. About 4,089,746 rural
women are participating under the scheme and death
claims have been settled for 13,350.

FINANCIAL INNOVATIONS

Various important lessons have been learned and
incorporated in the design of the NRLM to ensure
that financial inclusion of the poor is achieved in
a sustainable and responsible manner. Efforts made
by large scale rural livelihood initiatives in Andhra
Pradesh, Bihar and Tamil Nadu have resulted in
formal financial institutions committing larger re-
sources for financing rural poor households. NRLM
will therefore collaborate with mainstream financial
institutions to coordinate supply side response in the
form of product innovations, technology-led chan-
nel innovations and alternate business solutions.
Some of the financial innovations leveraging SHG-
based institutional platforms that will be scaled up
under NRLM include:

INNOVATIONS FOR IMPROVING
FINANCIAL CAPABILITIES OF
THE POOR

1. Financial literacy and debt counselling ser-
vices: Financial literacy and business educa-
tion modules have been embedded in the basic
trainings of SHGs in Andhra Pradesh, Bihar
and Odisha. A cadre of community-based debt
counselors are being prepared to provide face-
to-face counselling services for helping the
poor households choose appropriate financial
products, decide investment priorities and ed-
ucate them on responsible borrowing.

2. Electronic bookkeeping: The NRLM will invest in
strong and automated financial management and
accounting system at SHG/federations through
e-booking using different front-end devices, in-
cluding net books, mobile phones and tablets for
improving financial management and accounting
systems in SHGs/Federations. E-booking is being
pursued in nearly 15,000 village level federations
of SHGs in Andhra Pradesh and another 1200 in
Tamil Nadu. Similarly pilots are underway in Bi-
har and Odisha.

PRODUCT INNOVATIONS
ENHANCING HUMAN
DEVELOPMENT OUTCOMES

1. Health Savings and Health Risk Fund: The poor
are very vulnerable to health shocks when they
resort to borrowing from informal sources at usu-
ry interest rates. About 2.2 million women in vil-
lage level federations of SHGs in Andhra Pradesh
and Bihar make dedicated health savings and



participate in health risk fund (HRF) model,
which encourages the poor to save on a regu-
lar basis during good times and borrowing for
health needs (including emergencies) from the
health risk fund at nominal interest rate and
easy instalments. The HRF is capitalized by a
revolving fund for health.

2. Food Security Fund: About 3.5 million house-
holds in Andhra Pradesh, Bihar and Tamil Nadu
participated in food security initiatives, such as
the collective purchase of rice and other food
commodities, access to public distribution sys-
tem, and food credit facilities. These activities
made food affordable and resulted in savings for
poor households. Food assurance also reduced
the proportion of indebted households and in-
creased the daily wage rate by 30 per cent in
Andhra Pradesh due to the enhanced bargaining
power of the poor farmers.

3. Nutrition Credit: Community managed Nutri-
tion-Cum-Day Care Centres (NDCCs) set up
to tackle maternal and child health outcomes in
about 4250 villages in Andhra Pradesh and Bihar
provide pregnant and lactating women and their
children under two with three cooked, balanced,
nutritious meals a day. These meals taken over a
one year period (from the second trimester into
pregnancy to six months after child birth) are
combined with entitlement schemes and credit
making nutrition affordable to the poor house-
holds. The credit component is repaid over an
18-36 months period. This initiative reaching
some 222,000 women and young children have
consistently shown newborns with a birth weight
of more than two and a half kgs and very low in-
fant and maternal mortality rates compared to
the state average.

INNOVATIONS IN LAST MILE
DELIVERY OF FINANCIAL SERVICES

1. SHG federations as banking correspondents/
CSPs: Several SHG federations at the village/
Panchayat level in Andhra Pradesh and Tamil
Nadu are functioning either as banking corre-
spondents or their Customer Service Providers
(CSPs). Effectively combining the strengths
of information technology with community-
managed financial systems in the last mile,
the branchless banking initiative can radically
transform the manner in which rural financial
services are produced and delivered for the
poor. The ‘smart card banking’ initiative jointly
by the Government of Andhra Pradesh and the
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commercial banks helped them in increasing
their presence by five times i.e., from 4,487 ru-
ral and semi-urban branches to 20,979 villages
in the State.

2. Bank Mitra: A Bank Mitra is a community pro-
tessional who runs a help desk at a bank branch is
trained to act as ‘client relationship manager’ for
women SHGs and other poor clients of the bank.
Around 5,000 Bank Mitras in Andhra Pradesh
and Bihar are providing business facilitation and
counselling services to the poor clients. This
includes opening of bank accounts, facilitating
deposit and payment transactions, loan docu-
mentation, monitoring of credit linkage, etc. At
present, Andhra Pradesh has around 4,000 Bank
Mitras, with nearly one-third of them being paid
by the Banks. Bihar, on the other hand, has 271
Bank Mitras across nine districts, all of whom are
paid by the community.

3. Bima Mitra: A Bima Mitra is a community profes-
sional appointed by SHG federations for promot-
ing awareness on microinsurance programmes
and servicing microinsurance clients. There are
about 1,100 Bima Mitras in Andhra Pradesh who
provide last mile connectivity for community
based microinsurance management architecture.
Hall mark of this arrangement is that within four
hours from receipt of information on death at the
call center, Bima Mitra will handover solatium to
the bereaved household. She will also help the cli-
ent household to document the claim and follow-
up with local authorities for death certificate and
other documents, opening of account, etc., till the
claim is fully settled with the insurance company.

IMPACT OF RURAL LIVELIHOODS
INITIATIVES

The program draws on the lessons learnt over the
last ten years from World Bank supported rural live-
lihood projects in seven states of India where nearly
13 million women were organized into affinity based
self help groups managing own savings of Y60 bil-
lion leveraging nearly 425 billion loans from com-
mercial banks, helping poor invest in food security,
commodity marketing and several other commu-
nity enterprises. Youth belonging to poor house-
holds have been able to access education and skill
development opportunities resulting in the creation
of half a million jobs in services, retail and other
growth sectors of the economy. External evaluation
has shown that sustained investments for poverty
reduction in AP over a period of the last 10 years has
reduced poverty incidence among poor households
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from 29.2 per cent to 17.6 per cent in the State. An
increase in net income per household from 50 per
cent to 115 per cent has been reported in AP, Rajas-
than and Madhya Pradesh, with significant income
improvement also in Tamil Nadu. More recently,
similar investment in Bihar over three years has
shown interesting trends with 48.5 per cent of the
households have cleared old high cost debts and 90
per cent of the households reporting improvement
in food availability. Similarly, these projects facili-
tated land access of 875,000 by the poor, adoption
of sustainable agricultural practices and improved
cropping technologies over 1.4 million acres, milk
production of nearly 2.8 million litres resulting in
significant increase in food security and nutrition
indicators. Another significant impact has been in
terms achievement of MDG indicators (peri-natal
and neo-natal mortality) and significant reduction
in malnutrition in about 4,200 villages through set-
ting up of community managed doorstep nutrition
and day care centers. These projects have had a sub-
stantial impact on rural poverty, the main reason for
NRLM to be designed on their lines.

CHALLENGES FOR NRLM

1. Quality of the groups formed under SGSY: Sec-
ond, a significant number of the groups under
earlier SGSY programme is weak. There is a
need to develop a dedicated strategy to build
their capacity and improve the quality of these
groups. NRLM is contemplating strategic part-
nerships with NGOs, resource agencies, train-
ing institutions, etc. to support the states in this
endeavour.

2. Banking footprint and response: The trends in
banking sector development in lagging regions
show low rural branch footprint, abysmally low
credit deposit ratios and huge disparity in per-
formance under SHG-bank linkage programme.
These are symptomatic of problems in deliver-
ing financial services in the last mile. The ru-
ral branch organization of banks in the current
form is not geared to deal with the special needs
of the rural poor households, thereby lowering
potential impacts of anti-poverty efforts. This
is exacerbated by lack of appropriate products
meeting the lifecycle and livelihoods needs of
the poor.

i. NRLM will develop strategic partnerships
with major commercial banks and insurance
companies at various levels. It invests in cre-
ating enabling conditions for both the banks/

insurance companies and the poor for a mutu-
ally rewarding relationship.

ii. NRLM will partner with specialized financial
institutions like NABFINs, Thrift and Credit
Cooperatives, MFIs, etc., to develop financial
products and innovative delivery channels
that help them reach affordable and reliable
financial services to poor households, SHGs
and their federations in challenging areas.

iii. NRLM will support large scale branchless
banking pilots to demonstrate models for ef-
fective financial inclusion.

3. Risk Sharing Products: Risk aversion abounds in
the banking structure, particularly at the branch
level in the lagging regions. NRLM will invest in
piloting financial products in partnership with
mainstream financial institutions to develop,
which could be an alternate to the livelihood
grants provided to SHGs. The new financial prod-
ucts could take the shape of partial risk guarantee
for lending by commercial banks to SHGs and
higher level institutions like Producer Groups/
collectives/companies (PC).

4. Trained and sensitive HR: Another key constraint

for expansion of financial inclusion initiatives
under NRLM is availability of trained manpower
with appropriate skills and attitude. There are just
not enough academic and training institutions to
produce quality programmes for training and up-
grading skills in this sector. The formal financial
institutions would need to add an estimated 1000
senior/middle level managers, 6,000 junior ex-
ecutives and 200,000 financial inclusion agents to
realize full potential of various financial inclusion
and branchless banking initiatives® in the coun-
try. Similarly, it is estimated that the MFI sector
needs another 20,000 middle level managers and
150,000 loan officers in the country to serve 50
million clients. HR practices in the financial ser-
vices industry have undergone sea change and
HRD strategies relying up on in-situ learning sys-
tems alone will only deliver sub-optimal results.
NRLM will arrange technical assistance to bank-
ing training institutes and management schools
in curriculum design, training pedagogy and
development of course materials/packs for both
short term and long term courses on financial in-
clusion. These institutions can then partner with
SRLMs to offer specialized courses for producing
financial inclusion professionals and train staff of
SRLMs, partner financial institutions, etc.

5. Client protection systems: Large scale overlap of
the client base of SHGs and other microfinance



initiatives resulting in multiple loans to the
same households without proper due-diligence
by lenders led to unsustainable debt burden for
these households. (a) intensifying financial lit-
eracy/credit counselling services to promote
responsible borrowing, (b) promoting strong
savings focus in SHGs, (¢) building robust MIS
and information bureau with geo-mapping ca-
pability to track multiple borrowings, (d) data
sharing with formal financial institutions, and
(e) activating community-based recovery mech-
anisms ensure prompt repayment of loans. In
addition, it will support client feedback mecha-
nisms along-side effective and transparent third
party verification process to enforce responsible
microfinance practices. This will help in objec-
tively dealing with client grievances, particularly
in the areas of service deficiencies, pricing dis-
closure, and non-compliance with the respon-
sible microfinance practices.

SUMMING UP

The major strength of NRLM is that its design
evolved based on the successful experiences of large
scale State level livelihoods initiatives and those of

NOTES

1. Swarnajayanti Gram Swarozgar Yojana is a rural self-
employment programme for poor families that was
introduced in 1999 by the Government of India.

2. Guess estimates to cover dedicated staff for channel
management, product development and manage-
ment, back office processing, data warehousing, tech-
nology support and risk management services, etc.
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SGSY and keeping it flexible and dynamic suiting
local context throughout the project cycle.* NRLM
seeks to promote inclusive growth in India by mo-
bilizing the rural poor and enabling them to save,
build productive assets and enterprises, access fi-
nancial, livelihood, educational, health and nutrition
services and entitlements, negotiate better terms for
their products and services and provide rural youth
with skills and opportunities to secure jobs in India’s
mainstream economy. The World Bank support will
therefore create enabling environment and develop
institutional capacities of the center and the states
that will allow NRLM to produce significantly high-
er outcomes. NRLM initiatives will significantly
contribute to the institutional development of the
client’s progress both in terms of economic and hu-
man development indices.

NOTES AND REFERENCES

This chapter is adapted from an unpublished note on
‘National Rural Livelihoods Mission: Financial Inclusion
Strategies’ by Sitaramachandra Machiraju, Senior Rural
Development Specialist, The World Bank, New Delhi.
Assistance provided by Aarti Dayal, Bhanu Shyam Nakka
and Charulata Sharma with data assistance and review of
this document is also acknowledged.

3. Refer Interview with Mr Vijay Kumar Joint Secre-
tary, Ministry of Rural Development, Government
of India, State of the Sector Report 2011.

4. Source: Ministry of Rural Development, Govern-
ment of India & WB supported projects in AP, Bihar,
MP, Odisha and Tamil Nadu.
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ANNEX 7.1
Transition from SGSY to NRLM

The Government of India introduced the Swarnajayanti Gram Swarozgar Yojana (SGSY) programme in
April 1999, with the objective of bringing poor households out of poverty by providing productive assets
that generate sustainable income. The basic financial instrument in the programme was a government
subsidy (grant), linked to bank credit using the institutional mechanism of Self-Help Groups. An overview
of program implementation showed mixed results. About 25 million poor households have been organized
into SHGs but only 22 per cent of the groups were able to access bank credit. This also brought into focus
important shortcomings like vast regional variations in mobilization of rural poor and quality of the SHGs
and insufficient capacity building of beneficiaries resulted in lack of building necessary absorption capacity
among rural poor. Furthermore, several states have not been able to fully utilize the funds received under
SGSY indicating a lack of appropriate delivery systems. Based on the recommendations of the ‘Committee
on credit related issues under SGSY’, Government decided to restructure SGSY and implement the pro-
gramme in mission mode under National Rural Livelihoods Mission largely drawing upon the successes of
livelihood initiatives in Andhra Pradesh, Kerala and Tamil Nadu. Significant transformational changes that
were brought in SGSY are discussed below:

PROGRAMME RELATED

The single point focus of the programme on income generation activity and one-off assetization in pro-
ductive assets under SGSY is considerably expanded to address multiple dimensions of poverty including
assets, skills, incomes, consumption and risks (including food and health risks). Convergence with other
poverty reduction programmes, social security schemes and safety nets are particularly encouraged. Sec-
ond, platform of aggregate institutions is brought into the programme design in the form of SHG federa-
tions and producer collectives that will allow poor accessing higher order support services in the last mile
particularly for risk management, productivity enhancement and systematic participation in value chains
and formal markets.

