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Disclaimer

Any opinions expressed and policy suggestions proposed in the document are the author’s own and do not
necessarily reflect the views of Institute of Microfinance (InM). The report also does not represent the official
stand of the Government of the countries studied.
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Business Correspondents
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Cooperative Development Foundation
Consultative Group to Assist the Poor
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District Rural Development Agencies
Financial Institution
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Gross National Income

Government of India
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International Finance Corporation
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Indian Rupee
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Micro Credit Rating International Limited
Microfinance Institution
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Microfinance Penetration Index
Microfinance Poverty Penetration Index
National Bank for Agriculture and Rural Development
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National Council of Applied Economic Research
Non Governmental Organisation

National Sample Survey

National Sample Survey Organisation
Operating Expense Ratio

Operational Self Sufficiency

Portfolio at Risk

Palli Karma Sahayak Foundation

Reserve Bank of India
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Residuary Non-Banking Companies
Return on Assets
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South Asian Association for Regional Cooperation
SHG-bank Linkage Programme
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Self Help Group
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United Nations

Union Territory
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1 lakh = 100,000 (1 million = 10 lakh)
1 crore = 10,000,000 (10 million = 1 crore)
Exchange (31 March 08): USD1 = INR 39.9
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Glossary

APR: It represents the income the MFI should earn on the loan. It includes interest, fees, commissions and the
calculation method on the loan principal stated in an annualised figure. It does not include forced savings and effects of
compounding.

Cost of Funds: Weighted average of interest rates on loans that fund the loan portfolio.
Dropout Rate: This is the proportion of members leaving the SHGs in relation to total existing members

EIR: It represents the financial costs to the borrower. It includes the effects of interest, fees, commissions, calculation
method and other loan requirements (forced savings) on the total cost of the loan. It is expressed as declining balance
interest calculation — either monthly or annual and includes the effects of compounding.

FER: Total interest expense (incl. interest on savings) for the year divided by the average portfolio.

Loan loss provisioning ratio: Total loan loss provisioning expense for the year divided by the average portfolio.
OER: Ratio of salaries, travel, administrative costs and depreciation expenses to the average loan portfolio
OSS: Ratio of total operating income to total costs for the year.

PAR (60 days): Ratio of unpaid principal balance on all loans with overdues greater or equal to 60 days to the total loan
portfolio outstanding

Yield on Portfolio: Ratio of interest income on loans to the average loan portfolio for the year

Portfolio outstanding is the total of all the loans outstanding (total loans disbursed minus total principal repaid by client)
that a financial institution holds at a given time

Repayment rate: Ratio of amount received till date to the total amount due this period plus the amount due from previous
periods

RoA: Ratio of operational income/loss to average total assets.

TER: Ratio of total financing expenses, loan loss expenses and operating expenses to the average loan portfolio
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Overview

1 Microfinance in India - delivery methodologies

The Indian microfinance sector has two major models for microfinance delivery — the SHG Bank Linkage
Programme and the MFI model. While the MFI model is growing rapidly the SBLP is by far the more
dominant model in terms of outreach. Both these models are very different from each other in methodologies
adopted and legal forms of institution involved in service delivery — SBLP is promoted by the apex
agricultural bank (NABARD) through the commercial banks while the MFI model is privately managed with
some institutions being regulated by the Reserve Bank of India.

SBLP, initially promoted by MYRADA (in Karnataka) and PRADAN (in Tamil Nadu and in Bihar) and
formally launched in 1992 by NABARD began to scale-up in the mid-1990s. Under this programme,
NABARD refinances bank loans to SHGs through commercial banks but the credit risk is carried by the
banks. This has stimulated the growth of SHGs nationwide making these a dominant model in the delivery of
microfinance in India.

The MFI model uses a variety of methodologies ranging from the very popular SHG methodology
traditionally pursued in the country to Grameen and joint liability groups, as well as individual banking
arrangements. Over the years, through an ongoing process of experimentation and innovation Indian MFIs
now largely follow a mixed approach customised to their target segment and area of operation. In addition to
the microfinance delivery methodologies, MFI management approach, services and performance are
influenced by their legal form — ranging from not-for-profit Societies/Trusts and not-for-profit Companies
registered under Section 25 of the Companies Act to NBFCs licensed by RBI. The microfinance
methodologies and institutional framework adopted by MFIs are illustrated below.

Figure 1
Microfinance Models in India Institutional Framework
SHG N Village Banking Socity & Trust Not-for-profit
Mixed
Section-25
Grameen )
Companies
SCCS
MACS Cooper.atl_ve
Societies
ucB
S Individual NBFC Profit
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2 Overall outreach of microfinance

The overall outreach of microfinance is estimated at around 50 million people (around 45 million households)
by end March 2008. This includes contribution of around 36 million people from SBLP and 14 million from
MFlIs. It is known that almost all the people linked under SBLP are primarily savers which enable their SHGs
to obtain loan from banks. The people linked with MFIs receive mainly credit services for regulatory reasons
that limit MFIs from offering deposit services to their clients. However, assuming that about 20% of MFI
clients in 2008 also received savings services (a proportion of members of MFIs that adopted the SHG model)
the number of microfinance savers in India is estimated at 38.6 million by end March 2008. This shows a
predominance of SBLP over the MFIs in providing savings services.

By contrast, in terms of proportion of members who are borrowers, the MFIs are far ahead of SBLP.
NABARD data indicates that only 20% of the people linked under SBLP obtained loans in 2008. Overall
about 19.1 million people were borrowers of microcredit. Figure 2 below presents the growth of overall
outreach (SBLP & MFI) in India in the last ten years in terms of membership, number of borrowers and
number of savers.

Figure 2
Growth of overall microfinance outreach in India
Lakh
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While SBLP accounts for around 72% of the total estimated outreach in terms of members covered, the MFI
model has a higher coverage of total borrowers at around 62%. One of the reasons for this anomaly is the
more aggressive approach of the MFIs in lending in comparison to the banks while there is a greater focus of
SBLP on savings. This has resulted in an overall low borrower to member ratio (B:M ratio) of 38% and a
much higher savers to members ratio (S:M ratio) of 78% by end March 2008. This is also evident from Table
1 alongside that presents a comparison between average loan size and average savings per client of SBLP and
MFIs in 2008. It is clear that SBLP and MFIs have different areas of priority though this is largely because
most MFIs are prevented by regulation from offering deposit services.
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3 The progress of SBLP

SBLP is the largest microfinance service programme,
involving around 5,000 NGOs, and covering about 50
million families through 3.4 million SHGs. Under the
SBLP, groups are promoted by self-help group promoting
agency (SHPA) and linked to the banks by opening the
groups’ savings account. The SHPA - an NGO or
government agency — promotes the groups, but is not part
of its funding chain. The bank lends directly to a group
after evaluating the group’s operations (particularly the
regularity of its savings in the bank, inter-lending of
savings among members and its repayment record),
maturity, and capacity to absorb credit. The group, in
turn, on-lends to its members.

Table 1

Average loan size & savings mobilised

SBLP MFI model

Average loan size per 3,535 11,480
borrower (Rs)
Average savings per 8,441 191

member (RS)

The overall outreach (cumulative number of bank-linked SHGs) under SBLP reported by NABARD is around
3.48 million SHGs as on 31 March 2008, an increase of 19% from the previous year. However, this figure
does not include defunct SHGs and it is estimated that the actual number of SHGs currently linked under
SBLP would be around 3.44 million. As discussed above, since all SHGs are required to save to become
eligible for bank credit, all SHG members are also savers. About 90% of
exclusively of women. Though SBLP has witnessed high growth since its inception (about 174% p.a. in the
current decade) there was a decline in 2008 owing to the onset of saturation in the south Indian states and the
slow pick-up of momentum in other states of the country. Figure 3 shows the growth trends in SBLP.

these SHGs are comprised
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Figure 3
Growth trends in SBLP
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The cumulative bank loan disbursed rose to Rs222.68 crore ($55.8 million) in 2008 from Rs180.4 million
($45.2 million) in 2007. But loans disbursed to new groups declined in 2008 to $105 million from $165
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million) a year earlier. The average loan size per SHG member remains low at Rs3,535 ($88.5). Savings is
also one of the important services that are being provided under SBLP. During financial year 2007-08, about
4.16 million SHGs saved around Rs3,512 crore ($880million); Rs8,441 ($212) per SHG.

In recent years, the recovery performance of banks lending under SBLP has dipped. Data reported to
NABARD shows that several banks have a recovery of less than 90%. Studies (APMAS) have shown that the
intra-group loans are likely to face even higher default rates as the groups always work towards keeping a
default free record on the bank loan. A study by NCAER also reveals that only 69.2% of the SHGs had an
excellent repayment record. An EDA study points out the need to reform the recovery practices through
capacity building with the group to improve the repayment performance of SHGs. Good recovery (and
therefore portfolio quality) has an important correlation to the long-term sustainability of the group.

The programme continues to be concentrated in the southern region with a share of 48.2%. However, with
coverage in the south approaching saturation, regional shares have undergone a gradual change over the years
and the south is losing its share to other regions of the country. In the current decade the eastern region has
grown comparatively faster than other regions. The coverage of priority states by SBLP has shown a mixed
picture. While the coverage has increased (8 out of the 13 priority states registered higher growth rates than
the national average), a closer analysis shows wide disparities between states in terms of SHG linkages.

4 The progress of the MFI model

The overall outreach of the MFI model in March 2008 (Table 2) was about 14 million members including
about 12 million borrowers, having a portfolio of Rs5.9 billion (US$1,490 million) and savings of Rs2.4
billion (US$61.0 million).

Table 2
Overall outreach of MFIs
Year No. of Number of (million) Portfolio O/s Savings balance
MFIs Members Borrowers Savers Rs Million Rs Million
1999-00 44 0.52 0.20 0.36 710 310
2002-03 94 0.92 0.78 0.59 2,488 1,457
2004-05 122 2.58 2.19 121 8,747 950
2006-07 169 8.20 6.97 2.62 26,750 2,121
2007-08 223 14.10 11.87 2.79 59,540 2,434

Sa-Dhan 2008, The MiX 2008, M-CRIL

For consistent and in-depth analysis of outreach, financial performance and sustainability, this study uses data
of rated MFIs that is validated and representative of the major proportion of the MFI sector (clients and
portfolio outstanding — as shown in Annex 1). This data shows the following:
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o In terms of model and legal forms, Grameen organisations accounted for about 78% of membership (in
terms of methodology) while (organisationally) NBFCs covered 65% of outreach. This proportion has
been growing over the years, which is evident from the fact that in 2003 the SHGs and NGOs accounted
for the majority of microfinance coverage. The main reason has been the transformation of MFIs into
commercial entities and adopting the Grameen model to meet their growth requirements.

o Like SBLP, the outreach of MFlIs is also concentrated in the traditional southern region, with about a 75%
share. However, in the last couple of years many south based MFIs have started to operate in other
regions as well and the share of the south is expected to decline in the years to come.

e The ratio of borrowers (members with loans) to members is largely dependent on the extent of dormancy
accepted within a methodology. The Grameen model has a high average of >90% while for the SHG
model this lies around 50% because of a longer gestation period after which the member becomes eligible
for loans.

o NBFCs comprise a substantial proportion of the portfolio outstanding. The share of NBFCs in portfolio
outstanding has grown from 50.5% (2005) & 71.3% (2007) to 76.0% currently. The NBFCs also have
about a 70% share of the borrowers. In this context, the proposal to bring societies, trusts and cooperative
MFIs under a separate regulatory framework from that of NBFCs would mean regulatory exclusion of a
major proportion of microfinance clients.

e There is a high degree of concentration in the microfinance portfolio. The Top 10 MFIs account for over
64% of the total portfolio. The reasons for this are related to the efficiency, financial performance and
microfinance methodology and legal forms of the MFIs. Most of the Top 10 MFIs are NBFCs adopting
the Grameen model for operations.

e The size of the average loan balance held by borrowers of Indian MFIs as a proportion of GNI per capita
(a quick indicator of depth of outreach) has increased to 13.0% in 2008 from 9.9% in 2007. The Top 10
MFIs record a slightly lower loan size-GNI ratio of 11.7%, and has consistently dropped over the years.
NBFCs have the highest loan size-GNI ratio of 14.1%. This shows their emphasis on having large loan
sizes than other models right from the first loan cycle.

e The magnitude of thrift deposit services, in India is limited by the fact that not all MFIs are able to offer
such services. Most NBFCs, which cover more than 70% of the MFI sector, are not allowed by RBI to
mobilise deposits. However, NBFCs do collect security deposits (usually interest free) from their clients
up to a certain proportion, (10-15%) of the loan disbursed. which are refunded at the end of the loan term.
Overall, deposits mobilisation has seen a downward trend mainly as a result of regulatory pressure even
though many of the MFIs are not directly regulated by the RBI.

Analysis of the financial performance of MFIs (based on select rated MFIs) shows an improving long term
trend on various parameters including staff and operational efficiency, profitability and sustainability of
operations. It is also apparent that debt has become the dominant source of finance for Indian MFls. The
allocation of funds has also been fairly productive with a high proportion being deployed in loans. Table 3
presents a summary of key operational and financial ratios indicating the progress of MFlIs.

The overall picture of sustainability is quite encouraging. Analysis of OSS and FSS indicates that Indian
MFIs have become more sustainable. The weighted average OSS and FSS of the Indian MFIs in 2008 has
increased significantly to 122.4% and 115.4% respectively as compared to 92% and 87% respectively during
2007. This is mainly attributed to better management of operating and other expenses by some of the large
and relatively new organizations. Also with the decline in grant funding of Indian microfinance there are no
longer substantial differences between the OSS and FSS of Indian MFIs.
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Table 3
Summary of key financial performance ratios

Parameters All India
2003 2005 2007 2008

Outreach (averages)
Members/MFI 21,235 34,265 96,347 215,406
Borrowers/MFI 7,770 20,908 74,086 183,243
Loan size (Rs) 6,562 11,509 8,117 11,480
Loan balance (Rs) 3,336 4,257 3,381 4,944
Savings per member (Rs) 762 300 211 191
Savings to portfolio ratio 62.4% 11.5% 8.1% 4.5%
Credit performance
Portfolio at risk (>60 days overdue) 12.2% 4.7% 6.4% 2.9%"
Efficiency and productivity
Members per staff 335 359 296 276
Borrowers per staff 122 219 228 234
Portfolio per MFI (Rs Million) 26 89 251 906
Portfolio per staff (Rs lakh) 41 9.3 1.7 11.6
Borrower/member ratio 36.6% 61.0% 76.9% 85.1%
Earnings/expenses
Portfolio yield (weighted) 18.8% 25.2% 24.8% 24.6%
Financial cost ratio 10.3% 9.1% 9.8%
Operating expense ratio (weighted) 19.9% 15.6% 15.9% 11.1%
Loan loss provision 1.8% 5.2% 0.9%
Total expense ratio 27.7% 36.0% 21.9%
Operating cost per borrower (RS) 548 581 504 457
Profitability and sustainability
Return on assets (weighted) -1.5% 2.1% 0.0% 3.0%
Operational self sufficiency (weighted) 88.2% 108.0% 92.0% 122.4%
Financial self sufficiency (weighted) 76.8% 102.0% 87.0% 115.4%
Leverage
Capital adequacy ratio (weighted) 33.1% 20.6% 12.7% 17.1%
Debt : Equity ratio 14.2 5.2
Asset allocation
Loans to total assets 62.1% 73.6% 75.0% 77.4%
Cash 5.6% 6.1% 10.0% 12.5%

*Detailed table in Annex 6; ** * PAR 30 for 2008.
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5 Impact of microfinance

There has been a significant growth in per capita GNI in India of around 6% p.a. in this decade. Poverty rates
have also decreased though it remains significant. The start of growth of microfinance in the country in the
mid-1990s coincided with the beginning of economic liberalization when 36% of the population was
estimated to be below the national poverty line. This declined to around 27% of the population in 2006.

Poverty outreach of microfinance

As discussed above, the southern states have a higher concentration for both the SBLP and MFI models of
microfinance service delivery. The southern states have historically been the hub of microfinance activities
although, in recent times, there has been substantial growth in microfinance in the eastern and northern
regions. Yet, data for the southern states shows a lower proportion below the poverty line as compared to
other regions. It is apparent, therefore, that the focus of microfinance has been in the states with lower
poverty rates. The states in the northern and central regions with relatively high poverty rates in the 35%-40%
range have very low microfinance penetration, accounting for no more than 10% of the overall portfolio
outstanding, despite higher growth in recent years.

Social data is not so systematically reported as financial data. For key data — to profile clients, as well as to
assess change — we have to rely on data and studies with varying scope and coverage.

In the context of overall declining poverty rates in India and the relatively small (micro) size of micro-credit
the data indicates the following:

o Primarily rural outreach, though MFIs are beginning to expand into urban/city areas.

o Depth of outreach (% new microfinance clients below the poverty line) at an estimated 58% below the
national poverty line for SBLP (compared to the All India figure of 17% households below the national
poverty line). Lower poverty outreach for MFIs, with data benchmarked to the international poverty lines
(20% of new clients below the $1.08 poverty line, 62% below the $2/day line, compared to All India
household poverty levels of 25% below the $1.08 line, and 75% below the $2/day line).

e Moderate coverage of marginal communities — Scheduled Castes and Scheduled Tribes — at around 30%
compared to 27% in the population

e An estimated 62-63% of micro-credit is used for direct productive investment; 37-38% is used for other
household needs. Poorer clients are more likely to use credit for consumption smoothening

e Annual dropout rates of 8-11 % on average

e Some evidence for poverty reduction for those who stay with microfinance: 58% to 33% poor based on
recall for the SBLP, 38%-30% comparing longitudinal wealth rank data for MFI clients. Continuing
poverty for one-third of clients, after 5 years with microfinance.

e More evidence for poverty alleviation — in terms of reported increase in incomes, and in assets

e With women accounting for 94-95% of microfinance clients, a high proportion of women (around two
thirds on average) report positively on qualitative indicators of empowerment. Quantitative data indicates
variation in women’s engagement in financed enterprises, with some evidence for ‘loan-pass’ (38% of
financed enterprises are managed by a husband or son) and not much change over time. Women’s
ownership of assets in terms of perceived joint ownership with men in the households has increased.
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e There are some interesting examples of women’s agency and empowerment at the community level,
especially through the SBLP.
e Education of children does not follow automatically with microfinance, and continues to be a gap.

Competition between MFIs, and overlap between MFIs and SBLP, is emerging in some areas of the country.
Whilst overlapping membership limits the extent of financial inclusion that is being achieved at the household
level, qualitative data signals the risk of over-indebtedness.

6 Microfinance regulations

To reach large numbers of people, microfinance must eventually move into institutions that are licensed and
supervised by a country’s financial authorities. A licensed institution can offer deposit services to its clients
(to enable them to save) and thereby also have additional funds for on-lending at a generally lower cost than
an unlicensed MFI would need to incur. Because microfinance is different from conventional banking, the
banking laws and regulations of most countries are gradually being adjusted to accommodate licensed
microfinance.

Microfinance Regulation refers to the set of legal rules that apply to microfinance. Supervision is the process
of enforcing compliance with those rules. Financial service providers that take deposits need prudential
regulation. This type of regulation protects their financial soundness and reduces the chances of their losing
small depositors’ money.  Prudential regulation — which mandates, for instance, capital-adequacy
requirements and rules for provisioning for loan losses — is relatively difficult, intrusive, and expensive
because it involves understanding and protecting the core health of an institution.

Non-prudential rules — such as the screening out of unsuitable owners/managers or requiring transparent
reporting and disclosure — tend to be easier to administer because governments do not have to take
responsibility for the financial soundness of the organization.

Microfinance needs different treatment from normal banking primarily because microfinance assets consist of
many small, uncollateralized (that is, unguaranteed) loans. Areas of regulation that typically require
adjustment include the relaxation of unsecured lending limits, tightening (if necessary) of capital-adequacy
ratios, stricter rules for provisioning for loan losses and lower minimum capital requirements since MFIs are
generally smaller institutions than banks or non-microfinance NBFCs.

India is a relatively unique case when it comes to microfinance regulation and supervision. It is not only its
size that makes it very different from other countries. The involvement of the commercial banks in the
financing of the MFIs is much stronger in India than anywhere else. This was facilitated by the advent of
microfinance rating and the central bank’s circular recognising wholesale lending by banks to MFIs as part of
their priority sector lending requirement (40% of all loans). This has stimulated and accelerated the
transformation of NGO MFIs to non-bank finance companies (NBFCs) since banks are more comfortable with
the latter institutional form. The result is that there is de facto regulation of microfinance institutions through
the central bank. However, since the RBI has not recognised microfinance NBFCs as a separate category, it
cannot create the separate prudential and non-prudential regulations that would facilitate the provision of
microfinance services and safeguard micro-clients. Thus, unrated NBFCs are not allowed to offer deposit
services limiting the financial inclusion of microfinance clients to the single dimension of credit.
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The central (federal) government of India initiated the Microfinance Bill and it was presented to the previous
Parliament in 2007. The provisions of the bill include Societies and Trusts and provide them with the legal
sanction to accept deposits from their borrowers. The Bill, however, excludes NBFCs and not-for-profit
companies (Section 25 companies) since these are regulated by the central bank. Yet, such companies form
the bulk (75%) of the microfinance sector in terms of outreach and loan outstanding. As a result, a large
proportion of microfinance clients will continue to be denied the deposit service even if the microfinance bill
is passed.

7 Challenges facing the Indian microfinance sector

The Indian microfinance sector has seen unprecedented growth in this decade. Increased outreach, large
investments and the growing role of private equity coupled with greater demand are some of the
characteristics that could be marked with the recent development of the sector. The growing scale has brought
with it its own set of challenges. Some of the key challenges discussed in the report are

Requirement of deposit services — There are limited deposit services available for the poor in India. Under the
SBLP, group savings accounts are opened in local banks, but these are used primarily for internal group
lending, though with access to savings on exit. MFIs find it difficult to offer this service due to regulatory
restraints. NBFCs hold a major chunk of the outreach and portfolio but are not permitted to accept member
savings as deposits thereby leaving a large proportion of their clients (virtually all low income families around
or below the poverty threshold) without access to this service.

