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ANNEXES
I.  INTRODUCTION



“Access to financial markets is important for poor people.  Like all economic agents, low – income households and microenterprises can benefit from credit, savings, and insurance services. Such services help to manage risk and to smooth consumption….and allow people to take advantage of profitable business opportunities and increase their earnings potential. 

But financial markets, because of their special features, often serve poor people badly…Since poor people often have insufficient traditional forms of collateral(such as physical assets) to offer, they are often excluded from traditional financial markets… transaction costs are often high relative to the small loans typically demanded by poor people. And in areas where population density is low, physical access to banking services can be very difficult…”

World Bank, World Development Report 2000-2001

((
Finance is an extraordinarily effective tool in spreading economic opportunity and fighting poverty. To understand why access to finance is so important for poverty reduction, we begin with two examples.  The first example illustrates how the poor may be totally incapacitated when they do not have access to finance, while the second shows how a few dollars of financing can help poor people climb out of poverty, giving them the freedom to earn an independent, fulfilling livelihood. 

The Stool Maker of Jobra Village
 

There is perhaps no greater authority on how to make finance available to the poor than Muhammad Yunus, the founder of the Grameen Bank. In his autobiography, Yunus described how he came to understand the importance of finance for the poor when he was a professor of economics in a Bangladeshi university. Appalled by the consequences of a recent famine on the poor, he wandered out of the sheltered walls of his university to the neighboring village, Jobra, to find out how the poor made a living. He started up a conversation with a young mother, Sufiya Begum, who was making bamboo stools. He learned that Sufiya needed 22 cents to buy raw material for the stools. Because she did not have any money, she borrowed it from middlemen and was forced to sell the stools back to them as repayment for the loan. That left her with a profit of only 2 cents. Yunus was appalled:

“I watched as she set to work again, her small brown hands plaiting the strands of bamboo as they had every day for months and years on end….How would her children break the cycle of poverty she had started? How could they go to school when the income Sugiya earned was barely enough to feed her, let alone shelter her family and clothe them properly?”

Because Sufiya did not have 22 cents, she was forced into the clutches of the middlemen. The middlemen made her accept a measly pittance of 2 cents for a hard day’s labor. Finance would liberate her from the middlemen and enable her to sell directly to customers. But the middlemen would not let her have finance, for then they would lose their hold over her. For want of 22 cents, Sufiya’s labor was captive. 

The paucity of finance, which is all too often the normal state of affairs for the poor in much of the world, is rendered even more stark when one contrasts it with the extraordinary impact  of just a few dollars of finance on the lives of the poor. To see this, we move to an example in Southern India where microfinance—the provision of tiny amounts of finance to people with even tinier assets—helped lift Putlibai and her family out of poverty.  

The Fisherwoman from Rajpally

Putlibai came from a fishing community in Raipally, which lies in an impoverished region of southern India. Her family eked out a living through fishing in the reservoir. Her husband and two sons went out in the pre-dawn darkness and cast their nets. They brought in their daily catch in the morning. Then Putlibai, along with her daughter and mother-in-law, cleaned and processed the fish in time for Putlibai to catch the morning bus to various local town markets each day. Putlibai sold the fish, and the family’s net earnings were about $2/week, just enough to barely subsist. 

Putlibai knew that a few extra fishing nets could go a long way in improving her livelihood – but she did not have the money to buy the nets. She could not borrow from the bank;  she had heard that others from her community had been turned away by the bank, after several visits, and besides, she did not have any assets to pledge as collateral to the bank. The local moneylender charged exorbitant rates of interest (5% per month), and Putlibai had friends who were never able to get out of the moneylender’s clutches. 

Then, in 1998, SKS, a microfinancier, established a center (sangam) in Raipally. The center comprised of four joint liability groups who undertook to mutually guarantee each other’s debt obligations; each group had five women as its members. All groups assembled together once a week for small financial transactions. This included savings of 10 cents/week per member that was collected by the loan office of SKS. Collateral free loans were given to all members in the center within 3-6 weeks of initiating the savings activity subject to approval of a small application from the borrower explaining how the funds would be deployed in productive activities. The loans could be up to a maximum of $50 for the first cycle and had to be repaid in 50 equal weekly installments, carrying an interest rate of 15% flat per annum. 

Like everyone else, Putlibai, who was one of the first to join, saved 10 cents/week. She took a loan of $35 after four weeks of the start of the center to buy more fishing nets. While she previously had only eight nets and was able to catch approximately 6 kilos of fish per day, she and her husband now tripled their daily catch and the family’s weekly income increased to $6/week. Encouraged by this success, Putlibai took a second year loan of $100 for even more nets and further increased the family’s earnings to $10/week. By her third year, she had gained tremendous confidence and took a $150 loan and the daily catch is now about 50 kilos per day. Putlibai can no longer sell all the fish the same day and she uses a nearby cold storage plant to store unsold fish for the next day. Her family’s weekly net income averages around $15/week, a 750% increase from three years ago. This year, Putlibai is planning to take a loan for even more nets and is considering employing people to help with both fishing and selling.

Putlibai’s entrepreneurial success has inspired other families to take up fishing. Today, eight other SKS members in Raipally have taken loans for fishing nets and the entire community has benefited through increased economic activity. This is a particularly inspiring story because Putlibai was one of the poorest members when SKS started and she was not very respected. Now she is held in high esteem by the entire center and the entire village.
Broader access to finance helps an economy produce more, and distribute it fairly.
 Both consumers and producers benefit, as their welfare and productivity are raised.
 Without access to credit, one avenue of opportunity, self employment, is shut off. As a result, the poor are doubly damned—not only because they lose an option, but also because their bargaining power when they work for those who have resources is weakened. In the examples above, while both Sufiya and Putlibai had talents and ideas, the difference was that Putlibai was able to obtain the resources necessary to carry out her ideas, and this gave her individual choice and economic freedom, dignity, and the ability to contribute to the wealth of her community. Indeed, access to credit allows all those with talent to obtain the resources necessary to carry out their ideas, and society is richer for it. Better access to other financial services, such as savings and insurance, also means that individuals can insure themselves against periods of low income or unexpected fluctuations in income, and maintain their consumption standards through the accumulation of financial savings.
 For example, for rural farmers, savings constitute insurance, to protect themselves against periods of drought or crop failure. Savings also provide a vehicle for future expenditure needs, whether expected (for example for special family occasions, or for the purchase of significant assets such as a home) or unexpected. Access to finance could also have longer term welfare implications, permitting people to borrow when young, for example for education or for other physical or human capital, and then repay and save for retirement when they are older.
 

In India, since the early national plans, successive governments have emphasized the link between improving access to finance and reducing poverty, a stance that has had influence globally.
 
  The need to improve financial access for India’s poor, motivated the establishment of a vast network of rural cooperative credit banks in the 1950s, followed by a drive to nationalize commercial banks, launched in 1969.  This led to thousands of new bank branches in rural areas across the country.  The strategy during the 1970s and 1980s gave the lead role to the nationalized (state-owned) commercial banks, who were charged with loosening the grip of traditional informal sector moneylenders through the use of targeted low-priced loans (Reddy, 1999).  The 1990s saw the partial deregulation of interest rates, increased competition in the banking sector, and new microfinance approaches--that combine the safety and reliability of formal finance with the convenience and flexibility of informal finance. Access to finance for the rural poor has improved somewhat over the past decades. But the vast majority of India’s rural poor still do not have access to either formal finance or microfinance. Informal sector lenders thus retain a strong presence in rural India. 

Why focus on the rural poor? The overwhelming majority of poor people in India are concentrated in rural areas. Of the estimated 260 million Indians (or 26% of the population) who live in poverty, some 193 million (or 74%) live in rural areas. 
 Internationally comparable poverty estimate of a dollar a day, the number of rural poor is estimated at around 270 million. Another 180 million rural people are “near poor”. 

India’s Rural Finance Landscape

What are the financial needs of the rural poor? 

India’s rural poor are overwhelmingly dependent on agriculture as their primary source of income; the majority are marginal or small farmers, and the poorest households are landless. The financial needs of India’s rural poor reflect the volatile, uncertain and irregular income streams and expenditure patterns of these households. The recently completed World Bank-NCAER Rural Finance Access Survey (RFAS) 2003
, on which this Report draws heavily, indicates that, while rural families are predominantly multiple-income households, their two main sources of income include sale of agricultural products and of wage labor. Irregular employment is the most important source of income from wage labor.  For households with more than one source of income, agricultural income is the most important secondary source of income, with sale of farm produce and sale of dairy products being the most prominent. Clearly, rural households depend on one or both of two types of incomes: seasonal (post harvest sale) or highly irregular due to irregular or part-time wage labor, with the dependence on the latter being inversely proportional to the size of land holdings. The typical expenditure profile of the households is also of small, daily or irregular expenses, incurred all through the month. Moreover, the overwhelming majority of rural households report having to deal with at least one unusual expense each year, which they are forced to finance either from cash at home, or through informal loans from family, friends, or moneylenders.

Research shows that poor people value financial services and want these to be reliable, convenient, continuous and flexible
. They understand that financial services help them spend, at one time, income earned in other times, and because those incomes tend to be small, irregular and unreliable, they need the full armory of intermediating modes – saving up for future spending, taking advances against future savings, and building cash reserves that can be called on at any time. The poor need a wide range of financial services, from small advances to tide over consumption needs to loans for investment purposes and long term saving that help them manage life cycle needs.
 Given the vast population of the poor in the country, what has been the policy framework and what exists in the financial landscape to cater to these needs?

Rural finance service providers

India has a range of rural financial service providers, including the formal sector financial institutions at one end of the spectrum, informal providers (mostly moneylenders) at the other end of the spectrum, and between these two extremes, a number of semi-formal/microfinance providers. 

Formal providers. In terms of sheer size and spread of operations, the formal sector financial institutions dominate the rural finance landscape: 

· Commercial banks, mostly public sector banks (but also some private sector banks) and Regional Rural Banks (RRBs) together have more than 32,000 rural branches. 

· India also has a vast network of rural cooperative banks, with a three tiered structure at the state, district and village level. There are some 14,000 branches of rural cooperative banks and more that 98,000 grass roots level retail outlets of primary agricultural credit societies (PACS), which are used by the cooperative system  as channels for funds flow. 

· The post office system
 adds to the physical service point network of the country with more than 154,000 post office branches handling more than 110 million money orders and administering 114 million savings accounts. 

· Insurance companies have a moderate reach in rural areas, though this is gradually increasing.

These formal rural finance institutions account for almost all institutional loans to rural areas; the loan exposure of commercial banks is Rs533,000 million (2.6% of GDP); the rural deposit base is Rs1,400,000 million (6.6% of GDP). The formal rural finance institutions are largely deposit funded (65-80%). 

Formal



Semi-formal/Microfinance


Informal
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 (% of households unless otherwise stated)


Apex DFIs


Micro finance Institutions (MFIs)

            Moneylenders

Commercial banks

SHG-bank-linkage program

            Trade creditors

Regional Rural Banks (RRBs)





            Local shopkeepers


Cooperative Banks 

Insurance companies

Post office network

Reserve Bank of India

The formal financial institutions are regulated by the Reserve Bank of India, although it has delegated to the National Bank for Agriculture and Rural Development (NABARD
) the task of supervising rural cooperative banks and RRBs. Development banks such as NABARD and the Small Industries Development Bank of India (SIDBI) provide support to both the formal and semi formal segments through funding/refinancing arrangements. NABARD provides refinancing to banks lending in rural areas, and SIDBI funds and supports micro finance institutions (MFIs). 

Semi-formal/microfinance sector. While home to many microfinance innovations, in terms of people reached and the scale of financing, microfinance in India is still a drop in the ocean. It reaches less than 5% of the rural poor.  

· Dominant among the microfinance models is the Self Help Group (SHG) bank linkage model, whereby women’s SHGs are linked to the rural branches of commercial banks, RRBs or cooperative banks. The SHG-bank linkage program has reached out to around 12 million families. Credit outstanding remains low; disbursements in FY 2002-03 accounted for only 2% of the formal sector credit outstanding in rural areas.

· The other model is MFIs, which reach around 1 million clients. The loans outstanding of MFIs is around 0.5% of the total rural loans of the formal sector banks. The total branches of MFIs are estimated to be in the range of a few thousand compared to the vast numbers of bank branches. 

· Recent developments have led to other inter-linkages between the formal, both public and private sector banks, and semi-formal sector initiatives, particularly the SHG-bank linkage program (led by NABARD), as well as lending by SIDBI (which has been a pioneer and takes credit for developing this financial institutional space) and commercial banks to MFIs. Moreover, a few private sector commercial banks such as ICICI Bank, have tried innovative ways to incorporate the lessons from microfinance into their operations and have made inroads in using microfinance methodologies to deliver rural financial services. These innovations are detailed later in the report.
Informal providers: Informal financiers include a range of actors: landlords, local shopkeepers, traders, professional moneylenders, etc. While there are no definite estimates of the number of informal sector providers, these are spread very widely across the country. Survey data indicate that poor rural households rely heavily on informal finance to meet a range of financing needs: from consumption and emergency financing to investment loans. Around 44% of the households surveyed by RFAS 2003 report having borrowed informally at least once in the preceding 12 months; the interest charged on informal loans averages 48% per annum. Not surprisingly, informal borrowing is very important for the poorest (marginal and commercial categories), who are the most deprived of formal finance. 

With a  few notable exceptions (such as West Bengal, where land reforms are the most advanced in the country), village moneylenders and other types of informal financiers have been around for as long as villages have existed. Informal financiers have the advantage of knowing their client better than most formal institutions such as banks, they have a better ability to enforce contracts, and provide flexible products. 
((
Scaling-up access to finance for India’s rural poor, to meet their diverse financial needs (savings, credit, insurance against unexpected events, etc.) through flexible products at competitive prices, presents a formidable challenge in a country as vast and varied as India. But the opportunities, too, are plentiful, and Government has an important role to play in creating space and a flexible architecture for scale-up. 
This report is structured as follows: Chapter II reviews the current level and pattern of access to finance for India’s rural households, with a focus on the poor. It highlights inadequacies in rural access to finance. Chapter III takes a closer look at what explains the lack of financial access for India’s rural poor. Chapter IV examines recent approaches in India to improve access to finance for the rural poor, focusing particularly on low-cost delivery models  that have involved  linkages between the formal and informal sector, based on the principles of microfinance. It evaluates successes and failures, and identifies the main challenges ahead in improving outreach and sustainability. The concluding section provides some suggestions on what needs to be done to scale-up access to finance for India's rural poor.  The report draws heavily on a recently completed World Bank-NCAER Rural Finance Access Survey (RFAS) for India, conducted in 2003 as a background to this report.  

II. ACCESS TO RURAL FINANCE IN INDIA: THE EVIDENCE 



Supply Side Indicators of Access to Finance

India has a deep financial system, attributable in large part to the country’s vast network of banks and other financial institutions, including thousands of branches of rural banks.  Financial assets in India amount to about US$430 billion, in nominal terms, compared to less than $250 billion in Argentina, US$330 billion in Malaysia, or US$386 billion in Mexico, despite India’s significantly lower per capita income.  The share of financial assets in GDP in India is about 93 percent, compared to 81 percent in Argentina and 68 percent in Mexico.  (Table 1). 

	Table 1: Depth of Financial Markets – India and Other Emerging Economies (1999/2000) 

	
	
	Total Financial Assets* (US$m)
	Equity Market Capitalization / GDP (%)
	Equities - Value Traded /GDP (%)
	Domestic Public Bonds on Issue / GDP (%)
	Domestic Private Bonds on Issue / GDP (%)
	Total Financial Assets* / GDP (%)
	GDP per capita 1999 Atlas Method (curr. US$)
	Private Credit / GDP (%)

	Brazil
	
	780,739 
	39.0
	17.0
	40.9
	8.9
	139.7
	4,350 
	50.9

	Argentina
	
	231,166 
	44.0
	2.1
	11.8
	1.0
	81.0
	7,550 
	24.2

	México
	
	386,366 
	24.7
	7.9
	9.2
	2.1
	68.3
	4,440 
	32.3

	India
	
	437,293 
	34.2
	104.7
	21.8
	0.4
	92.8
	440 
	36.4

	China
	
	2,153,717 
	42.5
	66.8
	19.5
	8.5
	199.4
	780 
	128.9

	Malaysia
	
	331,302 
	146.5
	65.5
	29.6
	50.0
	370.9
	3,390 
	144.8

	Korea
	
	1,091,499 
	64.7
	233.1
	16.9
	45.1
	267.0
	8,490 
	140.3

	*Simplified definition based on aggregate of assets described in this table. 

Sources: World Development Indicators; IFS;  IFC - Emerging Markets Database; BIS 


Financial depth is attributable in large part to India’s vast network of financial institutions, including rural finance institutions. The 1970s and 1980s saw a rapid expansion of India’s financial system into rural areas. Following Indira Gandhi’s bank nationalization drive, launched in 1969, commercial banks were required to open rural branches. Between 1973 and 1985, bank branches in rural areas grew at an average of 15.2% each year, about double the growth rate of branches in semi-urban (6.4%), urban (7.8%) and metropolitan (7.5%) areas. Rural branches grew from 1,833 in 1969 to 30,186 in 1985, an increase of 1,547% (by comparison, the increase over the same period for semi-urban, urban and metropolitan areas was only 194,315, an increase of  220%). Rural branches continued to expand in the 1980s, to 35,000 by 1991, declining slightly to 32,400 in 2001. Today, India has over 32,000 rural branches of commercial banks
 and regional rural banks (RRBs), some 14,000 cooperative bank branches, 98,000 primary agricultural credit societies, not to speak of the thousands of mutual fund sellers, several non-bank finance companies (NBFCs) and a large post office network with 154,000 outlets that are required to 

focus on deposit mobilization and money transfers.
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Source of last non-formal loan, by % of households
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Table 11

Not surprisingly, India compares favorably with other developing countries in terms of the distribution of financial services.  The average population served per commercial bank branch in India was around 15,000 in 2002, and including the branches of rural cooperative banks, at 12,800, close to levels in Indonesia and Mexico.  Also in terms of the average area served per branch, India compares favorably with other countries, indicating a high degree of physical branch presence, which has been improving over time. (Figure 1). 