IMPLEMENTATION RELATED

The District Rural Development Agency (DRDAs) was mandated to anchor SGSY implementation with a
very limited role for state governments. DRDAs are overburdened with implementation of multiplicity of
other government schemes with limited staff resources that often lack skills to nurture institutions of the
poor. NRLM envisages a lead role for state governments in developing poverty reduction strategies and
creating professionally competent State Rural Livelihood Missions (SRLM) as dedicated support organiza-
tions with reach up to the community level, to nurture and support community institutions in a process
intensive manner. It recognizes the need for multi-stakeholder engagement positioning and has built col-
laborative arrangements with innovators, social entrepreneurs, civil society, public and private sectors in
the programme. NRLM will also invest in high quality technical assistance architecture to support SRLMs
and partner agencies.

POLICY RELATED

Moving away from entitlement-based fund allocations made on year-on-year basis, NRLM subscribes to
programme-based financing of perspective plans for poverty reduction plans prepared by states. This is
effectively complemented by an emphasis on evidence-based policy impact analysis rather than an expen-
diture-focused scheme management.
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ANNEX 7.2
National Rural Livelihoods Project

The World Bank is extending International Development Association (IDA) credit of US$1 billion to
strengthen the implementation of NRLM. The National Rural Livelihoods Project (NRLP) is designed to
create an enabling environment and develop institutional capacities of the center and the states that will
allow NRLM to produce significantly higher outcomes. This is sought to be achieved by creating ‘profes-
sionally competent and dedicated implementation structures’ at all levels and transform MoRD as a provider
of ‘high quality technical assistance and hand-holding support’ to the States for effective implementation of
poverty reduction programmes. The proposed project will also help NRLM establish ‘national programme
management systems and make ‘targeted livelihood investments’ that will provide large scale ‘proof of con-
cept to states joining the project and support ‘innovation forums’ that will bring together innovators, social
entrepreneurs, public and private sectors to engage with institutional platforms of the poor. The project will
be implemented in 13 high poverty states accounting for 87 per cent of the poor in the country. Out of these,
intensive livelihood investments will be made in 100 districts and 400 blocks.

NRLP will invest intensively in the high priority states to create best practice sites to develop them as lo-
cal immersion locations and generate a critical pool of social capital for catalyzing social mobilization of the
poor and building quality institutions of the poor. In other words, NRLP will prime the transformational
process of MORD and strengthen the NRLM and SRLMs. The project will help set up national systems for
ICT-enabled MIS and service delivery; monitoring and evaluation; financial management and audit; and
procurement management. This will also help NRLP to deliver high quality TA to states taking advantage
of advancements in knowledge, technologies and management practices in the external environment. The
project will also provide TA to partner agencies to create a large pool of service providers, particularly at the
community level to ensure continuity and sustainability of service delivery in the last mile. Finally, NRLP
will also facilitate partnerships with public, private and social enterprise sectors to delivery programme-
related services in the last mile.
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ANNEX 7.3*
NRLM: Outreach and credit mobilization during 2011-12

Groups supported by 2011-12 Credit provided during 2011-12

State (Number) (X in millions)
AndhraPradesh ] 1,309,269 . 822543 ...
Arunachal Pradesh 68 .. 33 .
Assam 246815 22184
Bhar . 260,290 s 25333 ...
Chhattisgarh . 74388 1299
G088 84
Gt 122,284 el 6319 ...
Haryana . 29433 o761
HimachalPradesh 173 4248 .
Jammu&Kashmir 10870 . 1316
harkhand 80917 9864 ...
Karnataka 82453 L 20917 ..
Kerala 287,649 220609 ...
MadhyaPradesh 403895 . 34378 ...
Maharashtra 265,055 e eeeeees 36291 ...
Manipur BB . 000 ...
Meghalaya .. M&4 . 245
Mizoram 0N . 258 .
Nagaland L STAS . B
Odisha 297,987 L 10522
Punjab . 888 . 3525
Rajasthan 213,550 2599 .
Sikkim 252 199 .
TamilNadu 460346 .. 12,2900 ...
Trpura . 3831 L 2688 ...
UttarPradesh 375699 el 29998 ...
Utarakhand 39994 .. 5556 ...
WestBengal 358861 o _.Meo
A&NIslands . 390 090 ...
baman&Div 0 000 ...
De&NHaveli M 000 ...
Lakshadweep 2 . 000 ...
Pondicherry 2,320 36.2

Total 5,218,942 137,269.0




Investment climate—
faltering, but hope remains

The crisis in Andhra Pradesh (AP) had significant
impact on the investment climate of the sector. The
uncertainty introduced by the AP developments and
possibility of competitive regulation by other states
hit the investment sentiment and made the equity
investors wary. The post-Malegam Committee reg-
ulatory initiatives by the RBI brought some sense of
confidence to investors. An attempt has been made
in this chapter to highlights the developments in the
MFI investment climate in the country during the
year 2011-12.

Access to equity capital remains difficult for
MFIs even two years after the Andhra Pradesh cri-
sis, which induced a drastic drop in repayment rates
from 99.5 per cent to 5 per cent and halted new
loans from MFIs. The PAR-30, according to reports
from MIX market, is at 10.52 per cent,' far from an
optimal value of being below 1 per cent, highlight-
ing the plight MFIs continue to face in procuring
loan repayments. The Bharat Microfinance Quick
Report 2012 has indicated that the PAR 60 days of
non-AP MFIs stands at 0.84 per cent and for AP
based MFIs it stands at 31.86 per cent. Moreover,
investor confidence in the sector, including that of
banks, continues to be tenuous, but the recent cau-
tious optimism outside of AP shows promise.

New MFIs outside of the state are doing well
and expanding their portfolios. The deadline for
100 per cent loan provisioning norms on loan in-
stalments overdue for 180 days was extended from
April 2012 to April 2013, as it was impossible for
AP-based MFIs to meet these provisioning require-
ments. However, even with this revised schedule,
many MFIs in Andhra Pradesh remain concerned
about meeting the provisioning requirements. The
net worth of most AP-based MFIs stand technically
eroded and would be formally recognized when
they apply provisioning requirements next year as
per the RBI dead line.

EQUITY FUNDING

Despite such an uncertain climate, private eq-
uity investments almost doubled in the 2011 fiscal
year from the previous year (Table 8.1). In Andhra
Pradesh, the state hit hardest by governmental regu-
lations on MFIs, the fiscal year closed with 19 deals
of private equity worth US$88 million compared
to 10 deals worth US$44 million in the 2010 fis-
cal year.” Initially, between October 2010 and May
2011, investment amounts were considerably small;
the two main investments in this period amounted
to roughly 100 million and ¥130 million, respec-
tively. Investor confidence in the climate increased

Chapter

Table 8.1 Selected equity investments 2011-123

Amount
Investor Investee(s)  million) Date
BlueOrchard ~ SvastiMicrofinance 45 May2011
Citi-Venture Capital Janalakshmi Financial
International ~ Services 650  June2011
Sequoia, Lok, Unitus
Equity, India Fin. Incl.
FundandSIDBI ~ Ujivan 940 June2011
Norwegian Microfinance Utkarsh Microfinance
Initiative  Pvtled 410  September2011
International Finance Bandhan Financial
Corporation  ~ Services 1,350 September 2011
incofin __ Aman 150 November 2011
Netherlands
Development Finance
Company and WCP
Mauritius Holdings Il Ujjivan 1,279 1, February 2012
International Finance  Equitas Holdings Pvt.
Corporation _ ~ kd 1000 May2012
International Finance
Corporation Ujjivan 500 May 2012
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dramatically with the Reserve Bank of India’s recog-
nition of the existence of NBFC-MFIs at the end of
2011, leading a more robust equity investment out-
look in 2012. In the FY 2011-12, there were eight
major equity investments in MFIs.*

Mid-2012 heralded the launch of the long-awaited
‘Indian Microfinance Equity Fund’ a government-
run fund through SIDBI with ¥1,000 million.” The
fund is designed for smaller MFIs that have a more
difficult time than larger MFIs in attracting equity
finance. SIDBI had made investments out of this
fund to the tune of I790 million in 24 small and
medium MFIs.

RECENT TRENDS AND PREDICTIONS

The Governor of the Reserve Bank of India stated
in July 2012 that he believes investors are looking
at the MFI market with positive sentiments.® Recent
trends in the equity front have been very promising.
Compared to the climate in late 2010 and early 2011,
when investments were rare and few, investments
have picked up both in size and frequency (Table
8.2). Investor confidence in the sector has been at
least partially restored on account of the certainty
on regulatory aspects brought in by guidelines of
the RBI. The ratings upgrades of non-AP MFIs also
lifted the market sentiment.

Table 8.2 Selected equity investments in the latest

quarter of 20127
Amount

Investor Investee(s) (3 million) Period
Accion  Safja 1226  June 2012
India Financial
Inclusion Fund
and GAWA Janalakshmi
Microfinance Financial
Fund Services 800  July 2012

SKS, after its IPO, started faltering; there is an
extensive debate about the initiatives of the IPO by
profit making MFIs and investors. SKS continues
to maintain multiple branches in AP, but hopes its
transition to Maharashtra will ease its investment
climate. The SKS experience does not entirely rule
out entering MFIs entering the capital markets in
search of equity. Chandra Sekhar Ghosh, Founder
of Bandhan, the now largest MFI in India by loan
portfolio size, believes that an IPO route is an even-
tual possibility but articulates his sentiments that
the market should be left to determine valuations as
compared to artificially raising valuations.®

A qualified institutional placement (QIP) is a
capital raising tool listed MFIs can use to raise eq-
uity from a select group of investors. MFIs can use
this tool to issue debentures and securities convert-
ible to equity shares. This tool was set up for public
companies in India in 2006 to prevent dependence
of Indian MFIs on foreign capital in the form of se-
curitization deals. In addition, QIPs have several ad-
vantages including increasing transaction efficiency
and decreasing the cost and time involved in trans-
actions. In July 2012, SKS Microfinance launched
a qualified institutional placement, the first-ever
made by an MFI, which was oversubscribed, with
32,300 million raised.’ The QIP issue confirmed the
fact that MFIs find the climate outside of Andhra
Pradesh much more suitable to expanding a port-
folio.

The proposal of treating any excess of the fair
market as income to be taxed, as indicated in the Fi-
nance Bill of 2012, may hurt the startups, especially
among smaller MFIs because their valuations are
not fully defined in the beginning phases, and there
is not enough cash among startups to begin with to
make a proper valuation. New MFIs in India will
have to turn to foreign venture capital to avoid this,
as foreign venture capital funds will not fall under
the provisions of Indian Regulations (Table 8.3).%°
For reasons other than taxation issues, many small
MFIs may have to be consolidated to meet capital
requirements,' a point made by Mr N.K. Maini,
Deputy Managing Director of SIDBL

Smaller MFIs are more at risk than are larger
MFIs for multiple reasons. Primarily, smaller MFIs
are more concentrated in small geographies than
larger MFIs, which makes them all the more suscep-
tible to market failures in a particular local area. For
instance, many of the Andhra Pradesh based small
MFIs including Dovefin and CRESA have as much
as 70 per cent of operations located inside the state,
subject to governmental pressure, in comparison to
larger MFIs that have much more flexibility in shift-
ing operations and headquarters geographically.
Further, smaller MFIs face significantly more risk in
the current investment climate as they often cannot
engage in debt restructuring, which is offered only

Table 8.3 Selected recent venture capital transac-

tions™
Amount
Date Buyer Target (3 in million)
January 2012 _ Acumen GUARDIAN _ 52
June2012  Incofin _ Annapurna 130 .
June 2012 Pragati  Saija 128.2




to larger MFIs.”* Accordingly, MFIs such as Band-
han, Ujjivan, and Janalaskhmi are taking over the
industry as Andhra Pradesh companies such as SKS
and Spandana falter."

Borrowings

One of the major sources of raising debt fund for
MFIs is commercial banks. The crisis situation had
a negative impact of the debt flow from commercial
banks to MFIs during 2011-12. The MFIs reported
that they received 72 billion as debt fund during
the year 2011-12, which was only 71 per cent of
funding during the previous year."” The bank loan
extended to MFIs during the same period was I67
billion. The MFIs that depended on bank borrow-
ings took most of the financial hit once the MFI
sector buckled-under in 2010, as the majority of the
capital for MFIs has been from debt. Until Septem-
ber 2011, loan growth to MFIs had decreased 16.4
per cent, compared with a 7.5 per cent growth in
loans in the first half of 2010.'* Moreover, in early
2012 banks raised their interest rates to MFIs from
a previous rate of 12-14 per cent to a rate ranging
from 15.5-18 per cent, and additionally started
charging a processing fee and requiring a cash col-
lateral in transactions with MFIs."” In the wake of
this, interest rates for MFIs have remained steady as
there is an upward cap on their rates to meet con-
sumer demand of loan products, nullifying the pre-
vious benefits of debt financing. In light of this, in an
industry once heavily weighted towards debt, with
an all-industry debt to equity ratio of 4.65 in 2010,
this ratio has greatly decreased in the past few years.
In 2011, the Debt Equity ratio decreased to 3.58.'
This highlights the plight of MFIs taking loans
from banks, which currently rest on the whims of
bank rates. Moreover, overall, banks greatly reduced
lending outside of Andhra Pradesh and completely
stopped in the state.”” With equity investments re-
cently on the rise, and bank loans still slogging, the
debt-to-equity ratio continues to fall, with a current
ratio of 3.26.%

According to Puli Kishore Kumar, CEO of Trident
Microfin, ‘The bankers are not able to digest the im-
pact of the crisis. They believe that uncertainty con-
tinues in the sector and refrain from lending to us...
the authorities need to convince boards of commer-
cial banks about the need to lend to MFIs*! However,
P.H. Ravikumar, interim non-executive chairman of
SKS Microfinance Ltd, articulated in June 2012 that
lending from banks looked promising recently—in
fiscal 2011-12, except for the last three months, bank
disbursements, vital for MFIs to disburse new loans
and build-up new clientele, dried up. It was only in

Investment climate—faltering, but hope remains

the last quarter of FY12 that the bank disbursements
were available.* He refers to a recent increase in
bank loans in the May and June 2012 months.