Deepening of outreach — Unless SHPAs and MFIs know the depth of their outreach to clients below the
poverty line (and different poverty lines) it will be difficult for them to address any issues related to the poor.
In the fast paced growth of the sector it is particularly important to analyse if microfinance services providers
are reaching down to those most in need and those not serviced by formal financial institutions. This is the
common mandate (by and large) of most microfinance service providers and as tools have become available to
measure poverty levels, the challenge is for institutions to define their target outreach more clearly, effectively
segment their market and respond with appropriate products.

Social performance management and reporting — Whilst financial performance management and reporting has
developed across the sector, with consensus on key indicators and ratios, the development of social
performance management is just beginning. This is seen at the international level to be increasingly
important, to ensure that microfinance meets its social goals as a double (or triple) bottom line sector. It will
require some reorientation and skill building, to encourage SHPAs and MFIs to go beyond the numbers to
ensure quality services with consistent management and reporting.

Sector slow down due to global economic crisis — The global economic crisis has affected all sectors across
countries and continents. Smaller MFIs face problems in obtaining debt funds from banks and find it difficult
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to maintain liquidity. The liquidity risk has the potential to hamper refinancing of existing clients, leading to
the risk of a rise in the current default rate.

Capacity building — Capacity building and improving understanding of techniques for improving microfinance
management is the key to effective microfinance operations and eventually for achieving the objective of
financial inclusion with social value. The effective bridging of capacity building gaps requires regular
intervention in a number of areas like keeping pace with the fast growth of the sector, geographical spread and
diversity and local language constraints. The high attrition rate of MFI staff is also a challenge often
inhibiting MFI managements from investing in staff capacity.

Micro-credit plus — Building capacities and skill level of borrowers for better utilisation of credit are
considered as some of the biggest challenges. There is a need to combine micro-credit with appropriate
improvements in infrastructure, technology transfers, skill development and strengthening of market linkages
to enable BPL producers to earn a higher return on their efforts. This is the best way of facilitating and
enabling poverty reduction.

The problem of multiple lending — With an increasing number of MFIs and expansion of operations, the issue
of overlapping membership and potential over-indebtedness is beginning to emerge, particularly in certain
areas of the country. This is an area that needs more research, and clearer guidelines for the sector on
appropriate practice.

Regulation — Regulatory movement with regard to microfinance has been slow and debates are still underway
— as to which institution should be entrusted with regulatory supervision of the sector, and how to regulate the
new NBFCs which serve a substantial majority of MFI clients.

8 Conclusion

The Indian microfinance sector has grown by leaps and bounds during the first decade of the twenty first
century. A lot of changes have been seen during the last ten years on how the microfinance institutions
function. Many transformed to for-profit legal forms and MFIs overall continue their efforts to become more
efficient and productive. SBLP has also grown exponentially and is considered as the single largest
microfinance programme globally. However, in this quest for growth and expansion the essence of
microfinance as a programme for reaching the poor and excluded has lost its focus. There are other
challenges as well, as discussed above (including savings services, social reporting, capacity building, tackling
funding requirements and over-indebtedness, micro-credit plus and an enabling regulatory environment) that
need to be addressed and would go a long way in making the Indian microfinance sector more inclusive,
vibrant and sustainable.
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Chapter 1: Introduction

This report is part of the series on the State of Microfinance in SAARC Countries sponsored by the Institute of
Microfinance based in Dhaka. The objective of this assignment is to document the progress of microfinance
initiatives in the SAARC countries and present the current status in terms of

Types of institutions providing microfinance

Models adopted for microfinance delivery to target clients
Outreach — numbers and types of target communities served
Impact of microfinance at the household level
Sustainability of microfinance programmes

Regulatory regime for microfinance

Challenges facing the microfinance sector

This chapter presents the evolution of microfinance in India, starting from the launch of the cooperative
movement in early 20" century to the present SHG bank linkage initiative and microfinance services provided
by microfinance institutions (MFIs). The range of financial service providers has also been described which
includes microfinance service providers. The methodology for analysing the status of the microfinance sector
in India is also presented.

1.1 The evolution of microfinance in India

While financial services in India can be traced to the era of Kautilya in the fourth century BC the age of
organized sector finance in India is generally acknowledged to have started with the Cooperative Credit
Societies Act of 1904. The cooperative credit societies were based on the models of the German cooperative
movement, in particular the Raiffeisen and the Schulze-Delitsch cooperatives. The objective of the Act was
“to facilitate promotion of cooperative societies, for the promotion of thrift and self-help among agriculturists,
artisans and persons of limited means.” To the extent that the wording of this objective could be applied to
the objects of many MFIs today, this Act is a true precursor to modern microfinance in the country.*

The true expansion of financial services in India started with the nationalization of all banks in the country
during the late 1960s. This was reinforced with the establishment of Regional Rural Banks (RRBs) in 1976,
and directed credit became the mantra of the Indian financial sector. In the meantime, the cooperative sector
infrastructure had developed through the creation of an apex banking structure at the district and state levels to
ensure the smooth flow of capital in the cooperative system. Yet, the entire network of primary cooperatives
in the country and the RRBs, established to meet the needs of the rural sector in general and the poor in
particular, has not proved to be successful. The cooperatives suffered from mismanagement, leadership by the
privileged, and corruption, and were gradually smothered by state patronage and protection, in many cases

! Rangarajan, LN (ed), 1987. The discussion in this section is derived largely from Sinha, Sanjay & Ramussen, Stephen
et al, 2006. Microfinance in South Asia: Towards financial inclusion for the poor. Washington DC: The World Bank.
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including management by ill-motivated government-appointed persons. Meanwhile, saddled with the burden
of directed credit and a restrictive interest rate regime, the financial position of the RRBs deteriorated.?

For many years, bankers and senior government officers in India described the Government of India’s main
poverty alleviation programme, the Integrated Rural Development Programme (IRDP), as “the world’s largest
microfinance programme.” Started in the early 1980s, the IRDP, involved the commercial banks in giving
loans of less than Rs15,000 (US$330) to poor people and, over twenty years, this resulted in financial
assistance of around $5,600 million to roughly 55 million families.> The problem with IRDP was that its
design incorporated a substantial element of subsidy amounting to 25-50% of each family’s proposed
investment cost in an income generating activity, prompting extensive misappropriation and mis-utilisation of
funds. This situation led bankers to regard the IRDP loan as a politically motivated hand-out and they largely
failed to follow up on repayments due from borrowers. The net result was that estimates of the repayment
rates in the IRDP ranged from 25-33%. Not surprisingly, the two decades of IRDP experience in the 1980s
and 1990s affected the credibility of micro-borrowers in the view of bankers and ultimately hindered the
access of low income clients to banking services.

The microfinance sector in India gained real impetus with the establishment of the National Bank for
Agriculture and Rural Development (NABARD) * in 1982. NABARD’s well known SHG Bank Linkage
Programme (SBLP) was initiated through a pilot in Karnataka and, from the mid 1990s, has now expanded
throughout the country. It is increasingly adopted by Government agencies as a vehicle for their programmes.
In this model, NABARD refinances commercial bank loans to self help groups (SHGS) in order to facilitate
relationships between the banks and poor borrowers. SBLP has made significant progress since 1998. The
bank-SHG linkage programme has greatly increased the outreach of the banking system to otherwise
unreached households — especially to women as SHG members and initiated a change in the outlook of banks
towards low income families from beneficiaries to customers.

Over the past 30 to 35 years, microfinance was also initiated through the efforts of influential development
organizations such as the SEWA Bank (Ahmedabad), Annapurna Mahila Mandal (Mumbai) and Working
Women’s Forum (Chennai)®. This movement began to gain momentum in the 1990s with the entrance of a
number of NGOs into microfinance. And since 1995, attempts to reform the cooperative system have also
resulted in the creation of a new generation of cooperatives, the “mutually aided cooperatives societies”
(MACS) that lie outside the purview of state control. So far, five states have enacted MACS Acts. The new
legal system for cooperatives has guarantees of independent management and has resulted in the creation of
hundreds of MACS in Andhra Pradesh, for example, many of them directly engaged in microfinance through
SHGs of women members.

Starting with a few pilot programmes in the mid-1970s, the MFI sector in India has now grown to over 500
NGO-MFIs, several hundred independent cooperative societies focussing on financial services and around two
dozen finance companies providing microfinance services. Current estimates of the number of NGOs and

For a more detailed discussion, see Sinha, S 2000. India Country Study in Asian Development Bank, 2000.

The Role of Central Banks in Microfinance in Asia and the Pacific. ADB: Manila.

This could suggest that virtually all the 60 million or so families ‘officially below the poverty line’ could have been
covered by the IRDP. This was not the case as the numbers included many cases of repeat assistance (deliberate) as
well as even more cases of selection of ‘non-poor’ beneficiaries.

NABARD is a government-owned apex refinance (wholesale loan) institution with a combination of promotional,
supervisory, and refinance functions for retail institutions — rural branches of commercial banks, regional rural banks,
and cooperative banks

® SEWA Bank was established in 1974; Mahila Mandal in 1975 and Working Women’s Forum in 1978
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MACS engaged in mobilizing savings and providing microcredit services to the poor exceed 1,000
organizations.®

The MFI model received a boost with support from the Small Industries Development Bank of India (SIDBI)
through the SIDBI Foundation for Micro-Credit (SFMC)’ in 1999. Since its establishment SIDBI/SFMC has
played a crucial role in the promotion of the MFI model in India by providing credit for on-lending and
capacity building support to NGO-MFlIs. Initially, many NGO MFIs were funded by donor support in the
form of revolving funds and operating grants. In recent years,® apex development finance institutions such as
SIDBI, NABARD and microfinance promotion organizations such as the Rashtriya Mahila Kosh (RMK) have
provided wholesale loans to MFIs. This has resulted in the MFIs becoming intermediaries between the largely
public sector development finance institutions and retail borrowers consisting of groups of poor people or
individual borrowers living in rural areas/urban slums.

1.2  Financial service providers in India

The Indian financial sector includes a range of institutions as shown in Exhibit 1.1. Many of these are
involved in providing microfinance services with a varying degree of focus. Typically the banks (including
RRBs and cooperative banks) are involved under the government initiated SBLP while some of them also
support Microfinance Institutions (MFIs) by providing them credit for on-lending. The Non-Bank Finance
Companies (NBFCs), Cooperative Societies, not-for-profit companies (registered under Section-25 of
Companies Act) and NGO-MFIs (registered as Societies or Trusts) are part of the MFI model.

1.3 Methodology

This report presents the overall status of the microfinance sector on the basis of the progress and experiences
of the SBLP and the MFI sector. It is based on secondary research, drawing on reports and data from the past
ten years. For information on models of microfinance and outreach, it draws on data compiled by NABARD
for the SBLP, and data reported for MFIs to Micro-Credit Ratings International Ltd (M-CRIL)® and its parent
company EDA Rural Systems Pvt Ltd (EDA), the Microfinance Information eXchange (the MIX) *° | and to
Sa-Dhan (the network of community based financial institutions in India)'*. For documenting the impact of
microfinance, the study has drawn on data gathered by major studies of both the SBLP (sponsored by

® This number includes all registered societies, trusts, a few NBFCs and “new generation” cooperatives acting as
financial intermediaries. It specifically excludes unregistered self help groups that are usually established and
facilitated by the NGOs; and it also excludes conventional cooperatives.

" SFMC is the apex wholesaler for microfinance in India providing a complete range of financial and non-financial
services such as loan funds, grant support, equity and institution building support to the retailing MFIs so as to
facilitate their development into financially sustainable entities, besides developing a network of service providers for
the sector. SFMC is also playing significant role in advocating appropriate policies and regulations and to act as a
platform for exchange of information across the sector. Source: www.sidbi.in

¢ Roughly since 1994

® M-CRIL is a specialized credit rating agency covering MFIs in 27 countries across Asia, Europe, Russia and Africa

“The MIX is a global provider of business information and data services for the microfinance industry.

www.themix.org.
! 53-Dhan (www.sa-dhan.net) has since 2007 published annual data sets as reported by its members.
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NABARD, GTZ and other donors) and the MFI sector (sponsored by DFID and SIDBI). We have also drawn
on social rating data of Indian MFIs (by M-CRIL) to profile depth of outreach and client feedback. For
sustainability analysis, data available for the SBLP comes from study*? which was a joint initiative of CARE,
Catholic Relief Services (CRS), United States Agency for International Development (USAID) and GTZ. For
the MFI sector, the study draws on M-CRIL data for MFIs rated during 2003 to 2008. Data preference for
MFIs reporting to all three agencies mentioned above was given to M-CRIL as the data is validated through a
rigorous rating process. The 2008 MFIs also include some non-rated MFIs reporting to MIX. These MFIs
represent 77% of All India MFI clients, 81% of All India MFI portfolio and 85% of All India savings
mobilised — as discussed in Chapter 2 (and Annex 1).

Exhibit 1.1
Financial service providers in India

Type of service No. of institutions® Type of lending
provider
Banks
Commercial Banks 189 including public, private and In addition to general commercial activities, public- and
foreign private-sector banks are supposed to lend at least 40%
of net bank credit to the "priority sector" (see note)
Local Area Banks 4 Including small value borrowers though constrained by
the unsecured lending limit of 15% of total advances.
Regional Rural 89 Traditionally, small-value borrowers are those with
Banks loans less than Rs200,000 ($4,500)

Non-Bank Finance Institutions

National Financial 4 (NABARD, SIDBI, NHB & EXIM | Development-oriented term-lending, refinance, and

Institutions Bank) investment institutions.
Non-Bank Finance ~7,000 (including ~700 that are Equipment leasing, hire-purchase, loan companies, and
Companies allowed to accept public deposits) investment companies. A few focus on deposit services.

About two dozen are focused on microfinance.

Primary Dealers 17 Government securities and other interest rate products.

Cooperatives/Credit Unions

Primary (Urban) 1,854 Lending to members only
Cooperative Banks

State and Central 14 & 73 respectively Short-term lending to rural areas.
Cooperative Banks

SCARDBs/ 20 SCARDBs and 727 PCARDBs Long-term lending to rural areas.
PCARDBs

Primary Agriculture | 98,000 Micro/rural credit delivery and technical assistance.
Coop. Societies

Mutually Aided Approx. 200-250 focusing on Micro/rural credit delivery
Cooperative financial service

Societies

2 EDA, APMAS 2006. “SHGs in India — A study of the lights and shades”
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Non-Profit Institutions

NGOs-MFIs 400-500 Microfinance lending and other charitable activities
Non-profit 10 (as of mid 2004) Microfinance lending for business and household
companies purposes

Source: Summarised and updated from India profile on CGAP website (2006)

RBI December 2006, “Quarterly Statistics on Deposit and Credit”. Reserve Bank of India

RBI 2004-2005, “Progress of Banking in India”. Reserve Bank of India

Bhattacharjee & Staschen, 2004

State Cooperative Agriculture and Rural Dev. Banks (SCARDBS); Primary Cooperative Agriculture & Rural Dev. Banks
Rao, “Microfinance Institutions in India”; 2006, Sa-Dhan

Note: According to the Reserve Bank of India the Micro-credit provided by banks either directly or through any intermediary; Loans
to self help groups (SHGs)/Non Governmental Organisations (NGOs) for on-lending to SHGs forms part of the Priority sector. Other
Priority sector areas include: agriculture, small scale industries, small road and water transport operators, small business, retail trade,
professional and self-employed persons, education, housing, software industry and Investment by banks in venture capital with
specified limit of credit for each

1.4 Limitations

As indicated above, this study has relied on data reported by NABARD to analyse the progress of SBLP.
NABARD data reflects cumulative numbers of SHGs and also presents new SHGs formed every year.
However, it does not account for SHGs that have become defunct and, therefore, it does not give an entirely
accurate picture of SBLP outreach. Also numbers are affected by the emerging overlap in microfinance, both
between different MFIs in some areas, and between MFI and SBLP, affect the outreach numbers. Therefore,
the overall outreach (all India) of microfinance (SBLP and MFI model) is an approximate indication of the
progress of the sector as a whole.

It can be estimated from Exhibit 1.1 that there are about 800 institutions (including non-profit institutions,
mutually aided cooperative societies and non-bank finance institutions; excluding primary agriculture
cooperatives) involved in providing microcredit services under the MFI model. However, there are only about
200-250 MFlIs that have a high degree of focus on microfinance and these provide financial and operational
information to different institutions (like M-CRIL, miX and Sa-Dhan) for various purposes. Even for
institutions that report their information there are issues of uniformity and regularity in sharing data.
Therefore for in-depth analysis of the financial sustainability of the MFI sector this study has mainly used
rated data (from M-CRIL) which is consistent and validated.

The evidence for impact (in terms of attributing change to microfinance) is technically limited — although
large scale studies for both SBLP and the MFI model have been undertaken. Competition within the sector is
an emerging issue, but there has been limited research on this as yet.
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Chapter 2: Microfinance in India — the macro context

This chapter presents the models and methodologies adopted by various microfinance service providers in
India. These include the most dominant SHG models which figure commonly under SBLP as well as the MFI
model. The other models include the Grameen model that originated in Bangladesh and the individual
banking model. This chapter discusses the variations of these models across the legal forms of MFlIs.

An overall picture of the growth experienced by the sector, based on data reported by NABARD for SBLP
and by MFIs to M-CRIL, MIX and Sa-Dhan is also provided. However, for in-depth analysis of operational
and financial performance, impact and sustainability of SBLP and the MFIs this study has used select
institutions and data that provides an indicative picture of the microfinance sector in India.

2.1  Microfinance delivery methodologies

The Indian microfinance sector has two major models for microfinance delivery — the SHG Bank Linkage
Programme and the MFI model, as mentioned in the previous section. While the MFI model is growing
rapidly the SBLP is by far the more dominant model in terms of outreach. Both these models are very
different from each other in methodologies adopted and legal forms of institutions involved in service delivery
— SBLP is run by the government while the MFI model is privately managed with some institutions being
regulated by the Reserve Bank of India. In SBLP, NGOs are involved in promoting SHGs and linking them to
local banks for savings and credit. The NGOs provide development inputs to the groups they work with, but
do not directly mediate — or report on — the financial transactions. On the other hand, the MFIs may have
started as NGOs but they have, in their work, developed a focus on financial intermediation as a key part of
their operations. For them, financial transactions and reporting are a routine part of their systems.

221 TheSBLP

Under the SBLP, NGOs usually act not as MFIs but as SHG Promotion Agencies (SHPAS) — a different model
of microfinance in which the NGO role is to provide developmental support to the SHGs, that open group
deposit accounts in a Bank and then can borrow directly from the Bank. This model was initially promoted by
NGOs such as MYRADA (in Karnataka) and PRADAN (in Tamil Nadu and in Bihar). Since the mid-1990s,
when the model began to be scaled up, promotional work has been undertaken by specialized government
agencies, such as the District Poverty Initiatives or the Velugu project in Andhra Pradesh and the
Kudumbashree project in Kerala, the Women’s Development Corporations in the states of Tamil Nadu and
Maharashtra, the Women and Child Development departments, and the District Rural Development Agencies
(DRDAS) in most others states.

The scaling-up of the SHG model is mainly attributed to the SBLP, launched in 1992 by NABARD.
NABARD’s programme is designed to integrate informal savings and credit groups with the mainstream
banking system. Under this programme, NABARD refinances bank loans to SHGs: it provides financing to
banks at below-market interest rates (currently 6%), though banks continue to carry the risk for their loans.
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This has stimulated the growth of SHGs nationwide. Characteristics of SHGs under the SBLP are described
in Box 2.1.

Under the SBLP, a bank lends directly to a group after evaluating the group’s operations, maturity, and
capacity to absorb credit. The group, in turn, on-lends to its members. A self-help group promoting agency
(SHPA) — an NGO or government agency — promotes the groups, but is not part of its funding chain.

Box 2.1

SHGs in the SBLP

Self Help Groups (SHGs) are autonomous collectives that deliver small loans to their members.
SHGs are run by members who themselves choose their leaders and bank signatories. Most SHGs are
part of federations that help them with the governance and financial monitoring and promote new
groups where needed.

SHGs collect periodic savings and make loans to their members. Loans to members are funded
through savings, revenues, loans from banks and other sources. These loans range from Rs100-2,000
($2.5-45) with a maximum loan period of six months and with bullet repayment systems. Over time,
SHGs mobilize more savings, retain earnings and often borrow external funds, enabling larger loans
for consumption and business purposes. These loan range from Rs1,000-20,000 ($23-$450) and are
paid in monthly instalments over one to three years.

NABARD defines the SHG as a group of 20 or less people from a homogenous class who are willing
to come together for addressing their common problems. They make regular savings and use the
pooled savings to give interest-bearing loans to their members. The process helps them imbibe the
essentials of financial intermediation including prioritisation of needs, setting self-determined terms
for repayment, and keeping books and records. The SHG norms help to build financial discipline and
a credit history that then encourages banks to lend to them in multiples of (3-10 times) their own
savings and without any demand for collateral security.

To this definition can be added the affinity dimension and the need to acquire the 6 organisational
characteristics of Vision/Mission, Organisational Management Systems, Organisational
Accountability Norms, Financial Management Systems, Learning and Evaluation Systems and
Networks and Linkages with other institutions.

Under a variant of this main model, a Bank may be both promoter and lender: The bank acts as a SHPA —
with bank staff forming SHGs, training them, and then lending to them. (Available data shows 21% of bank
linked SHGs in March 2008 were promoted by banks).

A third variant is for the NGO-SHPA to perform the funding role (like an MFI). A bank lends to the SHPA
which then on-lends the funds to its SHGs. (As of March 2008, 7% of bank linked SHGs had been financed
using this approach).

Cumulatively, the programme had resulted in lending by all the major commercial banks, regional rural banks
and cooperative banks to some 3.5 million SHGs by March 2008. Other than the bank-SHG linkage
programme, the involvement of commercial banks in microfinance continues to be negligible both in relation
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to the current volume of microfinance and to their broader engagement in rural areas. The total credit from
the scheduled commercial banks to the “weaker sections™ was estimated at Rs82300 crore ($18,300 million)
at the end of March 2006 compared to total rural deposits of over Rs400000 crore ($89,000 million). Further,
the amount outstanding to SHGs (Rs8,000 crore at this time) was just over 0.5% of the total outstanding loans
of scheduled commercial banks.