 India’s performance with respect to insurance penetration is also better than countries like Brazil and China. Measured by insurance premium as a percentage of GDP, insurance penetration in India in 2000 was close to 2.5%, compared to a little over 1% in Indonesia, under 2% in China and Mexico, and a little over 2% in Brazil. (Figure 2).
Improvements in rural finance not withstanding, the supply of formal finance appears to be biased against the rural population. On average, a rural bank branch in India serves almost three times the number of people served by a non-rural branch. (Table 2).The volume of deposits and credit in rural areas is also much lower than in urban areas. Per capita deposits in rural areas stood at Rs2,150 (USD47) or around 10% of national per capita GDP in 2001, compared to Rs33,780 (USD740) or around 160% of per capita GDP in the same year for urban areas. Credit per person in rural areas stood at Rs900 (USD20) or around 4% of national per capita GDP versus a figure of Rs20,600 (USD450) for urban areas which is around 100% of national per capita GDP. The number of credit accounts in rural areas relative to the total rural population amounts to only 3.4% against a ratio nearly three times higher for urban areas. 

	Table 2: Coverage of bank branches

	Average population served per bank branch
	Average area per branch

	Year
	 Overall 
	 Rural 
	 Non-rural 
	(Sq kms)

	1972
	       40,241 
	      91,151 
	        12,389 
	232.4

	1981
	       19,137 
	      29,685 
	          8,820 
	88.7

	1991
	       14,054 
	      17,858 
	          8,700 
	52.6

	2001
	       15,515 
	      22,841 
	          8,461 
	47.8

	2001*
	12,806
	NA
	NA
	39.5

	Sources: RBI, Basic Statistical Returns, 2002 and Handbook of Statistics

	on the Indian Economy, 2003; NABARD statistics; Census 2001. 

	Note: * including cooperative bank branches


Rural-urban differentials in insurance are even larger than the differentials for credit or savings. While general insurance agencies have a directive to source 5% of their gross premium within three years of operations from rural areas (2% in the first year), the actual levels for most companies at present are much lower. In terms of premium from rural areas, for FY2002-03 the share was 8.3% reducing to only 1.4% on excluding the share of Life Insurance Corporation of India (LIC) thus indicating that most insurance agencies are well below required levels of rural exposure.

The quality and choice of products and services provided by rural bank branches are generally lower than their urban counterparts.  Rural branches are typically not computerized, do not offer technology banking through ATMs or credit and debit card products. Moreover, while urban bank branches have increasingly started turning into one-stop-shops for all financial services (insurance, mutual funds in addition to banking products) and also provide add-on services in terms of payments of net and phone banking, payment of utility bills, cell phones, etc, rural branches are unable to offer a comparable services/product mix. 

Large regional differences exist in the distribution of financial services, both in terms of the volume of transactions  and branch density, with clients in India’s economically weaker regions having a disproportionately lower level of financial access. The spread of branches appears to be closely associated with regional shares in population: the eastern and central regions have larger shares in population and therefore, despite their low share in income, occupy the second and third positions in terms of share in branches. However, the presence of branches alone does not ensure access to finance; as expected, income is a key determinant to financial access. Regional differences in the volume of financial services (volume of credit and deposits) are largely explained by regional income differentials
: India’s lesser developed and low-income eastern, central and north-eastern regions account for 54% of the population and 40.5% of total branches, but only 20% of outstanding credit and  29% of deposits. (Table 3 and Figures 3-8)
.
	Table 3: Regional Differences in Financial Services 

Source: RBI, Basic Statistical Returns, 2002; RBI, Handbook of Statistics, 2003; Census 2001

	Region
	Share in all India GDP
	Share in population
	Regional per capita GDP/national per capita GDP
	Share in all India credit
	Share in all India deposits
	Share in all India bank branches

	Northern
	18%
	13.8%
	1.28
	21.5%
	22.9%
	16.1%

	North-Eastern
	3%
	3.7%
	0.76
	1.5%
	1.6%
	2.5%

	Eastern
	14%
	23.6%
	0.58
	9.2%
	12.9%
	17.7%

	Central
	17%
	26.6%
	0.64
	8.9%
	13.6%
	20.3%

	Western
	22%
	15.5%
	1.39
	32.2%
	26.4%
	15.6%

	Southern
	28%
	16.9%
	1.63
	26.6%
	22.6%
	27.4%

	 Total 
	100%
	100%
	1.00
	100%
	100%
	100%


[image: image5.wmf]Bank

RRB

Coops

Schemes

Others

Collateral required (% of loans)

87.0

89.3

72.9

58.3

83.1

Value of collateral as % of loan

9.1

9.5

11.0

26.8

24.3

Table 10:Collateral


[image: image6.wmf]Bank

RRB

Coops

Schemes

Others

Interest rate (median) % p.a.

12.5

11

11

14

14

Loan amount received as % of amount applied

91.8

88.2

83.5

86.6

93.9

Percentage households reporting bribes

26.8

27.0

9.7

27.27

23.21

Bribe as % of amount approved

10.1

18.2

19.9

42.3

8.3

Time taken to process a loan application (weeks)

33

28.5

24

8.9

14.3

Table 9: Aspects of formal borrowing and its costs
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Table 15. Aspects of formal borrowing and its costs
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Access to Rural Finance: Evidence from the Demand Side

	Table 4: Rural banking - Trends over time

	 
	 
	Rural
	Non-rural

	Deposits (Rs million)
	 
	 

	 
	1972
	5,396.9
	78,199.6

	 
	2001
	1,394,313.6
	8,100,019.3

	Credit (Rs million)
	 
	 

	 
	1972
	2,572.7
	53,565.4

	 
	2001
	544,312.5
	4,840,025.4

	Deposits to GDP
	 
	 

	 
	1972
	1.1%
	16.0%

	 
	2001
	6.6%
	38.5%

	Credit to GDP
	 
	 

	 
	1972
	0.5%
	10.9%

	 
	2001
	2.6%
	23.0%


Developments in India’s financial sector, particularly after the late 1960s, resulted in substantial achievements in enhancing access to credit in rural areas.  The share of rural credit in total credit increased from 4.6% in 1972 to 10.1% in 2001; the share of rural deposits in total deposits increased from 8.5% in 1972 to almost 15% by 2001. The growth of rural banking in absolute terms and relative to GDP has also been significant Table 4.

Shortly after independence in 1947, the first survey of rural indebtedness (All India Rural Credit Survey, or AIDIS) prepared by the Reserve Bank of India (RBI) documented that moneylenders and other informal lenders met more than 90 percent of rural credit needs.  The share of banks in particular was only about 1 percent in total rural household debt.  This ratio remained low until 1971 when it was 2.4%, although the share of formal sources of credit in rural areas increased steadily to 29% due to the rising share of cooperatives.  Following bank nationalization, the share of banks in rural household debt increased to about 29% in 1981 and 1991 while the share of formal or institutional sources in total debt reached 61.2% before declining in 1991.  Correspondingly, the share of moneylenders declined steadily over these four decades. Table 5.

	Table 5: Share of rural household debt by source of credit, All India, 1951-91 (percentages)

	
	Institutional 
	
	Non-Institutional 
	

	Year
	Banks
	Cooperatives
	Government
	Total Instnl.
	Relative/Friends
	Moneylenders
	Others

	1951
	1.1
	4.6
	3.1
	8.8
	14.4
	68.6
	8.2

	1961
	0.3
	10.4
	6.6
	17.3
	5.8
	60.9
	16

	1971
	2.4
	20.1
	6.7
	29.2
	13.8
	36.9
	20.1

	1981
	28.6
	28.6
	4
	61.2
	9
	16.9
	12.9

	1991
	29
	18.6
	5.7
	53.3
	6.7
	15.7
	24.3


“Others” includes non-institutional sources other than friends and relatives and moneylenders, e.g., traders, agriculturist money lender, landlord, etc.

Source: All India Rural Credit Survey and All India Debt and Investment Surveys
	Table 6: Summary comparison of AIDIS (1991) and RFAS (2003) 

	
	All India
	UP
	AP

	
	Formal 
	Formal 
	Formal 

	Percent of households indebted
	
	

	AIDIS (1991)
	15.6
	12.5
	16.5

	RFAS (2003)
	
	19.4
	24.0

	Average debt per household
	
	
	

	AIDIS (1991)
	1221.0
	1521.0
	1691.6

	RFAS (2003)
	
	6376.0
	4313.0

	Source: RBI (1989), NSSO Report No. 420, RFAS-2003


While no official survey of rural access has been conducted since 1991, the World Bank-NCAER Rural Finance Access Survey (RFAS, 2003 – this covered 6,000 households in the two states of Andhra Pradesh, AP, and Uttar Pradesh, UP) allows for some analysis of trends between 1991 and 2003. Relative to the findings of the AIDIS-1991, the incidence of indebtedness (i.e. proportion of households with debt outstanding to a formal finance institution) had further increased by 2003, indicating greater access and the ability to borrow.
  Under the assumption that households "prefer” formal borrowing and were earlier rationed due to inadequate supply of such debt, the increase in formal indebtedness could be viewed as an improvement. (Table 6).
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Source of last non-formal loan, by % of households
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India’s poor households, who are concentrated in rural areas
, have very little access to formal finance. A recently completed World Bank-NCAER Rural Finance Access Survey (RFAS 2003) 
 indicates that 70% of marginal/landless farmers do not have a bank account; 87% have no access to credit from a formal source (Figure 9). As a result, they are forced  to rely on informal finance, mainly from moneylenders who charge exorbitant rates of  interest: the RFAS finds that 48% of marginal/landless farmers have borrowed from an informal source at least once in the past 12 months, at rates averaging 48% per year.  

Access to savings/deposit accounts

Over one-half of rural households (59%) do not have an account with a formal financial institution. (Table 7). What’s more, among those with no accounts, 97.5% of households report never having applied. Almost two-thirds of households without an account do not perceive the need for deposit account services, while another fifth report not being aware that they could open an account. The biggest reason for not having an account appears to be a perceived “lack of need”. 

	Table 7: Access to deposit accounts in financial institutions, by household category (%)

	
	Marginal
	Small
	Large
	Commercial
	Others
	Total

	With Account
	29.6
	55.3
	66.05
	41.96
	60.88
	41.16

	Without Account
	70.4
	44.7
	33.95
	58.04
	39.12
	58.84


Note: Marginal farming households=landholding<1 acres; Small=1 to 4 acres; Large farmers=>4acres; Commercial households= with or w/o land but with income from non-farm sources exceeding half of total household income; Others=mixed households with land and non-farm commercial incomes but the latter being less than half of their total household income.

Source:   RFAS-2003
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Table 9: Aspects of formal borrowing and its costs

While around 41%  of rural households have an account with a formal financial institution, wide differences exist between the access of large and small farmers, and between those who had other sources of income, and ‘pure’ farmers. By far the most deprived segment in terms of access to an account are the “marginal” farming households (with less than 2 hectares of land), followed by the “commercial” category (households that rely on  non-farm sources fro more that one-half of their income). Over 70% of marginal farmers have no bank account. (Table 7).
The bulk of rural accounts are in commercial banks, which have one and half times the numbers of rural accounts compared to the dedicated RRBs. The cooperative sector only has a small fraction of account holders. While multiple accounts with formal financial institutions are relatively rare, the survey indicates that rural households do not expect to have all their financial service needs met by just one provider, or by just one type of provider, and that they are used to multiple informal providers.

Households’ preference for commercial banks (over other types of formal financial institutions) does not appear to be related to physical distance (the mean distance to RRBs and cooperatives is lower than to commercial banks). In general, frequency of visits to formal financial institutions is low, with the main reason for infrequent visits being the high costs related to travel time/transport. The most important reason for having an account is for safekeeping of monetary assets: over 72% of with an account report safekeeping as the primary use of the account. 

Payments Services – Limited use,  high cash economy

Even those households who do report having bank accounts appear to have little use for payments and checking services. Moreover, there is limited transactions demand as most transactions are cash-based. Some 48% of households in our survey report receiving their incomes in the form of cash and 93% report cash at home as the main mode of financing usual household expenses. And even in the case of payment services such as remittances, cash dominates: 82% of households report cash as the main mode of remittance, as opposed to 15% who report checks/drafts and 1.7% reporting postal money orders as modes of remittance. (Figure 10).
It follows that a  substantial segment (over one-half) of rural households may have no use for the type of depository or payment services offered by formal financial institutions, which may be explained by (1) their low levels of financial assets and flows, (2) an environment characterized by the preponderance of cash transactions. Households with accounts tend to use them in a limited way, accessing them with low frequency and with little use of checks (the primary use of deposit accounts is  for safekeeping, with little role for payment services). Households without accounts are presumably too poor to have any excess savings to safeguard.

Access to Credit  

There is some indication of an increase in ‘indebtedness’ among rural households over the past decade – however this can also mean increased access to credit, and as such may be a step forward. According to the All India Debt and Investment Survey (AIDIS) of 1991, just 16% of rural households had a formal loan outstanding. Based on the World Bank Rural Finance Access Survey of 2003, the corresponding number was 21%. 

Some 79% of rural households do not have access to a formal loan, and  once again, access is particularly a problem for the marginal farmers and commercial households. (Table 8). Furthermore, some 97% of households without a formal loan report not having applied for a loan in the past 3 years; the main reason reported for not applying is a “lack of need”, and the second most important reason is “complicated procedures--an indication, perhaps, of the fact that based on the experience of others, they know they don’t stand a chance of receiving a loan.

	Table 8: Access to credit from financial institutions, by household category (%)

	
	Marginal
	Small
	Large
	Commercial
	Others
	Total

	With formal loan outstanding
	12.97
	30.79
	44.36
	16.78
	29.47
	21.01

	Without formal loan
	87.03
	69.21
	55.64
	83.22
	70.53
	78.99


 Note: Marginal farming households=landholding<1 acres; Small=1 to 4 acres; Large farmers=>4acres; Commercial households= with or w/o land but with income from non-farm sources exceeding half of total household income; Others=mixed households with land and non-farm commercial incomes but the latter being less than half of their total household income.

Source:   RFAS-2003
Access to formal credit is particularly a problem for meeting unforeseen expenditures – family sources and the local moneylender dominate. Over 90% of households report financing unusual expenses from cash at home, while the second most important source of financing such expenses was reportedly informal loans from family,  friends, or moneylenders. Newer sources, such as the recently introduced Kisan Credit Cards, are still statistically insignificant.

Use of bank credit for investments depends on the type of investment – bank loans are most frequently used for land acquisition/improvement and perhaps machinery and vehicles, while the purchase of livestock (which cannot be collateralized easily) is typically financed from informal [image: image14.wmf] 

sources. About 4-6% of loans from banks and RRBs respectively are used for purposes of working capital.
 Among households who have a formal loan outstanding, commercial banks are the main source, Figure 11 at interest rates of 12.5% p.a. 

There is limited evidence of credit rationing for formal credit on the basis of amounts applied for, approved and received, with commercial banks having the best record (loan amount received as a percentage of amount applied is 92%), followed by RRBs (88%) and government schemes (87%). However, on the basis of applications rejected, rationing appears to be high. 

Longer processing times for loans, together with bribes, could result in higher effective costs to borrowers and consequent credit rationing. It takes, on average, 33 weeks for a loan to be approved by a commercial bank.  On average, some  27% (and 48% in UP) of sample households who borrowed from an RRB report having to pay a bribe to get the loan (and this figure is 48% in the case of UP), a little under 27% of households who borrowed from a commercial banks paid a bribe, and 10% of households who borrowed from a credit cooperative paid a bribe. The bribe amounts vary from between 10% of the loan amount (in the case of banks) to 20% (in the case of cooperatives). In all cases the performance of UP is much than the average, indicating deeper problems in the integrity and internal controls of formal financial institutions in UP. Table 9.
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Source:   RFAS-2003
The majority of loans extended by commercial banks, RRBs and cooperatives are collateralized, with 89% of households who borrowed from RRBs, and 87% of households who borrowed from commercial banks, reporting that they had to provide collateral. Land remains by far the most predominant form of collateral. The value of collateral required as a proportion of the loan, however, remains relatively low in the case of banks and RRBs, at under 10%, but high in the case of government schemes. Table 10.
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Source:   RFAS-2003
Credit is mostly used as stated; however, diversion is more likely in the case of short term (working capital) loans. 

It may follow that the same households who report the lack of need for depository/payment services, may also comprise a substantial proportion of households without repayment capacity for any kind of credit from banks or other formal financial institutions. These households may comprehensively lie outside the ambit of the formal financial sector.

