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Small and Medium En-
terprises (SMEs) in 
India have a very im-

portant place in the Indian 
economy. Their contribution 
in terms of production, ex-
ports, employment genera-
tion and all round growth of 
the country is well known. 
Spread across the coun-
try,  the SMEs also help in 
the equitable distribution of 
wealth through entrepreneurs 
who set them up. The role of 
the SME sector in nation 
building is well recognised 
not only in India, but also 

across the globe. The indus-
trial engines of Japan, Ger-
many and Taiwan are driven 
by the SME sector. Even in 
the United States, the home 
of many transnational corpo-
rations, SMEs enjoy an im-
portant place and are actively 
supported by the Small Busi-
ness Administration through 
a number of policies and 
programmes.

  A small enterprise is 
generally born as an idea. It 
is only later that such ideas 

grow, fi nd their place on 
the world stage and then 
become mega corporations. 

Definition and Current 
Status of SME Sector 

Various countries follow 
different defi nitions for the 
SME sector. Some use the 
criteria of turnover; some 
use the number of employees 
whereas in certain countries, 
investment in the enterprise 
is used to defi ne an SME. In 
India, the defi nition has al-
ways been based on the pro-
ductive plant and machinery. 

Currently, a unit having gross 
investment in productive 
plant and machinery of up to 
Rs.1 crore is classifi ed as an 
SME enterprise. In certain 
sectors such as drugs and 
pharmaceuticals, hosiery, sta-
tionery, hand tools, etc., this 
limit has been raised to Rs.5 
crore in the past few years. 
This move has given a fi llip 
to the potential for growth in 
these sectors. As per the cur-
rent scheme of things, there 
is no defi nition for Medium 

Enterprises although it ex-
pected that this segment 
would also be defi ned soon. 
A comprehensive legisla-
tion, which would enable the 
paradigm shift from small-
scale industry to small and 
medium enterprises, is under 
consideration of the Gov-
ernment. The Reserve Bank 
of India has, meanwhile, set 
up an Internal Group, which 
has suggested that units hav-
ing investment in plant and 
machinery up to Rs.10 crore 
may be treated as Medium 
Enterprises.  

Current Status: The SSI 
sector has been exhibiting 
good growth patterns. Dur-
ing the Financial Year 2005, 
the SSI sector is estimated 
to have recorded a growth 
of 13.5 per cent in output 
at current prices and 8.1 per 
cent at constant prices. As 
at the end of March 2005, 
this sector has provided em-
ployment to 283 lakh peo-
ple. As per the estimates, 
the production in this sector, 
at current prices, increased 
to Rs. 4.07 lakh crore in the 
Financial Year 2005 as com-
pared to Rs. 3.58 lakh crore 
in the Financial Year 2004. 
The exports from the sector 
also surged from USD 14,938 
million during Financial Year 
2002 to USD 17,773 million 
during Financial Year 2003. 

While SME sector has 
been showing good perfor-
mance, the sector also faces 
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certain problems, mainly the 
technological obsolescence 
and non-availability of ade-
quate credit. The problem of 
technological obsolescence 
has to be viewed in the back-
drop of increasing liberalisa-
tion and globalisation of In-
dian economy.  With liberal 
imports and more choices 
available for all kinds of con-
sumers, the ‘quality’, which 
is linked to availability of 
technology, has become im-
portant. Similarly, the scale  
of operations has also be-
come crucial. No longer can 
an industrial unit operate in 
its limited local environment 
and will have to necessarily 
scale up its capabilities and 
capacities. In the years to 
come, a vertical growth in-
stead of a horizontal expan-
sion should be the norm. 

Emerging Trends and 
Paradigm Shift
Integration with the Outside 
World: Opportunities and 
Threats

The fortunes in the SME 
sector are being impacted 
due to developments in 
both the real as well as the 
fi nancial sector. While on 
one side there is increasing 
integration of the industry 
with outside world due to 
lowering of trade barriers on 
account of the World Trade 
Organisation, on the other 
side the move towards inter-
national norms in the fi nan-
cial sector are affecting the 
fl ow of credit to this sector. 