2.1.2 The MFI model

The MFI model refers to microfinance delivery by microfinance institutions (MFIs) using variety of
methodologies ranging from the very popular Self Help Group (SHG) methodology traditionally pursued in
the country to Grameen and joint liability groups, as well as the individual banking arrangements of the
Savings and Credit Cooperative Societies (SCCS). Over the years, through an ongoing process of
experimentation and innovation undertaken by Indian MFIs the MFIs now largely follow a mixed approach
customised to their target segment and area of operation. In addition to the microfinance delivery
methodologies, MFI management approach, services and performance are influenced by their legal form — the
institutional framework ranges from not-for-profit Societies/Trusts and Companies registered under Section
25 of the Companies Act to Non Banking Finance Companies (NBFCs) licensed by the Reserve Bank of
India. The microfinance methodologies and institutional framework adopted by MFIs are illustrated in
Exhibit 2.1.

Exhibit 2.1
Microfinance Models in India Institutional Framework
SHG N Village Banking Socity & Trust Not-for-profit
Mixed
Grameen Section-25
Companies
SCCS
MACS CoopE(atl_ve
Societies
ucB
S Individual NBFC Profit

13 «“wWeaker sections” is official parlance for the poor and under-privileged sections of society. This includes all families
officially classified as poor but also some non-poor who belong to the lower castes or to specified groups of religious
minorities.
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A detailed description of institutional types is provided in Annex 2 to this report. The main microfinance
methodologies can be described as follows

Self-Help Group (SHG)

The resources of SHGs are often augmented by funds borrowed from MFIs or banks. Savings thus precede
borrowing by the members. Some non-government organisations (NGOs) operate microfinance programmes
by organizing federations of SHGs to act as the MFI.

Grameen methodology (G)

Grameen MFIs undertake individual lending but all borrowers are members of 5-member joint liability groups
which, in turn, get together with 6-9 other such groups from the same village or neighbourhood to form a
centre. Savings are linked to the size of the loan and are a compulsory component of the loan repayment
schedule but do not determine the magnitude or timing of the loan.

Joint liability is basically a group lending methodology in which the members of the groups are jointly liable
for each other’s borrowings. Such groups are commonly seen with MFIs practising the Grameen model.

Individual Banking methodology (IB)

Entailing the provision by MFIs of financial services to individual clients — though they may sometimes be
organised into joint liability groups, cooperatives or even SHGs. In the case of cooperatives, all borrowers are
members of the organisation either directly or indirectly by being members of primary cooperatives or
associations which are members of the apex society. Creditworthiness and loan security are a function of
cooperative membership.

Mixed methodologies

Some of the MFIs started with the Grameen model, then embraced the SHG model at a later stage but did not
completely do away with the Grameen model and smaller groups. These have roughly an equal mix of SHG
and Grameen type groups. A few MFIs use a number of delivery channels and cannot be clearly classified in
any of the above categories.

2.2 Overall microfinance outreach in India — an estimate

This study estimates an outreach of 35.8 million members/savers including 7.2 million borrowers under SBLP
by end-March 2008. Data for the SBLP comes from statistics collated by NABARD and is based on the
number of SHGs accessing bank loans during the year assuming 13 members/group on average. As
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microfinance has expanded, so has the overlap between programmes, with up to 20% of SBLP households
now estimated to be covered by MFIs.** Exhibit 2.2 estimates the SBLP clientele.

Exhibit 2.2
An estimate of SBLP clientele
Year Reported (‘000s) Estimated (million)
No. of No. of SHGs No. of No. of
SHGs linked financed Zi:gig; borrowers
1997-8 14.3 5.7 0.17 0.07
1999-2000 114.8 81.9 141 1.06
2002-3 717.9 255.9 8.28 3.33
2004-5 1,619.1 539.4 18.73 7.01
2006-7 2,925.6 686.4 30.10 8.92
2007-8 3,478.6 552.9 35.82 7.19

Note: The number of SHGs linked is the cumulative number of SHGs that have been linked under SBLP. The number of SHGs
financed is the SHGs that have received bank loans during the year.

The estimation of number of members is undertaken assuming an average of 13 members per SHG linked and
accounting for an overlap of 20% with MFI model for 2007-8 and 2006-7. Since all SHGs are required to
have a bank savings account and save regularly to become eligible for credit, it is assumed that all SHG
members are also savers. The overlap with MFIs in 2004-5 and 2002-3 is assumed to be less at 10% and for
1999-2000 and 1997-98 at 5%. The number of borrowers is calculated assuming 13 members per SHG
financed during the year. It is also assumed that 5% of SHGs become defunct every year (EDA 2006, SHG
Study).

It is evident that there is a huge decline in the borrower to member ratio of SBLP over the years from about
75% in 1999-2000 to just 20% in 2007-8. The main reason is that all SHGs are not eligible for loans
(eligibility criteria include minimum six months of functioning, regular meetings and group savings in banks)
or do not demand funds from the banks. Some SHGs become defunct as well. However, many SHGs
continue functioning by savings in their group bank account and inter-lending among group members even if
they do not obtain bank loans. In this context, SBLP has provided both savings as well as credit services to
SHGs linked under this programme.

Exhibit 2.3 presents the client outreach of the MFI model on the basis of information provided by MFIs to M-
CRIL, Sa-Dhan and MIX.

14 Srinivasan, N, 2008. “Microfinance India — State of the sector report.” This report notes that NABARD normally uses
an average of 15-16 members/SHG. Other studies have found the average to be 13 (NCAER, 2008; EDA/APMAS
2006).
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Exhibit 2.3
Client outreach of MFI model

Year No. of Number of (million)

MFlIs Members Borrowers Savers
1999-00 44 0.52 0.20 0.36
2002-03 94 0.92 0.78 0.59
2004-05 122 2.58 2.19 1.21
2006-07 169 8.20 6.97 2.62
2007-08 223 14.10 11.87 2.79

Note: The above information is based on MFIs providing information to M-CRIL, miX and Sa-Dhan. Information for 2002-3 and
2004-5 is based on M-CRIL and miX database and the information for 2006-7 and 2007-8 is based on M-CRIL and miX database and
Sa-Dhan’s Bharat Microfinance Report.

The data reported for MFIs is on number of existing borrowers at the year end. Borrowers are those members
who have received a loan from the MFI. The difference between members and borrowers differ from model
to model: lowest in individual banking wherein all members are borrowers; medium in Grameen wherein
only new members (2-4 weeks old) do not have loans; highest in SHG model. It is assumed that, together
across all models, numbers of borrowers are roughly about 85% of numbers of members. Number of savers is
estimated on the basis of the assumption that MFIs adopting SHG models provide savings facilities to their
members.

In the initial years most MFIs (about 75% in terms of membership) were adopting SHG model and this
gradually declined every year to about 20% in 2007-8. The overall outreach of microfinance is estimated at
around 5 crore (50 million) people (around 4.5 crore or 45 million households) by end March 2008 since
around 10% of microfinance clients are assumed to belong to common households. This includes contribution
of around 3.6 crore (36 million) people from SBLP and 1.4 crore (14 million) from MFIs.

It is known that almost all the people linked under SBLP are primarily savers which enable their SHGs to
obtain loan from banks. The people linked with MFIs receive mainly credit services due to regulatory reasons
that constrain MFIs from offering savings services to their clients. However, assuming that about 20% of MFI
clients in 2008 also received savings services (proportion of members of MFIs that adopted SHG model) the
number of microfinance savers in India is estimated at 38.6 million by end March 2008. This shows a
predominance of SBLP over the MFIs in providing savings services. On the contrary, in terms of proportion
of members who are borrowers the MFIs are far ahead of SBLP. NABARD data indicates that only 20% of
the people linked under SBLP obtained loans in 2008. Overall about 19.1 million people were borrowers of
microcredit. Exhibit 2.4 below presents the growth of overall outreach (SBLP & MFI) in India in the last ten
years in terms of membership, number of borrowers and number of savers.
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Exhibit 2.4
Growth of overall microfinance outreach in India

Lakh
500 - * 4 R - 100%
400 - - 80%
300 - - 60%
200 - - 40%
100 | - 20%
0  — - 0%
1997-8  1999-2000  2002-3 2004-5 2006-7  2007-8
C—1Borrowers B Members without loans —@— B:M ratio —#—S:Mratio O Savers
Year Number of (million)
Members Borrowers Savers
1999-00 2.1 14 1.7
2002-03 9.2 4.1 8.9
2004-05 21.3 9.2 19.9
2006-07 38.3 15.8 32.7
2007-08 49,9 19.1 38.6

The data shows the very substantial outreach of SBLP, in 2008 accounting for 72% of total estimated outreach
in terms of members covered. The MFI model has lower outreach. However, it now accounts for 62% of the
total number of borrowers. One of the reasons for this anomaly is the more aggressive approach of the MFls
in lending in comparison with the banks. This may also be the reason for such a high overlap between these
two models as access to loans seems better in the MFI model while savings facilities are provided mainly
under the SBLP. Further discussions and analysis on outreach, operational and financial performance is

presented in the subsequent chapters.

While SBLP accounts for around 72% of the total estimated outreach in terms of members covered, the MFI
model has a higher coverage of total borrowers at around 62%. One of the reasons for this anomaly is the
more aggressive approach of the MFIs in lending in comparison to the banks while the focus of SBLP is on
savings. This has resulted in an overall low borrower to member ratio (B:M ratio) of 38% and a much higher
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savers to members ratio (S:M ratio) of 78% by end March
2008. This is also evident from Exhibit 2.5 alongside that
presents a comparison between average loan size and
average savings per client of SBLP and MFI in 2008.

Exhibit 2.5

Average loan size & savings mobilised

This is not surprising given the regulatory restraints on SBLP | MFI model
deposit services by MFIs. Indeed, the apparent savings | average loan size per 3535 11,480
with MFIs are mainly by way of security deposits. borrower (Rs)

. . . Average savings per 8,441 191
A more detailed discussion on outreach under SBLP and | yemper (Rs)

MFI models is presented in Chapters 3 and 4 respectively.

2.3 Framework for analysis

The information available for SBLP and MFI model have been used to analyse the following aspects

e Qutreach

e Operational and financial performance
e  Sustainability

e Impact

23.1 SBLP

For analysis of the SBLP, the study team has largely relied on the data on SHG-Bank linkage as reported by
NABARD. NABARD publishes an annual report which provides cumulative numbers of SHGs formed and
loans disbursed. There is no comprehensive analysis of microfinance ratios or financial performance. But
some information on SHG functioning and trends is available from various studies which we have drawn on
for discussions in this report. The discussions on sustainability of SHGs and the impact of SBLP is largely
based on a major study of SHG operations (EDA, APMAS 2006) that covered 214 SHGs in 9 districts across
4 states of India.

This analysis provides regional coverage of SBLP which is concentrated in the traditional microfinance region
of South India. Though in the last few years the proportion of coverage in the southern region has been
decreasing, it is still significant at ~48%. This study also analyses the involvement of the three different types
of institutions engaged in SHG financing - commercial banks (mainly public sector banks), RRBs and
cooperative banks.

2.3.2 MFI model

The progress of MFI model has been analysed from 2003 to 2008. For analysing the status of the MFI sector
on various aspects of outreach, efficiency and productivity and financial performance the study team selected
a sample from MFIs reporting their information to M-CRIL, MIX and Sa-Dhan. The MFIs (Exhibit 2.3)
reporting their information to various institutions is the universe from which the sample was selected for
analysis. The sample was selected to represent MFIs from various regions, adopting different microfinance
methodologies, having diverse form of legal registration, experience (in terms of age) and outreach (in terms
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of borrowers and portfolio outstanding). Sampling was also essential for analysing the progress of MFI sector
as information was not uniformly available for all the reporting MFIs.

For analysis of the progress of microfinance sector in India, 90 MFIs were used for 2003; 84 MFIs for 2005,
58 MFIs for 2007 and 50 MFIs for 2008 that are representative of the MFI sector. Annex 1 presents the
sample selected for analysis and its distribution on above parameters. A detailed description of operational
and financial data of Top 20 MFIs in terms of outreach (who have made their information available public by
reporting to M1X) for 2008 is presented in Annex 3.

2.4 Conclusions

The two broad microfinance approaches in India are the government run SHG Bank Linkage Programme and
the MFI model which is privately managed by independent civil society institutions with some of them
regulated by the RBI.

SBLP, initially promoted by MYRADA (in Karnataka) and PRADAN (in Tamil Nadu and in Bihar) and
formally launched in 1992 by NABARD began to scale-up in the mid-1990s. Under this programme,
NABARD refinances bank loans to SHGs through commercial banks but the credit risk is carried by the
banks. This has stimulated the growth of SHGs nationwide making SHGs a dominant model in the delivery of
microfinance in India.

The MFI model uses a variety of methodologies ranging from the very popular SHG methodology
traditionally pursued in the country to Grameen and joint liability groups, as well as individual banking
arrangements. Over the years, through an ongoing process of experimentation and innovation undertaken by
Indian MFIs many now largely follow a mixed approach customised to their target segment and area of
operation. However, the fastest growing MFIs in India all follow the Grameen methodology (or its variant
based on the ASA Bangladesh approach).

In addition to the microfinance delivery methodologies, MFI management approach, services and
performance are influenced by their legal form — ranging from not-for-profit Societies/Trusts and Companies
registered under Section 25 of the Companies Act to NBFCs licensed by RBI.

The overall outreach of microfinance is estimated at around 50 million people (~45 million households)
including 19.1 million borrowers by end March 2008. While SBLP accounts for around 72% of the total
estimated outreach in terms of members covered, the MFI model has a higher coverage of total borrowers at
around 62%. One of the reasons for this anomaly is the more aggressive approach of the MFIs in lending in
comparison with the banks.
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Chapter 3: Progress of the SHG Bank Linkage Programme

This chapter is largely based on information provided in the “Microfinance India — State of the Sector
Reports” for 2006, 2007 and 2008". Microfinance India is an annual event organised by Access Development
Services and the ‘State of the Sector Report’ is part of this initiative. The chapter analyses the progress of
SBLP which started in the mid-1990s in terms of its outreach, regional coverage, lending performance of
institutions involved and savings mobilised by the SHGs.

3.1 Outreach

According to provisional information made available by NABARD in its annual report 2007-08, the
cumulative number of new SHGs provided with bank loans increased to 3.48 million by end-March 2008 from
2.92 million by end-March 2007 — an increase of 19%. The cumulative number of SHGs provided with bank
loans, however, also includes SHGs that have become defunct.

A study®® conducted on SHGs indicated that about 10% of the SHG members’ are dropout, 3.5% of SHGs
became defunct and 3.3% of SHGs breakdown annually. Though there is no definitive information on this,
the actual number of functioning SHGs probably does not exceed 2.5 million. Since 2001, there has been a
considerable increase in the outreach of SBLP at 44% p.a. The number of incremental new groups provided
with loans also increased every year steadily at an average growth rate of 29% p.a. until 2007 and a decline of
19% in 2008. During 2007-08, the number of incremental new groups provided with loans declined from 0.68
million in 2006-7 to 0.55 million. This fall in the number of new groups credit-linked with banks by about
0.13 million is attributed to the slowdown in the southern Indian states and slow momentum in other states of
the country (Srinivasan 2008).

According to NABARD figures, around 4.4 million SHGs covering about 5.8 million poor households have
been linked with banks through savings bank accounts. More than 90% of such groups are comprised
exclusively of women. The cumulative bank loan disbursed rose to Rs22,268 crore ($5,600 million) in FY08
from Rs18,040 crore ($4,500 million) in FY07."" However, loans disbursed to new groups during the year
ending March 2008 was only Rs4,228 crore ($105 million) compared to Rs6,643 crore (US$165 million) a
year earlier. While out of the Rs6,643 crore lent to SHGs during the FY07, Rs3,044 crore (US$76 million)
was to new groups, FY08 saw only Rs2,542 crore ($62.5 million) being provided to new SHGs — a decline of
16%. The disbursement of repeat loans during the FY08 also declined from Rs3,599 crore ($87.5 million) in
FY07 to Rs1,686 crore ($40 million).

The average loan size for new loans per SHG rose from Rs44,343 ($1,109) in 2007 to Rs45,960 ($1,149) in
2008 while the average loan size for repeat loans rose from Rs78,682 ($1,967) to Rs90,195 ($2,255) over the
same period. A summary of progress of SBLP is presented in Exhibit 3.1

15 Ghate, Prabhu 2006 & 2007. “Microfinance India - State of the Sector Report”
Srinivasan, N, 2008.
S EDA, APMAS 2006.
" Henceforth, the notation FYxx stands for Financial Year xx so FY07 means April 2006 to March 2007.
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3.2 Coverage

3.2.1 Regional exposure

Regional shares have undergone a gradual change over the years and the south is seen as losing its share to
other regions of the country. The southern region saw a gradual decline in its share of SHGs linked to banks
and in March 2008 for the first time ever, the share dipped below 50%, Exhibit 3.2. Despite this, the south
still leads with a share of 48.2% of the loans provided by banks to SHGs. The Eastern & North Eastern
regions together were a distant second at 22.7%. Rapid growth of SHG linkage in the state of Maharashtra
has meant that the western region is now close to the central region’s share at 10.8%.

Exhibit 3.1
Growth trends in SBLP

Lakh Rs '000 crore
% - S - 70
i No. of SHG linked during the year
30 | bedNo. of SHGs linked (cumulative) L 60
——Bank loan disbursed during the year :
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1998 | 1999 | 2000 | 2001 | 2002 | 2003 2004 2005 2006 2007 2008

No. of new
SHGs linked
during the
year

No. of SHGs

linked
(cumulative) | 14317 | 32995 | 114775 | 263,825 | 461478 | 717,360 | 1079091 | 1618456 | 2238565 | 2924,973

5719 | 18,678 | 81,780 | 149,650 | 197,653 | 255,882 | 361,731 539,365 620,109 686,408 | 552,992

34779
65

Actual no. of

SHGs linked
(cumulative 14,125 | 32,709 | 113,841 | 260,336 | 454,596 | 708,077 | 1,066,897 | 1,600,969 | 2,212,197 | 2,894,568

estimate)*

3,444,2

Rate of
growth of
loans to new
SHGs (%)
No. of SHGs
receiving 21,630 | 41,413 | 102,391 | 171,669 | 258,092 | 344,502 | 457,410 | 186,883
repeat loans
Rate of
growth of 91 147 68 0 33 33
repeat loans
Proportion of
repeat loans 17 29 40 32 36 40
in total loans

Bank loan
disbursed
cumulative
(Rs crore)

Bank loan
disbursed
during year
(Rs crore)

32 29 41 49 15 11 (16)

24 57 193 481 1,026 2,049 3,904 6,896 11,398 18,040 22,268

12 33 136 545 1,023 1,855 2,994 4,499 6,643 4,228

disbursed to
new groups
(Rs crore)

290 453 691 1,158 1,727 2,330 3,044 2,542

disbursed as
repeat loans
(Rs crore)

Proportion of
repeat loans
in total

disbursed (%)
Average loan
disbursed per | 16,59 | 17,207 | 16814 | 19,379 | 22919 | 27,005 | 32,013 32,019 37,574 44343 | 45,960
SHG

Repeat loan
sizes

92 332 698 1,268 2,169 3,599 1,686

17 33 38 42 48 54

22,215 32,425 40,660 49,130 62,960 78,682 90,195

Source: NABARD annual reports
* Based on assumption that about 5% of new SHGs become defunct next year (EDA, APMAS 2006.)
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Exhibit 3.2
Reqgion wise coverage of SHGs credit-linked to banks

100% -

80% -

60% -

40% -

20% -

0% -
2000 2006 2008
@North #West ®Central ®EEast ®ENorth-east ®South

in lakh

Region March 2000 March 2006 March 2008
SHGs % SHGs % SHGs %
linked share linked share linked share
South 0.79 68.6 12.14 54.3 16.75 48.2
North-east 0.00 0.2 0.63 2.8 1.20 34
East 0.09 8.2 3.94 17.6 6.72 19.3
Central 0.15 13.3 2.68 12.0 4.06 11.7
West 0.08 7.0 1.66 7.4 3.75 10.8
North 0.03 2.8 1.33 5.9 2.31 6.6
All India 1.15 100.0 22.39 100.0 34.78 100.0

Source: NABARD annual reports; Press Information Bureau, Government of India, March 2007

All the regions have witnessed a slowdown in SHGs credit linked to banks in the last two years as shown by
Exhibit 3.3. The Western region, driven by good performance in Maharashtra, experienced the highest growth
of 63% in the last two years followed by Eastern/NE and Northern region. The Central region has also grown
above the national level. However, in the current decade (as evident from Exhibit 3.2 above) the growth in
the southern region has slowed down and the eastern region has grown comparatively faster.
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Exhibit 3.3
Region wise growth rates of SHGs linked

Region 2007 2008 /S‘r’g\r;‘t%e
South 25% 10% 19%
North-east 35% 28% 37%
East 24% 22% 26%
Central 63% 38% 63%
West 37% 271% 37%
All India 31% 19% 28%

In 2008 among the top states with SHGs linked under SBLP, Andhra Pradesh (AP) lost its primacy in the
number of new groups linked to the banking system. Maharashtra topped with a share of 18.2% of new
groups and had more than double the share of AP. The top two states are not from the south (Exhibit 3.4).
As explained by the chairman, NABARD, the headroom for growth in the southern states is limited due to
relative saturation of microfinance services. *® A detailed table outlining the region-wise growth of SBLP in
the last two years is given in Annex 4.

Exhibit 3.4
Top five states in SHG linkage in 2007-08

Name of state No. of new % share
groups linked

Maharashtra 100,569 18.2

Orissa 73,140 13.2

Tamil Nadu 54,498 9.9

West Bengal 49,832 8.5

Andhra Pradesh 40,098 7.3

3.2.2 Coverage in priority states

In 2005, NABARD identified 13 priority states accounting for 70% of India’s poor for special efforts and
location-specific strategies. Exhibit 3.5 shows that 8 out of the 13 priority states registered higher growth
rates than the national average (18.9%) in terms of the number of SHGs credit-linked with banks. Four states
— Assam, Chhattishgarh, Maharashtra and Orissa had healthy growth rates in excess of 30%, three states were
between 20% and 30% while the remaining six states registered less than 20% growth in the number of credit-
linked SHGs. The share of priority states in the number of SHGs linked rose from 47% in March 2007 to
about 51% in March 2008. Clearly, the performance of priority states presents a mixed picture and there is a
need for more intensive work in some states.