The roundtable on ‘Fund Flow from Banks to the
Microfinance Sector: Issues, Challenges and Way
forward’® has brought out the following issues:

1. The problem in one state should not be al-
lowed to influence and affect 30 million clients
across the country. In the wake of the Andhra
Pradesh situation, the sector still faces a po-
litical risk.

2. Restricted fund flows to MFIs would be a setback
for the banks’ drive on ‘Responsible Finance’

3. In case liquidity issues are not addressed quickly,
the MFIs might lose good and potential clients,
as they have suffered in the post crisis period.
There is a huge concern on clients going back to
the moneylenders.

4. MFIs require a continuous stream of funds for
on-lending throughout the year, whereas banks
usually wait till fag end of the financial year to
lend.

5. It would be good for banks to consider a Tier II
capital structure for MFIs.

6. Banks also ask for personal guarantees from
members of top management of MFIs.

7. When the regulation has become stronger, why
banks are holding back on lending is not clear.

8. The cost of compliance with RBI guidelines is
huge. Various Auditors’ certificates on RBI com-
pliance are being asked by banks every now and
then, which has a cost involved, and ultimately
this cost would pass on to the borrower.

9. Banks do not lend unless MFIs have capital. For
smaller MFIs, raising capital is difficult as they
do not even reach the break even level of busi-
ness due to crisis.

10. The challenge is to lend to the poor, the lender
being sustainable despite the higher risks.

11. Delinquencies have increased manifold and are
becoming an increasing proportion of the con-
tinuously shrinking portfolios.

12. Banks should give some incentive (lower inter-
est rates) to MFIs that do well on social perfor-
mance and responsible finance.

13. There is a need to form some kind of partner-
ship, either of banks and MFIs or Lenders’ Fo-
rum and MFIs.

14. The sector has been demonstrating enhanced
transparency and focus on client centric prac-
tices.

The general feeling was that there was no justifica-
tion for continued constraint on funds to MFIs from
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the banking system. The sector has responded well
to the requirements of responsible finance, cus-
tomer protection and RBI regulations. Many MFIs
with business outside AP have been able to maintain
portfolio quality and continued servicing of bank
loans. RBI regulations clearly lay down norms for
operations of MFIs, and it is a tacit recognition by
RBI that the sector is legitimately pursuing finan-
cial services business focused on vulnerable people.
There is an urgent need on the part of banks to reap-
praise their risk perceptions and resume funding to
the deserving MFIs, instead of keeping themselves
away from the entire sector.

Issues of Smaller MFIs (Section 25 Companies,
Trusts, Societies) distinctly differ from larger MFIs
in every respect. The key concern is the liquidity
crunch arising from reduced fund flows. The break
in fund flows from the banks has lead to a substan-
tial shrinkage in the portfolio of MFIs. Besides the
decrease in the portfolio, the crucial impact has been
the delinquencies in the field. A study conducted
by the CGAP and M-CRIL shows that the Indian
Microfinance industry is the largest but the worst
in terms of portfolio quality.* The Government of
India is also trying hard to safeguard the small in-
stitutions under the financial inclusion drive and is
in dialogue with the Andhra Pradesh government
on the Andhra Pradesh Act pertaining to microfi-
nance.

Debt-restructuring

The RBI permitted banks to retain the asset clas-
sification after restructuring. Five different MFIs
wanted to procure debt-restructuring in 2012, as
listed in Table 8.4, but faced high provisioning rates
before they could be accepted. After the successful
restructuring in June 2011 of (a) Spandana Spoor-
thy, (b) Asmitha Microfin, (c) Trident Microfin, (d)
Future Financial Services and (e¢) SHARE in 2011,
Basix was included in the second round of propos-
als for CDR. In July 2012, Basix, one of India’s old-
est MFIs, was attempting to negotiate further NCD
deals with a group of banks as a last resort as the
MFI started to shut-down.

Ratings

Ratings for securitization deals for MFIs are show-
ing the upgrading trend. For instance, in Febru-
ary 2012, one of the main rating agencies in India,
CRISIL, upgraded the rating of MFIs including
Equitas (upgraded from BBB-/positive to BBB/sta-
ble), Ujjivan (upgraded to BBB/stable from BBB-/
stable), and Janalakshmi (upgraded to positive).?
These upgraded ratings perhaps were mirrored in

the fact that recent equity investments in both Eq-
uitas and Ujjivan picked up at a substantial rate.
The positive correlation between equity invest-
ment and ratings validates the ratings for these
particular MFIs (Table 8.4).

Table 8.4 Selected ratings for MFls as of June 20122

Rating Rating Rating
agency MFI 2010-11 2011-12
CARE,
CRISIL_SKS _____CRISILPT  CARE:A1
Utkarsh Micro Fi-
ICRA__ nancePrivateltd M3+ = M2
CRISIL _Equitas  BBB-/Positive BBB/Stable
CRISIL  Ujjivan BBB-/Stable BBB/Stable

Non-convertible debentures

Because debt sources have been difficult for MFIs
to come by, many MFIs have been turning to Non-
Convertible Debentures (NCDs). In December
2011, the RBI issued a release stating several NBFCs
had violated maturity guidelines by issuing NCDs
with a maturity of less than 90 days, a provision set
up in 2010 to protect interests of both lenders and
borrowers.” MFIs in Andhra Pradesh since 2010
find it difficult to issue NCDs, on account of their
low rating.

MFIs continue to look towards NCDs as viable
alternatives to access credit (Table 8.5). Mr Udaya
Kumar, CEO of Grameen Financial Services articu-
lated the importance of his company’s June NCD
deal—"... is very important and stabilizes our liquid-
ity position due to the nature of the transaction. With
support from domestic banks and institutions, we will
be able to consolidate ...

Table 8.5 Major NCD deals?®

Amount
Company (X million) Date
GrameenKoota 250 June2012
Sahayata (purchased by
DWMGCyprus) .. 195 April2012
Satin Creditcare Network
Limited (Advised by Uni-
tusCapital) . 120 March2011
Uilivan . 290 _ January2012
Ujvan 320 August2011
Bandhan 280 November 2011
Equitas 500 June 2011




There are also further developments on the NCD
front. IFMR Capital placed its first two NCDs, the
first in December 2011, and the second in June
2012, invested by FMO, a Dutch Development Bank.
Great promise NCDs have attracted investor and in-
stitutional attention and have become an important
resource mobilization tool for MFIs.

Securitization

As of April 2012, MFIs had sold 30 billion of loans
through securitization deals, an amount close to
double the amount of such deals carried out during
the previous year.”” Banks are turning to securitiza-
tion of MFI portfolios to meet their priority sector
portfolio needs (Table 8.6). The RBI regulations in
December 2011 capping interest rates at 26 per cent,
have helped increase banks’ confidence in the sector
and bolstered the market for securitization deals.
Securitized loan portfolios have had significant ad-
vantages for MFIs, including freeing up equity by
providing some sort of immediate liquidity for MFIs
to invest.

Table 8.6 Major securitization deals in 20123°

Amount

Originator (X million) Time period
January-March

SKS o 10000 2012
Bandhan Financial
ServicesPvt.Ltd 5000  February 2012
Grameen Financial
Services 2495 2002
GramaVidiyal 2792 2012
Annapurna 33143 2012
Grameen Financial
Services 883 2012
Satin Creditcare
NetworkLimited 974 2012
GramaVidiyal 2252 2012
Annapurna, Asirvad,
Disha, Fusion, Mimoza,
Satin, S.M.I.L.E.,
Suryoday, SVCL 443.6 2012

In 2010, IFMR Capital proposed the new idea,
called a multi-originator securitization, which helps
in reducing investor’s risk across geographic regions
and across multiple MFIs rather than only one MFI.
In September 2011, IFMR Capital reached aI511 mil-
lion multi-originator loan from 49,881 microloans
from a number of MFIs, the largest such transac-
tion.” One sign of how MFIs are doing financially is

Investment climate—faltering, but hope remains

their loan books, which are correlated with two main
factors: (a) shares of equity and debt finance and (b)
regulations placed on lending by the RBI. Overall,
MFIs in states other than Andhra Pradesh increased
their loan portfolios by 22 per cent, whereas MFIs in
Andhra Pradesh shrunk by 38 per cent, giving an av-
erage total of 15 per cent shrinkage in loan portfolios
in the entire country.*

It is evident the earlier discussions in Chapter
3 that growth rate in gross loan portfolio of MFIs
outside AP continues to remain encouraging. How-
ever, because AP makes up such a large proportion
of the total loan portfolios nationwide, the overall fo-
cus remains on this market. The emerging question
is whether MFIs in Andhra Pradesh will be able to
meet capital and provisioning requirements to regain
a proper footing in the industry, or whether they will
have to diversify the operations for existence.

SUMMING UP

Consequent to the crisis in the sector, the investment
climate in India seems more dynamic than ever be-
fore. Despite a dearth of debt financing, the equity
front looks promising. MFIs and capital-infusing
institutions have turned their attention with new
found rigor to new forms of capital flows includ-
ing securitizations, multi-originator securitizations,
NCDs, and qualified institutional placements. In
the meantime, the Indian government continues
to unfold small-scale programmes designed to help
smaller MFIs including the Indian Microfinance
Equity Fund. With the positive responses from the
sector in terms of an improved regulatory environ-
ment and responsible financing by the MFIs, the eq-
uity flow is expected to be encouraging for all MFIs
more particularly to smaller and medium sized
ones, and hence, despite flattering performance,
hope remains.
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Global trends in microfinance

Microfinance as a part of financial sector is expected
to be influenced directly or indirectly by the positive
or negative changes that take place in the global econ-
omy or the regional financial markets. Understand-
ing the trend and progress of global microfinance as-
sumes greater importance in the present day context
in view of its significant influence on the Indian mi-
crofinance sector. The Economist Intelligence Unit
(EIU) has brought out a report entitled Global Micro-
scope on the MFI sector for the year 2011." The study
covered 55 countries. The countries had been ranked
on the basis of various revised parameters, which
include overall microfinance business environment,
regulatory framework and practices, and supporting
institutional framework and stability. The study con-
cluded that, in the aftermath of the global financial
crisis, microfinance has begun to enter a more ma-
ture and sustainable growth phase. After years of rap-
id expansion, the focus has turned to accelerating the
improvements already underway in corporate gover-
nance, responsible finance practices and regulatory
capacity and risk management. Further, risk manage-
ment, which has become a post-crisis priority for all
financial institutions, has improved considerably in
the microfinance sector, which is essential, given that
it is offering an increasingly diversified range of in-
novative financial services to the poor.

The ranking of the top 10 countries in micro-
finance revealed that Peru continued to top the list
with the highest score followed by Bolivia and Paki-
stan. India and Ghana, which were in the list of the
top 10 countries during the year 2010 could not re-
tain their positions in 2011 and hence got dropped
from the list (Table 9.1). On the other hand, countries
such as Uganda, Mexico and Panama have gained
entry into the list of the top 10 countries. Uganda,
which was displaced from the list last year, regained
entry into the list in the ninth position, while its co-
entrants, Mexico and Panama, have occupied the

tenth position. On the whole, all the top-ranking
countries, with the exception of Kenya, have declined
in terms of their score as compared to their score in
the preceding year. Under the overall business catego-
ry, Bangladesh—the land of microfinance origin has
been ranked 43rd, and Vietnam was in the last place.

Pakistan, Philippines and Uganda shared the first
place in regulatory framework and practices, while
Trinidad and Tobago have occupied the lowermost
position in the list. Bolivia and Peru shared first rank
in Supporting Institutional framework followed by
Columbia and Armenia. Costa Rica has topped the
list in terms of stability factor followed by South
American countries viz., Uruguay and Chile. As in
the overall business category, Vietnam was in the
bottommost position in terms of supporting insti-
tutional framework.

Peru had an excellent record of legal framework,
sophisticated regulators and government commit-
ment, which purely focused on making the unbanked

Table 9.1 Ranking of the top 10 countries in micro-
finance in 2011

Score in Change

Rank Country 2011 from 2010
,,,,,,,,, Peru . 678 5 .
2 Bolivia 647 .. A9
3 F Pakistan . 628 2
A Kenya 603 .- 53
5. FHsavador 588 . 25
6 Philippines 385 133 .
7. Colombia 60 - 08
8 Ecuador 1 62
9 Uganda . 537 __Newentrant.
10. Mexico and Panama 53.6 New entrant

Source: Global Microscope on the Microfinance Business Environ-
ment, 2009-11, Economic Intelligence Unit Ltd (www.eiu.com).
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bankable. Bolivia had better price transparency and
disclosure rules. Pakistan, placed in the third posi-
tion, had a separate legal framework for microfi-
nance banks and good networking. The Kyrgyz
Republic has stepped down from the 12th position
to the 21st rank globally. This is due to a change in
the political regime, which halted regulatory over-
haul. Latin America and the Caribbean have the
largest number of top performing countries in the
Global Microscope. The region has eight countries
in the top 12 global positions. In addition, the first
two places are occupied by Peru and Bolivia respec-
tively. This had been possible mainly because of
their very strong position in supporting institutional
framework, even though these countries are not very
strong in regulatory framework and practices.

The Middle East and North African countries
have faced political unrest earlier this year, which
seriously handicapped the functioning of the micro-
finance industry. Yemen is one of the most affected
countries, which slid from the 27th to the 44th place.
This instability has caused many MFIs to reduce their
scale of operations, ending up with closure of banks
too. Kenya is one of the strongest and most stable
countries in this region. Kenya is placed in the fourth
place and Uganda in the ninth place in the global list.
But Uganda finds itself in the first place globally in
terms of regulatory framework and practices. Clients
are benefitted with active microfinance markets.