Access to Insurance
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Access to insurance remains limited: over 82%  of households surveyed report not having any insurance, 3% report not knowing what insurance is, and 15% report having insurance.  Life insurance is by far the most predominant insurance product available and the demand for this product appears to far exceed its supply: while 13% of households have access to life insurance, some 73% report that this would be their preferred insurance product. Demand for crop insurance is also relatively high: while only 0.2% of households report having crop insurance, some 18% express a preference for this product over other types of insurance. Table 11.
The Importance of Informal Finance 

Around 44% of the households surveyed report having borrowed informally at least once in the 12 months; the interest charged on informal loans averages 48% per annum. Not surprisingly, informal borrowing is very important for the poorest (marginal and commercial categories), who are the most deprived of formal finance, but it is also important for small farmers. Table 12.
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Table 15. Aspects of formal borrowing and its costs
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Uses of last informal loan, by % of households

The main source of non-formal borrowing is moneylenders (some 56% of households who report having borrowed informally in the past 12 months used moneylenders); microfinance (through SHGs or NGOs) plays a modest role at present. Table 13.  The strong growth of microfinance in Andhra Pradesh in recent years is reflected in the survey findings – 28% of households in AP are SHG members compared to 8% for UP; in terms of credit from sources other than the formal sector institutions, 11.5% of AP households borrowed from SHGs over the last year compared to 3% for UP.
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The largest uses of informal loans are for meeting “family emergencies” and “social expenditures” arising from events such as births, marriages, deaths. Some 13% of borrowers report using the informal loan for investment-related purposes. Table 14.
Flexible repayment of informal loans, their shorter duration (as compared to formal loans), and the frequency with which they can be accessed, appear to be significant features that make such loans more attractive to the poor. 

Some perceived advantages of informal loans over formal loans are as follows: (1) contractual flexibility, flexibility in repayment terms/schedules; (2) lower discrepancies between loan amounts sought and received; (3) less reliance on collateral: only 16.5% of households report providing collateral against the loan.

But among those who report providing collateral for informal loans, the overwhelming collateral cited is “self labor” – evidence of interlinked credit contracts spanning credit and labor. Almost all cases reporting self labor as collateral are landless/marginal farmers, who are too poor to offer any assets as collateral, and hence most vulnerable to harsh contracts linking their labor to loans.

III. WHAT CONSTRAINS ACCESS TO FINANCE FOR INDIA’S RURAL POOR?



A combination of factors - affecting both banks and their clients – contribute to reducing the supply of finance for the poor,  driving up costs and hampering access. 
Why Banks Are Reluctant To Lend to Rural Clients 

From the perspective of the rural banks, serving the rural poor is a high-risk, high-cost proposition. 

Uncertainty and default risk 
Lending to some segments, especially to the very poor, is surrounded by uncertainty about repayment. The rural poor tend to have irregular/volatile income streams and expenditure patterns (Box 1), and they also tend to be highly exposed to systemic risks such as crop failures or a fall in commodity prices, and therefore, may face real difficulties servicing loans. So banks have legitimate concerns while dealing with the rural poor, and tend to perceive such loans as risky. 
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One of the main sources of  risk faced by rural financiers in their dealings with prospective rural clients is a fall in commodity prices below production cost levels, and this risk becomes all the more significant in the absence of efficient price discovery and credible national commodity prices. Market-based tools to insure against commodity price volatility (e.g. futures and options) already exist and are widely used in high-income countries, but they are not prevalent in India. Why? First, the minimum size of contracts traded on organized exchanges far exceeds the annual value of production of individual small- and medium-sized producers. Second, small producers, as well as many market intermediaries, lack knowledge of such market-based price insurance instruments and an understanding of how to use them. Third, the sellers of such instruments, generally international trading firms, are often unwilling to engage with a new and unfamiliar customer base of small-scale producers, characterized by high transaction costs, credit issues, and performance risk. 
Lack of credit information. 

Problems caused by uncertainty are exacerbated by the lack of reliable information on the past credit history of borrowers. There are a number of sources of credit information in India, but none of these focuses on small, rural borrowers. Credit information on such borrowers is difficult to obtain because  the majority of the rural poor rely on moneylenders and other informal lenders, and it is not in the interest of such lenders to pass on a borrower’s good credit repayment record to other providers of finance. The unavailability of credit information has reduced the volume of lending in India; because performance risk measures are unavailable, the current risk management practice of banks is to control loan amounts.  Better credit information could directly increase the amount of financing available to rural borrowers.    

The tyranny of collateral 

One way in which a financier can reduce the risk of losing his money to uncertainty is by requiring collateral—valuable assets that the financier can keep in case the borrower defaults. Collateral reduces the problem of uncertainty, since the lender can theoretically recover some, or all, of his loan in the event of non-payment.  It also reduces information asymmetries—it is often easier to value physical assets than to value character. Moreover, the borrower will find it costly to put valuable collateral if she intends to decamp with the proceeds of the loan, because she will lose the collateral. Thus, the collateral requirement can also help weed out the rogues from the potential honest borrowers, leaving only those bona fide applicants who fully intend to repay the loan. The potential loss of her collateral also makes the borrower think twice before investing in risky ventures. Collateral’s twin effects, of keeping rogues from applying for loans, and reducing the borrower’s incentive to take undue risks, make it a valuable device in encouraging lending. The potential financier sees lower risk in collateralized lending, while the borrower benefits from the consequent lower interest rate the financier charges. 

One problem in all this, of course, is that the rural poor typically do not have collateral, so they lose out once again. Most of India’s rural poor, for instance, have no fixed collateral or only small plots of land that most often cannot be mortgaged.  Identification of alternative collateral is costly and cumbersome. So only those with assets can borrow!  Another problem is that collateral can only provide security to lenders in an environment where households have proper titles to their assets, and where the legal system makes it  relatively straightforward for lenders to enforce contracts and repossess collateral; the legal system in India makes collateral registration, and its repossession by the financier, a long and arduous process. 

Transactions costs 

The transactions costs of rural lending in India are high, mainly due to the small loan size, high frequency of transactions in rural finance, large geographical spread and heterogeneity of borrowers, and widespread illiteracy. For private sector banks – their lack of a rural branch network is an additional problem. Given the extent of rural poverty in India, the value of financial services required tends to be small. The small size of rural loans in India resulting in a high due diligence cost per loan, exacerbated by the heterogeneity of borrowers, making it difficult for formal financiers to cover such costs. The geographical spread of customers in rural India, and widespread illiteracy,  further drive-up the administrative costs, after the loan is granted. Borrower supervision costs are high, as are compliance costs for customers. Financiers thus have to achieve a delicate trade-off between minimizing the loan default rate and minimizing administrative/collection costs. For example, micro-financiers are able to offset the high maintenance costs of their loans with low default rates, whereas low supervision costs of rural loans is generally associated with high default rates. Furthermore, limited or no price discovery (only local price benchmarks, no national grades and prices for agricultural commodities, very limited dissemination of prices, brokers have information monopoly) makes credit risk assessment of rural borrowers more difficult, and credit information on such borrowers is non-existent.
Weak legal framework and enforcement issues. 

Government has not been able to develop and enforce a legal and regulatory framework conducive to rural finance, so that contract design, contract renegotiation, and contract enforcement remain weak, making it even more difficult for financiers to provide borrowers with the right incentives for repayment. While the recent enactment of the securitization and asset reconstruction law (2002) has helped improve the legal framework for recovering bad loans, by facilitating out-of-court settlements on non-performing loans and instituting alternate methods of dispute resolution between creditors and debtors, the law does not cover small loans. Land titling and registration systems are weak, and the use and transfer of land is difficult under the current framework. Many states do not permit leasing of land, while in some states, the lease creates long-term irrevocable rights for the lessee to the disadvantage of the lessor.  All this encourages unrecorded and unofficial year-to-year oral leases, which prevent the lessor from getting a good lease value, and the lessee from putting the land to best use. 
Government policy 

Government policy has created a “financial climate” that is not conducive to lending in general, and to rural banking, in particular. High fiscal deficits, the government’s domination of rural finance institutions, persisting weaknesses in the regulatory and legal framework,  and a set of policies towards the sector that have been designed to gain political patronage, have resulted in the  distortion of risk/return signals and inefficiencies in the delivery of rural finance services.  An outcome of these realities has been a dilution of the credit creating role of rural banks. 
First, high fiscal deficits haves led to Government’s appropriation of a large share of financial savings for itself, preempting credit to the private sector. At the same time, Government’s deficit financing policies have provided bankers with opportunities to deploy bank resources in Government securities, which are not only safe, but also, have yielded high profits for banks in a declining interest rate environment. 
  While it is true that  statutory preemptions (Statutory Liquidity Ratio and Cash Reserve Ratio) imposed on banks have been gradually reduced in recent years, they remain high by international standards.
 That banks prefer to deploy resources in Government securities rather than lending to the private sector is evident from the data: At end-September 2003, investments in Government securities accounted for some 45% of net demand and time liabilities of commercial banks, much higher than the mandated SLR of 25%.  Bank credit to the private sector is thus modest, at best, and the bulk of it takes the form of relatively safe, mortgage-backed lending, other types of consumer loans to high-income individuals, and  loans to top-end corporates.  

Directed lending norms that require commercial banks to allocate 40% of their lending to the “priority sector” (including agriculture) have not generated the intended results, as most banks get around this requirement by subscribing to other eligible instruments including bonds issued by NABARD and SIDBI. 

Second, interest rate policies reduce the attractiveness of lending to small, rural clients. Banks’ borrowing costs are kept high by “floors” on short-term deposit rates
, while Government policy dictates that lending rates on small loans (Rs 200,000 or below) in the rural sector  be “capped” at the prime lending rate (PLR), which banks are free to set.   These restrictions impose an “implicit tax” on banks:  Assuming a differential of 200 and 400 bps between PLR and market interest rates, the loss in the income of rural banks from lower lending rates is estimated at $550 million to $1.1 billion; this implies that the net profit of the banking sector could be as much as 15-30% lower than what it could have been.  Naturally, this reduces the attractiveness of rural lending, and particularly to smaller clients, with the unintended consequence of “rationing” credit to the poor, rural households. 
 Thus, the access of poor borrowers to formal loans is effectively cut off, and they end up borrowing at much higher rates from the informal sector. 
Third, RBI’s credit planning policy, whereby each rural branch is given a set of defined villages (typically 15-20 villages) within which it can operate, (‘service area’ approach) restricts competition in rural banking. Further bank branches are unable to optimize branch infrastructure and entry of new, non-service area bank branches, including that of private sector bank branches, in the “service area” is impeded since this requires a ‘no-objection certificate’ from the service area branch which is often not easily forthcoming.
[image: image22.png]France
Germany
Japan
us
Indonesia
India
Chile
Mexico
Colormbia

Brazil

International comparisons of area covered per branch

Figure 1

‘Source: World Bank, Brazi, Access to Financiel Services, 2003

100

200

300

400

500

600
Sa. kms



Fourth, Government’s domination of/interference in rural banks (Box 2) has further distorted bankers’ incentives and generated deep inefficiencies in the rural finance institutions. Of the 196 RRBs in the country, some 15% were loss-making and 58% were estimated to be undercapitalized
 for the financial year ending March 2002 (Figures 12-13). RRBs’ operating costs relative to average assets are high at about 3%, compared to less than 2% for leading commercial banks. And staff productivity is low – business/staff is Rs9m which  is less than half that of the larger public sector banks and between a sixth to a tenth that of the levels in leading private sector banks. Asset quality is poor, with NPLs at 16.5% of total loans (refer to Annex 3 and Figure 14). And while the profitability of these banks, reported at 1.2% of average assets, appears good, the earnings forecast for these banks is particularly susceptible to market and interest rate risks. 
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The rural cooperative banking sector is in an even deeper state of distress.
 Some 32% of DCCBs and 22% of the StCBs are unprofitable and over two-thirds of the DCCBs and just under one-half of the StCBs are undercapitalized. (Annex 3 provides more details; Figures 12, 13 
 
 ). Asset quality is quite poor (Figure 14
) with the StCBs reporting an NPL ratio of 13.4%, and the DCCBs reporting an NPL ratio of close to 20%. While the DCCBs’ have a reasonable operating cost ratio of a little over 2%, staff productivity at Rs 12m is weak (the state level cooperative banks’ performance on these indicators is better but is really not comparable to retail banks since the former are structured as apex institutions). Further, the weighted average cost of funds for the cooperative banks - 8.3%  and 8.6% for StCBs and DCCBs respectively (Figure 15) - is very high and leads to compressed financial margins. Overall the combined effects of moral suasion from the government to keep lending interest rates low, poor asset quality, low ability to enforce recoveries and high cost of funds has led to the present tenuous position in the balance sheets of rural cooperative banks. 
Government ownership/control also means that RRBs and rural cooperatives have to operate in line with government diktat and are not able to take decisions independently. Some examples of this include: forced rescheduling of agricultural loans and ‘coerced’ lending to unviable government owned/controlled commodity cooperatives (especially, the sugar and textile cooperative sectors), state governments’ use of cooperative banks as channels for the delivery of various government schemes and debt or interest waiver schemes
, and elected boards being superceded. Rural debt or interest waiver schemes announced by state governments also create adverse incentives for farmers, who do not service the debt in a timely manner on the expectation that, at some point, a waiver will be granted. All these factors hinder proper management and operations of rural banks and reduce the attractiveness of rural lending for these banks.
Fifth, lax regulatory standards for RRBs and rural cooperative banks, the poor enforcement of prudential regulations, and regulatory forbearance, have undermined market discipline and added to the financial fragility of these banks, thereby impeding their ability to perform the task of efficient rural financial intermediation. While the RBI is the overall regulator of the rural finance sector, supervision of RRBs and rural cooperatives is delegated to NABARD. However, with regard to the regulation of cooperatives, there is dual control – the state through the Registrar of Cooperative Societies also plays a large role. The state government retains significant powers in rural cooperative banks, controlling all matters relating to registration, membership, election, financial assistance, loaning powers, business operations, loan recovery and audit. This leads to cross-directives, inadequate levels of control of the central bank with respect to banking functions and consequent weakening of the overall quality of regulation of the cooperative banks.

And while regulatory standards have been progressively tightened for commercial banks  and brought in line with best practices, this has not been the case for the RRBs and rural cooperative banks.  Prudential regulation standards related to capital adequacy have not been applied for RRBs and cooperative banks (there are no minimum capital adequacy ratios prescribed) – given the large percentage of rural banks that are inadequately capitalized (Figure 12 above) this means that a significant proportion of deposits of rural banks is potentially at risk. Also, asset classification standards, and related to this regulation on income recognition and provisioning, need to be upgraded to match up with that of the commercial banking system which bases itself on NPLs on a 90-day level. Given these weak regulatory standards, it is perhaps not surprising that eligibility norms from NABARD for availing refinance assistance remain quite lenient –cooperative banks that have eroded deposits less than 50% are eligible for refinance, as are RRBs which have a deposit erosion level of less than 30%. 

NABARD, in its role as the apex development bank for rural finance has, in the past, provided subsidized refinancing to commercial banks, RRBs and cooperative banks.  This could have led to some crowding out of market based credit to rural areas and importantly, reduced the incentive and pressure on rural banks to improve financial performance and move towards increased reliance on market based funding. However, with declining interest rates in the economy, the incremental cost of funds for rural banks has declined faster than for NABARD. The result of this is that NABARD’s typical refinancing rates of between 6.25-6.75% p.a. are no longer subsidized and demand for refinancing has declined, especially from the more efficient rural banks. 

Why Do Small, Rural Borrowers Find Rural Banks Unattractive?

From the perspective of small, rural borrowers (the users), rural banks are unattractive for the following reasons: Small, rural borrowers find rural banks  unattractive for the following reasons: 

Absence of flexible products and services

Rural banks do not provide flexible products and services to meet the income and expenditure patterns of small rural borrowers. As noted above, small rural borrowers have irregular/volatile income streams and expenditure needs, and therefore, prefer to borrow frequently, and repay in small installments, but most banks do not offer such products. Also, while small rural borrowers seek savings and lending products, they also seek insurance (life, health, crop), which banks do not generally offer.

Transactions costs

The transactions costs of dealing with formal banks are high. In part, high transactions costs stem from distance to the nearest financial institutions. According to the RFAS, 2003, the median distance to the nearest financial institution ranges from 2 kms (post office branches) to 5 kms (commercial banks, cooperative banks); the median time taken to travel to the nearest commercial bank, cooperative or RRB is 30 minutes (post offices are available at closer proximity).   Procedures for opening an account or seeking a loan are cumbersome and costly (with high rejection rates). Government policy dictates that rural borrowers currently need to acquire a “no dues certificate” from every other lender in the village (as defined by local lenders) that they do not have a loan outstanding.  

Furthermore, clients have to pay hefty bribes (ranging from 10%-20% of the loan amount) to access loans, so that the ultimate cost to borrowers is very high (despite interest “caps”). On average, some 27% (and 48% in UP) of sample households in our survey who borrowed from an RRB report having to pay a bribe to get the loan, a little under 27% of households who borrowed from a commercial banks paid a bribe, and 10% of households who borrowed from a credit cooperative paid a bribe. The bribe amounts appear to vary from anywhere between 10% of the loan amount (in the case of banks) to 20% (in the case of cooperatives). Moreover, longer processing times for loans, together with bribes, could result in higher effective costs to borrowers and consequent credit rationing. It takes, on average, 33 weeks for a loan to be approved by a commercial bank.
  (Table 15).
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Collateral 

A third factor that makes formal banks unattractive for rural borrowers is that banks demand collateral, which poor rural borrowers lack. Indeed, the majority of loans extended by commercial banks, RRBs and cooperatives are collateralized, with 89% of households who borrowed from RRBs, and 87% of households who borrowed from commercial banks, reporting that they had to provide collateral (RFAS-2003). Land remains by far the most predominant form of collateral. But since this collateral is seldom executed, it is just another cost, with little benefit in practice.
IV. RECENT EFFORTS IN INDIA TO IMPROVE RURAL ACCESS TO FINANCE: THE ROLE OF FORMAL—INFORMAL LINKAGES AND NEW PRODUCTS 



In light of the inefficiencies that characterize India’s rural finance markets and the relative lack of success of the formal rural finance institutions in delivering finance to the poor, NGOs, financial institutions, and government have made efforts, in partnership, to develop new financial delivery approaches to service the financial needs of the rural poor. These approaches—or “microfinance” programs—have been designed to overcome some of the risks and costs associated with formal financing, and also to overcome the tyranny of collateral. They involve providing thrift, credit and other financial services and products of very small amounts to the poor, with the aim to raise income levels and improve living standards.
 They attempt to combine the safety and reliability of formal finance with the convenience and flexibility that are typically associated with informal finance. While some of these programs have been more successful than others, their limited outreach, scalability and financial sustainability remain matters of  concern.