18 Srinivasan N, 2008.
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Exhibit 3.5
Coverage in priority states (SHGs linked)

Name of State 200203 | 2003-04 | 2004-05 | 200506 | 200607 | 2007-08 | o oW et
in 2008 (%)

Assam 3477 | 10,706 31,234 56,449 81,454 | 107,098 31
Bihar 8,161 | 16,246 28,015 46,221 72,339 93,410 29
Chhattisgarh 6,763 9,796 18,569 31,291 41,703 60,763 46
Gujarat 13,875 | 15,974 24,712 34,160 43,572 46,526 7
Himachal Pradesh 8,875 | 13228 17,798 22,920 27,799 31,899 15
Jharkhand 7765 | 12,647 21,531 30,819 37,317 42,605 14
Madhya Pradesh 15271 | 27,095 45,105 57,125 70,912 83,336 18
Maharashtra 28,065 | 38,535 71,146 | 131,470 | 225856 | 326,425 45
Orissa 42272 | 77588 | 123256 | 180,896 | 234,451 | 307,501 31
Rajasthan 22,742 | 33,846 60,006 98,171 | 137,837 | 173,192 26
Uttar Pradesh 53,696 | 79,210 | 119,648 | 161,911 | 198,587 | 236,929 19
Uttarakhand 5853 | 10,908 14,043 17,588 21,527 24,679 15
West Bengal 32,647 | 51,685 92,698 | 136,251 | 181563 | 228,395 26
Total 249,462 | 397,464 | 667,761 | 1005272 | 1,374,917 | 1,762,848 28
Growth, % 59 68 51 37 28

Source: NABARD annual reports

An analysis of SBLP data shows the wide disparities that exist between states in terms of SHG linkages. (This
is discussed relative to poverty outreach in Chapter 5).

3.3 Institutional performance

3.3.1 Funding pattern of SHGs

Exhibit 3.6 shows the respective share of commercial banks, RRBs and cooperatives in financing SHGs.
Commercial banks account for a major part of the SHGs linked and financed.
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Exhibit 3.6

Funding pattern of SHGs

15{(5) billion @ Comm. bank
#RRB
10 1 Coop. bank
30
20
10
0
2005-6 2006-7 2006-7
Agency 2005-06 2006-07 2007-08
New SHGs Total loans New SHGs Total loans New SHGs Total loans
No. % | Amount % No. % | Amount % No. % | Amount %
(“000s) (Rs (“000s) (Rs (“000s) (Rs hill.)
bill.) bill.)
Comm. Banks 345 | 56 28.3| 63 407 | 59 441 | 66 204 | 48
RRBs 176 | 28 122 | 27 171 | 25 171 | 26 16.0 | 38
Coop. Banks 99 | 16 45| 10 109 | 16 5.2 8 59| 14
Total 620 | 100 4,499 | 100 686 | 100 6,643 | 100 553 | 100 4,228 | 100

The share of commercial banks in total funding of SHGs, however, has dipped from 66% in 2006-07 to 48%
in 2007-08. The RRBs and the cooperative banks have significantly increased their share in loans given to
SHGs, from 26% to 38% and from 8% to 14% respectively over the same period. Despite a much better
performance of the cooperatives in 2008 as compared to 2007, the share of cooperatives continued to lag
behind in spite of a large presence across all districts and the extensive network of constituent primary

societies.

3.3.2 Average loan sizes and cost to client

Exhibit 3.7 shows the trends in average loans obtained by members of an SHG. The graph highlights the
increasing trend. The average loan to an SHG member (assuming 13 members/SHG) is Rs3,535 ($88.5).
This compares with around Rs10,000 ($270) per client in the MFI model (Chapter 4).
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Exhibit 3.7
Average loan per SHG member
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The SHGs obtain loans from bank at a declining interest rate of 12.5% to 14.0% p.a. However, the SHG
onlends the bank loans to its members at a much higher cost of around 24% p.a. declining. The effective rate
of interest (EIR) to clients would be even higher considering the bank-loans are savings linked. The interest
paid by the bank on savings is about 3.5% p.a.

3.3.3 Savings by SHGs™

The number of SHGs saving with banks and the amounts thus saved are now available for the first time in the
last fifteen years of SBLP. These are presented in Exhibit 3.8. The data shows that SHGs place a
considerable part of their savings with the banking system. The loans of SHGs due to the banking system at
the end of March 2007 were 3.5 times the savings of SHGs with banks. Banks had financed 70% of all groups
linked with them, leaving 1.27 million SHGs yet to be financed. The fairly high level of savings of SHGs with
banks is an indicator of healthy performance. The actual savings of the groups would be higher as the data
does not account for group savings used for internal lending within the SHG to its members. The savings
performance varies according to the type of bank as well as the type of groups linked. SHGs linked to RRBs
have higher average savings, followed by those banking with commercial banks and the lowest average
savings were reported by SHGs with cooperative banks.

19 Srinivasan N, 2008.
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Exhibit 3.8
Savings performance of SHGs (2007-8)

Agency No. of Amount No. of Non- Amount | Total no. of | Amount Average
SGSY® saved SGSY groups saved SHGs saved savings per
roups SHG
group (Rs (Rs (Rs
Million) Million) Million)
Comm. Banks 571,062 5245 1,722,709 1,3679 2,293,771 1,8924 8,248.43
RRBs 300,427 1887 882,638 9696 1,183,065 1,1583 9,788.14
Coop. Banks 84,828 443 598,920 4176 683,748 4620 6,756.88
Total 956,317 7575 3,204,267 2,7551 4,160,584 3,5127 8,441.12

The cooperative banks have not made full business use of the SHG clients when compared to the commercial
banks and RRBs. The average loan size is much lower as also the average savings per group when compared
to other types of banks. In terms of linkage cooperative banks have extended loans to only 39% of the SHGs
linked with them, whereas commercial banks and RRBs have financed 82% and 61% of linked SHGs
respectively (Exhibit 3.9).

Exhibit 3.9
Proportion of groups financed to group savings linked

Agency Proportion of groups financed to
groups linked (%)

Commercial banks 82
RRBs 61
Cooperative banks 39

3.3.3 Repayment rates

Until recently, full recovery and low transaction cost to the lender (on account of externalization of certain
lending processes) were regarded as the unique features of SHG-bank linkage from the bank’s perspective. Of
late, there are indications that these unique features are slowly waning. The recovery data (Exhibit 3.10)
reported by the banks to NABARD reveals that several banks have a recovery of less than 90%. Six
commercial banks, 15 RRBs and 36 District Cooperative Banks have recoveries of less than 75%. The
recovery from SGSY groups was lower; 10 commercial banks and 24 RRBs reported less than 75% recovery.
Across all the states recovery rates have fallen. The intra-group loans are likely to face higher default rates as
the groups always work towards keeping a default free record on the bank loan. APMAS found in one of its
studies that SHGs, while maintaining a default-free record with banks, did not observe repayment discipline

2 Swarnjayanti Gram Swarozgar Yojna (SGSY), started in April 1999, is a joint Centre and State initiative that aims to
organize rural poor into SHGs, provide them training and capacity building services as well as with income generating
assets. The scheme aims to provide targeted BPL households with a sustainable level of income and thereby bring
them out of poverty within a period of three years.
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when it comes to repayments on internal lending. The recoveries on internal loans with the SHG’s own funds
were as low as 30%. Poor repayment rates can be attributed to the following reasons:

e Auvailability of credit from competitive channels such as MFls and finance companies

e Attainment of a peak in the loan size leaving little to aspire for in terms of a higher loan within the
group

e Lack of close monitoring by promoting institutions and banks

¢ Negligent handling of groups in government sponsored programmes contaminating other groups

e Natural calamities which have adversely affected the cash flow of SHG members

Exhibit 3.10
Range of recovery

Agency No. of No. of banks in the recovery range
reporting banks | g506and | 90-94% less than

above 90%

Commercial banks 22 5 5 12
RRBs 73 20 13 40
Cooperative banks 170 25 63 82

Maintaining high recovery rates for SHGs is crucial to ensure that bank support continues in the future. A
study by NCAER reveals that only 69.2% of the SHGs had an excellent repayment record, 7.6% had
registered repayment rates in excess of 90% and 22.6% had repayment rates less than 75%. Arrears which
totalled to 0.86% of outstanding loans were reported by 7.6% groups. SHGs in some states of the country,
namely AP and Orissa, reported worse repayment figures as compared to others; the reasons cited were
natural calamities, non-payment by buyers to SHG members and illness. Training and counselling of default
prone groups and members is necessary through interventions by promoting agencies.

The EDA/APMAS study points out that one of the reasons for the decline in repayment experience are the
recovery practices which rely heavily on bullet repayments (one time) and the incentive of access to further
loans. This may work for smaller loan sizes and as long as the SHG can ensure future credit to its members.
It also confirms the need for appropriate guidance, training and building capacities within the group.

3.3.4 Group sustainability

In this study of 214 SHGs, the findings on financial performance of SHGs were mixed in terms of
profitability, return on capital and costs. It was found that financial statements are generally not prepared by
the SHGs since most members are illiterate and are trained to keep their records simple and minimal. While
only 28% of SHGs had some form of financial statement (income and expenditure statement, balance sheet,
portfolio information) only 4% had good quality records.

Analysis, based on reconstruction of financial statements of 188 SHGs revealed that about 50% of the sample
SHGs made profits the previous year and 20% made losses (status of 30% was not known). The study
pointed out that financial sustainability of a group is dependent on a combination of factors including timely
recovery of loans, pricing of loans, cost of financial service delivery and accumulation of capital. Portfolio
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quality reflects the timely recovery of loans and contributes to profitability and ability of SHGs to recycle
funds. Data available on the portfolio of sample SHGs indicated that around 45% of the groups defaulted
more than once in a year amounting to 17% of the portfolio.

3.4 Conclusions

The overall outreach (bank-linked SHGs) under SBLP is around 3.5 million SHGs as on 31 March 2008, an
increase of 19% over the previous year. However, this figure does not account for defunct SHGs and it is
estimated that the actual number of SHGs currently linked under SBLP would be around 2.5 million. About
90% of these SHGs are comprised exclusively of women.

SBLP has witnessed high growth since its inception (about 174% p.a. in the current decade). However, there
has been a decline in 2008 which has been mainly attributed to the slowdown in the southern states and the
failure to gather momentum in other states of the country.

The cumulative bank loan disbursed under SBLP rose to $5,600 million in 2008 from $4,500 million in 2006-
07. But loans disbursed to new groups declined in FY08 to $105 million from ($165 million) a year earlier.
However, average loan size per SHG member remains low at Rs3,535 ($88.5).

SBLP continues to be concentrated in the southern region with a share of 48.2%. However, the regional
shares have undergone a gradual change over the years and the south is no longer dominant in the programme.
In the current decade the eastern region has grown comparatively faster than other regions.  This also
indicates that microfinance is spreading to other parts as the southern region is becoming saturated and growth
potential is limited.

The coverage of priority states by SBLP has shown a mixed picture. While the coverage has increased (8 out
of the 13 priority states registered higher growth rates than the national average), a closer analysis shows wide
disparities between states in terms of SHG linkages.

SHGs received total funding of Rs4,228 crore ($1,060 million) in 2007-8. SHGs have been funded by
commercial banks, RRBs and cooperative banks through refinance by NABARD. While commercial banks
are the main funders, their share dipped from 66% in 2006-7 to 48% in 2007-8. RRBs and cooperative banks
were able to increase their shares during this period indicating their greater involvement.

SHGs place a considerable part of their savings with the banking system. The loans of SHGs due to the
banking system at the end of March 2007 were 3.5 times the savings of SHGs with banks. Banks had financed
70% of all groups linked with them, leaving 1.27 million SHGs, yet to be financed. The fairly high level of
savings of SHGs with banks is an indicator of healthy performance. In 2007-8, the savings mobilised by
SHGs amounted to Rs35 billion ($880million) at an average Rs8,441 ($212) per SHG.

The cooperative banks have not made full business use of the SHG clients when compared to the commercial
banks and RRBs. In terms of linkage, cooperative banks have extended loans to only 39% of the SHGs linked
with them whereas commercial banks and RRBs have financed 82% and 61% of linked SHGs respectively.

The recovery performance of banks lending under SBLP has dipped. The reported data to NABARD shows
that several banks have a recovery of less than 90%. Studies have shown that the intra-group loans are likely
to face even higher default rates as the groups always work towards keeping a default free record on the bank
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loan. A study by NCAER reveals that only 69.2% of the SHGs had an excellent repayment record. The EDA
study points out the need to reform the recovery practices through capacity building of the group. Good
recovery (and, therefore, portfolio quality) has an important correlation to the long-term sustainability of the

group.
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Chapter 4: Outreach of MFI model

This section presents the analysis of outreach achieved by the MFI model. Exhibit 4.1 below provides an
idea of the overall outreach of MFlIs in India that report their information on borrowers, portfolio outstanding
and savings mobilised to M-CRIL, MIX and Sa-Dhan. The overall outreach in 2008, based on the data of 223
MFlIs is about 14 million members including about 12 million borrowers, having a portfolio of Rs59.5 billion
($1,490 million) and savings of Rs2.4 billion ($61 million).

Exhibit 4.1
Overall outreach of MFIs
Year No. of Number of (million) Portfolio O/s Savings balance
MFls Members Borrowers Savers Rs Million Rs Million

1999-00 44 0.52 0.20 0.36 710 310
2002-03 94 0.92 0.78 0.59 2,488 1,457
2004-05 122 2.58 2.19 1.21 8,747 950
2006-07 169 8.20 6.97 2.62 26,750 2,121
2007-08 223 14.10 11.87 2.79 59,540 2,434

Note: The above information is based on MFIs providing information to M-CRIL, miX & Sa-Dhan — extension of Exhibit 2.3.

For in-depth analysis of financial performance and sustainability, this study has used data for rated MFIs that
are representative of the main proportion of the MFI sector. The rating data is validated and consistent, and
has been used to analyse and present a picture of trends in outreach under the MFI model.

The selection of MFIs has been done to represent various regions (South, East & North East, North and West),
microfinance methodologies (Grameen, SHG & individual banking), legal forms (NGO, NBFC, Section-25
Companies and others), age groups (<3 years to 10 years & above) and portfolio sizes (<Rs0.5 crore,
US$0.125 million to Rs25 crore and above, US$6.25 million). An explanation on sample selection and its
distribution on these parameters are presented in Annex 1.

This chapter presents an analysis of the distribution of MFI members and borrowers, loans outstanding and
savings mobilised region wise, model wise (Grameen, SHG and IB) and by legal form based on the data of
select MFls.

4.1  Membership

The MFI model has grown tremendously since 2003. Although direct comparison of the sample MFIs in
different periods is not possible, a comparison of the 2008 status with past years shows that the outreach has
increased by more than five times in the last five years. This means that each year the membership coverage
under the MFI model has grown by over 70% on average. At present (2008) the sample MFIs provide
financial services — either loans or thrift deposit facilities — to nearly 10.8 million clients (often referred to as
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members), more than 75% (over 8.1 million) of whom are in the southern part of India as shown by the
regional distribution in Exhibit 4.2.

In terms of model and legal forms, Grameen organisations accounted for about ~78% of membership while
NBFCs covered 65% of outreach. This proportion has been growing over the years, which is evident from the
fact that in 2003 the SHGs and NGOs accounted for the majority of microfinance coverage. In the initial
microfinance experience in India, most organisations started off as multi-service NGOs to support government
initiatives (including, IRDP, SGSY and later NABARD’s SBLP). Later with the advent of wholesale
microfinance funding from SIDBI, some of them started their own direct lending programmes to SHGs that
they had promoted. More recently, having realised the potential of the microfinance sector a number of such
organisations have transformed (and more are transforming) into for-profit entities and adopting the Grameen
model to meet their growth requirements and to become self sufficient. It is for this reason, the importance of
SHG programmes in the sample (MFIs lending to clients through SHGs rather than the joint liability groups of
the Grameen methodology) has declined from 63% of membership in 2003, to 47% in 2005, 32% in 2007 to
just 19% at present.

Exhibit 4.2
Distribution of MFI clients in India

...by region
Regions 2003 2005 2007 2008
South 1,513,940 2,319,668 4,058,232 8,131,779
East & NE 135,723 389,774 1,297,056 2,379,991
West 215,801 64,230 21,353 156,742
North 45,686 104,551 211,461 101,800
...by model
Models

G 278,427 1,292,260 3,001,664 8,461,984
IB 67,285 65,492 770,970 252,372

Mixed 344,124 180,817
SHG 1,221,314 1,339,654 1,815,468 2,055,956

...by legal form
Legal form

NGO 1,032,021 1,448,081 1,666,054 2,612,482
NBFC 1,081,780 3,402,286 7,044,980
Sec-25 219,232 130,207 605,524
Others 879,129 129,130 389,555 507,326
Overall 1,911,150 2,878,223 5,588,102 10,770,312
Top 10 | 400,333 1,559,941 3,314,692 | 7,117,591

Note: Regional distribution in later years is only broadly reflective as many south based MFIs (though still with a very high
proportion of membership in the South) have started operating in other regions as well.
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Exhibit 4.3 presents the outreach of MFIs in India in terms of borrowers. The observations are similar to the
growth of membership in India with south based MFIs, Grameen organisations and NBFCs having the largest
share of the outreach in 2008.

The overall number of borrowers has grown from 0.7 million to 9.2 million at present — an increase of over 12
times. A comparison with the growth in membership with borrowers indicates that over the period more
members have been able to obtain loans. The ratio of borrowers (or active clients) to total members is largely
dependent on the extent of dormancy accepted within a methodology. For instance, Grameen organisations
have a high average of >90% (in all years in 2003) of members as active clients. This is because the
conventional Grameen methodology does not allow a member to remain dormant for more than 2 weeks.
Members who do not take the next cycle of loan must drop out of the programme. On the other hand, SHG-
based MFIs tend to have much lower active client to member ratio (47% in 2008 and was a low 25% in 2005).
In SHG MFIs the focus is on group solidarity and thrift so not all members need to be borrowers concurrently.
Also, the SHG MFIs need to accumulate a pool of savings after group formation, which increases the
gestation period before they have access to borrowings.

Exhibit 4.3
Distribution of MFI borrowers in India

...by region
Regions 2003 2005 2007 2008
South 559,418 1,435,608 | 3,430,551 6,741,522
East & NE 48,949 203,499 786,899 2,197,234
West 69,927 39,078 13,250 98,880
North 20,978 78,053 66,268 124,517
...by model
Models

G 256,748 1,093,370 | 2,891,306 7,951,396
IB 27,554 49,581 311,681 244,803

Mixed 116,771 119,589
SHG 298,199 493,698 | 1,093,981 965,954

...by legal form
Legal form

NGO 307,680 713,796 897,343 1,688,932
NBFC 888,586 | 3,073,062 6,446,161
Sec-25 105,177 126,262 576,792
Others 391,592 48,679 200,301 450,268
Overall 699,272 1,756,238 | 4,296,968 9,162,153
Top 10 321,251 | 1173561 | 2967,378 | 6,556,407

Overall, Indian MFIs serve an average of 183,000 borrowers per MFI at present — a tremendous improvement
from just 7,770 borrowers/MFI in 2003. It is interesting to note the growth of the typical MFI in India. The
average borrower outreach of MFIs in India is still substantially lower than the Top 10 MFIs (655,641). For
many MFIs in the region, their development objectives mean thrift deposit services and empowerment through
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the promotion of governance capabilities and these are at least as important as lending to their members. This
is particularly so for the SHG model with many programmes actually placing as much emphasis on social
issues and developing governance capabilities as on providing financial services. For this reason, there is a
significant difference between the membership of these institutions and the number of persons participating in
their programmes as borrowers. Exhibit 4.4 presents the growth of the sector by model and legal form in
terms of average borrowers/MFI and change in borrowers to member ratio over the last five years.

Exhibit 4.4
Growth pattern

...average borrowers/MFI (in hundred thousands) ...legal form wise av. borrowers/MFI (in lakh)
2008 2008
@ Top 10 & Sample
2007 uSHG  wIB 2007
BG
@ Others & Sec-25
2005 2005 @ NBEC NGO
0.0 20 40 6.0 8.0 00 05 1.0 15 20 25 30

In the context of the current proposal to bring societies, trusts and cooperative MFIs under a separate
regulatory framework from that of NBFCs, the information above needs consideration. It shows that as many
as 65% of the total number of MFI members in India will be excluded by the new regulatory regime
(discussed in detail in Chapter 7). While MFIs registered as societies, trusts and cooperatives will be able to
offer thrift services to their clients, a substantial proportion of clients, those served by NBFCs, will not have
such services available to them because of the restrictions of the rules applied by the Reserve Bank of India to
all NBFCs (whether or not they are MFIs).

4.2  Loans outstanding

Indian MFIs (that made their data available) had a total portfolio outstanding of Rs4,533.5 crore ($1,136.2
million) on 31 March 2008. The southern region still accounts for ~74% of the sample’s portfolio in 2008.
This proportion has decreased consistently over the years while the proportion of the eastern region has
increased significantly indicating the spread of microfinance activity in this part of the country. About 80% of
the sample’s portfolio is with MFIs using the Grameen model, while the SHGs represent 10% of the total.
Equally important, the Top10 MFIs have owned more than 60% of the total portfolio of sample MFIs (as well
as serve more than 70% of the borrowers) over the last five years. This is an indication of the polarised nature
of the MFI sector in India in terms of size, a scenario which is changing but very slowly over recent years.
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There are a small number of large MFIs that are very strong and expanding fast, but the urge to grow fast is
also now spreading to some of the medium sized institutions.

It is also evident that NBFCs comprise a majority of the portfolio outstanding. The share of NBFCs in
portfolio outstanding has grown from 50.5% (2005) & 71.3% (2007) to 76.0% currently. This shows the ever
increasing outreach of NBFCs. The growth in NBFC share has been at the expense of NGOs and other
commercial MFIs, whose share has reduced from 45% (2003) and 24.3% (2005) to the present 19.0%. This is
attributable both to the faster growth of better managed NBFCs than the average NGO and to the fact that
some of the leading NGOs have been transforming to NBFCs in recent years. Exhibit 4.5 shows the
distribution of portfolio across region, models and legal forms.