In fact, the process of 
liberalsation and globalisa-
tion is both an opportunity 
as well as a threat for the 
SME sector. The opportu-
nities would lie in greater 
exports in select product 

groups such as information 
technology, textiles, auto 
components, leather, etc., i.e. 
in industries where the In-
dian SMEs have a signifi cant 
advantage. The threats lie in 
the sectors that have not been 
able to upgrade their size and 
technological competence to 
match agile international ri-
vals. India is endowed with 
the best of trained manpower 
having the third largest pool 
of scientists and technocrats 
in the world.  The facilities, 
if not the best, are defi nitely 
world class. 

There is a clear and ir-
reversible trend towards in-
creasing integration of the 
production process across 
geographical regions by sub-
contracting and international 
division of labour, disman-
tling of institutional bar-
riers to international trade 
and capital fl ows, and, rapid 
technological advances in 
information dissemination 
and communications. SMEs 
are the foundation of any 
economy and therefore the 
need for strong and competi-
tive SMEs hardly needs to be 
emphasised since it is these 
enterprises which fuel eco-
nomic development through 
job creation, productivity and 
innovation. Where SMEs 
need to sharpen their com-
petitiveness is access to cred-
it, technology, marketing and 
simplifi ed systems. Quality 
and competitive pricing are 
becoming important by the 
day. SMEs on their part have 
to be fl exible, adaptable, in-
ventive and innovative. 

Constant Upgradation 
is the Key: Given this, in 
production and manufac-
turing practices in respect 
of some of the important 

SME industrial sectors, we 
have already achieved good 
technological excellence. But 
often these sectors are like 
islands of excellence amidst 
the vast ocean of technologi-
cal obsolescence. Investment 
in research and development 
has so far been negligible by 
the SME sector, which again 
impedes their growth in the 
face of international com-
petition and considerations 
of minimum economic size. 
There is a need to start a 
movement to bring the other 
sectors at par with interna-
tional standards. Here, we 
also need to note that SMEs 
are closely interwoven with 
the social fabric in India and, 
therefore, the task of upgrad-
ing some of the sectors be-
comes even more urgent. 

Developments in the 
Banking Sector and its 
Impact on SMEs: In the 
banking sector, the issue re-
lates to the introduction of 
Basel II norms. Briefl y speak-
ing, Basel II norms deal with 
banks recognising and quan-
tifying the risks that they 
face in the conduct of their 
business. These risks are to 
be analysed quantitatively 
and capital allocated against 
them to protect against loss-
es. While credit risk is the 
most important risk faced by 
a bank, other types of risks 
are operational risk, currency 
risk, legal risk and regula-
tory risk.  The allocation of 
appropriate capital against 
these risks is the fi rst pillar of 
these norms. The second and 
third pillars are supervisory 
review of capital adequacy 
and market discipline. The 
introduction of these norms 
along with greater globalisa-
tion of Indian banking would 
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lead to a paradigm shift in 
the way banking is conduct-
ed.   In this backdrop it is es-
sential to create mechanisms 
to facilitate the fl ow of credit 
to the SME sector in India.  

Changing and Evolving 
Modes of Credit Delivery: 
Within the banking sector, 
in the last few years, we have 
observed the disaggregation 
of the process of asset origi-
nation or acquisition, their 
management and mainte-
nance.  Banking is no longer 
solely conducted in a physi-
cal environment.  Banks to-
day use multiple channels for 
acquisition and managing 
clients. Some banks in India 
have been able to create a 
wide network of intermedi-
aries to get business. These 
intermediaries have local 
contacts and intelligence. 
Using this route, banks are 
able to cut costs.  After ac-
quisition of such assets, these 
banks package and sell-off 
these assets. Structured Fi-
nance has emerged as a do-
main of its own. The most 
popular aspect of structured 
fi nance is securitisation. It 
has many advantages. Firstly, 
the originating banks can 
concentrate on their func-
tion of asset origination in 
the area of their expertise 
whereas the acquiring banks 
can purchase such portfolio 
for keeping in their books. 
These portfolios normally 
comprise a number of indi-
vidual assets and, therefore, 
automatic diversifi cation of 
risk takes place.  Rating of 
these portfolios further pro-
vides comfort. In our view, 
within the next fi ve years, 
these trends would get ac-
centuated for SME loans 
and we would see the emer-
gence of specialised insti-