SHG-bank Linkage Approach: Linking Commercial Banks to Grassroots Borrowers

One approach to microfinance that has gained prominence in recent years is the self help group (SHG)-bank linkage program, pioneered by a few NGOs such as MYRADA in Karnataka and PRADAN in Rajasthan (and later in Tamil Nadu and Jharkhand), with strong support from NABARD, which has been instrumental in promoting this growth.
 SHG-bank linkage involves organizing the poor, usually 15-20 women,  into self-help groups (SHGs), inculcating in the group the habit of saving, linking the group to a bank (usually the rural branch of a commercial bank, but also RRBs, cooperative banks, etc.), and rotating the saved and borrowed funds through lending within the group.  The SHGs thus save, borrow and repay collectively.  The lenders (banks) are often refinanced by NABARD at slightly subsidized rates although, in recent years, high recovery rates have encouraged some banks to lend to SHGs without NABARD refinancing. The SHGs are not formally registered. 

The funds may be distributed either to one or more members of the group – who are personally responsible for repayment (generally the group borrows at about 12% per annum) – or spent collectively by the group. The group is free to decide the interest rate charged to its members, but typically, a member borrows from the group at about 24% per annum.
 The groups make their internal credit decisions, decide on the repayment period, etc.  Money is used for both consumption (health, marriages, etc.) and, over time, for individual and group investment products.  After a loan is fully repaid, the group may borrow again, often a larger amount. Banks typically provide a loan equivalent to four times the group’s savings but, as the group matures, and based on the group’s track record, banks are ready to lend more; some of the RRBs visited reported making loans amounting to 10 times the SHG’s savings. 

The success of the SHG-bank linkage model depends critically on the tasks of promoting, nurturing, strengthening and monitoring SHGs – tasks that  are performed by the Self Help Promoting Institutions (SHPIs).  Traditionally, grass-roots level NGOs have performed the tasks of promoting and monitoring SHGs.  More recently, rural branches of commercial banks, cooperative banks, RRBs, non-bank finance companies (NBFCs), etc. have all begun to play the role of SHPIs.  But, recent evaluation studies reveal the comparatively better performance of SHGs promoted by NGOs (as opposed to the other SHPIs).  

SHGs require a large amount of pre- and post-lending monitoring.  Most lenders use “facilitators” (who may or may not earn a commission and/or bonus for group repayment and recruiting new groups).  Facilitators may be local business people, health workers, government employees, teachers, etc.  Before a loan is granted, the group must prove their ability to save over time, learn bookkeeping skills, and show their commitment to continue as a cohesive group.  It often takes over a year before an established group can borrow.  The facilitator is responsible for introducing the group to the bank, implementing savings patterns and teaching basic accounting practices.  (Although the facilitator may not accept money on behalf of the lender).  After the loan is made, the facilitator attends monthly meetings (attendance is a good indicator of the continued success of the group) and enforces repayment.

Over the last 10 years, the SHG-linkage model has become the dominant mode of micro finance in India, and the model has been successful in encouraging significant savings and high repayment rates. The number of SHGs linked to banks has increased from just 500 in the early 1990s, to over 800,000 by 2003. The SHG-bank linkage program today reaches some 12 million women and their households, cumulatively providing over Rs 2049 Crore (US$ 445 million) as credit between 1992 to March 2003. (Table 16).
Table 16: Growth in volumes of SHG-bank Linkage

	By Mar 31
	Number of SHGs linked to banks, cumulative nos. 
	Cumulative bank loans (Rs. million)

	1999
	32,995
	571

	2000
	114,775
	1,930

	2001
	263,825
	4,809

	2002
	461,478
	10,263

	2003
	717,306
	20,487 


There appears to be widespread enthusiasm in India about the benefits of the SHG-linkage approach, notably because: (1) It helps reduce transactions costs for the banks (their costs related to credit evaluation, loan monitoring and decisions are reduced, since banks can rely on the SHPI to identify and promote groups and pass-on the loan appropriation decisions to the group) as well as the borrowers (as the group itself provides constant watch and follow-up); (2) By using “peer-pressure”, the approach increases the likelihood that individual group members will repay as well as that the group as a whole will not default (other group members effectively proxy for collateral); (3) Loan default rates are very low, on average less than 1%; (4) It empowers rural women. 

How Effective Has SHG Bank Linkage Been in Targeting the Poor? 

Although data available to us cannot answer this question directly, we can look at some indirect indicators on the relationship between SHGs and the poor using results of the RFAS, 2003 for the states of AP and UP. 
  First, the majority of the beneficiaries of SHG Bank Linkage are from among the poorer groups.  RFAS, 2003 indicates that nearly 54% of SHG members are from the poorest groups—the landless and marginal farmers.  However, significant differences exist across states.  While 73 percent of SHG members in UP are from the poorest households – the landless and marginal farmers, the corresponding proportion in AP is lower (43 percent).  In AP, though, almost a quarter of the poorest households belong to SHGs, but the proportion of households from richer categories that belong to SHGs is much higher. (Table 17).

	Table 17.  SHG membership by type of households

	
	Marginal
	Small
	Medium
	Large
	Others
	Total

	Andhra Pradesh
	
	
	
	
	
	

	SHG member (% households) 
	25.3
	34.3
	31.1
	29
	29.6
	28.2

	% of SHG members
	43.3
	14
	11.4
	11.4
	19.9
	100

	Uttar Pradesh
	
	
	
	
	
	

	SHG member (% households) 
	10.3
	5.4
	5.3
	4.1
	6.7
	8.2

	% of SHG members
	72.8
	8.8
	7.4
	4.4
	6.7
	100


Marginal = landholding less than 1 acre, Small = 1-2 acres, Medium = 2-4 acres, Large = more than 4 acres.  Others includes households with or without land but involved in commercial activities.

Source: RFAS-2003

To explore further the success with which SHGs are targeting the poorest, we used the RFAS, 2003 data to examine the attributes of households that are SHG members. Our results indicate that that SHG Bank Linkage is certainly quite effective in targeting poorer households (in the particularly the two quintiles above the poorest households).  The relationship between the poorest households and SHG membership is positive too, though not significant statistically. This only further underlines the challenges ahead in expanding the outreach of microfinance to the poorest. (Box 3).

Box 3. How successfully has SHG bank Linkage targeted the poor?
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The RFAS-2003 data allow for the first time a statistical analysis of certain aspects of SHGs in India, which we have used to look at the reach of the SHG-bank linkage model into the poorest households, who are predominantly amongst those excluded from formal finance.  We can explore further the success with which SHGs are targeting the poorest by examining the attributes of households that are SHG members, using data from AP.  We model this in a ‘probit’ framework using as explanatory variables household’s relative income rank in terms of income quintiles (“poorest” are the bottom quintile, qint2 the next and so on) and the number of SHGs available in the village (shgnum).  Other explanatory variables available in the survey include the number of other households in the village that are related to the household (relatvs), since this could indicate the household’s access to informal finance.
  We also include as explanatory variable whether or not it has an account with a formal financial institution (bankac), as a crude indicator for access to the household of formal finance.  Finally, we also include a regional dummy for villages in coastal districts (coastal)

	Table 18.  Probit estimates of likelihood of a household being a member of an SHG

	
	dF/dx
	s.e.
	Z

	Shgnum   
	0.002
	0.001
	2.27

	Coastal
	-0.045
	0.017
	-2.58

	Poorest 
	0.039
	0.030
	1.32

	Quint2   
	0.072
	0.028
	2.67

	Quint3
	0.102
	0.034
	3.13

	Quint4
	0.039
	0.028
	1.41

	Bankac  
	-0.042
	0.019
	-2.23

	relatvs 
	-0.007
	0.002
	-3.46

	N=
	2910
	PseudoR2=
	0.011


The estimated coefficients are reported in terms of the incremental impact on the probability of the household being an SHG member due to a small change in the explanatory variable.  Thus, an increase in the number of SHGs in the village by 1 increases the probability of a household being in an SHG by 0.2 percent.  Similarly, households in the second quintile have a 7.8 percent higher likelihood of being in SHGs compared to households in the richest quintile.  Although the overall fit of the regression is low, suggesting other variables (not available in the survey data) are also important, the coefficients of all  variables included are statistically significant at 5% level of significance, except the poorest and quint4.  The three variables with statistically insignificant coefficients are poorest, quint4 and expnd.  This suggests that households in the two quintiles above the poorest households are more likely to be SHG members, while the poorest and those in the top two income quintiles are less likely to be in SHGs.  Note though that the coefficient for poorest quintile is positive even if insignificant, and that the second quintile may still include households that are quite poor, even if not among the poorest. (Table 18).
We can also use the RFAS-2003 data to answer a related question using villages and SHGs in AP, where SHGs were found in all villages: Are poorer villages more likely to have a larger number of SHGs?  What explains inter-village variations in SHGs?  One approach is to use the standard Poisson model for count data to analyze the number of SHGs in a given village.  Specifically, let yi denote the number of SHGs in village i and let yi be distributed as a Poisson with mean (i where

(i = exp (Xi () 

and Xi is a vector of explanatory variables.  However, a preliminary look at the data shows an over dispersion in number of SHGs relative to the Poisson, with the variance substantially higher than the mean.  To account for the over dispersion, we use a negative binomial distribution that can be viewed as modifying the equation above to 

(i = exp (Xi ( + u i) where u i denotes some omitted variable(s) such that eui  follows a Gamma distribution with mean 1 and variance (.  Larger values of ( imply greater dispersion in the data.

	Table 19.  Negative Binomial Regression Estimates for SHGs in a village, AP

	
	Coef.
	z
	P>z

	Constant
	5.96
	3.98
	0

	Size
	0.002
	6.15
	0

	Illiterate
	-0.04
	-2.25
	0.024

	Primary
	-0.07
	-3.88
	0

	Avpcy
	0.00
	0.07
	0.943

	Giniland
	-1.47
	-0.94
	0.348

	Ngo
	-0.33
	-1.60
	0.11

	Rail
	0.01
	1.43
	0.154

	Road
	-0.06
	-1.95
	0.052

	RRB
	-0.03
	-2.01
	0.045

	Coop
	0.02
	2.29
	0.022

	Alpha
	0.22
	0.06
	3.49

	N
	59
	Pseudo R2
	0.12

	Likelihood ratio test of alpha=0:  chi2(1) =    50.19   Prob > chi2 = 0.0000.  Robust estimates used for standard errors. 


[image: image29.png]700%

60.0%

50.0%

% of total rural banks

00%

300%

200%

10.0%

00%

Figure 12
Status of Rural Banks in India

RREs

63.0%

M 32.0%

14.8%

58.0% —
48.0%

21.0%

Unprofitable

Under-capitalized

Note: RRBs: Regional Rural Banks (196)
SICBs: State Cooperative Banks (29)

D

CCBs: District Central Cooperative Banks (367)
Figures in brackets represent total numbers of




Results of the negative binomial regression are provided below using a number of explanatory variables related to poverty in the village – village average per capita income (avpcy), inequality in land holdings (giniland), and connectivity of the village measured by distance to nearest railway station and nearest metal road (rail & road respectively).  Poorer villages will have lower per capita incomes, while greater inequality for any given per capita income would indicate more poor people in the village.  Villages farther away from access to rail and road, and hence markets, may be relatively poorer.  The percentage of illiterate households in the village is also likely to be correlated with village poverty and is included.  In addition, we also include an index of educational attainment for villagers who are not illiterate in the form of percentage having primary education.  Other variables included are total village size in terms of number of households (size) and whether or not NGOs are active in the village (NGO).  Finally, since rural institutions like RRBs and cooperatives can also assist with SHG formation, we also included their distance from the village (RRB and coop respectively).  (Table 19).
The results suggest absence of a strong relationship between village-level indicators of poverty and the number of SHGs.  The size of the village is significant indicating the larger the village, greater the number of SHGs found. Higher rates of illiteracy, presumed correlated to poorer villages, are associated with fewer SHGs in the village.
  Similarly, the negative sign for (distance to) metal road implies villages in the interior, away from good roads, have fewer SHGs. Noticeably, neither village per capita income nor inequality within the village is significant, again underlining the weak link between poverty and presence of SHGs.   The coefficient for NGOs is negative but insignificant, implying no significant relationship between presence of NGOs and number of SHGs in the village.

Impact on vulnerability of poor households

Recent analyses indicate that access to loans under SHG bank Linkage has contributed to the reduction in vulnerability of poor households.
 This reduction in vulnerability takes the form of: (1) Improvement in asset position: the program significantly improved the asset position (comprising livestock and consumer durables) of sample households. The average increase in assets was about 72 percent, from Rs 6,843 to Rs 11,793 in real terms (in one to three years). About 59 percent of households saw assets increase after groups were formed. Before the groups were formed, one in three households had no assets; after the groups were formed that changed to one in six; (2) Increase in savings: the average savings per member more than tripled, from Rs 460 before the group to Rs 1,444 after; (3) Changes in borrowing patterns and activities financed: average borrowing per household increased from Rs 4,282 to Rs 8,341. A shift was observed in the activities of the self-help groups, with a lower share of consumption and cultivation loans after the groups formed and a larger share of allied agricultural activities and small businesses; (4) Increase in employment: employment per household went from an average of 318 days a year to 375 days. The proportion of employment generated through nonfarm and off-farm activities increased; (5) Increase in consumption expenditure: consumption expenditure per household per month increased from Rs 799 to Rs 993. Per capita consumption increased from Rs 197 per month to Rs 249; (6) Impact on income: the average net income per household increased from Rs 20,177 to Rs 26,889. About 43 percent of the incremental income generated was from nonfarm activities; (7) Impact on poverty: about 234 households were below the poverty line before groups were formed, compared with 122 after; (8) Social impact: 89 percent of members reported that, as a result of the group’s activities, they could meet officials from the government or from banks, while about 77 percent had never had that opportunity before. Changes were also reported regarding attitudes toward women.

Further work should be conducted on the performance of the program from the point of view of the financial institutions that provide the linkage. This would provide lessons on the costs and benefits associated with the self-help group model, including which entity in the linkage covers what costs, what financial benefits banks get from the self-help group program, potential adjustments and innovations banks have made to the self-help group model, and incentives that motivate them to be involved in the program and in microfinance in general. It will be particularly important to analyze private banks to draw on their experiences and assess their potential to play a larger role in microfinance in India.

Some Lessons from SHG Bank Linkage

In large part, the success of SHG Bank Linkage may be attributable to the fact that it is well aligned with Indian history and circumstances, and capitalizes on the country’s vast network of rural bank branches.  The idea of local savings-and-loan clubs enjoying access to formal financial services by becoming corporate customers of banks is a good one and is practiced in a small way in many countries. A well-run club can keep its reserves at the bank and take bulk loans which it can on-lend to its members at a premium, covering its costs and rewarding its savers in the process.  In India, this practice seems particularly appropriate on two counts: First, the country has active NGOs that have been zealous in their efforts towards group formation; NGOs view SHGs as having many benefits (such as women’s empowerment) beyond microfinance.  Second, and perhaps even more important, SHG Bank Linkage seems particularly suited to India because the model capitalizes on the country’s vast (and unique) network of rural banks that are otherwise unable to reach out to the poor. However, as the analysis above indicates, the SHG Bank Linkage program faces important challenges in expanding outreach and reaching the poorest quintiles of rural households. 

Equally important, the success of SHG Bank Linkage underscores just how important a role skillful leadership, good policy, and a conducive legal and regulatory framework can play.  Indeed, the role of government in establishing the necessary policy and legal framework, and the leadership role assumed by NABARD in championing the movement, cannot be underestimated.  Government recognized the potential of SHG banking very early on in the movement’s history; NABARD was given the task of leading this effort and it took to task with exemplary diligence.  It involved NGOs, commercial banks, RRBs and even cooperative banks in forming SHGs and then linking those up with nearby bank branches.  Legal obstacles were removed and the RBI issued Guidelines in 1992, to experiment with a pilot of 500 SHGs to link with banks. This pilot program as well the work of a number of NGOs was reviewed by a Working Group on Bank Lending to the Poor through NGOs and SHGs (1995) and detailed guidelines were drawn to encourage banks to use this method.  

To encourage banks to lend to SHGs, NABARD made available subsidized refinancing to banks for their lending to SHGs, so that the groups could take bulk loans from banks that could be on-lent to group members who could use them to take up or expand microbusinesses. (More recently, such subsidized refinancing to banks has been phased out, as banks have begun to see SHG lending as a profitable and commercially viable business).  Further inducements for banks came in the form of allowing banks to count SHG lending towards their legal obligation to direct a fraction of their loans to the poor (‘priority sector lending’ obligations). It seemed an ideal way to realize an old Indian dream – to make the vast network of rural banks key suppliers of loans to the poor.