India has been pushed to the 27th rank with a score
of 43.1 in the overall microfinance business environ-
ment. It occupied the 22nd rank in regulatory frame-
work and practices, the 20th place in supporting
institutional framework and the 40th rank in terms
of stability. The Government of India had strongly
promoted the Self-Help Group model through the

National Rural Livelihood Mission by offering cheap
funding and also restricted market-based lending. In
a study carried out by Microrate MIV survey 2011,
Latin American and the Caribbean (LAC) countries
and Europe and Central Asia continue to account for
the majority of microfinance investments receiving
a combined total of 73 per cent of all microfinance
investments in 2010.> JP Morgans CGAP Global Eq-
uity Valuation Survey 2012 has reported that the LAC
region had more than half of the investment followed
by Asia.* India is the major contributor with more
than 92 per cent of Asia’s investment levels.

REGION-WISE PERFORMANCE OF
MFIs IN THE WORLD

The growth and performance of microfinance sec-
tor at global level during the recent years has shown
significant differences across regions. With a view
to capture the direction of movement of the sector
among the regions, a comparative analysis of the
performance of the sector in regions like Africa,
East Asia and Pacific, Eastern Europe, Central Asia,
Latin America, Caribbean, Middle East and North
Africa and South Asia is attempted in this section.
The data from Mix Market for the period 2003-10
has been the basis for this analysis.*

The number of MFIs had, by and large, shown an
upward trend in almost all the regions up to the year
2007 and 2008, after which the numbers have started
dwindling in all the regions. In all the regions of the
world, the number of MFIs has decreased during the
year 2011 as compared to the previous year, except
in East Asia and the Pacific, where the number re-
mained unchanged (Figure 9.1). The decrease in the
number of MFIs has ranged from about 10 per cent

450
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and the Europe America East and
Pacific and Central and the North
Asia Caribbean Africa

Figure 9.1 Number of MFls in different regions

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfinance-Investment-2011-MicroRate.pdf accessed

in June 2012.
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cessed in June 2012.

in LAC countries to close to 75 per cent in the Middle
East and the North African region. In South Asian
countries the decline in the MFI count was about 50
per cent. This is probably due to the overall economic
situation as the world was experiencing severe eco-
nomic recession during this period.

The number of active borrowers during the year
2011 has declined in most regions of the world as
compared to the preceding year, with the excep-
tion of LAC countries where there was a marginal
increase in the number (Figure 9.2). The decline in
the number of active borrowers was the highest in
MENA countries where the decline was about 70
per cent between the years 2010 and 2011, while it
was more than 40 per cent in South Asian countries.
The decline in active borrowers has reflected in re-
duction of deposits too.

The trend in the number of depositors shows a
disheartening trend in most parts of the world with
a decline in their numbers in recent years (Figure
9.3). By the year 2010, the South Asia region had
the highest number of depositors (23.73 million),
though it declined by about 50 per cent to about
12 million in the year 2011. Consequently, the Af-
rican countries accounted for the highest number
of depositors in the year 2011, with 16.25 million
depositors though with a marginal decline from
about 17 million in the preceding year. Middle and
North African countries had the lowest number of
depositors (0.1 million) in 2010, and this too had
declined by 63 per cent in 2011, thus making it
negligible as compared to the other regions of the
world. East Asian countries have recorded the high-
est year-on-year growth in the number of deposi-
tors, from about 6 million in 2010 to 7.73 million
in 2011, while the LAC countries have maintained

their number around 15.50 million in both the
years. In the world as a whole the total number of
depositors declined from more than 65 million to
about 54 million between the years 2010 and 2011,
thus recording a decline of 17.50 per cent.
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Figure 9.3 Number of depositors (in million)

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfi-
nance-Investment-2011-MicroRate.pdf accessed in June 2012.

Due to the decline or stagnation in the number
of deposits in most of the regions, there has been
a marginal to steep decline in the deposit amounts
between the years 2010 and 2011 in all the regions
except in Latin American and Caribbean coun-
tries and the African region where there was an
increase in the deposit amount (Figure 9.4). The
decline in the deposit amount was the steepest in
East Asia and the Pacific region where the deposits
registered a fall of 80 per cent from about US$31
billion to 6 billion. In South Asia, a 50 per cent de-
cline in number of depositors has resulted in more
than 80 per cent decline in the deposit amount.
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The MENA region has recorded the highest fall
of about 95 per cent in the deposit amount as a
consequence of more than 60 per cent decline in
the number of depositors. Due to the moderate to
steep decline in deposit amounts in most of the
regions, the deposit amount at a global level has
recorded a 40 per cent decline from US$63 billion
to US$37.5 billion.

The gross loan portfolio has shown an increas-
ing trend in all the regions of the world during the
period 2009-10 (Figure 9.4). In Eastern Europe and
Central Asia, the increase was more pronounced
with an increase of 60 per cent, while it was around
20 per cent in Africa, and East Asia and the Pacific,
while the increase in other regions falling in be-
tween these two extremes.
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Figure 9.4 Gross loan portfolio (Sum) (in billion US$)

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Micro-
finance-Investment-2011-MicroRate.pdf accessed in June 2012.
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Figure 9.5 Gross loan portfolio to total assets

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfi-
nance-Investment-2011-MicroRate.pdf accessed in June 2012.

Though the sector seems to have achieved a posi-
tive growth in gross loan portfolio/total assets for
almost all the countries during 2011 over the year
2010, it has shown a mixed trend during the period
2003-11 in most of the regions (Figure 9.5). The
ratio of gross loan portfolio to total assets was the
lowest in East Asia and the Pacific countries, among
all the regions of the world though this region has
increased it from 54 per cent to 62 per cent between
the years 2010 and 2011. African countries have also
recorded a similar increase in their gross loan port-
folio to total assets ratio. The Middle East and the
North Africa region closely follows the South Asian
countries in terms of their gross loan portfolio/total
assets during the year 2011.

A country-wise analysis for South Asia reveals
that the total assets in 2011 have declined for most
of the countries as compared to the corresponding
figures in the previous year. Attrition in total assets
is found to be the highest in Bangladesh and Sri
Lanka where the assets declined by about 97 in 2011
as compared to the previous year. Though India’s as-
sets declined by 50 per cent between the years 2010
and 2011, India continued to top the list of South
Asian countries in terms of total assets, with a to-
tal asset value of about US$2.90 billion. In terms of
the median asset value, Bhutan topped the list of
South Asian countries during the year 2010, with a
median asset value of about US$95 million, though
the figures of Bhutan are not available for the year
2011. The median asset values have increased for all
the countries in South Asia during the year 2011 as
compared to the previous year, though with wide
differences across nations. Bangladesh topped the
list of South Asian countries in terms of median
asset value in 2011 (US$506 million), followed by
Pakistan (US$56 million).

PORTFOLIO AT RISK (90 DAYS)

The portfolio at risk has been showing a mixed
trend across different regions over the period
2003-11. Though the portfolio at risk for the Afri-
can region has been fluctuating during this period,
the PAR has decreased from 5.3 per cent in 2003 to
3.36 per cent in 2011. A similar kind of fluctuat-
ing trend was observed in East Asia and the Pacific
nations, but there has been a perceptible decrease
in PAR from 3.89 per cent in 2003 to less than one
percent in 2011. East Europe and Central Asia
have shown an increasing trend in recent years
though the PAR in 2011 has decreased to 2.47 per
cent from 6.73 per cent in 2010. In the case of Latin



American countries, the PAR has been fluctuating
around 4-5 per cent over the period from 2003 to
2011, while in the MENA countries, the PAR was
smaller than most of the other regions with minor
fluctuations over the years. In South Asian coun-
tries, though the PAR has been showing a declin-
ing trend from 2003 to 2009, from more than 4 per
cent in 2003 to 2.76 per cent in 2009, it has made
a sudden spurt in the recent years with 14.13 per
cent in 2010 and 19 per cent in 2011. However,
South Asian countries had the lowest risk coverage
20 per cent in 2010 and 5 per cent in 2011, while all
other regions had the risk coverage of more than
60 per cent in the year 2011.

The loan loss rate is found to have made a sudden
spurt in the year 2011 in MENA, which was 6.38 per
cent, up from less than one per cent during all pre-
vious years. In spite of having a large loan portfolio,
LAC had a aloan loss rate of only 1.83 per cent, thus
promoting additional portfolio growth. The other
regions of the world such as Africa, East Asia and
the Pacific and Eastern European and Central Asian
countries have all had a loan loss rate of less than
one per cent in all the years.

Though all the regions have reported an opera-
tional self-sufficiency (OSS) ratio of more than 100
per cent since 2005 until 2011, indicating that the
sector is self-sufficient, the OSS for South Asian
countries has suddenly slumped to 64 per cent in
2011 from 115 per cent in the previous year. African
countries and the East and Pacific region have re-
corded a very high OSS of about 128 per cent in the
year 2011. For East Asia and the Pacific region, this
is a remarkable recovery from its previous year OSS
ratio of just above 100 per cent.

The percentage of operating costs to total assets
was the highest in Africa at 18 and 19 per cent respec-
tively during 2009 and 2010, closely followed by Latin
American countries with 17 per cent in both the years
(Figure 9.6). It was the lowest at 11 and 12 per cent re-
spectively in South Asia, and East European and Cen-
tral Asian countries during both 2009 and 2010.

Yield on gross portfolio was the highest at 25 per
cent for Latin American countries closely followed
by East Asia and the Pacific region at 24 per cent.
It was the lowest at 13 per cent for South Asia and
higher than 20 per cent in all other regions.

The Return on Assets (RoA) of the African region
has shown steady progress from 1.65 per cent in 2001
to 4.21 per cent in 2011, though it was fluctuating
around less than 1 per cent till 2010, before recording
a spurt in 2011. Similarly, East Asian and Pacific na-
tions recorded a fluctuating trend around less than
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nance-Investment-2011-MicroRate.pdf accessed in June 2012.

1 per cent until 2010, and recorded a significant rise
in 2011 to reach 2.3 per cent, in spite of the steep fall
in their gross loan portfolio. Though LAC countries
had a higher gross loan portfolio, it has achieved a
very low RoA of only 2.92 per cent (2011) though it
has marginally improved its performance over the
previous year. The RoA of LAC had not been impres-
sive with respect to its portfolio size.

The African region outperformed all other re-
gions in terms of the RoA, RoE as well as profit
margin during the year 2011. Both EAP and EECA
regions have achieved an impressive growth in all
the three indicators viz., profit margin, RoA and
RoE as compared to their corresponding figures in
the previous year. LAC countries however made a
tardy progress in all these parameters. The most dis-
heartening trend is noticed in the case of South Asia
where there has been a strong negative growth in
all the three indicators. The MENA region has wit-
nessed a fall in profit margin while RoA and RoE
have not recorded any noticeable change between
2010 and 2011.

The profit margin slumped from about 13 per
cent in 2010 to as low as —56 per cent in 2011, while
the RoA slipped from 2.2 per cent to -9.5 per cent
and RoE declined from about 11 per cent in 2010
to —38 per cent in 2011 (Figure 9.7). The main rea-
son for the sharp fall in profit margin in the South
Asia region is the manifold fall in profit margin in
Afghanistan probably due to the prevailing political
instability and its socio-economic fallouts. Surpris-
ingly, Bangladesh, the homeland of microfinance as
well as India, have also witnessed a sharp downturn
in profit margin, RoA as well as RoE in the year
2011 as compared to the previous year and all these
tigures have become negative in the year 2011. Not



154 MICROFINANCE INDIA

30%
20%
J IRIRIRY
0%
) Africa EastAsia Eastern  Latin Middle
-10% andthe Europe America Eastand Asi
~20% Pacific and and the North
Central Caribbean Africa
-30% Asia
-40% Profit margin
_50% m Return on assets
m Return on equity
-60%

Figure 9.7 Rate of return and profit margin, 2011 (weighted averages)

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfi-
nance-Investment-2011-MicroRate.pdf accessed in June 2012.

60%
50%

40% |
30% |
20% |
S E= E=

Africa East Asia Eastern Latin Middle East  South Asia
and the Europe America  and North
Pacific and Central  andthe Africa
Asia Caribbean

= Average outstanding balance / GNI per capita (median)

Figure 9.8 Average outstanding balance/GNI per capita

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfi-
nance-Investment-2011-MicroRate.pdf accessed in June 2012.

3,500
3,000
2,500
2,000
1,500
1,000
il B B i
0 -
Africa East Asia  Eastern Latin Middle  South Asia
and the Europe  America Eastand
Pacific and and the North
Central Caribbean  Africa 2010 m 2011
Asia

Figure 9.9 Average loan balance per borrower (weighted average US$)

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfi-
nance-Investment-2011-MicroRate.pdf accessed in June 2012.

much change has happened in the case of Pakistan,
except for an increase in profit margin from -2 per
cent in 2010 to 3 per cent in 2011.

LOAN OUTSTANDING

The total number of loans outstanding in South
Asian regions was found to have reached a peak of
more than 180 million in 2010 and slipped steeply
to 36 million in 2011. Eastern Europe and Central
Asia and East Asia and the Pacific regions have re-
corded a marginal decline in their total number of
loans outstanding between the years 2010 and 2011,
while African countries and Latin American and
the Caribbean countries have recorded a marginal
increase in the number of loan outstandings. The
countries in the MENA region have reduced their
loans outstanding in recent years though it has been
increasing till 2008. The most noticeable feature is
that MENA countries have reduced their outstand-
ing loans with less operating expenses.

The average outstanding balance as percentage to
gross national income per capita (median) provided
in Figure 9.8 reveals that the median outstanding
balance as percentage to per capita gross national
income was more than 50 per cent in the case of
Eastern European and Central Asian countries,
closely followed by African countries. All the other
regions have this ratio between 12 and 25 per cent
with the Asian countries falling in the lower end of
the range.