tutions and agencies that 
would cater to various func-
tions in the entire process of 
loan origination, servicing 
to recovery.  This is likely to 
give a fi llip to SME fi nanc-
ing since the various ele-
ments of risk are carried by 
the person or entity best able 
to manage or mitigate them. 
However,  we need to go be-
yond this.  We need to cre-
ate a system where an SME 
moves effortlessly along the 
chain of fi nancial products 
from micro fi nance, personal 
debt, venture capital, angel 
capital, project debt to listing 
on stock exchanges.  

Recent Initiatives Taken
Policy Package for SMEs: 

The policy makers have 
recognised the need to sup-
port the SME sector through 
a package of fi scal and fi nan-
cial incentives so as to help 
them to address the chal-
lenges being faced by the 
sector.  Further, the Govern-
ment is also keen on making 
the operating environment 
conducive to the conduct 
of business by SME units.  
With a view to improve the 
prospects of SME units, the 
Government of India has re-
cently announced a package 
for stepping up credit to the 
SME sector. Salient high-
lights of the package are as 
under:
� With a view to fall in 

line with the interna-
tional practice, a move-
ment from small-scale 
industry to small and 
medium enterprises has 
been contemplated. 

� The package targets a 
minimum 20 per cent 
year-on-year growth in 
credit to the SME sec-
tor. The policy targets 

increase in credit from 
Rs.67,600 crore in 2004-
05 to Rs.1,35,000 crore 
by 2009-10 i.e. over a 
period 10 years.

� With a view to help 
SME units to obtain 
pricing for their loans, 
the policy proposes to 
link pricing to credit rat-
ing of the unit. Towards 
this end, SIDBI would 
be setting up a credit 
rating agency. 

� The policy also lays 
emphasis on usage of 
technology for delivery 
of credit to SME sec-
tor and has proposed an 
IT-enabled application, 
appraisal and monitor-
ing system for small and 
tiny enterprises to re-
duce transaction cost as 
well as improved fl ow of 
credit to the sector. 

� On the lines of Corpo-
rate Debt Restructuring 
Mechanism, the package 
has indicated that a debt 
restructuring mechanism 
for SME units would 
also be set up. Under the 
Scheme, all accounts, ex-
cept those that are clas-
sifi ed as loss assets, will 
be eligible for restruc-
turing, provided the in-
dustrial unit is viable or 
potentially viable.  

� The policy has recog-
nised and laid emphasis 
on cluster based fi nanc-
ing approach since it has 
the possibility of reduc-
tion of transaction costs 
and mitigation of risk. 

� The policy package has 
also proposed certain 
supervisory and review 
arrangements to ensure 
implementation of the 
same. 
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Small Enterprises Finan-
cial Centres: In yet another 
policy measure, the existing 
branches of SIDBI in select 
clusters have been designated 
as “Small Enterprises Finan-
cial Centers” [SEFCs] that 
would take up co-fi nancing 
of term loan requirements of 
SSIs along with bank branch-
es. Further, the expertise of 
SIDBI in appraisal of credit 
requirements of SSIs could 
also be leveraged by the com-
mercial banks. 

SME Fund: SIDBI is 
also currently operating a 
Rs.10,000 crore SME Fund 
for making available adequate 
and timely credit to SMEs. 
The Fund is operational 
since April 1, 2004 and is 
envisaged to be utilised over 
the next two years, i.e. Fi-
nancial Year 2005 and 2006. 
Direct assistance from the 
Fund is extended by SIDBI 
at an interest rate of 2 per 
cent below the Bank’s PLR 
i.e. presently 9.50 per cent.