Exhibit 4.5
Distribution of portfolio (Rs million) of sample MFIs

...by region
Regions 2003 2005 2007 2008
South 1,831 5,948 11,492 33,373
East & NE 200 440 1,860 8,039
West 278 540 102 1,492
North 23 549 1,075 2,392
...by model
Models

G 869 3,383 7,708 36,455
IB 239 986 2,403 4,303

Mixed 576 535
SHG 649 2,573 4,418 4,537

...by legal form
Legal form

NGO 885 3,036 3,153 7,262
NBFC 3,781 10,359 34,402
Sec-25 306 625 2,266
Others 1,448 354 392 1,365
Overall 2,333 7,477 14,529 45,295
Top 10 1,474 5,008 9,197 2,9027

Exhibit 4.6 illustrates the extent of concentration of microfinance portfolios in India amongst the larger MFls.
Of the total of 50 MFlIs in the detailed sample for 2008, 26 (52%) service just 27% of the total MFI
outstanding portfolio while the largest 10, with portfolios in excess of Rs290 crore ($70 million), account for
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over 64% of the total. This shows the concentration of the portfolio in a few MFIs. The average portfolio size
of these MFIs is more than 3 times that of the total sample. The reasons for this situation are related to the
efficiency and financial performance of different MFIs and are discussed later. This has been the case in
earlier years as well. In 2003, only 2 MFIs had portfolio outstanding greater than Rs25 crore and accounted
for 36% of the total sample portfolio which increased to 64% (held by 7 out of 84 MFIs) in 2005, 83% (held
by 14 out of 58 MFIs) in 2007 and 97% (by 31 out of 50) in 2008. It should also be noted that the number of
large MFIs is also growing every year, most of them being NBFCs adopting the Grameen methodology.

Exhibit 4.6
Portfolio size distribution of MFls

40 T + 100%
30 + + 75%
20 T + 50%
10 + + 25%
0 b i : : 0%

2003 2005 2007 2008

== No. of MFIs (portfolio >Rs25 Crore) —fill— % of total sample portfolio

Portfolio class 2003 2005 2007 2008
(Rs crore) N LO LP| N LO LP| N LO| LP| N LO LP
<0.5 42 7.4 2118 4.4 2012 5.8 50 1 0.02 | 0.02
0.5t0<2.5 25 268 | 11[32| 401| 13|11 16| 11| 5 7.5 15

251t0<5.0 13 41.8 32| 11 40.2 37| 8 320 | 40| 4 13.8 3.4

5.0t0<10.0 4 30.5 7.6 | 10 73.8 74| 5 37.8 76| 3 16.4 55

10.0t0 < 25.0 4 418 | 105| 6 1079 | 18.0| 8 1613 | 202 | 6 105.7 17.6

>=25.0 2 850 | 425| 7| 4814 | 688 | 14| 12045 | 86.0 | 31 | 4,386.1 | 1415

Overall 90 233.3 26| 84 | 7477 89| 58| 14529 | 251 | 50 | 4,529.5 90.6

Note:

N — Number of MFls

LO - Loan outstanding (Rs Crore)

LP — Loan portfolio per MFI (Rs Crore)
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4.3 Growth of outreach

Since the samples for the 2003, 2005, 2007 and 2008 are not the same, a direct comparison cannot be used for
determining growth of outreach in Indian microfinance. However, it does provide a good indication on how
the sector has grown. For the India sample, the average member’s base/MFI has increased at an average of
59% p.a. while the borrowers grew at 88% p.a. in the last five years — Exhibit 4.7. Due to this the borrowers
to members ratio has increased significantly leading to better efficiency (discussed in the next chapter) of
operations. However, as discussed in Exhibit 4.4, in terms of borrowers to members ratio the NBFCs and Sec
25 companies are far ahead as compared to other legal structures. This shows the emphasis on having high
borrower to member ratio by organisations with these legal structures. Having high borrowers base is an
important measure of cost control enabling the organisations progress towards sustainability.

Like-wise for the overall sample, the average loan size increased from Rs6,562 per borrower in 2003 to
Rs11,480 in 2008 while the average loan balance per borrower increased from Rs3,336 to Rs4,944 during the
same period (Exhibit 4.8). The average loan size and loan balance remains higher for organisations adopting
the 1B model followed by NBFCs. In terms of legal form, NBFCs have higher average loan size and loan
balance as compared to other legal forms as well as the India sample. This is attributable to more emphasis on
productivity and profitability by NBFCs.

Exhibit 4.7
Growth of borrowers and members

Thousands

250 T 7 100%
200 75%
150

50%

100

50 25%

0 0%
2003 2005 2007 2008
s No. of members s No. of borrowers 4= B:M ratio
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The average portfolio outstanding/MFI of the sample MFIs has grown at 70% p.a. in the last five years. The
portfolio of Grameen organisation and the NBFCs have grown at a much faster rate in comparison to
organisations adopting other methodologies and legal forms. There was a dip in 2007 mainly because of a
temporary crisis that the sector faced due to political interference in the southern region during the year 2006-
7, which affected the portfolio of a number of large MFIs. Overall, the average loan size in India is expected
to grow as the credit requirements of the target clientele has gone up substantially and many MFIs are
planning to introduce products (mainly based on individual lending) customised to client needs.

Exhibit 4.8
Growth of loan size and portfolio

Thousands Rs crore
15 + - 100
13
75
10
8 50
5
25
3
0 0

2003 2005 2007 2008
s Av loan size (Rs) m Av loan balance (Rs) —#— Portfolio O/s (Rs crore)

4.4  Average loan outstanding and GNI per capita

The size of the average loan balance held by borrowers of Indian MFIs as a proportion of Gross National
Income (GNI) per capita is around 13.% (Exhibit 4.9). According to the MiX definition of ‘poverty lending’
as below 20% of per capita GNI, all MFIs are in this category except for IB model with larger loan sizes.
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Exhibit 4.9
Average loan balance compared with GNI per capita

...by model
Models 2003 2005 2007 2008
G 13.3% 9.6% 78% | 12.1%
IB 34.1% | 61.8% | 22.7% | 46.4%
SHG 8.6% | 16.2% | 11.9% | 12.4%
...by legal form
Legal form

NGO 11.3% | 132% | 10.3% | 11.3%
NBFC 13.2% 9.9% | 14.1%
Sec-25 9.0% | 145% | 10.4%
Others 145% | 22.6% 5.8% 8.0%
Overall 13.1% | 13.2% 9.9% | 13.0%
Top 10 18.0% | 13.3% 9.1% | 11.7%

Note: GNI per capita in 2008 (US$950); 2007 (US$830); 2005 (US$720); 2003 (US$530)

As discussed in Chapter 5, direct poverty assessment gives a more varied picture of depth of outreach.

4.5  Thrift deposits

The sample of 50 Indian MFIs (used for 2008) had raised a total of Rs205.9 crore (US$51.6 million) in thrift
deposits as on 31 March 2008. These are the deposits accepted formally — and taken onto their balance sheets
— by the MFIs in the sample from their members.
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Exhibit 4.10 provides the distribution of aggregate deposits (member savings) across models for the sample
MFIs since 2003. The low contribution of the SHG model in 2008, of 1.9% of the total for the sample, is
misleading. Savings forms the crux of empowerment and are collected to give members the experience of
financial transactions as a means of developing self-governance capabilities. However, this analysis heavily
understates the amount of savings actually mobilised by SHGs promoted by MFIs since it does not include the
amount that is retained by each self-help group for internal circulation and, therefore, not recorded by the MFI
in its accounts. It is estimated that the actual level of savings by members of SHG MFIs — both with the MFI
and the SHG - is around three times the figure recorded in the MFI’s accounts.

The magnitude of MFI thrift deposit services is, of course, limited by the fact that in India not all MFIs are
able to offer deposit services. Organisations registered as non-bank finance companies (NBFCs) that are
regulated by the central bank, the Reserve Bank of India, may offer such services only after obtaining an
investment grade rating from a recognised corporate rating agency. Only a few NBFC MFIs have been able to
get such ratings so far and even these can only accept deposits under highly restrictive conditions. In addition,
a number of other MFIs — 30 of the 50 in the 2008 sample (even some of those registered as societies and
trusts) — do not provide thrift deposit facilities to their members since such services are technically illegal
under the RBI Act, unless specifically permitted by the central bank. However, NBFCs do collect security
deposits (usually interest free) from their clients’ upto a certain (10-15%) proportion of the loan disbursed,
which is refunded at the end of the loan term. Such deposits have been treated as savings for the purpose of
analysis in 2008. As a result, the Rs205.9 crore ($51.6 million) of savings formally mobilised by the MFlIs in
the sample amount to just 4.5% of the total amount of loan outstanding to clients. This represents a decline in
the savings to portfolio ratio from the 8.1% of the 2007 sample and indicates the effect of regulatory pressure
on the willingness of MFIs to offer deposit services to low income clients.

Exhibit 4.10
Distribution of thrift deposits of MFI clients (Rs Million)
...by model

Models
G 177 213 531 1536
1B 557 416 472 434
SHG 588 116 176 88
Overall 1,457 863 1,179 2,059
Top 10 360 517 541 1,044

In terms of average deposits mobilised per MFI, the trend since 2003 has been downwards mainly as a result
of this regulatory pressure even though many of the MFI are not regulated by the RBI. Exhibit 4.11 indicates,
all the methodologies have low average savings per member except for the individual banking model/other
commercial organisations (mostly cooperatives which have comparatively higher dependence on member
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savings for their financing needs). Each of the bars reflects the nature of the methodologies and the legal
framework in which the organisations operate.

Exhibit 4.11
Average thrift deposits (Rs) per member
...by model
Models
G 637 165 177 182
1B 8,275 | 6,356 612 1,721
Mixed 392 651
SHG 481 87 97 43
Overall 762 300 211 191
Top 10 900 332 163 147

Average deposits of Rs191 ($4.8) per MFI client in India in 2008 are minuscule when compared with the
global benchmark of $251 reported by MIX. The deposits collected by the Top 10 are even lower at Rs147
($3.7) per member, a negligible fraction of the global benchmark of US$319.0 for financially sustainable
institutions. The low savings orientation of the Top10 results from their registration as NBFCs that are not
allowed by the RBI to raise deposits. The amounts still carried by these companies on their balance sheets are
made up of limited amounts of cash security against advances. As in the case of average loan balance, these
small numbers are partly also an indication of the low levels of income of Indian MFI clients in nominal dollar
terms.

SHG programs usually have voluntary deposit schemes in which the members themselves determine the
amount of the recurring savings deposit. Since the disposition of this amount is determined by the group
rather than by the individual saver, this often results in minimalist norms and leads to deposits that are far
lower than the members’ savings potential. Deposits form just 4.0% of the average SHG MFIs’ portfolio,
though (as indicated earlier) this excludes the far larger amounts revolved internally by SHG members.*

In the case of the Grameen organisations, on the other hand, the limited savings per member is due to the
credit-led nature of the model. This leads Grameen MFIs to fix relatively small (5-20%) proportions of loan
amounts as compulsory deposits by borrowers. Interestingly, for the individual banking model, the average
savings per member is high on account of the cooperative institutions. These organisations are able to offer a
set of savings products and the collection of deposits is an integral part of their business model. This provides
a pointer to the likely impact of a facilitative regulatory framework on the financing of microfinance in the
country; such a framework could enable client savings to form the bulk of funds deployed in microfinance.

2! |ssues of deposit orientation of MFI models and their relationship with regulation and resource mobilisation are further
discussed in Chapter 7
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Overall across regions, models and legal form, the (already low) thrift deposits mobilised per member has
declined steeply and as a result it is not a significant part of the financing strategy of MFIs. However, IB
organisations having legal forms of cooperatives or local area banks that are allowed to mobilise deposits
from members, savings still form an important part of sources of funds.

4.6 Conclusions

The overall outreach in 2008, based on data of 170 MFIs is about 11.86 million borrowers, having a portfolio
of Rs5,571.6 crore ($1,396.4 million) and savings of Rs243.4 crore ($61.0 million). Since 2003, the outreach
of the MFI sector has grown exponentially — borrowers at 42% p.a., portfolio at 104% p.a.

In terms of model and legal forms, Grameen organisations accounted for about ~78% of membership while
NBFCs covered 65% of outreach. This proportion has been growing over the years, which is evident from the
fact that in 2003 the SHGs and NGOs accounted for the majority of microfinance coverage. The main reason
has been the transformation of the MFIs into commercial entities and adopting Grameen model to meet their
growth requirements.

Like SBLP, the outreach of MFIs is also concentrated in the traditional southern region, with about a 75%
share. However, in the last couple of years many south based MFIs have started to operate in other regions as
well and it is expected that the share of the south would decline in the years to come.

The ratio of borrowers (members with loans) to members is largely dependent on the extent of dormancy
accepted within a methodology. The Grameen model has a high active average greater than90% while for the
SHG model this is around 50% because of a longer gestation period after which the member becomes eligible
for loans.

NBFCs comprise a majority of the portfolio outstanding. The share of NBFCs in portfolio outstanding has
grown from 50.5% (2005) & 71.3% (2007) to 76.0% currently. The NBFCs also have about 70% share of the
borrowers. In this context, the proposal to bring societies, trusts and cooperative MFIs under a separate
regulatory framework from that of NBFCs would mean regulatory exclusion of a major proportion of
microfinance clients.

The microfinance portfolio seems to be concentrated among the larger MFIs. The Top 10 MFIs account for
over 64% of the total portfolio. The reasons for this situation are related to the efficiency and financial
performance & the model and legal forms of the MFIs. Most of the Top 10 MFIs are NBFCs adopting
Grameen model for operations.

The size of the average loan balance held by borrowers of Indian MFIs as a proportion of GNI (a quick
indicator of depth of outreach) per capita has improved to 13.0% in 2008 from 9.9% in 2007. The Top 10
MFIs record a slightly lower loan size-GNI ratio of 11.7%, and has consistently dropped over the years.
NBFCs have the highest loan size-GNI ratio of 14.1%, higher than 13.0% for India. It shows their emphasis
on having large loan sizes than other models from the very first loan cycle.

The magnitude of thrift deposit service, in India is limited by the fact that not all MFIs are able to offer such
services. Most NBFCs, which cover more than 70% of the MFI sector, are not allowed by RBI to mobilise
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deposits. However, NBFCs do collect security deposits (usually interest free) from their clients upto a certain
(10-15%) proportion of the loan disbursed which are refunded at the end of the loan term. Overall, deposit
mobilisation has seen a downward trend mainly as a result of regulatory pressure even though many of the
MFIs are not regulated by the RBI.
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Chapter 5: Impact of microfinance

This Chapter discusses the impact of microfinance in terms of depth of outreach (who are the clients? to what
extent is microfinance serving the poor and excluded?) and the evidence for change resulting from
microfinance over time.

Social data is not so systematically reported as financial data. Therefore, for key data — to profile clients, as
well as to assess change — we have to rely on sample data with varying scope and coverage. Client profile
data is drawn partly from the MiX 2008 (% women) and Sa-Dhan 2008 (caste), also from samples obtained
through social ratings and other studies (for poverty assessment). The main sources of data on change come
from two large studies of the SBLP (NCAER, 2008; EDA/APMAS, 2006) and a baseline/endline study of
MFIs (EDA 2004, AFC 2008). The methodologies vary and are not entirely robust, in that the GTZ study is
based on recall, whilst the SIDBI endline study (based on longitudinal data with a non-client comparison
group) does not take account of dropouts, and provides limited analytical data.

In the context of overall declining poverty rates in India and the relatively small (micro) size of micro-credit
the data indicates moderate depth of outreach, and varied use of micro-credit with evidence for some poverty
reduction. The potential for women’s empowerment effects seems stronger in the more developed southern
states. Evidence for increasing overlap — and competition - within microfinance is emerging in some areas
signalling a risk of client over-indebtedness in future.

5.1 Poverty in India

There has been a significant growth in per capita GNI in India of around 6% p.a. during this decade. Poverty
rates have decreased though the overall poverty ratio remains significant. The poverty line in India is linked to
the cost of food estimated to provide 2,400 calories in rural areas and 2.100 calories in urban areas. This level
was initially set in 1978 by the Planning Commission of the Government, is adjusted for different costs of
living in rural and urban areas, and by state, and can be updated adjusting for inflation applying the
appropriate Consumer Price Index (CPI).

In 1985, when the World Bank published its international standard poverty lines, the India national poverty
line was close to the ‘US$1/person/day’ at purchasing power parity (PPP). Since 1995, when the ‘US$1/day’
was adjusted upwards to ‘US$1.08/day’, the international line for extreme poverty has been just above the
national poverty line for India.

The poverty rates (% living below different ‘poverty lines’) are derived from household expenditure data
collected by the National Sample Survey Organisation (NSSO) which conducts annual rounds of large
samples across the country. The latest data for 2005-06 is available from the 62nd round of the National
Sample Survey. Exhibit 5.1 shows the different poverty lines, and the estimated household poverty rates in
2006, showing higher levels of poverty in rural areas, compared to urban.

56 | State of Microfinance in India



India poverty lines

Exhibit 5.1

Rs/person/day Household poverty rate
Poverty lines Household/m
@ 2006 prices All India Rural Urban
National poverty line 14.25 2,351 17.0% 17.5% 15.4%
US$1.08 at PPP 15.38 2,538 25.4% 30.8% 10.0%
US$2 at PPP 30.75 5,074 74.9% 84.1% 48.9%

NSSO Round 62 data for 2005/6 (in Schreiner, Mark, 2008. A Simple Poverty Scorecard for India)

Exhibit 5.2 shows estimated poverty rates declining quite steadily from 55% below the national poverty line in
1974, though the data is not entirely comparable across the years, as the methodology for measuring poverty
has changed from time to time. In terms of the international poverty line, 28% of the population, (25% of

households) still remain below the US$1.08 line.

The start of growth of microfinance in the country in the mid-1990s coincided with the beginning of economic

liberalization.

Exhibit 5.2
Decline in population poverty rates, 1974-2006
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NSSO Rounds 62 (2005-06) as in Schreiner, 2008. www.Indiastat.com (for data before 1994)

Change in poverty is complex, and substantially influenced by indirect interventions: changes in policy and
governance, investments in infrastructure and education as well as slow change in social structure and culture.
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The rest of this chapter explores the potential contribution of microfinance as a direct intervention, in terms of
enhancing the access of poor people to financial services, and the evidence for improvement in quality of life
and other development indicators.

5.2 Poverty outreach of microfinance

5.2.1 Geographical outreach

A regional analysis of microfinance spread across the country, as discussed in Chapters 3 and 4, reveals a
higher concentration in the southern states. The southern states have historically been the hub of microfinance
activities, though in recent times, microfinance has spread more substantially in the eastern and northern
regions. A part of this has been as the large MFIs initially established in the south have expanded their
outreach to different, and less developed areas of the country. Poverty in the southern states is lower than in
the north and east — and it is clear that the microfinance focus (both MFIs and SBLP) has been in the states
with lower poverty rates.

This is reflected in the ‘Microfinance Penetration Index’ (MPI) and the ‘Microfinance Poverty Penetration
Index” (MPPI) applied in the 2008 Microfinance India Sector Report”’. The MPI compares distribution of
microfinance clients to distribution of total households in the country. The MPPI compares the distribution of
microfinance clients to the distribution of total estimated poor households. As shown in

Exhibit 5.3, both values are well over 2 for the southern region; under 1 in all other regions, lowest in the
Central region. MPPI is lowest in the Eastern state of Bihar (0.2), and the Central states of Madhya Pradesh
(0.27), Jnarkhand (0.28) and Uttar Pradesh (0.31). (State-wise data is given in Annex 4)

Exhibit 5.3
Poverty rates by region compared to distribution of microfinance clients

BPL = Below (national) Poverty Line

% Regional _Regional
B i | S noukenons | | mEclients | MP | MePI*

region 2004-5 (%) 2008 (%)

Total number (million) 60.3 59.2

South 6.3 7.4 49.7 2.32 3.22
East & NE 31.0 32.0 23.6 0.86 0.91
West 6.7 32.0 10.9 0.75 0.80
Central 27.1 13.6 10.6 0.42 0.32
North 4.0 154 5.3 0.40 0.71
India 19.7 100 100 1 1

Adapted from the Microfinance India State of the sector Report 2008 * See footnote

22 Grinivasan, N. 2008.

58 | State of Microfinance in India



These indices need some revision downwards to the extent of overlap between microfinance clients (discussed
at the end of this chapter) and to reflect the fact beginning to be documented that microfinance clients are not
exclusively from households below the poverty line (discussed in the next section).

Rural-urban outreach

Exhibit 5.4

Microfinance in India has historically been a rural .
MFiIs - Increasing urban outreach

programme, with some pioneering exceptions in
key metropolises (Ahmedabad - Sewa Bank,
Chennai — Working Women’s Forum and Mumbai ¥ Rural ™ Urban
— Annapurna Mahila Mandal). The SBLP remains
100% rural.

MFIs currently are estimated to be catering to 75%
rural clients, 25% urban — beginning to catch up
with the All India population ratio (29% est.) as
new MFIs have begun operations in urban areas.
Exhibit 5.4 shows the MFI trend.

0% 50% 100%

Sa-Dhan, 2008

5.2.2 Who are the clients?

Different social communities

The caste system in India divides society into different communities, of whom the Scheduled Castes (SC) (or
Dalits) and Scheduled Tribes (ST) are traditionally seen to be marginalised and discriminated against. Some
microfinance programmes (NGO SHPAs in the SBLP and MFIs) specifically target the marginalized
segments in their outreach. Many target the ‘Backward Castes’ (BC). Exhibit 5.5 compares data available for
caste distribution of microfinance clients, and indicates significant outreach to more marginalised
communities relative to population incidence.