The average loan per borrower has, by and large,
exhibited an upward trend in almost all the regions
up to 2007 and 2008, after which it started declining
(Figure 9.9). The steepest fall in the average loan size
between the years 2010 and 2011 was observed in
the case of East Asia and the Pacific Region, where
it declined from US$1,844 to US$647. However,
during the year 2011 the African, LAC and MENA
regions have seen a marginal increase in the average
loan size. A cross-regional comparison of the aver-
age loan size during the year 2011 suggests that the
average loan per borrower was the highest in East
European and Central Asian countries (US$2,214),
followed by Latin American and Caribbean coun-
tries (US$1,500). The average loan size is found to
be the lowest in South Asian countries in almost all
the years, and it was very meager at around US$150
during 2011.

The proportion of the average salary of MFI
staff to the per capital gross national income of the
regions shows that, barring Africa, in all other re-
gions, the average staff salary was about two to five
times the per capita gross national income of the



respective regions, whereas in Africa it was more
than nine times, probably because of the very low
per capita gross national incomes of many of the
African countries (Table 9.2). The ratio of average
staff salary to per capita gross national income was
the lowest at 2.70 in MENA countries. The num-
ber of borrowers per staff member was the lowest
at Eastern Europe and Central Asia (61 borrowers
per staff), followed by 113 in Africa, while it was
the highest in South Asia with 231 borrowers per
staff.

Table 9.2 Proportion of average staff salary to GNI
per capita and number of borrowers per

staff (2011)

Average Borrowers
salary/GNI per staff
per capita member
(weighted (weighted

Region average) average)
Afica 938 13
EastAsiaand the Pacific = 477 244
Eastern Europe and Central
A 392 61
Latin America and the

Caribbean _ _  __ _________. 346 135
Middle Eastand North Africa 268 152
South Asia 2.79 231

Source: http://www.microrate.com/media/downloads/2012/
04/The-State-of-Microfinance-Investment-2011-MicroRate.
pdf accessed in June 2012.

The administrative expense as a percentage of
total assets (weighted average) has shown mixed
trends across regions between the years 2010 and
2011 (Figure 9.10). It was the highest at 8 per
cent in Africa during the year 2010, which has
decreased significantly to less than 6 per cent in
2011. Quite the contrary happened in the South
Asian countries where the administrative costs as
a percentage to total assets increased significantly
from 3 per cent in 2010 to close to 6 per cent dur-
ing 2011. In the case of the East Asian and Pacific
region also, the percentage has doubled from 1.23
to about 2.50 per cent between the years 2010 and
2011. However, in the case of East Europe and
Central Asia and the Latin American and Carib-
bean region, this percentage has almost remained
stagnant during the two periods. In the MENA
region, the percentage of administrative costs to
total assets has showed an increase from 3.87 to
5.13.
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The averageloan balance per borrower during the
year 2011 was the highest at more than US$1,700
in Eastern Europe and Central Asia, followed by
Latin American and Caribbean countries with
US$1,033, and MENA region with about US$600.
It was the smallest in South Asia (US$155). The
cost per borrower was also the lowest in South Asia
(US$20 per borrower), and the highest in Eastern
Europe and Central Asia (US$290 per borrower)
(Figure 9.11).

The cost per borrower and the cost per loan have
increased by almost two-fold for LAC countries
during 2011 as compared to its 2010 figures, though
the costs recorded very small increases during the
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Figure 9.11 Loan balance and cost per borrower

Source: http://www.microrate.com/media/downloads/2012/04/The-State-of-Microfi-
nance-Investment-2011-MicroRate.pdf accessed in June 2012.
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previous years. During the year 2010, for which the
cost data are available for all the regions, both the cost
per loan and the cost per borrower were the highest
in the EECA region, followed by LAC countries. The
MENA region has experienced significant inflation
in cost per loan. But African and AEP regions have
recorded a dip in costs due to a large decline in their
active borrowers.

THE BANANA SKIN SURVEY

The Banana Skin Survey for the year 2012° reveals
that, globally, over-indebtedness is the topmost risk
in the year 2012, in contrast to the credit risk topping
the list in the previous year, which has now moved
down to the fourth position in the list of global risk
factors. Corporate governance and management
quality are ranked as the second and third most
dominant risks. Management quality appears to be
gaining prominence as it moved from the seventh
position in 2011 to the third position during 2012.
Political interference continues to be in the fifth po-
sition as in the last year, which is probably due to
the political apprehensions about overcharging, and
use of unethical lending and recovery practices by
MFIs. The risk of competition, which occupied the
third position during 2011, has moved down to the
eighth rank during the latest year. The quality of risk
management and client management, which did not
find a place in the list of global risk factors during
2011, have come to occupy sixth and seventh po-
sitions respectively, during 2012. The Survey states
that, of the top 12 risks, eight are ‘institutional risks,
i.e., ones that are internal to the MFIs themselves—
such as the strength of leadership, the quality of the
loan book and the effectiveness of internal controls.
The others are external risks such as political inter-
ference and regulation, but even these risks are, to
some extent, internal as they represent reactions by
the external world to the behaviour of MFIs. There-
fore, many of the important risks facing the MFIs
could be made more manageable through greater
professionalism within MFIs.

Microfinance practitioners are more concerned
about over-indebtedness, credit risk as well as com-
petition, while non-practitioners such as investors,
regulators and observers place more importance on
risks of management and governance issues. The
MFI practitioners attribute the credit risks, both to
the internal elements such as their control weakness-
es as well as to external factors like increasing com-
petition and political interference. Managerial and
governance issues are the other important risk fac-
tors perceived by practitioners. The risk perception

of deposit-seeking MFIs is very similar to the per-
ception of MFIs in general. Investors in MFIs regard
both managerial quality and corporate governance
issues in addition to over-indebtedness as the most
important risks. The quality of risk management is
also a critical risk factor as perceived by MFI inves-
tors, while political interference and regulation are
also perceived to be important risk factors by inves-
tors.

Regulators, consisting of government officials,
regard institutional weaknesses such as corporate
governance and managerial quality as the most
important risk factors besides credit risk and in-
debtedness. Similar to MFI investors, the observ-
ers consisting mainly of consultants and analysts
perceive management quality and corporate gov-
ernance, besides over-indebtedness as important
risk factors. Client management and risk manage-
ment are seen to be the other important risks by
the observers. Over-indebtedness and credit risks
are the most important risk factors in most regions
of the world with the exception of Asia where, po-
litical controversies in the aftermath of the Andhra
Pradesh crisis, and the consequent tougher regula-
tions dominate the microfinance sector, and hence
political interference is seen as one of the important
risk factors in the MFIL. While liquidity topped the
list of risk categories in Asia, corporate governance
and management quality issues remain high priority
issues in reviving the reputation of MFIs. In contrast
to most other regions of the world, credit risk and
over-indebtedness are much lower in the rank list of
risk factors faced by MFIs in Asia.

Many respondents of the Banana Skin Survey,
2012 reported that over-indebtedness is a conse-
quence of the absence of centralized lending data
such as credit reference bureau that would enable
MFIs to assess the borrowing capacity of potential
clients. However, many commentators also pointed
to the increasing multiple lending as the primary
cause of over-indebtedness, which cannot be solely
addressed by the credit reference bureau. Overall,
the institutional risks relating to management and
governance issues dominated the ranking list of
MFI risks, and this calls for radical improvement
management skills, managerial quality and client
management aspects.

SUMMING UP

Overall, the global scenario is not promising for
the MFI industry as such. Though some econo-
mies have booked portfolio, it is found that they
are struggling hard to manage their expenses. State



of the Microcredit Summit Campaign Report 2012
has argued that a number of initiatives like values
of responsibility, corporate ethics and social per-
formance management have emerged to address
the key challenges faced by the sector.® MFIs have
to adopt new strategies to bring back their clients
as well as to reduce their operating and adminis-
trative expenses.
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Future—forward looking

The Indian microfinance sector has been showing
a mild sign of recovery from the crisis. Bringing
the sector on the fast track growth trajectory is the
responsibility of all the stakeholders, representing
areas like policy formulation and enforcement, reg-
ulation, funding and delivery mechanism. Though
the different players in the sector have their own
set of missions and objectives, the past experiences
prove that these are individualistic ones without the
needed coordination and synergy. Hence, it is nec-
essary to focus the future outlook through the lens
of retrospection of the rights and wrongs of the past.
Let us start with the wrongs first.

WHAT WENT WRONG?

The first and foremost issue is related to the shift in
basic approaches and strategies. When microfinance
was conceptualized and implemented, two decades
ago, the focus was on empowering rural women
through the Self-Help Group mechanism. Social
considerations were given greater attention with
saving as a fundamental strength. Credit and other fi-
nancial products were subsequently introduced with
a broader objective of overall development of the ru-
ral families. Initially, the progress was slow as expect-
ed since the process of developing cohesiveness in
the group approach was certainly time-consuming.
Besides, the socio-economic conditions of the poor
further also did not enable speedy progress of such
programmes. Widely shared understanding is that
the microfinance movement took root under social
considerations. However, certain impatient players
resorted to fast growth strategies along with com-
mercial considerations, which had a severe negative
impact on the sector, as a whole.

The second issue relates to the targeted segment.
There are several different models of service delivery

within the microfinance sector, and these have var-
ied impacts on the poor. The evidence from existing
studies on the impact of microfinance on the poor
provides mixed results, ranging from substantial
positive impacts to negligible effects. This is partly
attributable to the fact that research findings and
their conclusions depend on the analytical methods
used. In brief, MFIs generally reach a combination
of poor and non-poor people. The fungible nature
of microcredit also helps the poor women to utilize
the loan based on their priority, which normally for
the best purpose. However, bundling of different
segment of the customers characterized by varied
income levels (from the poorest of the poor to non-
poor), location (rural and urban), nature of occu-
pation (labourers and small/micro-entrepreneurs),
and skill levels (skilled and unskilled), and targeting
all the customers with uniform financial products
are the major constraining factors in achieving the
objective of microfinance. This has been due to the
lack of existence of differentiated products suiting
to the clients preferences.

The third issue is the treatment of clients by the
MFIs, especially profit oriented ones, as well as
their field staff. The performance incentives used
by many MFIs exert undue pressure on field staff
to achieve financial targets and ignore their social
performance—the ways in which they relate to cli-
ents. Previous years’ reports have brought to light
the role of unoftficial microfinance intermediaries in
the sector, who provide an easy entry for new MFIs
setting up operations in an area. Most of these MFIs
have concentrated around the same operational area
and often compete with each other and serve the
same set of households, encouraging multiple loans.
With such high levels of commercialization, it is
only to be expected that some staff are encouraged
to push their financial performance. They tend to

10
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target more and bigger loans to clients irrespective
of the repayment capacity of the borrowers. Recent
evidences suggests that MFIs have moved in the
right direction to set right past flaws in processes
and staff incentives.

The fifth issue is the high interest rates that pre-
vailed till recently to microfinance customers. Re-
cently, the regulatory intervention fixed the cap
on interest rate. While MF practitioners justify the
need for higher interest rate considering the cost of
fund as well as high cost of servicing smaller loans,
there is an argument that the customers may not be
convinced as the interest rate charged by the formal
sector remains much lower than they pay. Some ex-
perts argue that MFIs are no way better than money
lender in terms of high interest rate and fixing terms
of lending. While the money lender lends out of his
owned money, MFIs are actually borrowing from
banks and on-lending the money, and hence, MFIs
are leveraged money lenders. Charging high inter-
est rate in the initial periods of the microfinance
movement was not taken seriously as the size of the
loans was very small, and the benefit of interest rate
recovery was shared by all the members. However,
as the average loan amount per borrower increased,
the interest burden was viewed seriously. In addi-
tion, the lack of transparency among MFI lending
has compounded the negative impact of microfi-
nance norms.

The sixth and final issue, common to all lending
operations, is that when the volume of microfinance
lending expands rapidly, excess and easy credit
would tempt the borrowers to borrow beyond their
capacity. Thus, client’s capacity to absorb the credit
and other financial products was not adequately as-
sessed by the target minded suppliers deteriorating
the credit discipline in the market.

WHAT WENT RIGHT?

The long journey of the microfinance sector with
both ups and downs, several noteworthy and posi-
tive happenings provide greater hope of success in
the future. Obviously, microfinance initiatives have
certainly widened the choices that millions of near-
poor and poor people have access to basic financial
services such as loans, savings and insurance. This
choice, when exercised judiciously without resort-
ing to over borrowing, helped them to manage their
finances more effectively. In terms of outreach, mi-
crofinance facilitated greater penetration of finan-
cial services to unreached areas. Particularly, Band-
han’s effort in reaching out to the poor in the North
Eastern region is worth mentioning here. Similarly,

Ujjevan, Equitas, CASPHOR and other MFIs pro-
vide ample evidence of clients enjoying social and
economic benefits. Microfinance innovations dis-
cussed in this report has wider scope for replication.
Effective microfinance players provide valuable ser-
vices to clients and contribute to the vibrancy of lo-
cal economy. The sector has a long way to go before
reaching out and meeting the needs of the needy.

Different successful microfinance models har-
binger good prospects ahead. Multiple approaches
shown under models like cooperatives or local area
bank or NGO promoted SHGs MFI, NABARD
sponsored institutions (NABFINS) provide robust
micro financial infrastructure in India. Each model
demonstrated success in its own way. The develop-
ment professionals and the govrment have wide
choice to choose from to adopt a model best suited
to local socio-economic conditions.

Government initiatives have provided the much
needed impetus to the microfinance movement
across the country. SGSY and its current avatar,
NRLM has become the national movement focus-
ing on poverty alleviation. Learning from the suc-
cesses and failures of SGSY and incorporating the
insights into the NRLM hold the key for giving the
flagship programme a new vigour. The present mi-
crofinance crisis may be viewed as serendipity and
offered opportunities to reconfigure the microfi-
nance operations in the country in the light of the
new regulation.

The financial inclusion agenda pursued by the
government and RBI offers greater scope for mi-
crofinance sector. The agenda drives the banks
and civil society organizations to reach out to the
unreached through SHGs, digital technology etc.
Banking Correspondents (BCs) as an effective in-
termediary between the banks and the clients, will
have critical role in financial inclusion. As Raguram
Rajan Committee recommended, there is greater
scope for MFIs to undertake the role of BCs paving
way for synergy between the resource potential of
banks and community rapport of MFIs resulting in
better financial inclusion.