Key concerns: Limited outreach and scale of lending and issues in financial sustainability

However, outreach remains limited in terms of the number of households served, and the scale has been modest, in terms of the volume of credit outstanding and average size of loans. The program  has reached only about 12 million women and their households (in a country where 460 million people live on less than $/day). The outstandings of the SHG program in March 2003 were around Rs 10 billion ($ 217 million),  thus catering to 2.2% to 6.6% of the estimated demand and amounting to around 1.9% of rural outstanding bank credit. Loan amounts remain small. In 2003, the SHG member households got an average of Rs 1,766 as credit, after being in a group and meeting monthly for anywhere between 9 to 24 months. In 2002-03 only 22% of SHGs existing at the beginning of the year, received loans during the course of the year – even assuming a two year loan period, this means that more than half of the existing SHGs did not receive a loan during the year. And the program remains  concentrated in the South of India, with nearly 75% of funds flowing to SHGs in the four southern states.  The following factors could explain the constraints to scaling up the SHG-Bank linkage program: 

A key constraint is the lack of capacity to promote and maintain groups to ensure quality. In the early phase of the SHG movement, the tasks of promoting, nurturing and strengthening groups
, were performed by grass roots NGOs. However, in NABARD’s zeal to link a cumulative total of one million SHGs to banks by 2008, and as SHG Bank Linkage has caught the attention of politicians who view the program as an easy vote winner, quantitative targets on the number of groups to be promoted each year are overriding concerns about the quality of the groups promoted. Many of the recent groups have been promoted by institutions that either lack the required skills and local knowledge or ones that are driven by short term monetary incentives. Many groups have come together on an ad hoc basis, only because they want a loan. Inadequate attention to group quality could threaten the longer term credibility and viability of the entire program.  Indeed, recent evidence suggests that the quality of groups is already beginning to suffer.  A recent APMAS Survey in 2002 indicated that only 17 percent of all groups were of adequate quality for bank linkage and this was in a state which is considered the leader in the movement. Thus, lack of good quality SHG promoters – with increasing use of non-traditional promoters of SHGs, affects the quality of group formation by such entities.  Thus, while scale objectives may be attained in the short term through using non-traditional SHPIs (SHG Promoting Institutions, SHPIs), long term sustainability and quality remain as issues to be tackled.

A second problem relates to the cost of group formation, and the time taken. Promotion of good quality groups requires an investment of both time and money.  Someone has to incur the cost of promoting groups (organizing meetings, training the members). The estimate of this cost is controversial, with NABARD claiming it to be as low as Rs 1000 per group and NGOs saying it takes as much Rs 12,000.  The Ministry of Rural Development has established a norm of Rs 10,000 per group, which experts claim is realistic. Thus, reaching NABARD’s internal target of forming an additional one million groups by 2008, would require an estimated Rs 10 billion.   Where these funds will be sourced from remains unclear. Moreover, even after a group has been promoted, continuous efforts are needed to monitor these groups and strengthen their  internal capacity to undertake administrative tasks (accounting, meeting minutes, correspondence, and negotiations with bankers) and commercial activities (business start-ups, marketing, and re-investment). Efforts are also needed to ensure the groups remain financially sustainable and have the ability to weather personal losses (accidents, sickness, death), and natural disasters. Leading NGOs that have been engaged in this activity indicate that it takes a minimum of three years of nurturing before a group is ready to be linked to a bank. 

Third, issues concerning the model’s financial sustainability in the face of pressures on banks to lend to SHGs at subsidized interest rates could constrain the further growth of SHG Bank Linkage.  Banks have been lending to SHGs at interest rates of between 12% and 12.5%. Recently, two state-owned banks, the State Bank of India and Andhra Bank, have announced their intention to lend at 9% per annum, viewing SHG lending as a highly profitable business. Recent studies, however, indicate that the all inclusive costs of lending to SHGs are in fact much higher than what state-owned banks seem to think, and could range anywhere between 15% (which is what private banks like ICICI Bank charge when they lend to SHGs) to 28%. In a study of five RRB branches, Sinha (2003) shows that the all inclusive costs of lending to SHGs (taking into account the relatively high transactions costs of dealing with SHGs as well the costs of group formation, which bank are increasing beginning to bear) would translate into interest rates of anywhere between 22% and 28% per year,  and in one case, where the RRB was located in a low density, forested district, the costs translated into interest rates as high as 48% per annum.  The SHG portfolio is a small part of the total bank lending, portfolio quality is good, and it may be possible to cross subsidize this, but unless banks charge interest rates to recover costs, the model’s financial viability and longer term sustainability may be jeopardized.
As the SHG program has caught the attention of government officials and politicians, quantitative targets on the number of groups to be promoted each year are overriding concerns about the quality of the groups promoted, and this could discredit the entire model. Many of the groups are being promoted by SHPIs that are driven by short term monetary incentives (such as those under the government self-employment program, SGSY) and/or lack adequate skills in group promotion. Many groups have come together on an ad hoc basis, only because they want a loan. The emphasis on targets without adequate attention to nurturing and strengthening the SHGs  could lead to a general deterioration in the quality of groups promoted, threatening the longer term credibility and viability of the entire program.  Indeed, recent evidence suggests that the quality of groups is already beginning to suffer.   A survey by APMAS in 2002 indicated that only 17 percent of all groups were of adequate quality for bank linkage and this was in a state which is considered the leader in the movement.   

Microfinance Institutions (MFIs) 

A second approach to microfinance involves delivery of finance to the poor through the creation of specialized microfinance institutions (MFIs). This effort has been led by the Small Industries Development Bank of India (SIDBI) Foundation for Micro-Credit (SFMC) and other apex lending institutions, including the Rashtriya Mahila Kosh (RMK) and Friends of Women’s World Banking. Much of the credit of the growth of the sector has been pioneered by these institutions. SFMC, as the largest player, led a number of innovations including mainstreaming the microfinance sector, facilitating links to commercial banks and lenders, promoting better practices amongst MFIs through its capacity building program, pioneering support to rating initiatives and new instruments including the recently launched transformation loan/quasi-equity product. As a result of such initiatives the MFI sector has grown at a fast rate over the last six years or so. Some of these MFIs are based on the Grameen model. Others promote and establish financial links with SHGs.  The MFIs offer some of the features of the informal sector such as flexible products, customer friendly practices but at a higher interest rate
 than formal sector, while bringing in some features of the formal institutions – such as documented loan contracts, detailed books of accounts, MIS, staff, and some degree of supervision by a regulatory authority. 

Over the past decade, the number of MFIs in India has grown. However, with a few exceptions, most MFIs in India are very region specific, small in size—the largest being SHARE Microfin Ltd with loans outstanding of about Rs 50 crore and BASIX of Rs 35 crore in March, 2003—and their collective outreach has been limited. In March 2003, the MFIs sector as a whole had outstandings of Rs 240 crore ($52 million) reaching less than one million borrowers. 

One estimate indicates that the average loans disbursed by the top 10 MFIs amounted to just Rs 16 crore per MFI. Another estimate, based on  69 rated MFIs  (which are among India’s top 100 MFIs), shows that these MFIs had about  6500 borrowers and Rs 2.3 crore loan outstanding, per MFI.  (Sinha, 2003). In comparison, MFIs in Bangladesh are estimated to reach more than 60% of the poor in the country with the larger programs such as Grameen Bank, BRAC, Proshika and ASA all reaching well over one million clients each. Grameen Bank’s loan portfolio alone exceeds that of the entire microfinance sector in India by a factor of five whereas BRAC’s portfolio is more than three times that of all MFIs in India; both ASA’s and Proshika’s portfolio is also greater than that of the entire microfinance sector in India.

In addition to the relatively small scale of their operations, Indian MFIs also tend to have a limited scope.  Due to regulatory reasons, only a handful of MFIs, such as VSSU (West Bengal)  offer savings as a service.  Apart from promoting mutual savings among groups (SHG or Grameen type), a few NGO MFIs offer savings services by taking deposits from their members. Others have had to use mutual benefit trusts or mutually aided cooperative societies (MACS). Only the SEWA Bank, Ahmedabad and the BASIX local area bank KBSLAB (in three districts of AP and Karnataka) offer savings as RBI regulated entities.  

What has constrained the outreach and scale of MFIs? 

The limited outreach and scale of Indian MFIs, relative to the MFI giants in Indonesia and Bangladesh, reflects, at least in part, the absence of an enabling policy, legal and regulatory framework. MFIs suffer from the fact that their regulatory oversight is fragmented across many government agencies. MFIs are not allowed to mobilize deposits (even from their own members) unless they convert themselves into a non-bank finance company ( NBFC).  And even as NBFCs, an ‘investment grade’ rating from corporate rating agencies is required for mobilizing deposits. This is difficult for most MFI-NBFCs; based on past examples, on account of the typically geographically concentrated and non-collateralized portfolios that MFIs have, rating agencies, in almost all cases, have not assigned the required credit rating. The minimum start-up capital requirement for registering as an NBFC (Rs 20 million or US$450,000) is typically beyond the reach of most MFIs.  Similarly, the minimum capital requirements for insurance companies (Rs 1 billion, or US$23 million) are high.  MFIs have problems raising equity: NGOs are not allowed to invest in MFI equity, because of the charitable status of NGOs under the Section 11 and 12 of the Income Tax Act. And regulation on equity investment in MFIs dictates that foreign equity must be a minimum of YS$500,000, and cannot exceed 51% of total equity; this implies that bringing in US $500,000 foreign equity requires raising an equal amount (almost Rs 23 million) from India – an amount that is considered far too high by most Indian MFIs.  What’s more, since 2002, MFIs are no longer allowed to raise debt from foreign donors and development finance institutions through the ‘External Commercial Borrowing’ (ECB) route.  
Second, the cost of funds for Indian MFIs is relatively high, and unlike in Bangladesh and a number of other countries, the Indian MFI sector has not benefited from grants/subsidized funding. Unlike in, say, Bangladesh, where PKSF lends to MFIs at 4-6% p.a. (less than half the market interest rate), Indian MFIs, right from inception, tend raise debt (from SIDBI, FWWB or commercial banks) at market rates (between 11-13.5% p.a.). While, in many ways, this is a more sustainable way to grow, in practice, the high cost of funds combined with problems in accessing equity, has meant that achieving profitability and growth has been more difficult for Indian MFIs than their counterparts in countries like Bangladesh. 

Third, the Indian MFI sector suffers from capacity and skills constraints, and inadequate support systems. As microfinance is a specialized activity and given that many MFIs have evolved from NGOs that have otherwise been focusing on grant based activities, staff tend to have stronger inclination towards social development issues and tend to possess limited skills in finance, accounting and business management. Thus, sensitization to issues like internal controls, importance of credit discipline amongst groups/members, MIS, financial control and management, financial analysis, business planning, systems development, new product design, etc tend to be of relatively low quality. MFIs need considerable technical assistance to scale up skills in these aspects.

Fourth, most MFIs in India lend to SHGs. This means that MFIs in India are constrained by many of the same factors that have held back the outreach and scale of SHG Bank Linkage. In particular, capacity, time and cost issues related to group formation have posed constraints.  

The “Service Provider” Model of Microfinance Piloted by Private Banks  

In January 2000, the RBI allowed banks to lend to MFIs and treat this as part of their priority sector lending.  Since then, a number of banks have used this opportunity to lend to MFIs, mainly NGOs, and all banks now offer lines of credit to MFIs in addition to term loans.   This enables MFIs to drawn down the loan at the pace they build their portfolio, thereby reducing the effective interest payment.  Banks appear to have had a positive experience of lending to MFIs, where transaction costs for banks are lower as compared to lending to SHGs, and the repayment rates are 98 percent and above.  Encouraged by early results, the new private sector banks, most notably ICICI Bank, but also UTI Bank and HDFC Bank, are actively seeking exposure in the microfinance sector.  While their current exposure to microfinance is too small to make a difference to their overall portfolio, even their priority sector lending portfolio, these new banks are pursuing new and innovative approaches to microfinance – as a potential business and not merely as a social or priority sector lending obligation.  

The various approaches to microfinance launched in recent years by ICICI Bank to reach rural borrowers are noteworthy. One approach involves linking ICICI Bank’s network of about 100 rural branches to SHGs; through this approach, ICICI Bank funds about 6,000 groups.  To overcome the constraints faced by the lack of ICICI Bank’s rural branch network, ICICI Bank uses local “promoters” to help organize the groups.  The interest rate on loans under this approach are about 18% and promoters are paid a salary that depends on recovery rates, size of loans, etc.  

Another approach piloted in areas  where ICICI Bank does not have a physical presence involves the use of NGOs or MFIs
, traders, or local brokers (who are close to the farmer by the nature of their business), as intermediaries/“service providers” for loans to small and marginal farmers.  The tasks of loan appraisal,  processing, management, collection, etc. are delegated to the NGO/MFI but the loans are always on the books of the bank (ICICI funds the borrower directly and the loan does not pass through the NGO/MFIs). ICICI provides an initial loan to the NGO/MFI to develop SHGs, but then requires that the NGO/MFI  repay the loan in a few years and become a “viable unit” through charging service fees to the groups directly.  In general, ICICI charges the group 12% plus the service provider charges 6%, equal to 18%.  

ICICI Bank, as well as other banks such as Oriental Bank of Commerce, are also experimenting with an approach now termed as the “integrated agricultural service provider” approach. One version of this approach that could perhaps be replicated on a wider basis, is the ICICI Bank Farmer Service Center operating model (Mahindra Shubhlabh model). Under this model, ICICI has identified an integrated agricultural services provider, or IASP (Shubhlabh), that has a good relationship with the farmer and provides genuine and timely information through extension services.  ICICI Bank enters into a tripartite agreement with the IASP and the output buyer.  ICICI Bank provides credit to the farmers on the recommendation of the IASP, the farmer pledges his produce to the output buyer at a market-based price, the IASP provides inputs to the farmer.  Loan processing, disbursement and collection are effectively done by the IASP, while the credit decision remains nominally with ICICI Bank.  At the end of the season, the farmer supplies the crop to the output buyer and the output buyer deducts the loan amount from the sale proceeds and remits the loan to ICICI Bank in full settlement of the loan amount. The IASP receives a service fee for the loan processing and supervision services (1.5% on recovered loans). The model creates a symbiotic relationship between the input supplier, financier and trader.  This reduces transactions costs and the risk exposure of all parties and, therefore, presents a relatively low-cost way of serving farmers. It helps improve information collection, reduces credit risk, and increases access to rural financing. However, deepening these relationships to the marginal farmers, scaling up the pilots, and replicating them, remain major challenges.   

Other variations on this model include ICICI’s trader farmer financing model (Rallis – HLL) in Haryana’s Basmati growing area, where Rallis, as an IASP, provides comprehensive field support with fortnightly checks and ensures pest control; and ICICI’s farmer financing coupled with insurance model, being piloted in Tamil Nadu’s cotton growing area (Appachi), offers tailor-made insurance packages and bulk storage capacity to farmers in order to avoid contamination.  

Whenever possible, the lender would like to avoid paying the farmer directly.  A model being used by ICICI is to pay the input supplier directly and pre-arrange with the trader to prepay the lender before paying the borrower.  The borrower contracts to sell his crops at a market-based price – since if a contract price was used and the market price was higher, the farmer would not deliver and default (and sell at the higher rate).

The Kisan Credit Card 

A recent approach to providing credit to the agriculture sector, including small farmers, is the Kisan Credit Card (KCC), offered by commercial banks, RRBs and cooperative banks. Since their introduction in 1998-99, some 31.6million KCCs had been issued by March 31, 2003.  Though these are not truly credit cards, the KCCs present  a number of advantages for the borrowers and lenders. Borrowers appear to have found this scheme quite useful because of the ease with which they can access credit and renew loans on a yearly basis, once the initial screening has been done, the reduction in number of visits required to branches, the choice/freedom of purchase of inputs and operation of accounts at the designated branches. KCCs have substantially reduced the paperwork and delays associated with renewal of crop loans. Branch staff also appear to have found the scheme helpful, as it has reduced transactions costs. On the lines of KCC, banks have launched  the Laghu Udhami Credit Cards for small entrepreneurs. 

However, one concern is the uneven growth in the distribution of the KCC scheme. For instance, in our sample of households from AP and UP, only 6% of households report having a KCC (RFAS, 2003), and access to a KCC appears to be higher for the larger farmers: while some 20% of large farmers report having a KCC, the corresponding figure for marginal farmers I is just 2%. The reasons for this appear to include the following: (i) instructions from controlling offices sometimes reduce the flexibility of branch staff; (ii) some farmers have been unable to avail of the facility due to lack of title to the land that they till; (iii) many farmers possess land under oral lease arrangements, which are not recognized; (iv) some farmers have not yet availed of the scheme because they are unaware of its benefits.  

	Box 4. Kisan Credit Cards: Making some in-roads

In Teek village near Kurukshetra town in the agriculturally prosperous state of Haryana, more than 70% of the villagers had a Kisan Credit Card (KCC). Relative to all other avenues of institutional finance – primary agricultural cooperatives, banks including RRBs, land development banks – discussions revealed the KCC to be the most preferred channel of short-term finance (more so than informal finance from commission agents/adhtias and shopkeepers, which were ranked second and third, respectively, and credit from cooperatives, ranked last) since it provided easy access to cash credit lines of fixed amounts based on land ownership (Rs10,000 per acre subject to an upper limit of Rs100,000) and was free of the demands of rent-seeking officials who otherwise can get as much as 10% of the loan as pre-sanction bribes. Bankers too reported good repayment performance and low transaction costs in processing these loans.

The situation in Barabanki district of Uttar Pradesh, however, was quite different where, in Ghadhiya, a village of 230 households, only two persons had managed to acquire KCCs, despite many other applications being made. The relatively low level of physical connectivity and location on the fringes of two administrative blocks which made the location a bureaucratic no-man’s zone, partly explain the reason for the low access to services by formal institutions here.

The illustrations serve to highlight that while nationwide growth figures have been impressive, there is a long way to go before the full potential of this product is utilized. 