Exhibit 5.5
Microfinance outreach — by caste (percent)

Data source sC ST BC Minorities General | Total
SBLP | EDA/APMAS 05 30 25* 28 5 12 100
MFls Sa-Dhan 08 30 70 100
AFC 06 26 1.9 45 27.1 100
All
) 16 35 12 29
India Census 01 8 100

* Higher proportion reflects sample representation of two states (Orissa and Rajasthan) with larger ST communities

Outreach to women
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Women are the main clients of microfinance in India: 94-95% overall. The smaller number of men are
mainly in individual model (or joint liability group) MFIs (Exhibit 5.6).

Exhibit 5.6
Proportion of women as microfinance clients (2008)
Data Total clients % women
source

SBLP NABARD 45.2 95

MFIs The MiX 10.2 94
SHG/Grameen 9.8 97
Individual Banking 0.4 47

Note: MFI clients covered in Sa-Dhan 2008 total 14.1 million, but women/men breakup not given

5.2.3 Poverty assessment of clients at entry

It has been typically assumed that microfinance is for the poor and clients may be assumed to be from
households living below the poverty line — or one of the poverty lines! This assumption is linked to the
‘micro’ size of credit being appropriate for low income households. Accordingly, analysis of ‘depth of
outreach’ has conventionally been based on the average loan outstanding relative to per capita national
income, with a ratio of 20% taken to represent broadly ‘poverty lending’ (as discussed in Chapter 4.4).

Direct poverty assessment however tells a more varied story, but suggests deeper outreach in the SBLP than in
MFIs. Data presented here is based on poverty measurement of new/recent clients to microfinance, reflecting
depth of outreach at entry (older clients may experience change in poverty level over time and must therefore
be covered separately). Data for the SBLP indicates substantial poverty outreach with an estimated 58% of
new SHG members below the national poverty line; another 26% borderline or ‘vulnerable non-poor’ and
15% non-poor (EDA/APMAS 2006, NCAER 2008).

For MFIs, Exhibit 5.7 presents data benchmarked to the international poverty ‘lines’, through measurement of
per capita household income, or use of the Progress out of Poverty Index.”® The data comes from social
ratings or poverty audits undertaken by M-CRIL since 2006. Compared to All India poverty rates, this data
for MFI clients indicates poverty outreach roughly approximate to the national incidence — slightly lower at
‘$1’/day, higher at the over $2/day level. Clearly MFIs are catering to clients from a range of income levels,
including both poor and non-poor. Moreover, some MFIs do not have an orientation to target the poor, but
serve higher income groups with lending to small enterprises.

2 The Progress out of Poverty Index is a tool that statistically benchmarks household poverty levels based on scoring of
10 robust indicators derived from the National Sample Survey. It was developed by Mark Schreiner with support from
the Grameen Foundation. www.progressoutofpoverty.org
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Exhibit 5.7
Benchmarked poverty assessment of MFI new clients (per cent)

p i All Indi Stated MFI poverty
overty lines ndia sample orientation
(households) MFls
yes no
Number of MFls 18 15 3
< ‘$1’/day at PPP 25.4 19.8 22.6 4.7
$1-$2 a day 49.5 43.7 44.4 38.7
>$2/day 25.1 36.4 33.0 56.6

M-CRIL, 2005-8. n= 2,124

5.3 Loan use — and size

The impact of microcredit in terms of its contribution to the household will depend at least partly on how
microcredit is used, as well as the amount involved. Sample data shows a similar pattern of use for both SBLP
and MFIs with 62% of micro-credit applied for directly productive investment, 38% for other household
investment (Exhibit 5.8) Credit is fungible and may be used for different purposes (within the same loan).

Exhibit 5.8
Reported use of micro-credit (% of loan amount)
Sources SBLP MFlIs
NCAER-08 EDA-04
Directly productive investment 62 63
Agriculture/animals 33 27
Trade 14 19
Services 13 12
Manufacturing/crafts 2 4
Other household investment 38 37
Medical/schooling 14 8
House improvement 6 7
Other household needs (incl marriages/events) 10 19
Debt repayment 8 3
Total micro-credit 100 100
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In terms of potential contribution to the household, micro-credit is used both to support enterprises (existing,
sometimes new — reported for around 30% of new clients, EDA baseline, 2004) and to support consumption
smoothening. Both types of contribution are important. In fact, loan use data analysed by income group
indicates that poorer clients are likely to use less micro-credit for direct investment, and more for consumption
smoothening (Exhibit 5.9).

Exhibit 5.9
Micro-credit use for direct investment by wealth rank

80% 72%

70% 64%
60% - 56%

50% - 47%

40% -

30% -

20% -

10% -

0% T T T

Verypoor  Poor  Borderine Non-poor

EDA 2004

The same baseline study has data to show that microfinance is not the only source of credit to the household,
estimating that in the sample MFI clients, micro-credit represented 74% of household borrowings for direct
investment, 38% of borrowing for other uses. After 3-5 years, the AFC follow up study showed a slight
increase in the relative significance of micro-credit in total household borrowings — but it still represented
50% of borrowings for other household use.

Sustainable impact from micro-credit at the household level depends on continuing and increasing loan sizes
over time, with regular repayments. NCAER (2008) data suggests a slight increase in use of micro-credit for
direct investment after 5 years of bank linkage, with an increase in loan size to Rs4,834 on average. SHG
members under SBLP also have access to their savings through internal group lending of funds. The same
survey showed average annual savings/SHG member HH at Rs4,213. Over two-thirds of the SHGs covered
pay interest on savings to members, at around 8% a year.

Most MFIs expect their clients to increase their loan amounts in each credit cycle which usually lasts 12
months (sometimes less). Micro-credit amounts can increase from an initial loan size of Rs3-5,000 up to
Rs15,000 over 5-8 loan cycles. But some clients may exit. So before turning to data for impact, we look
briefly at the question of exit from microfinance.
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54 Exit

Clients are estimated to drop out of microfinance at the rate of 8% annually in the SBLP, and 11% annually in
MFIs. Reasons for exit include issues with the microfinance service, also cases of migrations, and cases of
graduation (fly-out rather than dropout):

o Dissatisfaction with the microfinance service: loan size, repayment terms, staff behaviour,
frequency/length of group meetings

Do not need another loan

Problem with other group members

Unable to make regular savings in SHG model; not allowed to withdraw savings when needed
Unable to make regular repayments/defaulter

Migration

Graduation

Migration is given as the reason for dropout in around 25% of cases, reflecting limited local opportunities for
employment. The AFC-2008 follow up study reported that 11% of MFI dropouts interviewed had graduated
from microfinance to formal banking. Otherwise, the available data does not tell us whether dropouts have
benefited or not from microfinance.

5.5 Changes over time — poverty reduction and asset increase for client
households

Data for change over time comes from two studies: NCAER (with 2006 data) for a sample of SBLP clients,
where change over time (average 5.4 years) is based on recall. SIDBI — EDA baseline study (2002-3 data) of
a sample of clients in 25 MFIs compared to non-clients, and the SIDBI - AFC endline study (2005-6 data) of a
sample of clients from 25 MFlIs (i.e. including an additional sample into the earlier baseline). Neither of the
studies provides robust statistical evidence for impact, in that the NCAER study does not have a non-client
comparison group; whilst the AFC endline study does not take account of dropouts between baseline and
endline, nor does it provide full comparison data with the non-client sample. The data available therefore is
indicative of change that has taken place — rather than impact resulting from microfinance.

A study that does set out to establish impact — based on randomised evaluation — for one MFI (Spandana —
Grameen model, urban microfinance) has recently been completed.?* Its careful design and analysis adds to
an understanding of how different types of client vary in their uses of micro-credit, and its likely effect, but
given the short time frame (12-18 months) within which ‘impact’ is assessed, the specific results do not add
substantially to the evidence from the other studies.

# Banerjee, Duflo et al, 2009. The micracle of microfinance? Evidence from a randomized evaluation.
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Limited evidence for poverty reduction

For those who stay with microfinance, does it contribute to poverty reduction? Studies of both the SBLP and
MFI programmes indicate some reduction in poverty over time.

The NCAER sample data shows a reduction in the proportion of SBLP client households below the national
poverty line from 58% pre-linkage (based on recall) to 33% in 2006, after an average of 5 years in the SBLP.
For MFls, wealth rank data from the AFC follow up study indicates a reduction from 38% poor households (in
the baseline) to 30% after 2-5 years. (Exhibit 5.10)

Exhibit 5.10
Data for poverty reduction

(a) SBLP (b) MFEls

Hrecall 32006 # Baseline @Endline 38%

36%

0/
58% 31%

—_—

Below national poverty line

Very poor Poor Borderline  Non-poor

NCAER 2006 AFC 2008

It is equally significant to note that it is still a substantial proportion of clients who remain in poverty.
Continuing poverty over time is a feature that is captured in poverty profiling of older clients — indicating the
varying effects of microfinance for different households.

Nevertheless, reported increase in household expenditure and incomes...

The different studies show some reported increase in household expenditure or income. For SBLP, the
NCAER (recall based) data shows an increase in average household net income, and in average household
expenditure on major consumption items — which at an estimated increase of 5-6% a year is 1-2 percentage
points ahead of inflation during the period (Exhibit 5.11).

For MFlIs, the EDA baseline captured interesting results by wealth rank. Overall, half of client households
reported an income increase in the previous two years, compared to 38% of non-client households (Exhibit
5.12). The difference between client households and the comparison households is positive across wealth
ranks, but is significantly higher for poorer client households (23 percentage points) compared to non-poor
households (7 percentage points).
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Exhibit 5.11
Changes in net income and consumption expenditure reported for the SBLP

SHG member Rep_orted 2006 Annual
Households pre-linkage growth rate
Change in net incomes 34,786 47,934 6.1
Change in annual consumption expenditure:
Food 14,288 18,705 5
Non-food 7,186 9,550 5
Medical 907 1,211 6
Education 846 1,135 6
NCAER, 2008
Exhibit 5.12

Households reporting income increase (in previous two years)

Overall Very poor Poor Borderline Non-poor
Households

N % N % N % N % N %

Members 3,908 | 52% 309 41% | 1,110 | 46% | 1,347 | 48% | 1,142 | 65%

Non members | 1,419 | 38% 132 18% 426 29% 485 35% 376 58%

Difference +14% +23% +17% +13% +7%

EDA 2004.

.. and in assets

The data shows some increase in ownership of assets for microfinance client households. 80% of SBLP
clients report an increase in household assets, 62% report an increase in productive assets. Data for MFI
clients shows higher level of acquisition of productive assets, mainly in the Grameen and IB — and a
significant difference with non-clients, particularly with reference to productive assets (Exhibit 5.13). As
noted earlier for reported income increase, the difference between client and non-client households was found
to be significantly higher for poorer households.
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Exhibit 5.13

Perception of change in household ownership of assets - SBLP (%)

SHG member Households Productive Other Household
Assets Assets
Increase in ownership 62 80
No change 34 18
Decrease in ownership 2 2
NCAER, 2008

MFI client households acquiring assets through credit (%)

Type of asset Any asset Productive Housing Household
Client 74 88 70 35
Non-client 55 63 64 30
Difference (percentage points) +19 +25 +6 +5
EDA 2004
Exhibit 5.14 illustrates the type of assets referred to here, and their varying values.
Exhibit 5.14
Type and value of assets acquired by MFI clients
Type of Value
Assets Low Medium High
(< Rs1,000) (Between Rs1,000 and Rs10,000) (> Rs10,000)
De;i CO;’V/ p”{fﬁlov gor?ts, cycle, Good quality/crossbreed dairy animals,
. Tools, utensils, small | Pushcart, rickshaw, shop repair, i i
Productive animals (goats) furniture/equipment for a IGA, shop space,tfurnlt.urtet, accgzsorles for
g sewing machine, embroidery €.g. carpentry, p.rln Ing, video game
machine, handloom parlours, public telephone, auto
rickshaw
Paint/whitewash, tin sheets or re- .
. . . . . Land for housing, house
. minor house repair, thatching of roof, toilet, electric . > )
Housing . . improvement/repairing /extension,
electricity, connection !
boundary wall, bathroom & toilet,
new house (> Rs75,000)
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Low Medium High
(< Rs1,000) (Between Rs1,000 and Rs5,000) (> Rs5,000)

Cycle, kitchen items such as
Fan, radio, second pressure cooker, mixer-grinder, gas

hand cycle (old), stove, second hand refrigerator; sofa Colour TV, furniture, sofa set, gold
Household kitchen items, wall | set, plastic moulded furniture, store- jewellery, fridge, washing machine,
clock, electric iron, | well (steel), wooden furniture (table, two wheelers (scooter, motor bike)
plastic chair chairs, bed, cupboard), jewellery,
music system, telephone, black and
white TV

EDA 2004 NB: assets of value less than Rs300 not included; different value taken for ‘high-cost” household items because they cost
less than “high-cost’ productive or housing assets.

5.6 Women’s empowerment

With the majority of microfinance clients being women, are there changes in terms of women’s empowerment
or gender equity? For some observers — and practitioners - the very fact that microfinance provides mainly
women with access to financial services, is in itself evidence for gender equity. The most obvious direct
changes for women, especially in a patriarchal Asian society, are:

- having savings in their name (at any rate as part of a group account under SBLP)

- direct engagement in credit disbursements and repayments, and

- opportunities for social mobilisation and skill development, especially through the group based model
(SHGs in SBLP, and Grameen) with its mechanisms for training and women’s leadership within the
model.

Questions of women’s empowerment go further to ask whether microfinance enhances women’s skills, their
role and status within the household, their enterprise opportunities and their role within communities. The
NCAER study asked a series of (perception based) questions to women SHG members, with overall positive
responses, as shown in Exhibit 5.15.

Exhibit 5.15

Women’s perception of change - SBLP

Reported improvement/increase in: %
Self confidence related to travelling 78
Self confidence in handling money 77
Ability to face family disputes 63
Ability to contribute to dealing with financial crisis in the family 72
Decisions on purchasing household items 62
Decisions on buying productive assets 52
Decisions on expenditure on family/social functions 67
Attendance in village committees 36

NCAER 2008
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The EDA (2004) baseline study highlighted the variation in women’s engagement in enterprise activities
financed by micro-credit. The study showed that whilst the majority (76%) of women clients are
economically active, a proportion are not, but are engaged with housework and child care — and this
proportion is higher in the north (34%) compared to the south (18%). In this context, it is interesting to see
whether women are themselves engaged in or manage the enterprise for which they have taken a loan in their
name. Based on the women clients’ responses, the data shows that over one-third of enterprises were
managed entirely by women, and an equal proportion were managed by men. Around one-fourth involve
women and men jointly (Exhibit 5.16). As expected, women’s engagement was higher in the south compared
to the north; also higher in urban activities. The AFC (2008) follow-up study showed some increase in
women’s management in the south (increasing to 47%) but no change for the northern sample.

Exhibit 5.16
Management of financed enterprises
Number of financed Managed by
Region enterprises with loan in women’s name Women Jointly Men
Overall 1,850 38% 23% 38%
South 1,076 42% 30% 27%
North 774 32% 13% 53%
Rural 1,498 33% 25% 41%
Urban 352 59% 15% 26%
EDA 2004

Data on ownership of assets purchased with micro-credit to women clients was also analysed in the EDA
baseline survey. Conventionally, in Indian society, it is men who own productive assets and housing, both in
terms of legal title and informal arrangements. Based on ownership reported by clients, the data shows that
the conventional pattern continues but there has been a shift in comparison with non-clients, with a higher
proportion of assets owned by women, and more jointly owned housing (Exhibit 5.17). As with economic
engagement, women’s ownership of assets is higher in the south than in the north.

Exhibit 5.17
Ownership of assets purchased in previous two years

Clients Non clients
TZ;Z: f Number of assets Owned by Number of assets Owned by
purchased Women | Joint | Men purchased Women | Joint | Men
Productive 1,407 38% 27% | 35% 188 15% 36% | 48%
Housing 786 15% 37% | 48% 220 9% 30% | 61%
EDA 2004

The AFC follow up study indicates some increase in joint ownership of assets (Exhibit 5.18).
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Exhibit 5.18
Ownership of assets at household level (MFI clients)

46%

26% 27%

Men Joint ownership Women

@Baseline @ Endline

AFC 2008

In general, the qualitative perceptions of change for women (reported for SBLP) appear stronger than specific
data provides evidence for (as reported for MFIs). Broadly, microfinance for women is a good start for
gender equity, with varying results depending on context (stronger in the south than in the north). SHPAs and
MFIs also vary in the extent to which they specifically engage to support women’s opportunities, beyond
basic financial service provision.

This is reflected in the EDA/APMAS 2006 study which found examples of women’s empowerment at the
community level, as SHGs (under the SBLP) provide a platform for women to come together to engage with
community issues. Such issues as, for example, electing one of their group members to the village panchayat,
contributing to community action for improved schools, health care, road, veterinary care or taking action for
social justice (domestic violence against women, dowry, bigamy, treatment of widows). Or coming together
for group enterprise. The findings are summarised in Exhibit 5.19.

Exhibit 5.19
Examples of community empowerment for women members of SHGs - SBLP

[0)
Indicators of community empowerment & ()Sfljzé?ple

Total SHGs (n) 214

SHGs with members elected to village panchayat 19%
Elected women representatives 44

- proxy 43%

- engaged/active 57%
SHGs engaged in community actions 30%
SHGs acted on social justice issues 12%
% effectiveness (women’s own perception) 50%
SHGs involved in group enterprises 21%
Viable group enterprises <50%

EDA/APMAS 2006
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The study concluded that “Although the examples of SHG action that we found were not as numerous or as
effective as hoped for, the fact that such initiatives happen at all can be seen as a good start in a traditional,
patriarchal society which has usually marginalised women’s roles and agency”.

5.7 Education of clients’ children

The ability to send children to school is a critical indicator for the next generation. Does microfinance support
clients to send their children to school, especially daughters? The AFC endline study reports that all children
below 14 years were attending school in 57% of client households, which indicates a continuing schooling gap
in 43% of client households.

The EDA baseline study provides additional details, finding that school enrolment of clients’ children at
primary level (6-11 years) was significantly higher than non-clients’, particularly for poorer clients; but found
less difference at secondary level (11-14, 15-17 years). The data also shows continuing gender imbalance for
clients’ and non-clients’ children (Exhibit 5.20).

Exhibit 5.20
School enrolment of children (girls and boys, aged 6-14 years) by wealth rank category — MFls
Very poor & poor Borderline
Client Non-client Difference Client Non-client Difference

households households households households

% girls 82 76 +6 89 87 +2

% boys 89 83 +6 90 85 +5

EDA 2004

Parents need lump sum amounts for the education of their children mainly at the beginning of the school year
when payment has to be made for books and uniform. The baseline survey found that MFI contribution to
schooling costs was 12%. Contribution from internal group loans in the SHG model (as in SBLP) was higher
at 27%. It is only more recently that MFIs have begun to offer loans specifically for education. If the sector
is substantially to contribute to education for the next generation, it is not only a question of financial services,
but there may also be opportunities to mobilising parents so as to seek quality education for their children, and
better accountability from the school system.?®

% |FMR working paper, 2005. Linkages between microfinance and effective education with a focus on parental

involvement.
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5.8 Microfinance — overlap and competition

As microfinance has expanded, both SBLP (with links to Government programmes) and MFIs, the sector has
begun to see evidence of overlap and competition. Overlap between SBLP and MFIs has emerged most
strongly in the two southern states of Andhra Pradesh and Tamil Nadu, which are the leading states in terms
of number of clients under both models. Direct competition between MFIs is emerging in certain areas,
particularly the southern states of Andhra Pradesh and Karnataka, and the eastern state of West Bengal, in
both rural and urban areas.

The M-CRIL social ratings cover microfinance overlap and early ratings found overlap on average of 7% of
households covered in the rating sample. In certain areas, the overlap goes much higher — up to 30%.

A qualitative in-depth study based on the ‘financial diaries’ of 20 urban households in Bangalore (southern
state of Karnataka) over three months highlights the emerging risks from competition:

Multiple membership: A key finding of the diaries is that many households were borrowing systematically
from several MFIs and SHGs. In the sample, all, except one of the households were indebted to multiple
MFIs/SHGs, more than 90% were indebted to more than 2 MFIs/SHGs and 50% were indebted to more than 4
MFIs/SHGs. About 70% of the households also had loan repayments to finance companies, chit-funds and
money-lenders.

Burden of loan repayment: As a result of multiple loans the debt-service burden of the sample urban poor
households in Ramanagaram was high. In fact, loan repayments vie with expenditure on food in the weekly
budgets of most households. On an average, households spend almost the same amount on repaying their
loans as on food. Breaking this down further, 50% of households spend a higher proportion of their
expenditure on loan repayments than on food. About 55% of households spend more than 30% of their total
expenditure on loan repayments.

This raises important questions of whether this constitutes “over-lending” by the MFIs or “over-borrowing”
by the households. Are MFIs “dumping money on borrowers™? Or is there an insatiable hunger for credit
which they are fulfilling? Given their commitments on loan repayment, and after factoring in food, most
households are able only to spend a very small fraction of their incomes on other important expenditure
groups such as clothes, health, building up assets and education though almost all households have children at
home who are studying.

Over indebtedness: Some households were also spending in excess of their net inflows. Only 10% of the
households were able to have a net positive income, while about 30% had positive net inflows over three
months. For the remaining households the size of their outflows (real household expenditures as well as
servicing existing debts) was in excess of their income and borrowings. Although part of the explanation
could be heavy festival related expenditure that occurred during the survey period, it does raise the question of
the sustainability of debt of these households.
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This is an area which requires research on a wider scale, and guidelines to SHPAs and MFIs on appropriate
practices for lending.