Finally, the unsavoury developments in the sec-
tor have amplified the importance of responsible
finance through client protection and social perfor-
mance.

THE WAY FORWARD

The 25-year-old microfinance market which is dy-
namic in nature has undergone drastic changes.
While the changes in the last five years have seen
the sector expanding, attracting a lot of commercial



attention, the last two years have seen changes to-
wards customer protection and responsible finance
Coordinated initiatives from different stakeholders
of the microfinance sector are necessary at this junc-
ture to ensure balance focus on social and financial
perspectives of the customers.

The space provided by SBLP due to its relatively
slow progress led to the emergence of MFIs as a
significant player in the microfinance sector. Rec-
ognizing the increased demand and potential of
reaching the poor, the SBLP model should strive
for may initiate a proactive role for greater out-
reach with increased penetration in underserved
areas without compromising the quality of lending.
There is a need for clear distinction in the mecha-
nism of undertaking a financial and non-financial
role with the promoters of the groups. The poten-
tial for federal structure as an institutional arrange-
ment for SHGs to facilitate banklending to SHGs
through bulk loans. NRLM implementation likely
to introduce a new dimension in the SHG move-
ment, and the emergence of the federations as in-
terlinking institutional arrangements for the forth-
coming government programmes would go a long
way in reaching the poor with a well-established
institutional structure under the microfinance fold.
Further bringing SHGs and their federations un-
der more specific customer protection regulation
is needed to have streamlined process of member’s
welfare. More dialogue on federations of SHGs and
the need for NABARD and NRLM to align their ap-
proaches in the interest of the poor are the essential
elements for drawing future strategies on SBLP.

Expectation in SHG 2 is what it can achieve in
the coming years and greater emphasis on voluntary
savings may facilitate effective financial inclusion.
With the advantage of technology the members may
have easy access to the banks. Converting the NFA
in to basic saving bank deposit account by RBI is an
appropriate move through which the members may
prompted to activate the NFA accounts and avail
better banking facilities.

The future journey of the MFIs calls for balanc-
ing approach of customers’ interests and sustain-
ability. Recognizing the need for customer centric
approach, there is a need to understand the clients
more closely in terms of their preparedness to use
the provided financial services and the desirable
level of credit use. Broader approach of livelihood
initiatives is more relevant in this context rather
than focusing on any specific product such as cred-
it, insurance, etc. Greater attention is required on
capacity building of the clients through appropri-
ate skill development along with providing needed

Future—forward looking

infrastructure support, including marketing ar-
rangement.

MFIs which have already established as strong
entities in the rural financial market need to engage
closely with the mainstream banking. MFIs need to
go beyond the regulatory guidelines in dealing with
customers and should introduce low-cost systems
using appropriate technology so as to reduce the
cost and prevent likelihood of client abuse through
good monitoring. In recent times MFIs across the
country are showing greater commitment towards
transparency and accountability, with a growing
number reporting on the social benefits of their
activities through innovative approaches and initia-
tives. MFIs need to examine the ways in which they
assess field staff performance and reform them, so
that field staff understands that the quality of their
relationships with clients is as important as achiev-
ing financial targets. More action is expected from
sector associations in disciplining member MFIs.

The review of the policy initiatives in an earlier
chapter clearly brings out the fact that RBI is in fa-
vour of ensuring regulatory norms with the protec-
tion of clients in focus. Several relaxations provided
after issuing the direction reemphasize the concern
of RBI for the MFIs, particularly for smaller MFIs.

Tabling the long-awaited Microfinance Institu-
tions (Development and Regulation) Bill has given
the greater scope for microfinance practitioners,
and almost all the stakeholders are anxiously wait-
ing for the approval by the Parliament. Many of the
microfinance experts expressed a positive opinion
of impact of the bill even though there is a debate on
some of the clauses in the bill.

Consequent up on the impact of crisis, there is
resurgence in funding and equity. As a result it is
expected that some of the bigger MFIs show growth
and consolidation. Sa-Dhan quick report already
points out closure of branches and reducing staff.
Merger and sale of business might be more common
place in the next 18 months. There will be a reaction
from MFIs to the excessive focus on social perfor-
mance, responsible finance agenda driven from well
meaning donors and service providers. New product
development and livelihoods based financing might
be the next new normal among MFIs. After passing
of MF bill, one can expect easing of the regulatory
rigour and SROs might get up and the industry as-
sociations asked by RBI to become responsible. The
efforts of revival of the MFIs and bring back the
growth and performances will succeed only when
the problem of fundings is addressed. Creation of an
exclusive equity funding would provide greater relief
to MFIs in general and smaller and medium MFIs in
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particular. Mainstreaming of the MFIs are feasible if
there is a provision for MFIs act as BCs and hence
any action in this direction would certainly improve
the role and participation of MFIs in financial in-
clusion agenda. Ultimately the need of level playing
field for MFIs should be ensured through routing
government programmes on the same terms as that
with banks.

Another priority that needs greater attention is
the credit information sharing through appropriate
credit bureau arrangements. Appropriate incentives
with adequate funding arrangement will certainly
improve the quality of the existing services and also
will achieve greater participation by many MFIs.

Even though the sector has witnessed a downward
trend in the growth performance parameters in re-
cent years, there are positive signals from different
directions. Efforts in bringing the sector under
the regulatory regime will certainly improve the
confidence among different stakeholders, which

will certainly bring back growth and sustainability.
Recognizing the microfinance sector as a strategic
partner in financial inclusion strategies and provid-
ing greater emphasis in social performance are the
needed future steps. MFIs, being partners in the
main stream banking and actively integrated with the
banking system, will provide greater leverage for the
microfinance sector in the years ahead. Effective co-
ordination among stake holders will facilitate healthy
competition, thereby reducing overlapping of activi-
ties and aligning the quality and performance of the
sector with overall banking expectations.

The performance objectives of the microfinance
sector should take in to account the programme
of central and States. As long as the ultimate focus
of microfinance initiatives are towards the poor and
their livelihood improvement, microfinance will sur-
vive, sustain and grow. The only relevant expectation
that it should strive to meet is that of the vulnerable
customers.
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Appendix A.1 Bank Loans Provided to MFIs and their Non-performing Assets (NPAs) and Recovery Performance—2011-12

(Amount ¥ million)

Outstanding bank

Loan disbursed loans against MFls Gross NPAs Pae;cee::-
by banks to MFIs  as on 31 March 2012 of bank loans to MFls recovery to
% to total demand of
Sl No.of Amount No. of No.of outstand- bankloan
no. Name of the bank MFIs disbursed MFls Amount Amount  MFlIs ingloans  to MFls
A Commercial Banks—Public Sector Banks
1 _AllahabadBank 1 40000 noo_ 97268 0 0 0 100
2 AndhraBank 16 __.N77000 6 _.. 368189 NA_ NA ] NA NA
3 BankofBaroda 0 000 | o 000 0 o0 0 o
_4 Bankofindia 3 9400 - 19 ._. 249964 1645 ] 1.._...066 | NA
_5 _BankofMaharashtra A 21500 . LA 25328 000 O _ .0 __ 100
6 CanaraBank 9 ] 183945 ¢ N _._..30832 251 6 08 | NA
7 CentralBankofindia | NA L NA NA L NA NA___NA ] NA . NA ..
_8 CorporationBank M. _.238750 4 68152 1638 3 024 | NA ...
9 DenaBank 13 434100 9 . 499750 3770 ] LIS 7 S NA ..
10 _BiBank 32 _133576 48 1788595 8788 3 049 | NA ..
11 _IndianBank 3 . 5260 A1 .. 57900 180 5 __ _.: 204 | NA ..
12 IndianOverseasBank 36 149350 123 492350 NA___NA_ _ .. NA NA ...
13 _Oriental Bank of Commerce 1 560 .. LA 20 . 004 ] LIS N NA ..
14 Punjab&sSindBank 2 115000 [ 182428 0 0 0 100
15 PunjabNationalBank 3 15000 1 82 95787 . 00 __ 0 ___...0 ___. .00
16 _ State Bank of Bikaner and Jaipur o 000 | o 000 L U o
17 StateBankofHyderabad | NA  NA 2 23072 00 __ 0 ___...0 ___. .00
18 StateBankofindia 66 ____>1870 220 926790 32330 25 ___ : 349 .92
19 StateBankofMysore 0 000 _ ____. L 2423 00 ____ 0 ___....0____.00 .
20 StateBankofPatiala | NA o NA NA L NA NA___NA ] NA ] NA ..
20 StateBankofTravancore 1 3000 A 72869 9167 1 1,128 B
21 _SyndicateBank 6 ... 92500 291 . 182828 0 __ 0 __ .0 ___ .00
22 _UcoBank noo.o 17 e o 3079 0 o0 0 ] NA ...
23 UnitedBankofIndia 1 185000 - 21 __.Z24340 304 ] 1,04 80
24 \VijayaBank 3104000 5 201832 0 0 0 100
____Subtotal—Public SectorBanks 225 37,239.19 1,244 65431.78 61377 47 094 763
B Commercial Banks—Private Sector
O mdsBank 14 173500 51 591699 36532 15 617 NA_
2 CapitallocalAreaBank 1 172 o] 158 NA_ NA ] NA 100
3 CityUnionBank 4. 6351 8 15973 047 NA 029 998
4 DhanalakshmiBank S 40861 145 66018 4140 12 627 80
6 HDFCBank 4 62000 57 244560 7033 10 288 98
7 ICICI Bank 0 0.00 43 5,286.62 NA NA NA 97

(Continued)
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(Continued)

Loan disbursed I?)::lsst :;:::gtbl\lalplt Gross NPAs Pae ;cee:ft ’

by banks to MFIs  as on 31 March 2012 of bank loans to MFls recovery to

% to total demand of
Sl No.of Amount No. of No.of outstand- bankloan
no. Name of the bank MFIs  disbursed MFls Amount Amount MFIls ingloans to MFls
'8 InduslndBank 1 2500 5 51150 000 0 0 100
9 INGVysyaBank o 000 31 77950 NA_ NA_ | NA NA_
10 _Jammu&KashmirBank 0 .. 000 6 _._..23742 000___O0 _ .0 __ 100 _
4 KamatakaBank 16 145360 34 33679 84217 11 2501 572
15 KotakMahindraBank 5726314 5 726314 NA__ NA | NA NA_
16 SouthindianBank 10 60000 36 202502 18440 8 911 805
17 Tamilnad Mercentile Bank | N\ NA_ 4 355 NA_NA | NA_ 100
18 _The catholic Syrian Bank Ltd. o 000 o 12336 632 NA 512 75
___ Subtotal—Private SectorBanks 111 12,270.58 435 30782.14 1,51040 56 491 898
C Commercial Banks—Foreign Banks
1 CeBank 0 ... 000 . S . 189589 | NA__NA ~ NA | NA
_._.Subtotal—ForeignBanks o 000 ___ : 5 .. 189580 | NA_NA ____NA | NA
_._. Yotal—All Commercial Banks __ 336 _49,509.77 _ 1,684 ___98,109.81 2,124.17 103 _ 217 825
D Regional Rural Banks
(1 Allahabad UP GraminBank o 000 1505 000 0 0 100
_2_Andbra Pragati GraminBank 0 _ 000 6 ] 167 000___ 0 _ 0 _ ! 0.
3 AssamGraminVikasBank 1 6000 14 10400 000 0 0 8
4 BangyaGraminBank s 864 NA_ NA_ NA_ NA | NA NA_
5 HadotiKshetriyaGraminBank  NA__ NA_ 11 509  NA_ NA_ NA NA_
6 KalingaGramyBank 1 300 2772 00 0 0 0
|7 Karnataka Vikas Grameena Bank o 000 . 3. 10383 NA_ NA ] NA NA
8 ManipurRuralBank o 000 2 251 sl 1 6022 40
9 North Malbar GraminBank 1 110 - 4 425 185 2 434 65
10 Pallavan GraminBank 1 509 1. 6% 000 0 0 9%
1 PandyaGraminBank 2199 14 1039 000 0O 0 9%
12 RushikiyaGramyaBank 5 126 5 326 051 3 1563 62
13 _South Malbar GraminBank LA Y. | 6987 539 13 AT . S
4 UthalGramyaBank o 000 24 464 407 24 8757 2
__Subtotal—RegionalRuralBanks 113 13283 128 37509 1333 43 355 585
E Cooperative Banks
___ Assam Cooperative Apex Bank 3 1482 18 4644 1916 12 4125 387
_ SouthCanaraDCCB 1 126 o 103000 0 0 100
___Subtotal—CooperativeBanks 4 1608 19 . 4747 1916 12 4036 693
Total (Com. Banks [Public, Pvt.,

_._. &Foregin]+RRBs+Coops.) 453 4965868 _ 1,831  98,532.38 215666 158 219 747
F  Financial Institutions
osoBL 12 239420 129 1597102 38675 21 242 99
G Grand Total of Lending to MFIs 465 52,052.88 1,960 114,503.49 2,543.41 179 2.22 75.3

NA: Not available/Not reported.
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Appendix A.2 Financing Joint Liability Groups

(Amount ¥ million)