Making Available Risk 
Capital to SMEs: To alle-
viate the problems of ac-
cess of small units to risk 
capital, SIDBI has also set 
up a Rs.500 crore national 
level venture fund for SMEs 
called “SME Growth Fund” 
in October 2004. The Fund 
seeks to deploy its corpus 
in equity and equity linked 
instruments in growth sec-
tors including life sciences, 
retailing, light engineering, 
food processing, information 
technology, infrastructure 
related to services like health 
care, logistics and distribu-
tion. 

SMEs in general have 
less formal fi nancial report-
ing requirements. They 
often do not have enough 
documentation to establish 

their creditworthiness and to 
enable suppliers of credit to 
make a realistic assessment of 
fi nancial risks. This delimits 
their access to modern fi nan-
cial markets.  As such, the 
fi nancial institutions need to 
look into this aspect so as to 
provide adequate fi nance to 
SMEs through appropriate 
instruments.  

Dedicated Rating Agency 
for SMEs: Another identifi ed 
gap is the absence of appropri-
ate grading or rating system 
for the SME units at afford-
able prices. Grading or rating 
such units not only helps the 
rated SME unit in showcasing 
itself to the trading partners 
and prospective customers but 
also helps in terms of avail-
ability of credit at competitive 
rates. Towards this end, SIDBI 
has decided to promote a rat-
ing agency specifi cally for the 
SME sector viz., SME Rating 
Agency of India Limited or 
SMERA. The emphasis is on 
providing transparent, inde-
pendent, comprehensive and 
reliable ratings. 

Role of Chartered 
Accountants

Chartered Accounts are 
an important constituent of 
the economic system wheth-
er in the fi nancial, services or 
manufacturing space. From 
the perspective of bankers, 
they often create a credible 
platform to view and analyse 
information for decision-
making purposes.  There is a 
need for fresh thinking about 
the role that Chartered Ac-
countants can play for the 
benefi t of the SME sector in 
India. The SIDBI is ready to 
support any worthy initia-
tive taken by the Institute 
of Chartered Accountants of 
India (ICAI) in this regard. 

(a) Develop and Lever-
age Special Knowledge for 
Clusters: SMEs are often 
located in clusters. More of-
ten than not, these clusters 
develop organically around 
some common factors such 
as a particular skill, raw 
material, patronage, avail-
ability of knowledge in the 
form of proximity to univer-
sities, research laboratories, 
etc.  Clusters have their own 
dynamics and peculiarities. 
While institutions and lend-
ing agencies can seek to de-
velop expertise in this area, 
local expertise matters most. 
Chartered Accountants work 
in local markets. It is, there-
fore, conceivable that over 
the years, given their fi nancial 
acumen and linkages with the 
outside world, the CAs may 
develop a deep knowledge of 
the clusters. This may even 
be better than that of the 
entrepreneurs since the CAs 
would have an independent 
and neutral perspective. To 
make this knowledge usable 
to other parties seeking to 
do business with the clusters, 
such information and knowl-
edge would have to be made 
in presentable form i.e. with 
proper packaging. This calls 
for skills beyond fi nancial 
matters and into the manage-
ment knowledge domain that 
is also available in abundance 
with the Chartered Accoun-
tants. Therefore, for the over-
all benefi t of the SME sector, 
we must seek to develop such 
mechanisms. 

(b) Act as Bridge between 
Banks and SMEs: It is a fact 
of the lending business that 
SMEs and banks sometimes 
do not speak the same lan-
guage even if they agree. 
Their way of looking at 
things is different. This cre-
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ates unnecessary dichotomy 
and results in wastage of time 
and other national resources. 
Chartered Accountants un-
derstand the requirements 
of the bankers and know the 
business of the entrepreneur. 
There is a unique opportunity 
for the CAs to bring both of 
them in dialogue on a com-
mon platform for the good 
of both the parties. Whereas 
bankers gain customers and 
can take comfort in the fact 
that a Chartered Accountant 
has shown due diligence, en-
trepreneurs can concentrate 
on their business.  