5.9 Conclusions

In the context of overall declining poverty rates in India and the relatively small (micro) size of micro-credit
the data indicates the following:

e Primarily rural outreach, though MFIs are beginning to expand into urban/city areas

e Depth of outreach (% new microfinance clients below the poverty line) at an estimated 58% below the
national poverty line for SBLP (compared to the All India figure of 17% households below the national
poverty line). Lower poverty outreach for MFIs, with data benchmarked to the international poverty lines
(20% of new clients below the $1.08 poverty line, 62% below the $2/day line, compared to All India
household poverty levels of 25% below the $1.08 line, and 75% below the $2/day line).

o Moderate coverage of marginal communities — Scheduled Castes and Scheduled Tribes — at around 30%
compared to their 27% in the population

e An estimated 62-63% of micro-credit is used for direct productive investment; 37-38% is used for other
household needs. Poorer clients are more likely to use credit for consumption smoothening

e Annual dropout rates of 8-11 % on average

e Some evidence for poverty reduction for those who stay with microfinance: 58% to 33% poor based on
recall for the SBLP, 38%-30% comparing longitudinal wealth rank data for MFI clients. Continuing
poverty for one-third of clients, after 5 years with microfinance.

e More evidence for poverty alleviation — in terms of reported increase in incomes, and in assets

e With women accounting for 94-95% of microfinance clients, a high proportion of women (around two
thirds on average) report positively on qualitative indicators of empowerment. Quantitative data indicates
variation in women’s engagement in financed enterprises, with some evidence for ‘loan-pass’ (38% of
financed enterprises are managed by a husband or son) and not much change over time. Women’s
ownership of assets in terms of perceived joint ownership with men in the households has increased.

e There are some interesting examples of women’s agency and empowerment at the community level,
especially through the SBLP.

o Education of children does not follow automatically with microfinance, and continues to be a gap.

o Competition between MFIs, and overlap between MFIs and SBLP, is emerging in some areas of the
country. Whilst overlapping membership limits the extent of financial inclusion that is being achieved at
the household level, qualitative data signals the risk of over-indebtedness.
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Chapter 6: Operational and Financial Performance of the MFI
Model

This chapter analyses the operational and financial performance of the MFI model on the basis of select rated
MFIs. As discussed in Chapter 4 (& Annex 1), the selected MFIs are representative (by region, models, legal
forms, age and portfolio) of the MFI sector in India. The chapter covers the efficiency of microfinance
operations, analyses the quality of portfolio and sources and uses of funds. Profitability and sustainability of
the MFIs have also been analysed.

6.1 Efficiency of MFI operations

6.1.1 Cost efficiency

As financial service agencies operating in a low technology arena, microfinance institutions are heavily
dependent on staff for ensuring efficient and effective operations. Staff productivity measured by the number
of clients served per staff member is, therefore, an important factor determining the efficiency of MFls and
feeds directly into the determination of the average cost per borrower served.

Staff productivity

Staff productivity in India has improved consistently over the years and has now reached a level that is
considered to be amongst the best in major regions offering microfinance. The 50 MFIs in the 2008 sample
have average staff strength of 782 per MFI as on 31 March 2008, a significant improvement from 326 in 2007,
96 in 2005 and just 64 in 2003. Overall, as Exhibit 6.1 shows, it is the Grameen organizations that have large
complements of staff with an overall average of 1,090, but this is inevitable given that they are also the largest
MFIs by numbers of clients. Also, among all the legal types, MFIs with a legal status of NBFC have average
staff strength of 1,072.

Exhibit 6.1
Average staff employed by rated MFls

...by model
Models 2003 2005 2007 2008
G 195 229 460 1,090
1B 29 55 274 496

Mixed 55 72
SHG 50 53 226 324

...by legal form
Legal form

NGO 42 48 139 597
NBFC 437 808 1,072
Sec-25 7 132 256
Others 143 339 678 831
Overall 64 96 326 782
Top 10 143 435 1,079 2,368
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Average staff employed by rated MFIs by model and by legal form respectively

For measuring the efficiency of human resource utilisation, staff productivity ratios — clients per member of
staff and outstanding portfolio per member of staff — are the two key indicators. This analysis does not use the
client-to-loan officer ratio and portfolio-to-loan officer ratio. The reason for this is the difficulty of classifying
staff as loan officers across MFIs. Many MFIs give field officers responsibility for all functions related to
microfinance groups. In this situation the definition of who is a loan officer is clear. In other MFIs, however,
field officers are responsible for group formation and record keeping but branch-based tellers make
disbursements and collect repayments as well as performing other branch office functions. This is just one
example where the distinction between loan officers and other staff becomes unclear.

Staff productivity by models as well as the institutional form is depicted in Exhibit 6.2. In 2008, while
individual banking programmes are the most efficient in terms of average portfolio per staff member, Rs21.7
lakh (~US$54,500), it is the Grameen model in which the staff serves the largest number of borrowers (252)
but, as discussed above, for much smaller loans. Also, across the various legal forms, it is the NBFC, which is
most efficient in terms of portfolio per staff member (~US$35,000) whereas section 25 company leads the
table in terms of borrowers per staff (321). This is mainly because most of the NBFCs and section 25
companies follow Grameen model, which resulted in high staff productivity.

Exhibit 6.2
Staff productivity
...by model
Models 2003 2005 2007 2008

BS LS BS LS BS LS BS LS
G 146 5.0 251 7.8 273 7.3 252 11.5
B 119 | 103 89 | 17.8 142 11.0 124 217

Mixed 142 7.0 166 74
SHG 103 2.2 206 | 107 179 7.2 175 8.2
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...by legal form
Legal form
NGO 103 3.0 256 10.9 190 6.7 166 7.2
NBFC 203 8.7 253 8.5 262 14.0
Sec-25 172 5.0 191 9.4 321 12.6
Others 144 53 187 13.6 148 29 181 55
Overall 122 4.1 219 9.3 228 7.7 234 11.6
Top 10 225 10.3 270 115 275 8.5 277 12.3

Note:
BS: Borrowers per staff
LS: Loan portfolio per staff (Rs lakh)

Grameen institutions have, as a group, shown the greatest concern for efficiency and become the most
competitive MFIs in India today with staff productivity increasing from 146 in 2003 to 252 in March 2008.
The low staff productivity of the individual banking MFIs (~124) is a result of the need of comparatively
lower number of staff to service the credit products. Across the various legal forms, NBFCs and the Section
25 companies lead the table in terms of staff productivity (262 and 321 respectively), as most of them follow
the Grameen model of microfinance.

SHG MFIs, as a group, emerge as relatively inefficient serving just 166 borrowers per staff member who
services a portfolio of Rs7.2 lakh ($18,000). The staff productivity has slightly decreased from 179 borrowers
per staff member since 2007. The average staff productivity of SHG programmes is much higher in terms of
client members served. This figure incorporates not only large numbers of clients who are savers and,
therefore, receive a useful service but also, unfortunately, an at least equally large number of dormant clients
and is, therefore, questionable. The relatively low productivity of the SHG model is largely on account of the
intensive staff inputs required in the initial years of developing the self-governance capabilities of client
groups. While this is understandable, it is also an important factor affecting the cost efficiency of SHG MFIs.

The sample average of 234 borrowers per staff member is somewhat lower than the Topl0 average of 277
borrowers per staff member though the averages for the number of members served are 276 and 301
respectively. The portfolio serviced by average MFI staff is Rs11.6 lakh (US$29,000), about 6% lower than
the Rs12.3 lakh ($30,700) per staff member of the Top10. These productivity numbers for 2008 represent
similar productivities for 2007. However, the staff productivity with respect to the individual banking model
has declined by 24% since 2007. This represents a significant decline in the rate of growth of productivity
and suggests that the scope for further productivity growth may now be limited.
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Cost per borrower

The average operating cost per borrower for the different MFI models & institutional forms is depicted in
Exhibit 6.3. The cost of delivering the bulk of micro-loans in India has decreased by around 10% to Rs457
($11.40) per borrower per annum since 2007. This is the upper end of the cost incurred across 50 MFIs
serving nearly 93% of clients that make up the Grameen and SHG-based service providers. It is slightly
higher than the average cost incurred by the Topl0 institutions.  The Indian numbers make international
microfinance seem highly extravagant with only Bangladesh and Nepal at comparable levels. These figures,
however, are expressed in absolute terms and do not take into account differences in standards of living across
the region.

Since the cost per borrower reported in the 2003, 2005 and 2007 were Rs548, Rs581 and Rs504 respectively,
this represents a decrease in the average cost of servicing Indian MFI clients (despite an inflation rate of the
order of 5-10% during this period). The cost has further declined to Rs457 during the 2008. In case of the
Grameen model these numbers represents a marginal increase in the cost per borrower to Rs442 from Rs425
during 2007 whereas the average number of active borrowers has increased by 118% during the same period.
Since the Grameen MFIs are the largest and fastest growing in India, this is a clear indication of the
economies of scale in microfinance.

The cost per borrower in the case of IB in India is higher, as it requires better contact with clients on account
of significantly larger average loan size and no group security. More stringent loan appraisal and frequent
visits (particularly to delinquent clients) add to the cost of servicing such loans. The cost of serving individual
loans stood at $40.50 increased from $36 during 2007. Across the various institutional forms, the cost of
serving a client is high in case of NBFCs ($13) as most of them also offer individual loan products to select
clients apart from Grameen loans. Most of the NGO-MFIs follow SHG model and hence the cost per borrower
is low at $8.

Exhibit 6.3
Cost per borrower (Rs)

...by model

Models 2003 2005 2007 2008
G 605 590 425 442

IB 1,363 2,407 1,460 1,617
SHG 362 360 386 287

...by legal form
Legal form

NGO 537 375 300 321
NBFC 619 530 514
Sec-25 737 749 342
Others 557 500 435 295
Overall 548 581 504 457
Top 10 660 500 473 417
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6.1.2 Operational efficiency

For the purpose of analysis, operating expenses include four components — personnel expenses, travel costs,
depreciation and other administrative expenses — with the operating expense ratio (OER) measuring the total
of these expenses as a proportion of average outstanding portfolio over a one year period. The operating
expense ratio does not include the financial expenses or risk costs (loan loss provision) incurred by an MFI.

The OER of MFIs in India has improved over the years and across all types of MFIs (model and legal form
wise) as shown in Exhibit 6.4. The weighted average OER in 2008 for sample MFIs is 11.1% (lower than the
15.9% of the 2003 sample) and that for the Top10 MFIs in the sample has decreased to 11.8% (from 22.4%).
These ratios are well maintained and represent the high operating efficiency of the Indian MFI as compared to
those internationally, owing to the economies of scale Indian MFIs have achieved over the years.

Exhibit 6.4
Operating expense ratios as a proportion of gross loan portfolio of Indian MFIs
...by model
Models 2003 2005 2007 2008
WA TA WA TA WA TA WA TA
G 25.2% | 33.4% | 16.3% | 21.1% | 16.7% | 16.4% | 12.4% | 19.4%
IB 12.1% | 12.8% | 15.9% | 10.6% | 20.5% | 24.5% | 8.5% | 12.5%
Mixed 20.5% | 36.1% | 13.3% | 13.5%
SHG 18.5% | 63.8% | 14.1% | 20.3% | 11.2% | 23.2% | 6.0% | 13.3%
...by legal form
Legal form
NGO 23.6% | 59.9% | 18.2% | 17.7% | 10.4% | 22.3% | 8.7% | 13.1%
NBFC 15.0% | 14.3% | 14.5% | 13.0% | 11.7% | 15.4%
Sec-25 28.1% | 38.0% | 35.0% | 40.4% | 11.7% | 32.3%
Others 15.6% | 16.4% | 5.6% | 10.2% | 9.6% | 11.8% | 10.1% | 11.9%
Overall 19.9% | 50.7% | 15.6% | 18.5% | 15.9% | 20.7% | 11.1% | 16.8%
Top 10 22.4% 10.8% | 12.3% | 13.1% | 11.6% | 11.8% | 10.8%
Note:

WA: Weighted average represents the future trend that could be achieved
TA: Typical average represents the current performance

The typical Indian MFI — as measured by the simple average across MFIs — had an OER of 16.8% decreased
from 50.7% in 2003. There was a dip in OER in 2007 which is mainly attributable to a large amount of write
offs (of unrecoverable portfolio) by the bigger MFIs caused by the political fallout in some districts of Andhra
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Pradesh (considered the hub of Indian microfinance). The improvement in 2005 was attributable to the
progress made by Grameen MFIs as they had a high OER of 25.2% in 2003, which reduced to 16.7% in 2007.
The weighted average operating efficiency of Grameen MFIs has further improved to 12.4% in 2008 and this
performance is attributed to the improvement in operating efficiency across the category. The overall
improvement in operating efficiency is attributed to improved staff productivity and economies of scale the
Indian MFIs have achieved over the years.

Better operating efficiency has also resulted in a reduction in cost per borrower (discussed in the previous
section). It is directly related to the push for growth in outreach that has occurred over the past two years,
resulting in growth rates in excess of 80% per annum in the number of borrowers served. The leading MFIs
have competed to be seen in the less developed parts of the country. This trend to reach the under-served
areas has resulted in increased outreach along with improved efficiency.

Amongst the MFI models, individual banking MFIs are the most efficient on average in terms of operating
expenses. This is primarily because of the bigger loan size being offered to the single client as compared to
the small loan amount being given to the group members in a typical Grameen methodology. However, the
cost of serving a client in the individual banking model is higher in comparison with the typical Grameen
model. The low weighted average for SHG MFIs results from the apparently more efficient ones externalising
their promotional costs. Thus their self help group promotion costs are incurred by other organisations — the
government or NGOs — while only the portfolio servicing costs are accounted for by the MFI. This anomaly
of the Indian microfinance system is common to both the MFI sub-sector and the bank-SHG linkage
programme and is yet to be resolved.

Across the various institutional categories, NGOs (13.1% in 2008) are the most efficient on average in terms
of operating expenses, as they mostly follow the SHG model. The NBFCs, which typically follow the
Grameen methodology has maintained its average OER at 15.4% and is expected to improve further because
of the greater outreach they have achieved over the years. The Sec-25 companies which also follow Grameen
methodology are not able to expand as fast as the NBFCs and therefore have not benefitted from economies of
scale.

It is apparent that even the 11.1% operating expense ratio for the Top10 is within the “best practice” range for
microfinance where transaction costs relative to loan sizes are well known to be substantially higher than the
3.0-4.0% (of advances) reported as operating expenses by the commercial banking sector in the country.
These far lower average expense ratios typical of the formal banks mean they are able to limit their interest
rates on loans well below those of microfinance. The lower interest rates of the banking sector convey the
impression that it ought to be cheaper for MFIs to service their loans as well. However, the average size of a
commercial bank loan is several multiples (10-20 times) the Rs5-6,000 (US$70-80) loan balance typically
serviced by Indian MFls.

6.2 Portfolio quality

While efficiency is important, it would be counter-productive if MFIs reduced the follow up of clients in order
to save cost since this would result in a decline in portfolio quality and a consequent increase in loan losses.
Database analysis indicates that the Grameen organisations in India have been the best performers with
Portfolio at Risk (PARg) in the previous years, except in 2007 when PARg, rose to 8.4% owing to the
political problems that occurred in South India, as mentioned earlier. The portfolio quality based on analysis
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of PARj3, of the sample MFIs in 2008 stands at 2.1%. This shows a significant improvement from 2007. This
better performance of Grameen organisations is attributed to the small 5-member group structure and to better
group discipline maintained through deployment of significant resources by the MFI and strong delinquency
management efforts. Hence, this good portfolio quality was often maintained at high cost (typical OER
19.4%). Looking at the sample information (Exhibit 6.5) across various institutional types, NBFCs and Sec-
25 companies are among the best performers (PAR30 of 3.2% and 2.1% respectively) as most of them follow
the typical Grameen methodology with enforcement of greater credit discipline among the clients by the field
staff.

Though overall SHG MFI performance on portfolio quality remains relatively weak, they have improved
considerably over the past few years as reflected from PARg, of 20.3% in 2003, to PAR3, of 2.2% in 2008.
The Top 10 average PARg, is just 2.6% and has improved significantly from PARg, of 12.2% during 2003.
This performance is attributed to better delinquency management and adherence to the credit policy by the
field staff of the Indian MFIs. Indian PAR ratios are better than those reported globally. PAR3, of IB MFls is
higher at 8.7% in 2008 mainly due to the payments process followed by them. In one of the large IB MFIs
cheque system of payments was followed and there were many cases of bounced cheques which led to a
comparatively higher PAR3.

Exhibit 6.5
Portfolio at risk (>60 days), by microfinance model and institutional type

...by model
Models 2003 2005 2007 2008
G 1.2% 0.9% 8.4% 2.1%
1B 23.6% 7.8% 6.0% 8.7%
SHG 20.3% 9.8% 1.3% 2.2%

...by legal form
Legal form

NGO 14.0% 9.8% 2.7% 1.1%
NBFC 2.3% 7.1% 3.2%
Sec-25 6.1% 2.6% 2.0%
Others 11.0% 10.9% 13.6% 8.3%
Sample 12.2% 4.7% 6.4% 2.9%
Top 10 4.1% 1.4% 4.6% 2.6%

Note: For 2008 the PAR is presented by PAR>30 days
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6.3 Sources of funds for MFlIs

Debt has become the dominant source of finance for Indian MFIs. The share of debt in MFI finances although
reduced from 75.3% in 2007, is still very high at 71.9% in 2008. Like-wise the share of client savings and
grants has also reduced over the years. The regulation is highly restrictive in the matter of raising MFIs
providing deposit services and using these to access client savings. Also due to increased awareness of
microfinance institutions as profit making entities, the reliance on grant funding has been reducing. However,
with improved profitability and financial sustainability, retained surplus is becoming an increasingly
important source of funds now contributing 7.9% of total funds compared to its negative 4.2% contribution in
2003. However, with the current financial crisis and increasing financial cost ratio, it would be interesting to
see if MFIs are able to sustain the increase in retained surplus in the coming years. Exhibit 6.6 shows the
change in the sources of funds over the years.

The Top10 in 2003 to 2005 accounted for 56% of the total financing of the sample. This has now increased to
as much as 65%. Similar to the India sample, the share of institutional debt in the Top10 has also reduced
markedly from 80.2% to 74.7% of the funding. Just 5.3% of top10 funds are accounted for by equity while,
client savings have reduced further from 4.6% to 2.6% of the total.

In practice, concern about the legality of deposit services offered by MFIs (and pressure from the banking
services regulator, the Reserve Bank of India) has led to the service being segregated from lending activities.
This is clearly from the fact that client savings as percentage of portfolio are just 2.9% for NBFCs as against
7.9% and 33.8% for NGO & other commercial MFIs. Deposit services are now confined to community-based
institutions/associations such as SHGs and mutual benefit trusts while MFIs continue to offer credit and other
services.

6.4  Uses of funds by MFIs

The allocation of funds by Indian MFIs has been highly productive in recent years. Of the total resources
deployed in microfinance by the sample MFIs, over 77% was deployed in loans to clients (Exhibit 6.7). The
deployment of resource in assets has also improved over the years from around 65% in 2003, 73% in 2005,
and 74% in 2007 to the present level. The Indian Topl0 also recorded a good performance with asset
deployment in portfolio being 76.5% s. However, the cash assets of both total sample and Top10 MFIs at
around 12.5% & 15.6% underscores the fact that asset utilisation still has scope for improvement. Ideally,
cash deployment should be around 8%-10%.
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Exhibit 6.6
Change in the sources of funds for microfinance operations
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Exhibit 6.7
Utilisation of funds for microfinance operations
Uses 2003 2005 2007 2008
Net portfolio 65.3% 73.6% 74.6% 77.4%
Fixed assets 5.9% 6.3% 3.4% 2.9%
Cash 6.8% 6.1% 9.9% 12.5%
ST investments 10.8% 5.2% 5.2% 1.8%
LT investments 6.6% 5.3% 1.5% 0.9%
Advances 2.8% 1.7% 2.1% 2.0%
Other current assets 1.8% 1.8% 3.2% 2.5%
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The efficient, effective and prudential management of these assets is dependent on a number of factors
including

e minimisation of the need for fixed assets relative to total assets

e maximisation of investment of financial resources either in the loan portfolio or, at least, in high
return, long term investments, and

o asset-liability matching in order to limit the risk associated with the MFIs’ financial assets to levels
consistent with the organisation’s own funds or net worth.

Capital adequacy

For ensuring prudential management, banks in India are expected to maintain Capital Adequacy Ratios (CAR
- net worth as a proportion of risk weighted assets) of 9% and NBFCs of 15%. The relative lack of financial
management experience of MFI managers, however, means that, for microfinance, a minimum 15-18% ratio
is generally regarded as more appropriate. Exhibit 6.8 shows the decline in capital adequacy ratio of Indian
MFIs as the capital structure shifted from a grant funded to a debt funded one. By 2007average capital
adequacy ratios of Indian MFIs had declined to 12-13% - marginal in terms of the prudential requirements for
such institutions. However, since then, the inflow of significant amounts of equity from private equity
investors into the largest institutions and also into some medium-sized start-ups has led to an improvement in
this ratio to the more appropriate level of 17-18%.
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Exhibit 6.8
Capital adequacy ratios of Indian MFIs by model
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Before the private equity funds, a number of microfinance focused social investment funds — Bellwether, Lok
Capital, Unitus and others — had already made some investments in the Indian microfinance sector. Even the
International Finance Corporation (IFC) has taken an interest. As a result, the equity constraint had already
eased somewhat — particularly for start-up MFIs established by professionals. However, the institutional
framework — and the minimum capital requirements for transformation of NGOs into NBFCs — continues to
be a problem and this, naturally, limits the extent to which MFIs can raise equity as only those registered as
companies can do s0.”® Overall, some 50% of the MFIs in the sample for 2008 had CARs less than the
appropriate 15% level, which is an improvement from 2007 wherein 65% of MFIs had CAR below 15%.

6.5 Returnsto MFlIs

Interest rates

In India (like elsewhere), interest earned on portfolio has been the major source of income for the
microfinance sector, regardless of the region, model or legal form adopted by the MFIs. The income earned
by the MFI’s major asset (that is loan outstanding) should be its main means of attaining viability. Interest
rates offered by MFIs on loans varied from MFIs and there is no particular trend — some MFIs offer flat rates
while others calculate interest on a declining balance basis. Many MFIs also take upfront charges like
processing fee which adds to the overall income from portfolio. For the purpose of analysis, this report uses
Annual Percentage Rate (APR)? to measure the changes in the expected interest income by MFIs. This is

26 Even cooperatives are limited to raising share capital from their members alone.

27 It represents the income the MFI should earn on the loan. It includes interest, fees, commissions and the calculation
method on the loan principal stated in an annualised figure. It does not include forced savings and effects of
compounding.