As on March 2011 As on March 2012 As on March 2012

SI.  Name of the No. of Loans No. of Loans Cumulative Cumulative

no. regional office JLGs disbursed JLGs disbursed no. of JLGs loans disbursed
_____NorthernRegion
1. Pumjab 28 NA 86 ... 69.77 __.....B9 .. 69.77 ...
2 _Hayana 139 . 33820 . 1303 . 19523 .. 2698 . A9343
3 __NewDehi 0 . 000 _ ... . 327 .. 26 327 ...
4 ___ HimachalPradesh 8 . 1363 .. 640 ... 12699 825 ] 14062
5 Jammug&Kashmir 0 000 .0 .. 000 ... 0 ] 000 .
6 _ Rajasthan 0 000 3185 .. 39074 . 3185 __...39%074
. Subtotal 1603 35183 ______ 6,010 74599 ____1613 1097.82
_____ NorthEasternRegion .
1. Thpura . nooo 048 0 000 noo 048
2 Assam el A3 29844 ! 9140 . 26254 . 16253 ..56098
3 __Meghalaya 3o LA = 420 ¢ 64 637
4 ___Mizoram A . 258 BB 224 ] A 482 .
5___ AwnachalPradesh 4 023 0 000 SN 023
6 __ Skkim 32 . 639 ___ ..M 584 ! 65 .. 1223 .
. Subtetal 7215 . 309.98 . 9,259 . 27513 16474 . 58511
_____[EasternRegion
1 Bhar 1814 10278 .. 19325 111434 20939 .. 2712
2 Jharkhand 0 . 000 _ .15 613 ____...] LS 613 ..
3 Odisha . 32146 123705 .: 21016 107900 53262 . 231615 .
4 ___ WestBengal 20860 132481 - 27,864 2 48724 133392
5___Andaman&Nicobar 0 000 ... . 404 ! 32 404 .
.. Subtotal 54620 2,664.75 68512 221262 123132 4,877.37
_____CentralRegion
1 ___MadhyaPradesh 3683 13570 3603 %606 7286 23176
2 Chhattisgarh 75 . 1758 .. 1385 12206 _ .. 1860 13964 ..
3 UuarPradesh 13207 . 16471 7106 . 881.13 .. 20313 . 104584 .
4 Uttaranchal 286 ... 372 ... 4 23659 ... Vorr oo 24231
. Subtotal - 17,601 __. 32371 __. 13,635 133383 31,236 __ 1,659.54
. WesternRegion
L€ 0 000 ______ 259 .. 3032 .9 ] 3032 .
2 Guarat . 260 .. 032 ____ .. 2200 20098 . 2469 20130
3 ___ Maharashtra 726 4899  ___.: 2679 .. 297.09 .. 3405 .. 34608
.. Subtotal ! %86 4931 5147 52838 6133 57769
,,,,,, SouthernRegion
1 Kanataka 4145 36640 - 31,786 208375 3591 295016
2 ___AndhraPradesh 0 000 ___: 35773 . 522190 35773 . 322190 .
3 TamilNadu 32,734 7026.15 16516 342504 | 69250 1045119
4 _Kela 2141 36082 5024 67527 ... 7065 103608

Sub total 59,020 7,753.37 89,099 11,905.95 148,119 19,659.32

Grand Total 141,045 11,452.95 191,662 17,003.91 332,707 28,456.85
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Appendix A.3 UN Solution Exchange Initiatives—State of the Sector Report

Like in the past, the UN Solution Exchange played a proactive role during this year also in making the State
of the Sector Report more relevant through seeking opinions from different sections of the sector through
posting two queries to have an e-discussion as well as a round table discussion to give deeper insight into
the themes and issues of MF involving leading practitioners of Microfinance.

QUERY ON STATE OF THE SECTOR REPORT—PHASE I: STRUCTURE OF THE
REPORT, PRODUCTS AND SERVICES AND MICROFINANCE PROGRAMMES AND
PROJECTS

Query on the structure of the report

In response to the query posted by the author on the structure of the report with specific reference to design
and structure of the report, products and services to be discussed and views on microfinance programmes and
projects, 23 members enthusiastically participated and the consolidated responses are presented below:

Compiled by: Navin Anand, Resource Person & Moderator, and Monika Khanna, Research Associate,
MF CoP, Solution Exchange, United Nations

Contributors: Daniel Lazar, Deepti George, D.S.K. Rao, E. Varathkanth, GirijaSrinivasan, Hemantha
Kumar Pamarthy, Jaipal Singh, M. Chidambaranathan, Mani A. Nandhi, Milroy Paul, Mohammad Azahar,
Monika Khanna, N. Jeyaseelan, Navin Anand, P.S.M. Rao, Prasenjit Sen, Ritesh Dwivedi, Sandhya Suresh,
Savita Shankar, Subrata Sarkar, VandanaSethi and Veerashekharappa

SUMMARY OF RESPONSES

Members recognized that the state of the sector is an authentic and excellent document as it provides a
good overview of the Microfinance (MF) sector. The report was found to be useful for MFIs, policy makers,
researchers, economists and all those who are associated with microfinance. Giving their initial remarks,
members suggested identifying relevant issues and some common parameters for tracking progress of the
sector every year and providing an analysis of the same in the report. Further, it will be useful to give a
glimpse of the important events in a particular year, important circulars affecting the MF sector and re-
gional analysis of outreach of Community-based Microfinance Institutions (CBMFIs) and MFIs in the SOS
report. The issues of Microfinance Institutions, Non-Banking Financial Companies (NBFCs) and Community-
based Microfinance Institutions could be segregated, and equal weightage to each type of institution in SOS
needs to be given.

SUGGESTIONS ON THEMATIC AREAS

Policy and regulatory environment for Microfinance: Key features of the MF Bill, MF and Coopera-
tive Acts, RBI/NABARD Regulations on savings, the Nair Committee recommendations, Malegam Com-
mittee recommendations, securitization guidelines from RBI financing and IRDA regulations on Micro-
insurance.

Geographical coverage of Microfinance: Rural, semi-urban and urban; slum areas, mountain and re-
mote areas, tribal areas, extremist affected areas; and a brief on MF status in every state and UT.

Microfinance through different legal entities: NBFCs (for-profit institutions), NGOs-MFIs (not-
for-profit institutions), Cooperatives/Mutual Benefit organizations and Banks (Commercial banks, Re-
gional Rural Banks, Local Area Banks and Cooperative Banks); a comparative Analysis of MF through
different legal entities.

Various models of microfinancing: Various Group-based financing models as well as individual financ-
ing models.

Microfinancing for different segments of people: Economically poor people i.e., Ultra poor and BPL
including women, People with disabilities (PwDs), youth, older Persons (OPs), marginal and small farmers,
migrants and labourers.



Microfinancing for various livelihood and subsector: MF for Farm (Agriculture and Agriculture-
Allied) and Non-Farm sector (Manufacturing, Vending and Trading and services).

Coverage of government programmes: Flagship programmes like National Rural Livelihood Mission,
Mabhila Kisan Sashaktikaran Pariyojna, MGNREGA (Payments issues). Initiatives by the State Governments
(directly or through partnership with NGOs), MF strategy adopted by them and challenges faced and the
impact realized. Examples of the states and case studies of some states that are taking major measures for
improving financial inclusion.

Microfinance plus activities: Non-financial services especially health protection services—health edu-
cation, providing access to health products and services and health related financial products, such as,
health loans, health savings and health insurance. (Reference—workshop on linking health with micro-
finance in India organized by Microcredit Summit Campaign [MCS], Freedom From Hunger [FFH] and
Indian Institute of Public Health, Gandhinagar.)

Leveraging funds—debt, equity and grants: Coverage on new funding opportunities—new funding
opportunities such as NCDs, ECB access and FII licences etc.; Statistics, Government/RBI guidelines and
information on sources of funds.

Design and management of microfinance programmes and project—innovative systems, pro-
cedures and technology: MIS, Monitoring and Evaluation, Value Chain Management in Microfinance
services, Mobile Phone banking, Internet banking and other innovative technologies for management of
MEF activities within the projects and programmes and also for providing MF services.

SUGGESTIONS ON OTHER MF SUBSECTORS

Urban microfinance: Members recommended including a separate chapter on urban microfinance. This
chapter may provide information on growth and spread of microfinance in urban area, client outreach,
loans outstanding, average loan size, savings, housing finance, insurance, and remittances. It should also
provide information on support systems, financial institutions and various support organizations.

Housing microfinance: Keeping in view the growing demand of affordable housing in rural and urban ar-
eas and more and more MFIs diversifying their products to housing, members categorically recommended
including a chapter on ‘Housing Microfinance. The chapter may cover regulations and best practices in
Housing Microfinance drawn from India and other countries.

MF through CBMFIs including cooperatives: Referring to various successful examples of SHG-cooper-
atives identified in the evaluation studies, members suggested for including a chapter on Community-based
MFI (CBMFIs) covering SHG cooperatives models as it gives women both leadership and ownership.

Suitable microfinance services for migrant workers: Informal sector workers, who are mostly migrants
of varying duration, face innumerable hardships in their money management practices, and it is imperative
to address what has been the role of MFIs so far in urban areas for this huge segment of population. There
is a need to design suitable/innovative products for urban migrants in the informal sector.

SUGGESTIONS ON OTHER ISSUES

Impact of MF and consumer protection: The report could focus on consumer protection in microfi-
nance and how institutions are handling this. The Report may include an assessment of ‘impact’ of financial
service providers at the bottom of pyramid. Inclusion of case studies from the field or even the excerpts
of the interviews with clients will reveal the impact of Financial Inclusion. The initiatives taken by NGOs/
MFIs on transparency issues may also be included in the report.

Credit bureaus: Since Credit Bureaus are gaining prominence as a means to reduce information asymme-
tries, NBFC-MFIs have now begun participating in the sector-level credit bureau. Therefore an analysis of
credit bureaus in the report could be a useful input.
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Clarity on effective rate of interest: Highlighting the low level of clarity on the meaning of effective
rate of interest, members gave reference of RBI’s Circular on interest rates and clarified that there are
three components for pricing the micro loans viz. interest, processing fee and insurance and therefore
effective rate of interest incorporates all the three components. They informed that some practitioners
do not take insurance into account while calculating effective rates of interest. Members recommended
bringing out more clarity on this through SOS 2012 report.

Learning from the failures: Members referred to two publications that had captured the learning from
failures in Latin America as well as in other parts of the world and suggested for having a chapter on Learn-
ing from the failures.

Perspective of the community: Mentioning the AP crisis and its impact on microfinance, members sug-
gested covering perspectives of community through Focus Group Discussions (FGDs). They suggested in-
cluding some studies on the impact of implementation of the Andhra regulation on Microfinance Services
and case studies on the barriers of RBI guidelines. A “‘White Paper on Microfinance’ can also be thought of
as an additional booklet or a portion of report.

SHG bank linkage programme: The aspect of sustainability of SHGs and SHG-SBLP-2 initiated recently
by NABARD could be covered in the chapter on SHG-Bank linkage programme. Interviews of Lead Bank
managers and NABARD District managers will be useful to know the realities in SHG-Bank linkage.

Career in MF and role of educational institutions: In the last few years several educational institutions
in India have added the subject of Microfinance in their curriculum/syllabus or started exclusive courses on
ME, and the whole effect was very positive. Exclusive placement services were pressed into, and aspirants
could make decent careers. Micro-Education Loans are also becoming more and more popular in some
parts of the country. The SOS report can cover the aspect of careers in microfinance and the role of educa-
tional institutions.

Special focus on HR: Many MFIs/NGOs face higher turnover of staff due to various reasons. The SoS
report can document national and international best practices adopted in the field to manage this problem.
The HR-centric schemes of various NGOs/MFIs may also be highlighted in the report.

Microfinance products and services: Members suggested introducing a separate chapter covering in-
novative savings, credit, microinsurance/micro pensions, transfer of money and micro leasing products
and services.

Overall, members examined the structure of tprevious reports and suggested a new composition of the
report focusing more on client’s perspective and recommended many new subsectors and issues that need
to be incorporated in the State of the Sector Report 2012.

QUERY ON STATE OF THE SECTOR REPORT—PHASE 1I: POLICY AND
REGULATORY ENVIRONMENT, SOCIAL AND FINANCIAL PERFORMANCE
MANAGEMENT AND INNOVATIVE EXPERIMENTS/SUCCESS STORIES OF
FINANCIAL INCLUSION

In response to the second phase of query posted by the author, 21 members of MF CoP enthusiastically
participated in the discussion. Thesummary of the discussion is presented below:

CONTRIBUTORS

Aloysius P. Fernandez, Navin Anand, R. Sunil, Subhash C. Wadhwa, Hemantha Kumar Pamarthy, Tara Nair,
Madhurima Jaiswal, D. Lazar, Resham Singh, Usha Gopinath, Sandhya Suresh, Sashi Kumar, Sanjeev Kumar,
Madhu Sharan, Sachin Kumar, Alka Parikh, Rangan Varadan, Usha Gopinath, L. Ajimon Veerashekharappa,
Rajesh Verma

Compiled by: Navin Anand, Resource Person & Moderator, MF CoP, Solution Exchange, United Nations



SUMMARY OF RESPONSES

In the second phase of discussion on State of the Sector report, the focus has been on policy and regulatory
environment, social and financial performance management and innovative experiments/success stories of
financial inclusion.

In context of the coverage, members highlighted the importance of three environments that exist in the
microfinance sector—macro/external, intermediary or meso-level and micro environment. Members also
find it rational to classify these three environments as—policy environment, provider environment and
user environment. While members stressed on appraising the sector from users’ perspective, they appreci-
ated the importance of technology as a facilitator to achieve the desired goals.

Social and Financial Performance Management: Emphasizing on the importance of covering social
and financial performance management (SPM) in the report, members felt that a right blend of SPM can-
not be achieved unless the senior management is keen to support social performance management in the
way as they support financial performance management. Members appreciated the initiatives of socially
committed MFIs that focus on socio-economic growth of the clients. Such initiatives add to the retention
rates of the clients.

Members suggested MF stakeholders to accept the globally established ‘universal standards of social per-
formance’ and recommended for acknowledging and rewarding practitioners who adhere to the standards.
MFIs should also be supported with some grants to develop SPM systems. Members also felt that social
performance without financial performance is not sustainable however it is important that MFIs avoid
exploiting the poor when they are trying to become financially sustainable. The only way to have a balance
between financial and social performance would be to encourage more and more social funding, stipulating
a blend of realistic and sustainable social and financial terms and conditions.

Customer Service and Code of Conduct: Members quoted examples of MFIs such as Ujjivan, Grameen
Financial Services, Arohan etc., that have institutionalized industry code of conduct as well as RBI’s fair
practice code into their day-to-day operations and staff training modules. Many MFIs have even incorpo-
rated client protection and service guidelines into their monitoring and internal audit functions. The staff
members who violate code of conduct and client protection guidelines have to bear penalties and other ca-
reer related disadvantages. Through different networks, some institutions are sharing the names of the staff
terminated due to fraud or violation of code of conduct. Few organizations also run staff refresher train-
ing to reiterate the importance of customer service and code of conduct. MFIs have even formulated and
implemented whistle blowers policy to keep the employees’ identity confidential who reports the improper
behaviour of staff in violation of code of conduct and customer service.

