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B A N K I N G  A N D  F I N A N C E

A Primer on Micro Finance - The Paradox of
Plenty in Poverty

Micro Finance and Venture Capital 
Compared

Micro Finance, like Venture Capital is an un-
secured loan but where the Venture Capital 
is basically given to small and medium en-

terprises and also to large-scale industries for com-
mercialising, micro finance is extended to micro 
(very small) enterprises usually started by the poor 
women who do not have collateral, high education 
or business experience.  The objective is primarily to 
improve the quality of  life of  the poor and backward 
sections of  the society.
Salient Features of Micro Finance
 1. The amount of  loan is small, usually less than 

Rs. 20000.
2. It is lent for income generating activities.
3. The rate of  interest charged varies from 10% 

to 15% flat thus offering a mind-boggling 
yield. A loan of  Rs.10,000 with an interest of  
Rs.2000 recovered in weekly instalments of  
Rs.500/- over a period of  six months would 

work out to simple interest of  40% p.a.
4. The loan is repayable in small equated weekly 

instalments, inclusive of  interest.
5. The amount is collected on a weekly basis to 

ensure compliance.
6. The recovery rates are typically above 95% of  

the aggregate loans advanced.
  Lead Players in Micro Finance
(i) Foreign Funds: Non-profit Organisations 

(NPOs) in the US like Unitus, Grameen Foun-
dation-US (GF-US), Ashok (global) provide 
funds to Micro Finance Institutions (MFIs) 
in India. MFIs are selected by funding orga-
nizations by applying more than 60 quantita-
tive and qualitative metrics. These US-based 
NPOs, apart from funds, provide assistance 
in improving the systems and procedures of  
the Micro Finance Institution to whom they 
finance.

These NPOs in turn get funds from high net 
worth individuals including those of  Indian origin, 
US Corporations and the US government. 

Overseas funding to MFIs has dropped from 
31.4 per cent to 25.8 per cent of  the total fund-
ing in 2004-05 because of  regulatory restrictions 
imposed in September 2002 on non-government 
organizations accessing external commercial bor-
rowings. Overseas funds had been available to 
MFIs at very low rates between 2 to 6 per cent.  
RBI now allows MFIs to access ECBs.
(ii) Local funds:  Micro Finance by the Local 

funds could be in the form of  loans from 
banks and accumulated past reserves and sur-
pluses of  the organization. According to a 
CRISIL study, the share of  traditional sources 
of  funding like NABARD and overseas funds 
dropped from 63 per cent to 59 per cent and 
the MFI borrowings from banks are more than 
doubled from 13 per cent to 28 per cent in 
the year 2004-05.  The removal of  interest rate 
ceiling on micro finance loans and the treat-
ing bank credit to the sector as priority sec-
tor lending have contributed to the increase in 
bank’s funding.

Structure of Micro Finance Institutions  
A Micro Finance Institution can be a trust, regis-

tered society, cooperative society, company registered 

Micro finance, as the name itself indicates, 
means lending micro or small sums of 
money. With the increased focus on the ru-
ral and agriculture sector and small-scale 
industries, the micro-finance activity is 
gaining prominence across the country. 
This scenario offers vast scope for the 
Chartered Accountants too. This article 
provides an overview of micro-finance ac-
tivity from professional perspective.

(The author is a member of the Institute. 
She can be reached at ratna.ravikumar@

gmail.com)
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under Section 25 of  Companies Act, 1956 (not-for-
profit company), NBFC or local area bank (LAB). 
The vast majority of  Micro Finance Institutions in 
India are trusts and societies.

Conversion into a NBFC or LAB gives a MBI 
greater credibility as it brings the Micro Finance 
Institution under the purview of  Reserve Bank of  
India. Besides, being a corporate entity enables a Mi-
cro Finance Institution to access the capital markets 
for funds to scale up and not depend solely on bank 
lending, grants or donations. They are also allowed 
to raise savings from the member-borrowers.
Business Models adopted by a Micro 
Finance Institution: 

A Micro Finance Institution may lend to indi-
vidual beneficiaries, or to partner-NGOs or to Self  
Held Groups  (SHGs) or allocate funds among these 
different categories of  borrowers.

Self  Help Groups:  A Self-help group is a small 
informal group consisting of  not more than 20 
members, voluntarily coming together in rural and 
semi-urban areas. They hold meetings and save small 
amounts regularly- typically on a weekly basis. The 
amount is contributed to a common fund and de-
posited in a bank. The fund is used to grant collateral 
free loans to the members of  the SHG. The groups 
decide themselves the interest rate and terms for lend-
ing from the corpus.  Normally these groups lend for 
very short terms at two to three per cent per month 
working out to 24% to 36% interest per annum. The 
interest rate depends upon the kind of  activity to be 
pursued by the borrowing member. For instance, 
the group charges a higher rate if  the borrowing is 
for consumption or non-commercial activities like 
performing weddings and a lower rate for starting a 
small business or for education of  children.

The Self  Help Group movement has achieved a 
remarkable progress in Andhra Pradesh and Karna-
taka in its goal of  empowerment of  women. In Kar-
nataka, womenfolk in rural areas have been organ-
ised into self-help groups under the “ sthree shakti” 
banner. Many of  these SHGs have been credit linked 
with various banks  to provide financial assistance.  
The State Government has also initiated some novel 
programmes to provide training and orientation to 
the members on gender issues, communication skills, 
leadership and skill development.  Some of  the wom-
en SHGs have also been educated in book-keeping 
and credit management.  The SHGs are encouraged 
to take up diverse income generating activities like 
dairying, manufacturing of  ready-made garments, 
candle-making, petty businesses, production of  or-
ganic manure, mat-weaving, making of  pickle, pa-
pads and condiments.