The success of the KCC, and other similar facilities that could be introduced in the future, would depend critically on the following factors: (i) extending the facility to rural non-farm activities;  (ii) efforts to update land records in a timely manner; (iii) a relaxation by the RBI in the rules so as to accommodate for oral lessees and sharecroppers; (iv) greater flexibility to branch managers to be innovative in the use of the KCC facility to meet the totality of the credit requirements of farm households;(v) greater flexibility to cardholders to make deposits and withdrawals; (vi) uniformity in service charges interest rates among various banks;  (vii) a reduction in documentation charges; and (viii) efforts to better publicize the scheme.

Recent Innovations in Micro- and Weather Insurance

Micro- life and accident insurance. In a short period of three years since India’s insurance sector was opened up to private investment, there have been a number of interesting innovations to provide insurance services to the rural poor. The poor most often cannot afford traditional insurance products that are linked with earnings.  Some MFIs and banks are considering new, micro insurance products designed specifically for rural and poor borrowers that they could cross-sell to small borrowers. SEWA Ahmedabad is by far the leader in developing and offering insurance products to its customers.  SEWA provides insurance services managed through its Vimo SEWA affiliate, which works as a nodal agency for the LIC and a number of general insurance companies. Vimo SEWA is perhaps the nation’s largest MFI insurer, covering over 100,000 women, for life as well risks related to houses and assets used in earning their livelihoods.  It also offers health insurance covering maternity as well. ICICI Bank has also facilitated a life insurance trust that is self-funded by SHGs and pays out in the case of death of the participant or her spouse.  

Weather insurance. Another innovation has been in the area of weather insurance. In 2003, ICICI Lombard, a private sector general insurance company, started offering drought cover policies via BASIX and excess rain covers through ICICI Bank. Such contracts offer the distinct advantage of solving the delayed payment problem that is common with the government area-yield based crop insurance programme. BASIX launched its first weather insurance program in July 2003 through its local area bank KBS in Mahbubnagar. Since local area banks are limited to operations in three adjacent districts and therefore face limited natural portfolio diversification, this helped convince KBS that weather insurance contracts for its borrowers could mitigate the natural default risk inherent in lending in drought prone areas such as Mahbubnagar, a district that has experienced three consecutive droughts since 2000. KBS bought a bulk insurance policy from ICICI Lombard seeking to sell individual farmer policies for three categories of groundnut and castor farmers: small, medium and large. Informal interviews with the farmers who bought the policies revealed that farmers are very well aware of the rainfall-based index nature of the contracts and value the quick payout of the weather policy, which distinguishes it from the experience with the government crop insurance scheme in India. ICICI Lombard also offered excess rain policies to around 5,000 wheat farmers in Uttar Pradesh (in conjunction with ICICI Bank) and 150 soya farmers in Madhya Pradesh in 2003/2004 (in conjunction with BASIX). More recently the company has worked with the Government of Rajasthan to pilot weather insurance for orange farmers in the state while also extending weather risk insurance for a rural finance portfolio of BASIX. The latter deal is interesting from the point of view that it captures, with one deal, all the farmers, big, small and marginal, who are part of BASIX’s agriculture portfolio. This approach is therefore, potentially scalable even while having the ability to reach small and marginal farmers on account of its use of a financial intermediary/microfinancier. However, cost (around 10% of sum insured) remains an issue even though relative to the true costs of the government crop insurance program (around 15%), the cost is lower. If the same or lower cost enabled with greater risk diversification can be viably sustained over time, the argument for moving towards such a product becomes stronger. Perhaps as in traditional crop insurance, this could be backed by government subsidies particularly since early evidence seems to suggest that the subsidy required maybe lower than for traditional crop insurance. Further, the other benefits of the use of an objective indicator (rainfall) to determine payouts and reduced time lag between claim and payment (relative to traditional crop insurance) associated with this product strengthen the case for pursuing the development and scaling up of this innovation.

Composite Financial Service Providers  

A variation of microfinance that has emerged in recent years is composite service provision, in other words, a single microfinance institution provides an array of services, including credit, savings, insurance, etc. A recent set of studies sponsored by the Institute for Development Policy and Management, UK, (Ruthven, 2001; Patole and Ruthven, 2001), found that a wide array of financial transactions (both borrowing and lending, often simultaneously, and at all levels of income) characterized the financial life of the poor.  The aggregate financial transactions were between 113% to 167% of the income levels of the very poor and the poor respectively, in rural Allahabad, and 149% to 135% in urban Delhi slums. The World Bank RFAS Survey (2003) also supports this conclusion. The poor are constantly borrowing, lending, saving, withdrawing, using and losing money, through contingencies, and calamities.  They need someone to help them with all these transactions. 

Composite service providers are preferable from the viewpoint of reducing the number of agencies with whom a poor household must deal, thus reducing transactions costs.  Moreover, if a composite agency has a good internal MIS, it can use the savings history of a household as a “collateral” for loans.  Similarly, if the same agency provides insurance for lives or livelihoods, it will be more willing to give a loan.  From the MFIs’ point of view, transaction costs come down as the same delivery system can be used, with the addition of training, software and some staff.

There are now some examples, albeit few, of composite financial service providers in India, mostly to be found among MFIs.   The three top MFIs in India are all  trying to offer a composite set of services to their customers, in spite of a fragmented and unsupportive regulatory framework.  For example:

· SEWA Ahmedabad provides a combination of savings and credit through its Sri Mahila SEWA Urban Cooperative Bank and insurance services managed through its Vimo SEWA affiliate, which front ends for the LIC and a number of general insurance companies. 

· The BASIX group’s Krishna Bhima Samruddhi Local Area Bank, is able to provide all the services – savings, including daily deposits collected from the doorstep of its borrowers, credit for a range of purposes from crop loans to non-farm activities and to SHGs; and crop insurance to farmers under the Kisan Credit Card / Rashtriya Krishi Bima Yojana as well as a weather indexed crop product developed by ICICI Lombard, and piloted last year.  BASIX retails life insurance on behalf of AVIVA Life Insurance Company and provides livestock insurance to its borrowers through Royal Sundaram General Insurance Company.
Portfolio Securitization

Portfolio securitization of the micro loan portfolios of MFIs is an innovative approach, recently piloted in India by ICICI Bank and SHARE, a microfinancier. ICICI Bank has just completed two such deals in AP. In the larger one, it has paid $4.3 million for a portfolio of 42,500 small loans from SHARE, a microfinancier. SHARE will be responsible for collecting the loans. The securitization is not asset-backed; rather, ICICI Bank will have as collateral instead a “first loss’ guarantee of an 8% deposit from the total from Grameen Foundation. 

The approach has many advantages: ICICI Bank manages to reach borrowers it could never otherwise have approached, and palm off most of the administration to SHARE. This also helps it meet its government-set target of directing 40% of its loans to the “priority sectors”, including 18% to farmers. SHARE secures a new source of funds, off SHARE’s balance sheet, at a cost that is 3 to 4 percentage points cheaper than it pays for a bank loan. This will help SHARE meet its aim of increasing the number of borrowers from under 300,000 now to 1 million. The deal also helps create a new asset class for which there is demand among the more liquid investors.  

While such securitizations can be done for the better MFIs, for which credit ratings are available, scaling up would pose a serious challenge, given the paucity of reliable, independent information on the bulk of the MFIs and their loan portfolios. Also, at present, there is no secondary market for the securities, but ICICI Bank is talking to CRISIL, a credit rating agency, about the prospects for its rating the paper, and is hoping that over time, other banks will enter the market too.  

Price Insurance and Risk Management Products for Farmers

Commodity price insurance. Fluctuations in commodity prices are a major source of risk in rural finance. Market-based tools to insure against commodity price volatility (e.g. futures and options) can help reduce the risk of default by marginal and small farmers, and hence improve the terms on which they can access finance.  Such tools  already exist and are widely used in high income countries. Risk management service providers, such as grain elevators and oilseed crushing plants, provide farmers with access to risk management tools using purchasing contracts. As a result, the demands of individual farmers for insurance are aggregated into a contract of a commercially viable size, thereby enabling even farmers who produce a relatively small quantity of a commodity to indirectly purchase insurance. In developing countries like India, small farmers and market intermediaries tend to lack knowledge of such market-based price insurance instruments and an understanding of how to use them. Also, the sellers of such instruments, generally international trading firms, are often unwilling to engage with a new and unfamiliar customer base of small-scale farmers, characterized by high transaction costs, credit issues, and performance risk. One illustration of an innovation that was tried recently relates to the Indian Coffee Board and three commercial banks that designed a comprehensive pilot for retailing New York traded coffee “put options” to protect farmers against adverse price movements (this was designed with significant contributions from the Commodity Risk Management Group of the World Bank
). However, fewer than expected coffee farmers pre-registered for this scheme and therefore it has not been launched in 2004. The set up of this pilot was driven by regulatory constraints, as banks are not allowed to deal with derivatives. This continues to constrain the growth of such price risk management products. 

The development of commodities futures markets can help efficiency price discovery and go a long way in reducing risks related to a fall in commodity prices below production cost levels. In particular, micro-futures can help marginal and small farmers hedge against commodity price fluctuations.

Establishing warehouse receipt systems. Another means of reducing the default risk in rural finance may be through establishing “warehouse receipt systems”.  This involves farmers using their crops as collateral for post-harvest financing.  The basic idea is as follows: The warehouses store the produce for a fee and deliver a receipt to the farmer, and the receipt becomes immediately enforceable (similar to checks).  For the warehouse receipt system to work effectively, receipts would need to be recognized as legal instruments.  Also, the grades and quality standards of the commodities would need to be defined centrally, warehouse operation standards would need to be developed and effective supervision established.  The Government of India has been examining this issue; a recent task force set up by the  Ministry of Finance highlighted the following measures required to develop a warehouse receipt system: (i) creation of a central warehouse registry and a central regulatory authority; (ii) making warehouse receipts a negotiable instrument; (iii) allowing for the full transferability of warehouse receipts; and (iv) the introduction of nationally recognized grades and qualities for commodities.

The strategic use of Information and Communication Technology 

ITC, a leading agri-commodity market player in India, has pioneered the use of e-choupal: a desktop computer, with an internet connection and revolutionary implications for more than 4,000 villages. The e-choupal is operated as a commercial venture by a local farmer who earns a commission from the sales that take place through the e-choupal internet connection. Farmers use the e-choupal to check prices for agricultural produce at the nearest mandi, or in international commodity markets, as well as to trade commodities. Better market information enables farmers to obtain better prices. The e-choupal is also a mode to seek technical advice, obtain weather forecasts, and order agricultural inputs or indeed a range of other commodities. These e-choupals also provide potential avenues for lenders, agricultural commodity traders and farmers to interact in a relatively seamless manner, with low transaction costs and improved (credit and market) information. With rapid expansion plans to cover a fifth of India’s villages in the future, ITC’s e-choupals are a great illustration of the powers of information technology. 

The strategic use of information and communication technology is critical to addressing the transaction cost problem in rural finance. Some experiments in this direction have been made, notably by BASIX to use to give out very small loans (below Rs 1,000) and collect repayments, using smart cards readable at devices placed in STD PCOs.  Though the initial experiment has not been successful, due to a combination of technical and financial reasons, it certainly established that there is a market for “nano-credit”  (loans below Rs 5000 or $100) which can be profitably and efficiently served using sophisticated ICT.

V. MEETING THE CHALLENGE OF SCALING-UP ACCESS TO FINANCE FOR INDIA’S RURAL POOR: THE POLICY AGENDA 



Improving access to finance for India’s rural poor, to meet their diverse financial needs (savings, credit, insurance against unexpected events, etc.) presents a formidable challenge in a country as vast and varied as India. But the opportunities, too, are plentiful. In the near term, microfinance can, at a minimum, serve as a quick way to deliver finance. But the medium term strategy to scale up access to finance for the poor should be to ‘graduate’ microfinance clients to formal finance institutions where they can access standard ‘individual’ loans, possibly on a fully commercial basis.  An immediate problem arises in that there are no obvious lenders for microfinance customers to graduate to – none yet are close to offering the reliability, convenience, continuity, and flexibility required by low-income customers.  Nor is the notion of graduation built explicitly into the design of microfinance in India.  In Indonesia, in contrast, Bank Rakyat Indonesia has worked closely with (and in fact supervises) the Badan Kredit Desa network, which has for some been a feeder to BRI.  Even so, there is relatively little graduation overall from the BKDs to BRI, partly because BRI is only now developing products that work well for the smallest-scale clients.  In Bangladesh, the pretext of graduation has been universally abandoned for lack of an appealing next step—and for the desire of NGOs to continue working with clients with whom they have developed relationships over many years. If the idea of graduation is a serious one in India, efforts to promote microfinance should go hand-in-hand with efforts to make the formal sector better at “banking the poor”, and both government and private sector can play a critical role in this context. 

Scaling-Up Microfinance 

Scaling-up access to finance for India’s rural poor through microfinance will require attention to the following areas: 
An enabling policy, legal and regulatory environment is urgently needed. An enabling  framework is already in place for SHG Bank Linkage, and scaling-up the model would require Government to ensure that the existing framework is maintained. This would require ensuring that the model continues to have a champion with a clear leadership role  – a task which NABARD has assumed with exemplary diligence by introducing policies and measures to encourage banks to lend to SHGs. And it would require the authorities to maintain a ‘hands-off’ regulatory policy.  For MFIs, Government could play an important role in establishing an enabling policy, legal and regulatory framework for MFIs.  While the success of individual MFIs is largely attributable to their visionary leaders, this is clearly not enough to mainstream the cause of MFIs.  Advocates of MFIs argue that immediate measures needed include the following: (i) Reducing minimum start-up capital requirements to facilitate the transformation of MFIs into NBFCs; (ii)Encouraging multiple sources of equity for MFIs; (iii)Facilitating MFIs to raise debt, including permitting MFIs to mobilize savings, with safeguards; (iv) Developing a set of prudential norms that are more appropriate to institutions serving the poor, and set up supervision mechanisms around those norms. Better policy coordination among the various government ministries/ department/agencies that cover MFI issues would also help greatly.  

Attention to group quality, and the importance of financial sustainability.  Scaling-up microfinance in India requires attention to the quality and sustainability of groups, their promoters, and lenders (banks or MFIs). A strong focus on the quality of SHGs by their NGO promoters was a key factor in the success of the SHG Bank Linkage model in its pilot phase.  But in recent years, growing concerns have emerged about group quality as well as the ability of partner banks to properly assess, monitor and manage risk on their SHG portfolios.  Going forward, if SHG Bank Linkage is to be scaled-up, NABARD and its partners face an important challenge in ensuring that high quality groups are created and maintained. In particular, the success and sustainability of SHG Bank Linkage depends crucially upon a clear strategy on who will promote new groups, and how they should be funded.  Equally, efforts need to focus on ensuring that banks price their loans to SHGs at rates that would cover their costs and ensure financial sustainability of SHG banking. Banks also need to focus more on monitoring and managing SHG lending risk. Since most Indian MFIs also lend to groups, issues related to group quality have a bearing on the success of the MFI model as well. 
Clear targeting of clients.  Equally important is the need to ensure proper targeting of clients. The dual pursuit of social ends and financial profits is an ongoing tension for all in microfinance.  While our analysis of SHG Bank Linkage indicates that the model has so far successfully targeted the poorer segments, mission drift is a common fear as pressures mount to serve richer clients with larger loans (and thereby to earn higher profits per loan since transactions costs per rupee tend to fall with loan size
).  Keeping focused on its target population is thus critical to the success of microfinance in India, as elsewhere. 

The experiences of Bangladesh, Indonesia and elsewhere offers some useful pointers for India. There has been much debate about how stringently to target, and how best to do it in practice.  A first priority is to clearly determine who is being targeted and define eligibility rules.  In Bangladesh, Grameen and BRAC employ eligibility rules to restrict attention to households holding under a half acre of land.  Grameen expands the definition to also exclude households with more than the equivalent of an acre’s worth of assets.  BRAC excludes households without a manual laborer.  Others, like SafeSave, rely on geographic targeting, restricting attention to specific slums in Dhaka.  Microfinance in Bangladesh has earned a reputation for maintaining a focus on women from functionally landless households (although this has softened in practice).  In Indonesia, BRI has also focused on serving the under-served, but, in contrast, it has focused on low-income households (and not just those below the poverty line) and most clients are men.
  

Appropriate products and services, and good staffing is critical to ensuring effectiveness. How products are designed, how staff are compensated, what messages are delivered from headquarters, and who is recruited onto staff, all have an important bearing on the success of microfinance.  Group promoters from local communities are generally better able to target poorer households. Product design is another means of targeting.  Lending in groups and sending staff to villages has been credited with much of microfinance’s appeal in Bangladesh, as in India.  A critical but less-heralded breakthrough for Grameen was to create a loan product that allowed borrowers to repay in small, weekly installments.  This suited poor households well, since they could repay out of the regular bits of income coming in daily or near-daily.  Charging appropriate interest rates has also helped stem leakage of resources from target populations to those richer or politically-favored. On the savings side, BRI has tried to encourage broad access by maintaining very low minimum balances ($0.57) and low minimum deposits for opening accounts. New depositors can start an account with 10,000 rupiah (just over $1), and the new savings products have given BRI its most notable success in serving the poor.  On the borrowing side, BRI requires borrowers to put up collateral to secure loans, but the bank has chosen to be very flexible in what it will accept, so that collateral is not a major constraint when seeking poor clients.  A survey completed in 2000, for example, shows that 88% of non-customers had acceptable collateral of some sort.  In order to push still further, BRI has instituted products that require no collateral at all for loans up to rupiah 2 million ($225), offered at the discretion of the unit manager.