Policy and Regulatory Environment for Microfinance: RBI has been playing a lead role in regulating
and supervising the MF sector. Some of the recent initiatives of RBI include—categorizing NBFC engaged
in micro financing as NBFC-MFIs and attaching importance of priority lending with this category; defining
target clientele, extending the facility of RTGS or NEFT to all the rural cooperatives/bank branches through
its nodal clearance house at Mumbai; responding to the AP crisis by submitting affidavit in the AP High
Court against the act of AP government; and setting guidelines on multiple borrowing etc. Members sug-
gested that in order to make improvements in the circulars related to ME, RBI may seek feedback from MF
associations and networks.

Members recognize that a good MF Act will impact financial inclusion goals and will boost the lenders
and equity investors to revive the stagnancy in the sector. Government has recognized the role of MFIs in
tinancial inclusion space, however, Micro Finance Institutions (Development and Regulation) Bill, 2012 is
yet to be cleared.

Regulations and Community Based MFIs: Discussing about the impact of regulations on commu-
nity based microfinance institutions (CBMFIs), members shared that the decrease in Banks’ financial
exposure towards Microfinance sector has also affected CBMFIs as they also depend on formal financial
services.

Microfinance for Street Vendors: Members mentioned about an earlier discussion on street vendors in
Solution Exchange wherein microfinance issues related to street vendors were covered. The issues covered
under the discussion incorporates savings services for street vendors especially system of daily collection;
loan schemes, including innovative example of daily loan scheme; possibilities of micro leasing; Mobile
phone banking arrangements; strengthening BC model for providing better services to street vendors; feasibility
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of promoting Joint liability groups for street vendors; possibilities of forming cooperative bank of vendors;
and microinsurance as well as micro pensions needs and initiatives for street vendors.

Innovative Experiments/Success Stories of Financial Inclusion

Successful cases of Business Correspondent model: There have been many innovations in the field of
credit offerings for small business and micro-enterprises. Besides there have been umpteen efforts by the
Banking Correspondents and MFIs to offer money transfer, pension services to their target clientele i.e.
mainly organised sector workers and self-employed low income population. BCs such as FINO, EKO, ALW,
Oxigen have been using innovative models and technologies to offer money transfer services. It would be
good to incorporate few case studies on viable BC Models.

Equity Based Models: Members shared innovative equity based models like—‘MicroVenture investment
model’ initiated by MicroGraam. Equity based models provide solutions to a number of problems that
loan-based programmes are having such as loan defaults due to decline in the business, stress of high rates
of interest on clients and problems of cash flows faced by micro-entrepreneurs due to strictly structured
loan repayment schedules etc. The role of micro-venture capital provider is not limited to providing equity
financing but also giving professional advice and mentoring to the micro-entrepreneur.

Micro Pensions: In the pension domain, members mentioned about IIMPS that exclusively works to
offer micropension for the working poor in South Asia. It has been able to subscribe lakhs of unorganized
sector workers, small and micro-entrepreneurs through SHG and JLG models managed by SHPIs, NGOs
and MFIs.

Microfinance Services to the Rickshaw Pullers: Members shared an innovative microfinance-centric
social entrepreneurship project “Life on Wheels” which aims at financial inclusion and overall upliftment
of rickshaw pullers. The microfinance model is based on the concept of Joint Liability. Linkages are cre-
ated with a nationalized bank to provide loans to the rickshaw pullers under a specially designed ‘Jan Mitra
scheme, wherein the poor can open no frills savings accounts. While financial literacy is an important
component of the project, life insurance of the rickshaw pullers is done through JanshreeBimaYojna of LIC
and asset insurance is provided through Oriental Insurance Company.

Livestock Risk Management and Insurance: Members shared an innovative experiment of financial
inclusion in the area of integrated services and risk management financial services for goat farming. The
experiment supported by Sir Dorabji Tata Trust (SDTT) is done by ‘The Goat Trust’ along with its five
partners in Bundelkhand and eastern Uttar Pradesh. They have facilitated a Goat farmers led community
insurance named as Samudai Suraksha Yojana (SSY) to provide integrated financial services. Some of the
distinct features of present services are—No indirect cost of insurance access and claim settlement; Door
step registration, claim verification and payment; complementary services of vaccination, de-worming
and regular health checkup of goats; free training on membership, claim process and improved goat
management.

Coverage of Regional Rural Banks: While members suggested for including a separate chapter or a sec-
tion on Regional Rural Banks in SOS 2012, members also shared key outputs of a discussion held on RRBs
in Solution Exchange—

o RRBs are better placed to provide customized financial services to the rural people by evolving inno-
vative financial products and mechanisms such as—engaging local youth as agents, opting for BCs or
adopting technology based options like mobile phone banking, biometric cards etc.

o RRBs can also play pivotal role in facilitating Flagship programmes by undertaking financial literacy
initiatives as well as facilitating in transfer of money

Focus on Financial Literacy: Quoting examples of various studies done on financial literacy including
OECD survey study carried out across 13 countries, members highlighted the low level of financial literacy
and suggested for a comprehensive research on financial literacy in India. They also suggested for collection
of empirical evidences that shows the impact of financial literacy programs. Referring to the financial bul-
letin of RBI, members also stressed on the need of addressing the issue of non-availability of standardized
material of financial literacy.

Members shared two innovative experiments of Accion pertaining to client education—Business train-
ing through dialogue for building business skills of micro-entrepreneurs; and financial literacy to help
low-income clients to better manage their personal and household finances and become informed and



effective consumers of financial services. Members also highlighted successful partnerships with CSR
wings or foundations of various companies for financial literacy initiatives.

Giving the example of NABFINS, members felt that microfinance can be sustainable and continue to be
poor friendly. It gives practical approach to microfinance without sacrificing the main mission statement of
most of the MFIs i.e., helping and empowering the poor. Further, members recognized the importance of
‘Microfinance Plus’ activities for better productivity of credit and empowerment of poor. Members recom-
mended NABFINS experiment of sustainable Resource centers for studying and adopting by others with
need based variations.

Besides specific suggestions, members also suggested the following—

o A compilation of the results of the studies carried out on microfinance to indicate the impact on the
members of the saving groups and other benefits generated.

o Cover savings led MF models and the best practices adopted for sustainability.

» Come out with a comprehensive report once in three years by engaging some eminent scholars.

o A five-year comparative analysis on the status and functioning of CBMFIs.

o Provide a critical reflection on the broad trends and patterns observed over the past 20 years.

o Include innovative success stories of women’s entrepreneurship and empowerment.

In the nutshell, members shared innovative experiments related to financial inclusion and suggested
measures for strengthening policy and regulatory environment as well as systems for social and financial
performance management.
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REPORT OF THE ROUNDTABLE ON STATE OF THE SECTOR
REPORT 2012—MICROFINANCE

Besides conducting two e-discussions, the Microfinance Community also took the initiative of organizing
a round table on SOS 2012 with the support of UNDP. While e-discussions have their own relevance as
practitioners from various parts of the country give their inputs in various forms by sharing views, docu-
ments, reports and case studies, the Roundtable on SoS provides a chance to go deeper into the themes and
issues of MF involving leading practitioners of Microfinance. The objectives of conducting a roundtable on
S0S 2012 were—

o To strengthen the coverage of the report by getting first-hand information from practitioners, profes-
sional, researchers and policy makers;

o To enhance the ownership of the report amongst Government, RBI/NABARD, UN agencies and other
international organizations, NGO/MFIs, various networks, federations, independent thinkers and pro-
moters of MF; and

o To strengthen the structure of the State of the Sector Report 2012 through a consultative process.

The SOS—Roundtable 2012 witnessed the presence of a good mix of members representing NGOs, MFIs,
UNDP, Training and Research Institutions, Government and MF promoting institutions. Besides representa-
tives of a range of organizations, individual experts and practitioners of the microfinance sector have also
participated in the roundtable. In total 35 members participated in the roundtable. The programme was mod-
erated by Mr V. Puhazhendhi, Lead Author of the State of the Sector Report 2012— Microfinance and anchored
by Navin Anand, Resource Person and Moderator, Microfinance Community, Solution Exchange.

While giving the opening remarks, Mr Brij Mohan, Chairman Access Development Services stressed
the need to cover various issues like the response of the sector after AP crisis, impact of MF initiatives on
clients, comparative assessment of various models etc. The report needs to focus on forward-looking initia-
tives and discuss issues on small, medium and large MFIs.

The author of the report gave a presentation on the structure of the SoS 2012 report and shared the pro-
posed chapter plan with the participants. Though the proposed chapters are tentative, the author is propos-
ing to bring out the sector report more usefully and make it more user friendly. While the previous year’s
State of the Sector Report gave an account of the recent crisis and its impact on the sector entirety, the 2012
Report covers many of the promising developments in providing products and services beyond credit by the
Microfinance sector and financial inclusion.

VIEWS AND SUGGESTIONS OF THE PARTICIPANTS—

i. There is a need to have a well-defined framework and structure focusing on trends in MF sector,
interdependence, competition, innovations and standardizations etc.
ii. Greater importance of discussion on financial inclusion with critical analysis on the priorities and
initiatives.
iii. Understand the targeted beneficiaries of the report and redesign the content of the report accord-
ingly. The report is being used by different people, for different purposes, at different points of time.
So the report needs to balance several contradictory and conflicting demands, and we have to put
sufficient amount of data to fulfill the demand of different stakeholders.
iv. Sustainability issues in the sector need to be analyzed in depth and the linkage MF growth and liveli-
hoods must be discussed in depth.
v. Reliable secondary data must be analyzed for the report and primary data analysis may be considered
where ever feasible.
vi. There is a need for an in-depth analysis from the angle of different stakeholders like SHGs, MFIs and
even private equity players, venture capitalists and the corporate sector.
vii. Microfinance institutions need a comprehensive governance structure, therefore the report may cov-
er initiatives of good governance.
viii. Need for greater emphasis on client protection issues in a separate chapter and the report must bring
out an essence of the real issues from members’ perspective.



ix. While coverage of SHG bank linkage programme is important in the report, it will also be worthwhile
to do a critical review of the two decades of SHG bank linkage programme.

x. The report may discuss more on equity-based products, its role and issues in sectoral growth.

xi. Analysis of the BC model in financial inclusion in terms of its use. Coverage cost and sustainability.

xii. Impact of women empowerment among the poor due to microfinance interventions needs to be ana-
lyzed and documented with case studies.

xiii. Coverage of MF issues in underserved areas is very important due to the fact that besides NRLM, UN
and many donor agencies are having huge livelihood programmes in these underserved areas.

xiv. Urban poverty issues need to be covered in the report. If there is a huge urban poverty alleviation
programme coming up, then it will be prudent to include a chapter on urban poverty and study urban
poverty alleviation initiatives.

xv. The dynamic nature of the regulatory issues in the sector and its impact on institution as well as
customer perspective needs to be analyzed in the report. Customer protection and self regulation by
MFIs need to be discussed in the present day context.

xvi. Housing Microfinance is slowly gaining momentum, because of the huge demand for ‘affordable’
housing from the rural and urban poor in India. There is a need to have a chapter on ‘Opportunities
and Challenges of Housing Microfinance in India’

xvil. The report may devote a special chapter on learning from the failures. There are examples of docu-
menting and disseminating such failures in Latin America as well as in other parts of the world. The
report may also devote some part on the initiatives that were started but not taken up further, such as
innovations in sectors like insurance, remittances, branchless banking, MIS, development of multiple
software etc. So there are some cracks that can be captured in the report.

xviii. Some of the state governments have taken up innovative and very positive initiatives. There could
be some initiatives that have not given good results so both positive and negative initiatives of state
governments needs to be captured in the report.

xix. In terms of coverage of people, there are subsets of people like extremely poor, migrants etc. that
sometimes we miss out completely. There can be coverage of these people in the context of ME

xx. Comparative studies comparing the MF sector of our country with other countries could be done as
there are good things about India whereas there are few areas in which we need improvement. The
success stories of other countries can be adopted.

xxi. Current liquidity issues due to the crisis and potential flow of capital infusion need to be analyzed in
the report.

xxii. Keeping in view the importance of Community-based institutions in the present context, it will be
good to have a chapter on ‘Cooperatives and Financial Inclusion or Cooperatives and MF. It is
logical to have a chapter on cooperatives as this year is declared by the UN as an ‘international year
of cooperatives.

The roundtable ended with concluding remarks from the lead author.
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Solution Exchange, launched at the beginning of 2005, is a unique initiative experiment of the United
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ment practitioners in key thematic areas relevant for achieving under the framework of the Millennium
Development Goals (MDGs). The UN serves as a catalyst and plays a facilitation role. The project has vari-
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Centre for Micro Finance (CMF) at [IFMR Research, Chennai was established in 2005 to conduct rigorous
research in topics related to financial inclusion for the poor in India to improve access to and quality of
financial services through knowledge dissemination and evidence-based policy outreach. Since its incep-
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Market-led solutions for financial services

MicroSave is a consultancy firm and training provider that focuses on the needs of financial institutions
targeting under- and unserved populations and enterprises. We also assist institutions such as telecom
operators, technology service providers, fast-moving consumer goods companies, livelihood institutions
and development agencies serving the bottom of the pyramid. We have nearly 80 financial services pro-
fessionals assisting our clients to achieve their business objectives with practical, market-led solutions.
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Microfinance Information eXchange

MIX is the premier source for objective, qualified and relevant microfinance performance data and analy-
sis. Committed to strengthening financial inclusion and the microfinance sector by promoting transpar-
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formation covering approximately 2,000 MFIs around the world. Our publications, MicroBanking Bulletin
and MIX Microfinance World, feature thorough and timely analysis based on qualified data and research.
Incorporated in 2002, MIX is a non-profit organization headquartered in Washington DC with regional
offices in Azerbaijan, India, Morocco and Peru.
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