(c) Develop a Role Within 
Credit Dispensation Pro-
cess: In an earlier part of 
this article, the importance 
being given by the Govern-
ment of India to increase 
the fl ow of credit to the 
SME sector has been high-
lighted. Banks would need 
all the support that they can 
muster in reaching the goal 
of doubling the credit to
the SME sector within fi ve 
years. Chartered Accoun-
tants can become an integral 
part of the credit delivery 
process taking over some of 
the functions from the banks. 
Indeed such trends are al-
ready visible in some areas of 
banking business and there is 
tremendous scope for repli-
cating this in the entire SME 
sector for the credit delivery 
chain. This would be a win-
win situation for the three 
parties i.e. bankers, CAs and 
the SME sector as it also 
meet the national goals. 

(d) Help Technocrats to 
Become Entrepreneurs: To-
day India has a large pool of 
technical manpower. How-
ever, employment often re-
mains a problem. The so-
lution for these people lies 

in turning entrepreneurs. 
However, their efforts are 
often defeated due to the 
fact that they have only tech-
nical knowledge and do not 
know much about how to 
handle any other aspect of 
business. A good idea could 
be that local branches of the 
ICAI take initiative in this 
direction and fi nd a suitable 
mechanism for this mode of 
nation-building. 

(e) Handhold SMEs to 
Growth Phase: SMEs, espe-
cially often the smaller ones, 
need hand-holding. This 
hand-holding takes the form 
of advice to prospective en-
trepreneurs with regard to the 
line of business, legal structur-
ing of enterprise, key contracts, 
compliance with laws and reg-
ulations, and above all, growth 
strategy.  I see a great role 
for Chartered Accountants 
in this regard. We have often 
seen medical camps being or-
ganised where the emphasis is 
on awareness and preliminary 
prevention. Coming to the fi -
nancial world, for the general 
public, investment clinics are 
often held where concepts 
of safe and sound investing 
are explained. Chartered Ac-
countants can organise similar 
camps for budding entrepre-
neurs to educate them about 
the fi ner aspects of setting 
up an enterprise. For existing 
entrepreneurs, they can help 
them with regard to running 
of the businesses, etc.  The 
ICAI should try this idea in 
some of the industrial clusters 
and I hope this would be quite 
successful. 

(f ) Develop Synergies 
Between Small and Large 
Businesses: SMEs and large 
corporates operate in the 
same business universe and 
have considerable interde-

pendence and inter-relation-
ship. The emphasis today is 
on cutting costs, maximising 
profi ts and shareholder value. 
In this backdrop, Chartered 
Accountants can help in ce-
menting the relationship 
between the two for mutual 
benefi t. The broad contours 
of this relationship could be 
outsourcing both for pro-
duction as well as processes, 
joint sharing of facilities, etc. 
Chartered Accountants op-
erating in a particular region 
could get together and pro-
mote a platform where such 
exchanges can take place 
between the corporates and 
SMEs in a structured fash-
ion. This would benefi t both. 

(g) Promote Good Gov-
ernance in SMEs: The most 
important function and role 
that I see for Chartered Ac-
countants is in the area of 
promoting good corporate 
governance in the SME sec-
tor. It is only Chartered Ac-
countants who can impress 
upon SME entrepreneurs to 
follow good governance, pre-
pare transparent accounts with 
adequate disclosures with the 
long-term future of the enter-
prise in mind. It needs to be 
emphasised upon SME entre-
preneurs that banks and cus-
tomers prefer to align them-
selves with strong entities and, 
therefore, an enterprise, which 
declares its full value, is always 
at a greater advantage com-
pared to others. 

Conclusion
SME sector would con-

tinue to scale new heights and 
grow in importance for the 
country. Therefore, there ex-
ists a great scope for Chartered 
Accountants to participate 
in the SMEs-related process 
of nation-building and at the 
same time create a new role 
and space for themselves.  �
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