Inclusiveness and competition in the microfinance sector can generate high payoffs. The inclusiveness of SHG bank Linkage, which has involved a partnership between government, NGOs, and arrange of rural banks (commercial banks, RRBs, cooperative banks) has already generated a strong payoff.  Further gains in terms of outreach and financial sustainability may be reaped through involving private sector banks and MFIs in SHG Banking. Recent experiments indicate good prospects for scaling-up models that are variations of SHG Banking, and involve MFIs as intermediaries between SHGs and private sector banks (who want to enter the market, but don’t have the branch network).  Equally, there is space for independent, specialized MFIs in the Indian microfinance market that could provide the necessary competition to SHG Bank Linkage in the area of savings and credit provision, and also complement the services provided by SHG bank Linkage.  Evidence from elsewhere in Asia, and particularly from Bangladesh and Indonesia, suggests that good, reliable, responsive, long-term MFIs for the poor can go a long way in improving access to finance. (Morduch and Rutherford, 2003). 

Recent studies also indicate the key role that can be played by MFIs that provide composite services, given the wide array of financial transactions (both borrowing and lending, often simultaneously, and at all levels of income) that characterize the financial life of the poor (Ruthven, 2001; Patole and Ruthven, 2001). The RFAS-2003 also supports this conclusion. The poor are constantly borrowing, lending, saving, withdrawing, using and losing money, through contingencies, and calamities.  They need someone to help them with all these transactions. Composite service providers are preferable from the viewpoint of reducing the number of agencies with whom a poor household must deal, thus reducing transactions costs.  Moreover, if a composite agency has a good internal MIS, it can use the savings history of a household as a “collateral” for loans.  Similarly, if the same agency provides insurance for lives or livelihoods, it will be more willing to give a loan.  From the MFIs’ point of view, transaction costs come down as the same delivery system can be used, with the addition of training, software and some staff.  As discussed above, the growth of the MFI sector is closely related to a more conducive policy, legal and regulatory framework.  

Overcoming geographic concentration in microfinance. Another issue of concern is that microfinance in India continues to be skewed in its geographical distribution.  The underlying causes for this include the general malaise in the economy of the central, eastern and north eastern states, with very little resultant demand for credit among the subsistence poor, and the absence (for historical reasons) of good quality NGOs, that are willing to initiate microfinance programs in these states  (there are a large number of small NGOs but all of them with limited experience and outreach). (Mahajan and Ramola, 2003). Expanding the reach of microfinance to these areas is not a challenge that can be met overnight. Investments are required in areas such as watershed development, small-scale irrigation, livestock up gradation and forest regeneration.  Unfortunately, none of these are amenable to the “ small, short and unsecured” nature of microcredit loans.  These require long term, lumpy public investments. However, once made, they unlock the potential for enhancing the livelihoods of millions of poor people, moving them up from subsistence production to surplus production and thereby increasing the demand for credit.  One simple example of this is the dramatic increase in the demand for credit once irrigation becomes available to erstwhile rain-fed farmers. A proposal for increasing the number of good NGOs in the lesser-served states was made by the Tenth Five Year Plan Working Group on Poverty Alleviation Programs (Planning Commission, 2002), which recommended that well established NGOs be asked to set up branches in selected poor districts and that they be funded for this on an assured though declining basis for the first three to five years. The experience of the Rashtriya Gramin Vikas Nidhi and the Rashtriya Mahila Kosh in supporting hundreds of small NGOs all over the eastern region is useful in this regard and lessons from such experience need to be taken into account.  

Attention to the demand-side. While the importance of microfinance in consumption-smoothening should not be underestimated, its success in building up poor peoples’ assets, over the medium term, would depend very much on efforts directed at providing assistance in skills development, technology and marketing – all of which are critical to ensuring that investments made by poor households reap returns and contribute to a sustained increase in incomes and improvements in rural livelihoods.    

Making the Formal Financial Sector Better At Banking The Rural Poor 

Efforts to promote microfinance should go hand-in-hand with actions to make the formal sector better at banking the poor. Both government and private sector can play a critical role. An immediate challenge is for formal sector institutions to introduce products and services that are not only reliable and available on a continuous basis, but are also flexible and convenient, and also to introduce measures that allow for low-cost ways of reaching the rural poor. Here, microfinance can offer some useful lessons to formal banks.  Over the medium term, key reforms in government policy are required to improve the overall incentive framework, and the regulatory and legal system within which rural banks operate, so as to promote greater efficiency and competition in rural finance.

Low-cost ways of reaching the rural poor through the formal sector: Role of Banks and Government

India’s vast network of rural banks potentially presents a tremendous advantage, and one on which the country could capitalize in delivering finance for the poor. Currently, most banks operating in rural areas, the majority of which are state-owned banks, do not seem to be tailored to meet the needs of the rural poor in an efficient and effective manner. The responsibility for introducing more flexible products and services, that would better match the needs of the rural poor, rests with bankers. But Government, given its domination of rural finance institutions, also has an important role to play in spearheading change. In this context, microfinance offers a number of lessons for formal banks. 

Introducing flexible products: Small rural clients prefer to borrow frequently, and repay in small installments; banks could usefully explore the possibility of offering new and more flexible loan products, like those offered by microfinance.  

The need for composite financial services: While small rural borrowers seek savings and lending services, they also seek insurance (life, health, crop); bank branches in rural areas would do well to explore opportunities to offer composite financial services, as they have begun to do in urban areas, and as some microfinanciers have begun to offer in rural and urban areas. 

Simplification of procedures to open a bank account, access credit, etc. could also go a long way in encouraging the poor to bank with the formal sector, by reducing clients’ transactions costs. The KCC experiment is a move in the right direction, but it needs to be scaled-up and accompanied by other procedural changes. 
Better staffing policies and doorstep banking: The high recovery rates of microfinance are associated with staffing policies that allow recruiting staff from the local area who understand clients’ needs, and a focus on doorstep banking. State-owned banks operating in rural areas currently do not have the flexibility to recruit staff locally, but staffing policies could be revisited. Doorstep banking is costly, but the gains from better recovery and cost savings from hiring local staff in rural branches could well outweigh the higher transactions costs of doorstep banking.  

Use of technology: Banks can use technology to drive down their transactions costs, for example, through the introduction of smart cards and biometrics.

Improving the incentive regime, and promoting competition: Role of Government policy 

Interest rates. One obvious area could be for Government to revisit its policy of setting interest rate “caps” on rural lending rates and “floors” on the deposit rates. As noted above, this has the opposite effect of what is intended – poor borrowers are cut off from access and end up paying higher interest rates to informal lenders. Meanwhile, banks face an implicit tax (cost) that is not insignificant. Also, as indicated by the RFAS, 2003, the ‘store of value’ reason for holding accounts dominates the transactions needs of rural households; most transactions are cash-based. This suggests that deposit mobilization may be relatively inelastic to interest rates (however further study is needed) which could mean that there is scope for more attractive spreads for commercial banks – if interest rates were further deregulated. The success of countries such as Indonesia and Philippines that have no interest rate controls but have succeeded in making deep in-roads in rural areas, is noteworthy. 

Moral suasion by governments on interest rates on farm loans and announcements of interest (and principle) waivers by state governments from time to time, must be avoided. With regard to the former, announcements by government’s on interest rate ceilings even if with compensatory subsidies to banks, dis-incentivize rural bankers, hamper the credit culture that could otherwise have been established and lead to the expectation amongst farmers that low interest rates will continue in perpetuity. The role of the state thus, harms the financial system rather than perform an enabling role. Similarly interest waivers announced by governments, create an adverse incentive amongst farmers not to service the debt, riding on the expectation that waivers may eventually be announced. Clearly such measures have an adverse impact on the financial system and alternatives such as direct farm protection measures, including increasing the outreach of agricultural risk mitigation need to be given serious consideration by governments at both the central and state levels. Moreover, to the extent that such announcements are generally linked to disaster situations, disaster relief and rehabilitation measures
 need to form the government response – these can be politically viable and financially more prudent and effective than seeking to waive interest.

Revisiting the policy on ‘priority sector’ lending. Government should also consider revisiting its policy on priority sector lending requirements imposed on banks. Priority lending quotas are not fully observed and often circumvented through such means as subscription by banks to NABARD and SIDBI bonds. One option, that would allow the most competitive lender to emerge in rural areas and minimize distortions, is for government to make the priority lending obligation “tradable”.  The most competitive lender would then be paid by the less well placed banks to effectively take on their priority lending requirements for a price.  Creating such a market for priority lending requirements would  benefit both banks and the rural poor, who would be able to access finance from the most efficient and competitive institution. 

Entry of new private banks in rural finance. Some private banks such as ICICI Bank have shown a growing interest in entering India’s rural finance sector—and have introduced innovative approaches and financial products to reach the rural poor. Government needs to do what it takes to create an environment that would make it possible and profitable for interested private banks to enter the rural finance market. This would require liberalizing interest rates (see above) so that lending to small, rural clients can become a more profitable business for banks. It would also require revisiting branch licensing policies (private banks may be interested in buying up the branch networks of the government-owned rural banks). And it would require strengthening the supervision of rural banks so as to ensure financial discipline/reduce moral hazard problems while also fostering an enabling environment for financial intermediaries (see below). The entry of private banks could have a good demonstration effect for the public sector banks on how to reduce transactions costs in rural banking and how to make rural banking profitable. It would also create more competition, that would help wean out the good from the bad banks and create further space for new, private sector entrants. To this extent, measures to support innovations by the private sector banks and consolidate and disseminate lessons from such pilots, would help in leveraging adequately on their initiatives.

Restructuring the RRBs and rural cooperative banks. Restructuring the RRBs and rural cooperative banks poses a major challenge. Various Government-appointed task forces and committees
 have highlighted in detail what needs to be done to deal with the weaker RRBs and cooperative banks; the challenge really is to build consensus for reforms and implement the changes. (Annex 5). As a first step, the regulation and supervision of these banks needs to be urgently strengthened. Prudential regulation standards related to capital adequacy and asset classification (and related to the latter, regulation on income recognition and provisioning) need to be upgraded and introduced in a phased manner, and the supervisory enforcement improved. Weaknesses in regulatory standards, poor enforcement and regulatory forbearance, have undermined market discipline and have contributed to the deep financial distress that characterizes many RRBs and rural cooperative banks. Improved prudential standards needs to go along with clearer demarcation and prioritization of functions to address the conflict of interest in apex institutions’ (RBI and NABARD) regulatory, supervisory, refinancing and development functions. While perhaps the decreasing importance of refinance from apex institutions could be the way that some of these issues will be resolved, nonetheless, there is a need to deliberate actively on this issue. And while there may be no one right and no short term solution, reviewing international experience would be useful
 in terms of studying prudential regulation and supervisory mechanisms (central bank versus auxiliary supervision versus delegated supervision (Annex 6) and determining ways to minimize potential conflict of interests between these roles. 

Better regulation and supervision would pave the way for the restructuring of these banks. It would help wean out the adequately capitalized banks from the weaker banks (undercapitalized banks, and those that are insolvent). The proper enforcement of prudential norms would mean that the weaker banks are forced to address their problems through such means as mergers or closures.
 Studying the experiences of countries such as Korea, Mexico, Peru, Thailand and Chinese Taipei, where recent rural banking crises had emerged and been dealt with, would be useful to assess the kinds of policy response that was adopted (Annex 7). 
At the same time, better regulation and supervision need to be accompanied by operational restructuring, involving improvements in governance to reduce state interference (especially for rural cooperative banks, the duality of control issue needs to be addressed – all banking functions need to vest clearly with the central bank rather than be shared with the state government; these functions include policies on interest rate and loans, reserve and appropriation, remission of debts, branch licensing, powers to appoint auditors and supercede the Board, powers to appoint CEOs, etc), better management, strong policies on loan sanctions (without any influence of the government) including measures to check related party lending, clear portfolio risk management strategies, staffing policies that allow banks to employ local staff who are familiar with the community and thereby better able to address the needs of their client, and the introduction of new products, such as loans with flexible repayment terms, and better services, such as door-step banking that can help better meet the needs of rural clients and minimize risk. In introducing new products and services for the rural poor, lessons could be drawn from microfinance.

Better regulation and supervision also needs to be go hand in hand with strengthening the refinancing eligibility norms for rural banks used by NABARD and the due diligence underlying lending to rural finance. With regard to the former, relatively lenient conditions used at present provide wrong signals to rural banks and thereby, reduce the incentive to improve financial performance sufficiently, while also potentially crowding out private sector financial institutions
.  The point on the quality of due diligence is particularly relevant to the practice of lending against state government guarantees – this includes NABARD refinance to state level cooperative banks and state governments but also lending by state level cooperative banks to other commodity cooperative sectors against a state guarantee. Often, given the comfort of a state guarantee, such lending may not be backed by adequate due diligence on the part of the lender, and therefore, while retaining a standard asset on its books on account of the government guarantee, ultimately this could create a fiscal liability for the state if the underlying asset financed by the intermediary is not a viable project. Such lending could include NABARD’s exposures under the Rural Infrastructure Development Fund, its lending to long term cooperative banks (many of which have eroded their capital base) and the lending (often ‘directed’ by state governments
) by state cooperative banks to unviable and bankrupt, government owned sugar (and other commodity) cooperatives backed by state guarantees.  

Beyond these measures, Government can also play an active role in many other areas to facilitate increased efficiency of rural finance markets and increased competition that would help financiers make credit available more efficiently to rural borrowers, both large and small. Better laws and regulations governing financial transactions, a judiciary that can enforce contracts, the demarcation of property, better credit information, improved price discovery in rural markets, could go a long way in addressing market constraints. Specifically, these measures would include:

Improving contract enforcement, the legal framework and land titling. To encourage banks and other private creditors to lend in rural areas, the government needs to strengthen the legal framework for recovering smaller non-performing loans. While the recent enactment of the securitization and asset reconstruction law (2002) has helped improve the legal framework for recovering bad loans, by facilitating out-of-court settlements on non-performing loans and instituting alternate methods of dispute resolution between creditors and debtors, the law does not cover small loans.  Extending the law to small loans would greatly facilitate loan recovery on rural loans, thereby, reducing the default risk faced by RFIs. Land titling and registration systems should also be strengthened, restrictions on the use and transfer of land removed, and enforcement mechanism improved, so as to facilitate the use of land as collateral.  At present, some 90% of land parcels in India are reportedly subject to disputes over ownership, which take decades to settle in court.  While these are complex issues, a start could be made by efforts to improve the titling and registration process through the automation of land records.  Land laws need to be modified to facilitate the development of a free-and-fair land-lease market.  Indeed, many states do not permit leasing of land, while in some other states, the lease creates long-term irrevocable rights for the lessee to the disadvantage of the lessor.  All this encourages unrecorded and unofficial year-to-year oral leases, which prevent the lessor from getting a good lease value, and the lessee from putting the land to best use.      

Better credit information would directly increase the amount of financing for rural borrowers, by reducing transactions costs and costs related to default risk.  A credit bureau that focuses on small, rural clients could eliminate the need for these certificates and decrease the time necessary for loan approval and disbursement. A way forward may be for NABARD to consider collecting credit information on micro borrowers, both groups and individuals.  A first step could be to require the 2,500 NABARD- affiliated financial institutions to provide default information to a central registry.  For example, in many rural areas, NABARD arranges for farmers to meet informally, and share default information among themselves.  It would be helpful if this information – historically and across regions – were kept electronically and made easily accessible.  One constraint is the unique identification of borrowers.  However, the current system – of including name, father’s name and address – is considered accurate in over 95% of cases.  In addition, as National IDs become more common, NABARD could require that every borrower have an ID (as is the case in Sri Lanka). A similar initiative could be undertaken with SIDBI and other apex micro finance lenders. A useful reference would be the South African credit bureau that also covers the micro finance sector, using the apex micro finance council as a channel to collate information on micro-borrowers.

Better price discovery, crop insurance and commodity price insurance to reduce default risk. One of the main sources of default risk faced by rural financiers is a fall in commodity prices below production cost levels.  The development of commodities futures markets could be way of improving price discovery and hence, reducing risk. This would require changes to the regulatory and legal framework, specifically, government and RBI need to re-examine the entire set of forward markets regulations and section 8 of the banking law. At present, the regulatory framework for forward markets seems to conflict with the rapidly liberalizing futures market regulations.  One aspect of this conflict is the interpretation of section 8 of the banking law. Currently, the law does not allow a bank to buy commodity price derivatives, even if the bank does not take any exposure by retailing the derivative as price insurance to commodity producers.  Banks should be allowed to trade derivatives as long as speculation and exposure to price movements are limited and well supervised. A variant product is “micro futures”, which are smaller denominated future products marketed to smaller businesses or independent farms. Contract sizes on future contracts are often too large to accommodate small holders needs. Smaller micro futures on principal crops and weather measures in major cities could be retailed through brokers and bank and marketed to retail buyers.  This instrument could help marginal and small farmers hedge against commodity price fluctuations.  
Access to price insurance and price derivative instruments would also help commodity producers and traders access finance on better terms. But this would require the Indian authorities to redefine the regulatory framework governing the use of commodity price derivatives. Appropriate supervision would need to be put in place to curtail the speculative use of these instruments and limit exposure to more sophisticated structures with margin requirements. The supervisor would need to distinguish between simple straightforward hedging instruments, such as “put” options and futures, and more complicated and hard to track swaps, “collars”, “swaptions”. etc. 

An important tool in agricultural risk mitigation could be weather based insurance products. The main pre-condition for the scaling-up of weather insurance is the timely and full availability of weather data, preferably online.  Currently, weather stations in India are often not automated and data is not available online.  In addition, the use of weather derivatives is subject to tight restrictions, essentially they are not part of the recognized financial instruments which leaves only the instrument of weather insurance.  Thus, government would have to: (i) ensure that those who would like to pilot this instrument are provided full access to historical and current weather data (which does seem to exist, but is not readily available at present); (ii) make available this data online (on the basis of specific agreements); (iii) introduce weather derivatives as a tradable instrument.