It is very difficult to calculate APR for the sector as a whole (region, model and legal form wise) as the MFIs have
multiple products and various combinations of charges (flat/declining method, weekly/fortnightly/monthly repayments,
varied tenures and upfront charges). APR has been estimated on the basis of information available on major product
line of rated MFlIs.
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also a measure of the cost to the clients as the calculation includes not just the rate of interest but any other
upfront fee charged on the loan amount. However, the effective rate of interest (EIR) for clients of MFlIs that
also collect loan linked refundable security deposits is a bit higher than the APR, indicating a higher cost to
the clients.

Interest rate settings by MFIs for lending have always been based on covering the operational costs. Interest
rates have seen a significant decline since 2005. The weighted average APR dropped from 30.1% in 2003 to
26.1% in 2007. In 2005, the interest rates have been higher mainly because of the higher operational costs as
the sector had started to grow and there were inefficiencies in the MFI systems. As the MFIs gained
experience and increased their scale of operations they were able to lower their operational costs. This is clear
from a high weighted OER of 19.9% of sample MFIs in 2003 in comparison to 11.1% in 2008 as shown in
Exhibit 6.4. The cost per borrower also came down from Rs548 in 2003 to Rs457 in 2008 (Exhibit 6.3).
These factors have directly impacted the interest rates charged by the MFIs. The political pressure since 2006,
after the MFIs came under attack from politicians and bureaucrats in traditional operational areas of Andhra
Pradesh and Karnataka questioning recovery practices and interest rates, has also been a factor in the decline
in the interest rates. The enforcement of Moneylenders Act in some states on a few institutions on interest
rates related issues also has some impact in reduction of interest rates in some regions. Exhibit 6.9 shows the
model wise change in APRs of Indian MFIs.

Across models, it is evident that Grameen and 1B MFIs charge a higher interest rate in comparison to the
SHGs. This is mainly to do with their legal forms — while most of the Grameen and IB organisations are for-
profit, the SHG model has been adopted mainly by the not-for-profit entities. Also the operational costs (as
reflected by cost per borrower and OER in Exhibits 6.3 and 6.4) of SHG model has traditionally been lower in
comparison thereby allowing lower interest rates. It is expected that as the MFIs grow further & gain more
experience, with better economies of scale and improved operational efficiencies the interest rates would
further come down in the years to come.

Exhibit 6.9
APR of Indian MFls

Models 2003 2005 2007
WA TA WA TA WA TA
G 38.8% 333% | 32.7% | 27.6% | 33.8%
IB 27.7% 271% | 24.6% | 32.3% | 25.5%

Mixed 28.4% 245% | 24.8%

SHG 17.4% 20.4% | 20.0% | 16.9% | 20.4%
Overall 30.1% 29.3% | 24.0% | 26.1% | 26.5%
Top 10 36.8% 27.8% | 28.2% | 27.8% | 31.2%

Note APR for 2008 could not be calculated due to insufficient information
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Return on assets

The weak financial viability of sample Indian MFlIs, apparent in the 2007, seems to have improved. This
becomes clear in considering the returns they earn net of all costs — operating and financial. Exhibit 6.10
provides a good indication of the situation. The overall sample MFIs including the generally efficient
Grameen MFIs have registered losses this year as well but are in a better position than in 2007. The
individual banking models registered a simple average RoA of 3.7%. This is primarily on account of low
operating cost and large loan size being offered to individual clients as compared to the typical Grameen
model where the loan amount is relatively small and the field staff have to spend time forming and organizing
weekly/monthly group meetings, which involves some cost. The Top 10 in the sample has an average RoA of
2.2% improved from -0.7% in 2007.

Exhibit 6.10
Return on total assets of MFls

...by model
Models 2003 2005 2007 2008
WA TA| WA| TA| WA TA| WA TA
G 0.7% | -162% | 3.0% | 0.8% | -3.7% | -39%| 33%| -2.8%
IB 29% | -25% | 35% | -06% | 35% | -36%| 44%| 3.7%
Mixed -0.9% | -12.1% | 0.3% | -3.0%
SHG -25% | -27.6% | -0.6% | -9.4% | 0.0% | -16.8% | 0.3% | -2.4%
Overall 1_50/; -13.6% | 2.1% 5_20/; 0.0% | -9.8% | 3.0% | -2.1%
Top 10 2.1% 23% | 48% | 3.0% | 0.0% | -07% | 26% | 2.2%

As the analysis for typical MFIs indicates, a large number of MFIs in 2008 have become profitable. Out of
the sample, almost 72% of the organizations have an average RoA in the range of 0% to <3%. This is a much
improved performance when compared to 2007, where almost 62% of the sample organizations had a negative
RoA. This shows that over the past two years most of these organizations have grown and gained experience
and have learned better management of operating and other expenses and at the same time keeping control of
portfolio quality.

The profitability performance of Indian MFIs needs to be seen in the context of their much lower (24.6%)
yield relative to the global benchmark (30.2%). Indeed, to the extent that the international yield is 1.23 times
that of Indian MFlIs it is laudable that the weighted average RoA of Indian MFIs is a healthy 3.0%. The
relative efficiency (low OER) of Indian MFIs plays the key role in this.
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6.6 Sustainability of MFI operations

Operational Self Sufficiency (OSS) measures the ability of an MFI to meet all its operational and financial
costs out of its income from operations. Financial Self Sufficiency (FSS) measures the extent to which its
income from operations covers operating costs after adjusting for all forms of subsidy, loan loss provisioning
and the impact of inflation. The FSS is an approximate indicator of the impact of subsidies on an
organisation’s sustainability.

Indian MFIs have become increasingly sustainable over the years. From Exhibit 6.11, it is evident that the
weighted average OSS and FSS of the Indian MFIs have increased significantly to 122.4% and 115.4%
respectively as compared to 92% and 87% respectively during 2007. The OSS and FSS for the typical MFls
have also improved in the last two years, owing to better management of operating and other expenses by the
large and relatively young organizations. Over the last two years, the Indian microfinance industry has gained
experience and has become more commercially oriented. The presence of a large number of professionals
joining the sector has also made a difference. In the recent past, many start-ups have been established by
professionals rather than by development practitioners.

It also shows that the SHGs organizations as a group are operationally not self-sufficient. However, their
performance on sustainability parameters has improved significantly from 67% in 2007 to 90% in 2008. This
improved performance has been observed across the microfinance model. Though the weighted average OSS
does represent the trend that the sustainability ratios are taking, the typical MFI figures are representative of
the current status of most of the MFIs in the sample.

Exhibit 6.11
Sustainability performance of MFIs
...by model
Models 2003 2005 2007 2008

0SS FSS 0SS FSS OSS FSS 0SS FSS
G 102.7% 90.5% | 112.0% 109% 87.0% 83.0% | 123.4% | 116.2%
1B 129.3% | 110.5% | 121.0% 115% | 112.0% | 106.0% | 129.4% | 123.8%

Mixed 95.6% 80.6% | 102.0% 85%
SHG 63.8% 54.5% 79.0% 69% 86.0% 82.0% | 105.5% 98.5%
Overall 88.2% 76.8% | 108.0% | 102.0% | 92.0% | 87.0% | 122.4% | 115.4%
Top 10 109.2% | 128.8% | 119.0% 111% | 89.0% | 85.0% | 121.5% | 114.2%

With the decline in grant funding of Indian microfinance (discussed earlier), there are no longer substantial
differences between the OSS and FSS of Indian MFIs. The FSS ratio for the SHG model continues to be low;
the 98% average in 2008 indicating that without grants and subsidised funds, the organisations are effectively
able to cover just all of their cost, this is a significant improvement over the 55% FSS recorded in the 2003.
Following from the increase in profitability of the Topl10 Indian MFlIs, their sustainability ratios have also
improved significantly.
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Exhibit 6.12 presents the regional variation in the sustainability of MFIs. For all practical purposes, this
exhibit provides a good picture of the relative performance of MFIs in India by region. Thus, a number of
MFIs based in south India — some of the largest in the country — have achieved or are close to operational
sustainability. Looking at the sample information below, the performance of the MFIs in the west and the east
have improved considerably over the past two years as most of them have achieved operational sustainability.
The FSS of the MFIs in the North have improved from 45% in 2003 to 78% in 2008 and the OSS has
improved from 51% to 88%. This improvement is perceived primarily because two large commercial NBFCs
that are highly profitable institutions that are in the process of downscaling into microfinance operations while
the other MFIs perform poorly.

Exhibit 6.12
Sustainability performance by region

...by model

Models 2003 2005 2007 2008

0SS FSS (ORN FSS (ORN FSS 0SS FSS

South 65.0% | 49.0% | 87.6% | 70.1% | 75.1% | 66.9% | 108.4% | 102.0%

East & NE | 54.0% | 44.0% | 74.2% | 69.8% | 82.2% | 76.2% | 121.8% | 113.7%

West 47.0% | 36.0% | 93.3% | 83.5% | 91.3% | 83.5% | 111.1% | 100.7%

North 51.0% | 45.0% | 70.0% | 60.2% | 51.6% | 41.2% | 88.6% | 78.5%

The overall picture of sustainability is quite encouraging. It is still the case in 2008 that significant
proportions of the ~9.2 million borrowers covered by the MFIs in the sample are served by viable (and at least
near sustainable) institutions. Exhibit 6.13 shows that nearly 98% of borrowers are served by 82% of MFIs
with OSS in excess of 90%. It is apparent that the outreach of MFIs functioning efficiently is still quite
substantial in relation to the sector as a whole. This is a positive outcome in that it has considerably enhanced
the effective availability of micro-finance for low income families. The coverage of borrowers by inefficient
(<80% OSS) MFIs accounted for less than 2% of borrowers in 2008 as compared to 30% during 2007.

Exhibit 6.13
Proportion of borrowers served by OSS class of MFIs

OSS Class 2003 2005 2007 2008
<80% 23.0% 18.0% | 31.0% 1.7%

80 to <90% 7.0% 3.0% | 19.2% 0.1%
90 to <100% 20.0% 4.0% | 10.3% 0.5%
>=100% 50.0% 75.0% | 395% | 97.8%

A summary of operational and financial performance of the select rated MFIs which reflects the status of the
MFI sector in India is presented in Annex 5.
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6.7 Conclusions

Staff productivity in Indian MFIs has improved consistently over the years and has now reached a level that is
considered to be amongst the best in major regions offering microfinance. The productivity measured in
terms of portfolio handled per staff and borrowers per staff was Rs11.6 lakh ($29,000) and 234 borrowers
respectively. The NBFCs and Grameen model were the most efficient in comparison with other legal forms
and models.

The operational efficiency of Indian MFIs, measured by OER, has improved over the years and across all
types of MFIs. The weighted average OER in 2008 is 11.1% (lower than the 15.9% in 2007). This
emphasises the high operating efficiency of the Indian MFI as compared to those internationally, owing to the
economies of scale Indian MFIs have achieved over the years. Better operating efficiency has also resulted in
a reduction in cost per borrower which was about Rs457 ($11.5) in 2008.

Analysis also indicates that Indian MFIs have been able to maintain a good portfolio quality in 2008 after a
major fall in 2007. Grameen organisations in India have been the best performers with PAR3, of 2.1% while
IB seems to have a riskier portfolio with PAR3, at 8.7%. Across various institutional types, NBFCs and Sec-
25 companies are among the best performers as most of them follow the typical Grameen methodology.

Debt has become the dominant source of finance for Indian MFIs. The share of debt in MFI finances was
high at 71.9% in 2008. The share of client savings and grants has reduced over the years. One reason is the
increased awareness of MFIs as profit making entities which should have low reliance on grants. Another
reason is the regulatory restriction on most MFIs in the mobilisation of deposits.

The allocation of funds by Indian MFIs is very fairly productive. Of the total resources deployed in
microfinance by the sample MFlIs, nearly 77% was deployed in loans to clients in 2008. The allocation of
funds to loans has seen an increasing trend over the years.

The financial viability of MFIs has also improved. Overall the MFIs registered a weighted average RoA of
3.0% reflecting good profitability from microfinance operations. The overall picture on sustainability is quite
encouraging. Analysis of OSS and FSS indicates that the Indian MFIs have become more sustainable. This is
mainly attributed to better management of operating and other expenses by the large and relatively young
organizations.
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Chapter 7: Regulation in microfinance

This chapter examines the coverage and scope of microfinance regulation in India. The salient features of the
existing regulatory norms for various types of institutions engaged in microfinance are presented and the
scope of the draft microfinance regulation bill (introduced in parliament in 2007) and how it would affect the
growth of the Indian microfinance sector, if approved, is discussed. Initiatives on self-regulation are also
covered.

7.1  Existing microcredit regulatory regime

In one way or another, almost every country in the world has seen the need to adapt its structure of financial
services to improve outreach to the many as yet “unbanked” people and enterprises. This has been the genesis
of thrift institutions, local savings associations and cooperatives across the world over the past century and
more. The same need motivated the rise of formal microfinance institutions in developing countries since the
Grameen Bank came into being in the 1970s. Microfinance across the world began variously as the activity of
informal savings and credit groups, moneylenders, donors, and NGOs. In many developing countries,
microfinance activity has grown to the point where financial regulators see the need to frame a policy, and
eventually to integrate some portion of the microfinance spectrum into the framework of regulated financial
services.

India is in some ways a peculiar case when it comes to microfinance regulation and supervision. It is not only
its sheer size that makes it different from other countries; the involvement of formal public sector banks is
also much stronger than anywhere else. Further, as discussed earlier in this report, in recent years, MFIs in
India have increasingly transformed from NGOs to non-bank finance companies. This means that, by default
rather than by design, a relatively (and increasingly) large share of the microfinance sector is under the
purview of the central bank, the RBI.

7.1.1 Regulatory norms

Microfinance was taken up in India mainly as a development initiative rather than as a commercial activity
during the early 1990s. The NGOs that took up such activities were registered either as societies, trusts or
Section 25 (not-for-profit) companies. They continued in this legal form for sometime although there were
some cooperatives and one cooperative bank was engaged specifically in microfinance. As the scale of
operations began expanding in terms of microfinance activities and the desire to undertake microfinance on a
for-profit basis grew, larger organizations felt the need to transform their legal status. As a result, increasing
numbers of MFIs in India started to transform to for-profit NBFCs.

As discussed, in Chapter 2 (and Annex 1 & 2), the Indian microfinance sector has a variety of legal forms
engaged in delivering microfinance services to the clients. Of these only NBFCs are regulated by the RBI and
Section 25 companies are covered by RBI rules. As a result of central bank regulation, the microfinance
NBFCs face a number of regulatory constraints and are limited to providing credit services to low income
families, although their transformation has provided significant impetus to the scale-up of operations since
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commercial banks are more willing to lend to NBFCs as corporate entities than they are to work with NGOs
with their indeterminate liability structure. Other institutions like Societies, Trusts, Cooperatives continue to
be regulated by their respective Registrars and Acts specifically formulated for them. However, when it
comes to financial intermediation the RBI can supersede any norm under these Acts to protect the rights of
clients. Exhibit 7.1 presents the existing regulatory norms for various legal forms of institutions undertaking
microfinance.

7.1.2 Initiatives in the field of microfinance regulation

A number of recent initiatives have covered the regulation of microfinance which can be taken as a sign of a
deeper interest in the sector by national level institutions. The need for a suitable policy framework for the
development and promotion of the microfinance sector in India was starting to be felt in the late 1990s.
Various critical issues such as ways to scale up microfinance in India, the division of roles between existing
mainstream financial institutions, development banks and newly emerging microfinance institutions (MFIs)
and the need for an appropriate policy and regulatory framework for their operations were engaging the
attention of microfinance practitioners, the Government and the RBI. It was in order to address such issues
that, in November 1998, a high-powered Task Force on Supportive Policy and Regulatory Framework for
Microfinance was set up by NABARD at the instance of RBI. The Task Force consisted of senior officials
from Gol, RBI, NABARD, banks and chief executives of prominent NGOs implementing various
microfinance models in the country. The objectives of the Task Force were

e to come up with suggestions for a regulatory framework that brings the operations of the MFIs into
the mainstream,

o to assess the possible role of self-regulatory organisations and to explore the need for a separate legal
framework for microfinance.

The Task Force made a number of recommendations, one of which was a common definition”® of
microfinance. Partly as a result of the Task Force recommendations, Gol established a Rs500 crore
Microfinance Development and Equity Fund (housed at NABARD) to support the growth of the sector and
the RBI issued a circular to the commercial banks accepting lending by them to MFIs as fulfilling the norms
for meeting their (40%) requirement for lending to the priority sector. This circular was instrumental in
encouraging banks to be more liberal in their lending to MFls.

Later in October 2001, at the behest of the Prime Minister’s Office, seven working groups comprising
government, NGOs and banking sector representatives were set up, one of them with the mandate of exploring
the legal & regulatory challenges faced by the Indian microfinance sector. In December 2002, the reports of
six of the seven working groups were finalised. The association of microfinance institutions (MFIs) Sa-Dhan
— as one of the members of the group examining regulatory issues — prepared a report summarising the
group’s results (Sa-Dhan 2002a). This report suggested various ways to make the current legal framework
more microfinance-friendly. Some of these needed immediate attention; some were for the longer term. In

% Microfinance is defined as: “Provision of thrift, credit and other financial services and products of very small amounts
to the poor in rural, semi-urban or urban areas for enabling them to raise their income levels and improve living
standards”. Mahajan and Ramola, among others, have criticized this on the grounds that “very small amount” has only
been defined for credit (and only unsatisfactorily); cf. Mahajan and Ramola, 2003.
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addition, the document indicated a way forward for the debate with a strong emphasis on gathering
information about the sector as a pre-condition for better regulation®.

7.1.3 The microfinance bill

The government’s approach to the draft reflects an attitude similar to that of most people towards street
children; everyone agrees that they need nurturing but no one wants to do anything about it.** It would be
unfair to say that the Indian microfinance sector is not governed by any authority or regulation. As indicated
above, all entities providing financial services to the poor are directly or indirectly regulated. The SHG-linked
bank groups are under the indirect supervision of RBI as the norms of SHG lending have been designed by
RBI. Also the banks with whom these SHGs are linked are governed by prudential and other regulations that
emanate from the Banking Regulation Act that gives the RBI this responsibility. Similarly, all 7,000+ NBFCs
in the country are directly regulated by RBI. However, only about two dozen of these are engaged in
microfinance and their special needs, in terms such as the provision of deposit services to (otherwise)
financially excluded families that are not directly addressed.

Thus, there has been the lack of a holistic regulatory policy for microfinance. As in the case of microfinance
NBFCs, RBI has followed generic norms for regulating institutions involved in financial intermediation
refusing, so far, to recognise microfinance as a separate sub-sector. The MFI network, Sa-Dhan, advocated
for a microfinance bill with the backing of several of its members which are large MFIs and microfinance
support institutions having eminent personalities. Considering that microfinance is practised differently from
the conventional banking system, in 2005 the finance minister accepted the need for a Microfinance Act for
India. The bill was introduced in parliament as the Micro Financial Sector (Development and Regulation)
Bill, 2007 on 20 March 2007. Though the original draft of the bill was submitted by Sa-Dhan, in the course of
consideration by the government the draft underwent considerable modification.

The draft Microfinance Bill would empower NABARD to regulate the microfinance sector in India.
NABARD may grant approval to microfinance organizations to collect thrift (deposits) if it has been in
existence for at least 3 years, has net own funds of at least Rs5 lakhs and if NABARD is satisfied about the
‘general character’ of the management of microfinance institutions. Every MFI granted approval to offer
thrift services would be required to create a reserve fund out of transfers to the fund of not less than 15% of its
net profit or surplus every year, and would need to prepare financial statements by the end of the year, in such
form as may be specified, to be audited by an approved auditor®. Most crucially, however, the bill proposes
to cover the regulation of NGOs and cooperatives offering microfinance services; it does not cover the
operations of microfinance NBFCs. This matter is discussed further below.

The regulatory stance of protecting savers from systemic and institutional risk has been taken as an
overarching consideration under the bill. A large number of small deposit taking institutions are difficult to
regulate so the bill attempts to ensure that they will have strong systems, adhere to prudential practices and
bring in a reasonable minimum of quasi-equity capital. Apart from providing these prudential norms, the bill
requires the regulators to achieve much broader non-prudential objectives. This would be done by promoting
“orderly growth of microfinance sector so as to ensure greater transparency, effective management, good

# GTZ, 2004. “Emerging Scenarios for Microfinance Regulations in India”
%0 Sinha, S., M-CRIL, 2006. “Microfinance Regulation for Financial Inclusion: The street child needs nurturing”
%1 Ghate, P, 2007.
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governance *” The bill states some of the measure which would ensure effective implementation of these
features including

e Setting benchmarks and performance standards

o Facilitating the development of credit rating norms

e Specifying accounting and auditing standards

o Facilitating institutional development through training and capacity building
e Supporting sector related studies

e Documenting and disseminating information relating to fair practices

e Laying out a code of conduct

e Promoting consumer education

Another objective of the bill is consumer protection where the powers would be given to Micro Finance
Ombudsmen to redress grievances. The bill propagates the creation of a national database in the public
domain and dissemination through national dissemination network. This would be done with MFOs
submitting their accounts and duly audited returns at the end of each year. This will apply to all organizations
providing microfinance services, thereby falling under the purview of the bill.

The bill provides for the setting-up a Micro Finance Development Council to advise the regulators on — policy
formulation, schemes and other measures required for the establishment of orderly growth and development of
the sector. The council would consist of a sector expert as the Chairman, 7 official members and 6 non-official
experts who would have experience in banking and microfinance.

The other objective is the continuation of the Micro Finance Development and Equity Fund which will receive
grants and (now also) donor funds to on-lend to MFOs in the form of equity and quasi-equity. The Fund
would also facilitate grants in capacity building and pay for other functions of the regulators. Finally, in order
to legitimize the operations of MFOs, the bill would enhance the legal status of NGO-MFIs and would in
effect protect them from arbitrary state government action. The bill, however, would not protect the MFOs
from action under the state-level Usurious Moneylending Acts.

7.3  Probable impact of the microfinance bill

7.3.1 Severe limitation on deposit services for microfinance clients

As discussed in the earlier chapters, in the Indian microfinance sector, NBFCs and Section 25 companies
dominate among all the other legal forms of institution. Also, in recent years, many NGO-MFIs have
transformed their legal status into NBFCs to attract higher investment and to diversify their portfolio. NBFCs
and Section 2