Bank Linkage and Direct Financing
There are two models of  micro-finance which are 

prevalent in India:
1. Direct Financing Model: In this model 

known also as Micro Finance Institution Mod-
el, the bank lends to an NGO. The NGO pro-
motes and imparts training to the Self  Help 
Groups and also gives credit to them.  

2. Self  Help Group Bank Linkage Model: In 
this model SHGs  act as a bridge between bank-
ers and the grass root clients.  Banks transfer 
funds to micro finance bodies that are respon-
sible for disbursal and collection. The interme-
diation cost could be around 6% of  the loan 
amount. The risk completely lies with the banks 
- the advances to the SHGs would be reflected 
in the portfolios of  the banks. Banks do not 
mind taking the risk as servicing the grass-root 
level customers who are illiterate would other-
wise involve a lot of  transaction costs. A major-
ity of  these grass-root level customers have no 
means to produce ration card, identity card and 
even filling up application forms, which are the 
bare requirements to obtain loans in the normal 
course of  bank lending operations. 

NABARD oversees the linking programme of  
banks to SHGs and offers refinance for it whereas 
SIDBI, through the SIDBI foundation for micro-
credit (SFMC) lends to Micro Finance Institutions.

The Self-Help Group-Bank Linkage Pro-
gramme implemented by commercial banks, Re-
gional Rural Banks and Co-operative banks has 
emerged as a major micro finance programme 
in India, with 1.6 million SHGs being linked to 
banks in 2004-05 with the total flow of  credit to 
them of  over Rs. 6,800 crores. 
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Problems  faced by MFIs
i) Financial viability: MFIs operating on a small 

scale face financial problems. Meeting adminis-
trative overheads and generating surpluses for 
expansion out of  the spread between their in-
terest income and the interest they pay on the 
bank finance may become difficult. The aver-
age borrowing costs of  MFIs have increased 
from 10.5% in 2001-02 to 12% in 2004-05.  
High borrowing costs coupled with high oper-
ating expenses ranging between 4 to 19 per cent 
impede MFIs ability to offer competitive rates 
to the customer-beneficiaries.  As against this, 
public sector banks lend directly to SHGs at in-
terest rates varying between 9 to 12 per cent. 

 ii) Capacity Building of  the SHGs:  Training 
and strengthening the groups, improving their 
accounting, increasing their monthly savings to 
enable them to avail of  larger loans in successive 
rounds of  borrowing, providing marketing facili-
ties and infrastructural facilities to the products 
that they manufacture are huge challenges before 
the MFIs.

iii) High entry capital requirements: Few 
MFIs can raise Rs.2 crore capital required 
to become a micro-finance NBFC. There is 
a proposal from SADHAN, a network of  
microfinance institutions that a new microfi-
nance Act be enacted permitting the creation 
of  a joint-stock  for-profit entity with an ini-
tial capital requirement of  only Rs.25 lakh 
and which will be allowed to raise deposits 
from the public.

 Latest Initiatives relating to the Micro 
Finance Sector 

During the last year the Union Government has 
taken the following initiatives for uplift of  Micro Fi-
nance Sector:

(i) the target for credit-linking  has been raised 
from 2 lakh to 2.5 lakh to SHGs 

(ii) The existing Rs.100 crore Micro Finance De-
velopment Fund has been re-designated as 
the “Micro finance Development and Equity 
Fund” increasing the corpus from Rs.100 
crore to Rs.200 crore to empower the Micro 
Finance Institutions to intermediate between 
banks and the beneficiaries and 

(iii) Draft Bill on micro-finance is proposed to be 
introduced in the next fiscal year.

What does the future hold— A win-win 
Story

It’s the time that the poor have realized that 
micro finance is not loan waiver or subsidy but 
finance given at the RIGHT time to lift them 
from poverty and it is the ripe time for the banks 
to accept micro finance as a profitable business. 
Micro finance has become a very lucrative prop-
osition not just for banks, but even for others. 
Originally started with the laudable objective of  
eradicating poverty by extricating the poor from 
the clutches of  the traditional moneylenders and 
loan sharks charging Shylockian rates of  interest, 
microfinance is now definitely a great commer-
cial proposition. MFIs have realized that there is 
plenty in poverty-by lending to the poor through 
micro finance; there is no contradiction between 
the objective of  making profit for the sharehold-
ers and poverty alleviation. The Micro Finance 
Institution’s appetite for credit is estimated to be 
around Rs. 2,00,000 crore.  Against this, a meager 
Rs.5,000 crore is recorded as flowing through the 
channel of  banks. Since it is a win-win situation 
benefiting all the players in the industry, nobody is 
complaining.
Professional Avenue for Chartered 
Accountants

Apart from the usual audit and taxation assign-
ments of  charitable institutions which a chartered 
accountant normally handles, this area offers the 
scope for issuing   utilization certificates to banks 
for the amounts they lend to Micro Finance In-
stitution for on-lending to SHGs. A chartered 
accountant can also assist a Micro Finance Insti-
tution in designing the right loan packages, verifi-
cation of  loans and creation of  loan loss reserve. 
It is a calling, which stands apart from the regular 
audit assignments as it gives immense sense of  
contributing to social good. r
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