Recent innovations in agricultural risk mitigation have opened the doors for innovations to reduce default risk in rural finance while also providing protection to the borrower. For illustration, the basic product offered and being developed by the Agriculture Insurance Company of India (AICI), the main provider of crop insurance at present, is based on an area-yield formulation - the Government could allow providers of risk management services the right to allow the farmer to assign the area-yield indemnities payment to the risk provider in exchange for new tailored risk management products better suited to the individual farmer’s risk management needs. This innovation could prove pivotal in addressing main problem with the current program, namely of delayed indemnity payment.

Yet another means of reducing the default risk in rural finance may be through establishing “warehouse receipt systems”. The immediate priorities in this area, as highlighted by a recent task force set up by the  Ministry of Finance, are as follows: (i) creation of a central warehouse registry and a central regulatory authority; (ii) making warehouse receipts a negotiable instrument; (iii) allowing for the full transferability of warehouse receipts; and (iv) the introduction of nationally recognized grades and qualities for commodities.
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Box 2. Rural banking – government’s omni-presence





The public sector (i.e., majority government-owned) banks account for 80% of commercial bank assets in India. . Some 95% of commercial bank branches in rural areas are of public sector banks. And these account for 93% of total rural credit outstanding. In terms of governance, the boards of all public sector banks have majority representation from the government/RBI. However, with banking reforms and increasing number of public sector banks being listed in the capital markets (12 of the larger public sector banks are listed), governance standards have improved significantly in conformity with the requirements of the capital markets regulator, SEBI. 





The Regional Rural Banks (or RRBs) are also majority government-owned. The ownership structure of these banks is as follows: GoI owns 50% of the capital of an RRB,  the ‘sponsoring’ public sector commercial bank owns 35% (except for two RRBs that have a private sector bank ‘sponsoring’ the 35% commercial bank stake), and the state government accounts for the remaining 15% of the capital. Four of nine board members are government appointees; in addition RBI and NABARD have one nominee each and the sponsor bank (which are mostly public sector banks) have three representatives.





Rural cooperatives – For the state level cooperative banks (StCBs) the government ownership is around 10%, while it is around 15% for the district level cooperative banks (DCCBs); nonetheless, through the powers assigned to the Registrar of Cooperatives, control of the state tends to be pervasive.  The state government, through the registrar of cooperatives has considerable powers and can supercede elected boards; As of end-March 2001, the elected boards of 75 of the 367 district cooperative banks had been superceded. The state government also retains the rights to appoint senior management – the CEOs of  StCBs are often government officials (rather than professionals) and those for the DCCBs are either government or StCB officials. 

















Note: Marginal farming households=landholding<1 acres; Small=1 to 4 acres; Large farmers=>4acres; Commercial households= with or w/o land but with income from non-farm sources exceeding half of total household income; Others=mixed households with land and non-farm commercial incomes but the latter being less than half of their total household income.  
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Box 1: Income and Expenditure Patterns of India’s Rural Poor


Rural households have highly irregular and volatile income streams. Irregular wage labor and the sale of agricultural products are the two main sources of income for rural households. The poorest rural households (landless and marginal farmers) are particularly dependent on irregular wage employment: About two-thirds of marginal farming households surveyed rely on wage labor as their primary source of income (in contrast, only 9% of large farming households rely on wage labor for primary income and none these households rely on irregular wage labor.), while 29% rely on selling farm produce.  


�





Rural households also have irregular expenditure patterns. Over one-half of the households surveyed report the bulk of their expenditures as being either daily or irregular.  The typical expenditure profile of rural households surveyed is that of small, daily or irregular expenses, incurred all through the month. Furthermore, some  99% of households report having incurred at least one unusual expenditure over the past six months, with the most frequent reasons for the latest unusual expenditure  reported as medical or social purposes (related to births, marriages, etc.).


�





Source: RFAS, 2003




















� See Rajan and Zinghales (2003).  


� For a producer, access to credit for fixed or working capital enables an increase in production possibilities which can have far-reaching implications not only for the producer but for patterns of employment, occupational choice and even economy-wide productivity and growth. Financing constraints have been shown to feature prominently among the constraints of small and medium-size enterprises in some investigations. Hallberg (2001). Yet other studies indicate that firms find the difficulty of access to financial markets to be the major obstacle to the expansion of their business activities, ahead of factors such as macro instability, taxes, and street crime. Galindo (2001)


� For a good discussion on the microeconomic underpinnings of the welfare implications of improved access to financial intermediation, see Improving Access to Finance in Brazil, World Bank (2003). The study points out that intermediation enables inter-temporal choices in consumption and investment for the individual, allows the determination of the cost of capital and hence helps guide investment to its most productive use, and permits the social reallocation of savings from low to high productivity uses thus raising social welfare.


� The role of savings and borrowing in protecting consumption against unexpected shocks, first discussed by Milton Friedman (1957) in the ‘permanent income hypothesis’ has since been extensively tested empirically, as discussed in Bond and Townsend (1996).


� The ‘life cycle’ hypothesis as an explanation for savings and borrowing behavior, discussed in Ando, Modigliani and Brumberg in a series of articles in the 1950s and 1960s. See Mayer (1972), and Romer, (1996) for overviews. 


� The focus on poverty and finance was articulated most famously in the 1954 Reserve Bank of India (RBI) report on the All-India Rural Credit Survey of 1951-52 (RBI, 1954). 


� For a good discussion on the link between finance and poverty see Rajan and Zingales (2003). For a discussion on the  microeconomic underpinnings of the welfare implications of improved access to financial intermediation, see World Bank (2003a).


� This is based on the Planning Commission of India’s definition of poverty,  as the level of per capita consumer expenditure sufficient to provide an average daily intake of 2,400 calories per person in rural areas and 2,100 calories per person in urban areas, plus a small allocation for basic non-food items. 


� This is discussed in detail in the following chapter.


� This draws on Stuart Rutherford and Jonathan Morduch’s paper for the Bank.


� For a discussion of ways that low-income households cope with risk, see Morduch (1999a).


�  While the postal system is heavily subsidized, it nevertheless adds to the service branch outreach of the country and provides a valuable and trusted place for small investors to deposit their savings. The potential linkages with the postal network to deliver increased and more efficient financial services is discussed in a World Bank study: The Reform of India Post: Transforming a Postal Infrastructure to Deliver Modern Information and Financial Services, 2002. 


� NABARD is owned by the RBI and the Government of India and was established by an Act of Parliament in 1982 as the apex bank for rural finance.


� The total number of bank branches (rural and urban) is 66,500. The bulk of these branches are of public sector commercial banks.


� The only outlier is the western region which has the highest volume of financial services though only the second highest contribution to GDP and relatively low share in total branches. This indicates more a developed financial institutions network in this region, that has traditionally been the hub of business and trading activity in India.


� The size of the circle in Figures 5-8 represents the share (or size) of GDP of the region whereas in Figure 10 the size of the circle represents the regional share in the country’s population.


� This chapter draws on the findings of the RFAS 2003. See Annex 2 for details on the factors guiding the choice of states covered, and the survey methodology and sampling. The survey covers 6000 households in two states, Andhra Pradesh, AP (known to be a leader in the provision of rural finance) and Uttar Pradesh, UP (a laggard). While the original intention was to contrast the findings of AP and with UP, in the event, with a few exceptions, such as access to microfinance, the findings from the two states converged on most indicators—possibly because access to finance in rural AP has been negatively affected by increased poverty resulting from years of consecutive drought. Therefore, the results were aggregated and presented as averages. A background paper on the Survey findings presents the separate results for AP and UP.  


� Higher incidence of debt can be interpreted in different ways; it could signify greater access and ability to borrow but it could also denote greater distress leading to higher demand for debt.


� Of the estimated 260 million Indians (or 26% of the population) who live in poverty, some 193 million (or 74%) live in rural areas. Another 180 million rural people are “near poor”. A majority of these households are marginal or small farmers, and the poorest households are landless.


� The RFAS, 2003 covers 6000 rural households. The last such survey, the All-India Debt and Investment Survey, was undertaken by NSSO in 1991. 


�   Loans for working capital are relatively fewer since the sample consists primarily of cultivating households with only a small fraction of small and microenterprises.  Even within the latter, the majority are engaged in trading and other service activities.


� Indian bank managers have found that they can in fact make large profits from the trading of Government securities in an environment of declining interest rates (and bankers in India do not appear to have a full appreciation of the interest rate risk involved in such investment allocation decisions, viewing G-Secs as risk-free assets). Income on sale of investments has been rising steadily over the past 5 years accounting for around 33% of operating profits in FY 2002-03. Simultaneously the share in total income of interest income on advances has fallen to levels below 40%. RBI, Trend and Progress of Banking in India, 2003-03.


� The SLR has declined from 38.5% in 1991 to 25% at present. Similarly the CRR has declined from 15% to 4.5% over the same period. However, the overall statutory pre-emption levels are higher than levels in other countries – South Africa (5%), Malaysia (15%), Singapore  (18%), Sri Lanka (20%), USA (none). 


� A floor/fixed rate of 3.5% is set for savings deposits.


� Such difficulties can imply that sometimes, entire communities, and particularly the rural poor,  may face limits on credit. Such theories of ‘credit rationing’ have been discussed for example by Stiglitz and Weiss (1981), Williamson (1986). Besley (1994) and Murdoch (1999) have discussed this specifically in the case of communities such as small farmers and microfinance providers. 





� By regulation, capital adequacy standards have not been extended to RRBs or cooperative banks. However, even by the lenient requirement of Rs 100,000 as minimum capital for cooperative banks, as the RBI Annual Policy Statement 2004 reports, at end-March 2004, as many as 143 out of 366 DCCBs and 7 out of 30 StCBs had not complied with even this requirement. Similarly 61 out of 196 RRBs had a networth lower than Rs 10 million (March 2002). 


� Commercial banks’ rural operations are not analyzed separately as these are subsumed in their overall operations. However, as some indicators on asset quality indicate, their overall performance disaggregated for the rural operations, may not be too different from that of RRBs and cooperative banks.


� Given the politically sensitive nature of rural credit, with falling interest rates in recent years, announcements by successive governments, typically suggesting interest rate caps on agricultural credit, have not been uncommon. The last major announcement was made around a year ago and suggested a cap at 9% on farm loans less than Rs50,000 (around $1,200).  While these announcements do not get mandated by RBI policy, such moral suasion provides the wrong signals for rural banks and increases the chances that could lead to rural banks being forced to adopt such pricing – if they do so, the suggested rates would probably leave an inadequate, or even negative financial margin.


� While many of the public sector commercial banks are now listed companies raising capital from the public and having independent and professional boards and are relatively free of the adverse impacts of government ownership, this is not the case with the RRBs and rural cooperatives.


�  For commercial banks, a proxy for rural asset quality has been taken as the NPL ratio on the priority sector advances of public sector banks; the public sector banks account for more than 90% of the outstanding advances in rural areas of commercial banks.


�  Most significantly the Agriculture and Rural Debt Relief Scheme of 1989-90 but several other subsequent schemes, including, most recently, the kharif interest waiver in 2002-03.


� High transactions costs of dealing with formal banks translate into a low frequency of transactions. According to the RFAS, 2003, more than 60% of households with bank accounts report accessing their accounts at a frequency of less than once a month (62.3% of households with accounts in banks access their accounts less than once a month, while the same percentage amongst households with accounts in RRBs is 70.8).


� This section draws largely on the background papers by Morduch and Rutherford (2003), Mahajan and Ramola (2003) and Hess and Klapper (2003). 


� While microfinance typically covers the poor in rural, semi-urban and urban areas, the focus here is on the rural poor. 


� Guidelines from the RBI were issued in 1992, to experiment with a pilot of 500 SHGs to link with banks. This pilot program as well the work of a number of NGOs was reviewed by a Working Group on Bank Lending to the Poor through NGOs and SHGs (1995) and detailed guidelines were drawn to encourage banks to use this method.  NABARD was given the task of leading this effort and it took to task with exemplary diligence. It involved NGOs, commercial banks, regional rural banks and even cooperative banks in forming SHGs and then linking those up with nearby bank branches.


� In contrast, money lenders would charge annual interest rates ranging from 36 -120% p.a.  The average interest rate charged by money lenders is 48%.


� The RFAS targeted roughly 60 villages in each state, though the actual number of villages sampled was higher in UP.  Data from RFAS, which was a household survey, include responses from those who were members of SHGs, as well as village-level data.  Based on the latter, a total of 736 SHGs were in operation in the villages covered by RFAS, with the overwhelming majority in AP as would be expected. Not only does AP have the preponderance of SHGs, these groups are overwhelmingly comprised of women only. Women’s groups accounted for 95 percent of all SHGs in the state.  By contrast, in UP groups comprising only men and mixed groups were also well represented.


� Friends and family are a major source of informal borrowings.


�  However, this would also be consistent with the notion that greater illiteracy makes more difficult the formation of SHGs.  


� See, for example, Puhazhendhi and Satyasai (2000) and World Bank (2003).


� These tasks include inculcating in the groups a culture of savings and repayment, teaching them bookkeeping skills, strengthening their internal capacity to undertake administrative tasks (accounting, meeting minutes, correspondence, and negotiations with bankers) and commercial activities (business start-ups, marketing, and re-investment), ensuring  the groups remain financially sustainable and have the ability to weather personal losses (accidents, sickness, death), and natural disasters, etc.


�  M-CRIL’s 2003 Micro Finance Review presents the APR of rated Indian MFIs as 24.3%. There are signs that with competition and growing efficiency in operations, interest rates of MFIs can reduce over time; Spandana, a leading MFI in AP, amongst the largest in the country, reduced its lending rate from 18-20% pa flat to 12-15% pa flat and has plans to reduce it further on account of operational efficiency gains with growing scale of operations; ASA, a leading MFI in Tamil Nadu also reduced its interest rate from a high 24% pa flat to 15-16% pa flat that is close to the rates that SHGs themselves charge each other for internal lending. Other examples can be found particularly from these two states, where the degree of competition between MFIs is strongest.


� The ICICI Bank has  launched a pilot effort  for this jointly with Cashpor Micro Credit, a section 25 company specially set up for this purpose by Cashpor Financial and Technical Services Ltd, in the Chandauli district of Uttar Pradesh.





� This report does not examine, in detail, the effectiveness of various Government-sponsored rural finance schemes such as SGSY, but these are being examined in a companion volume. 


See Hess and Klapper (2003). � 


� In this context, the following report could be a useful reference: Financing Rapid Onset Natural Disaster Losses in India: A Risk Management Approach; World Bank, 2003.


�  Including the Capoor Committee and the Patil Committee reports on the rural cooperative banks and the Rao Committee on RRBs.


� The experience of countries such as Canada, Mexico, Peru, Germany and Brazil would be a good starting point as well as studying the cases of countries where weak regulation and supervision led to collapse of the cooperative system (Nicaragua, Venezuela) – the following website provides more information: � HYPERLINK "http://www.worldbank.org/recifecoops" ��www.worldbank.org/recifecoops� 


� This is indeed in line with the recommendations made by various Government-sponsored committees on the future of the RRBs and cooperatives, which suggest measures to reduce government ownership, undertake structural consolidation, improve governance and management, strengthen regulation and supervision and so forth.


� The flow of funds to the rural finance sector from financially weak entities, not merely creates weak assets for the rural banks, but also potentially crowds out private sector provision of financial services. While it can be argued that the private sector does not have a significant presence in rural areas at present, recent initiatives by these banks discussed in this report, could indicate a turning point in their degree of focus on rural finance.


�  Most recently the case of the Maharashtra State Cooperative Bank’s exposures to the state’s sugar cooperative sector.
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		Section 7

		Informal Borrowing

		Number of sources of informal loans

				Mean		Median

		Lenders within village		3.0		2

		Lenders outside village		2.3		2

		Potential sources within village		2.3		1

		Potential sources outside village		1.9		1

		Utilized sources within village		0.8		1

		Utilized sources outside village		0.6		0

		Informal loan in past 12 months?

								wtd

		m7q3		Freq.		Percent		Percent

		Yes		2148		38.88		44.06

		No		3377		61.12		55.94

		Total		5525		100		100

		Table 8

		Incidence and size of informal borrowing by household category

		(Percent of households unless otherwise stated)

				Marginal		Small		Large		Commercial		Others		Total

		Borrowed in past 12 months		48.24		39.84		35.9		39.07		42.82		44.06

		Loans currently outstanding		44.58		34.79		31.45		36.13		39.9		40.07

		Average debt/ borrower (Rs.)		9152		12523		18572		13075		17885		11136

		Average debt/ household (Rs.)		4332		4834		6373		5007		7495		4790

		Times in past 12 months						WTD						those hhlds reporting zero loans but have loan outstanding excluded

																				wtd

		m7q5		Freq.		Percent		Percent		Cum.				m7q5		Freq.		Percent		Percent		Cum.

		0		8		0.41		0.41		0.41				1		1359		69.23		68.75		68.75

		1		1359		68.95		68.46		68.88				2		347		17.68		17.56		86.3

		2		347		17.61		17.48		86.36				3		112		5.71		5.75		92.06

		3		112		5.68		5.73		92.09				4		67		3.41		3.4		95.46

		4		67		3.4		3.39		95.48				5		33		1.68		1.43		96.89

		5		33		1.67		1.42		96.9				6		21		1.07		1.73		98.62

		6		21		1.07		1.72		98.63				7		6		0.31		0.22		98.84

		7		6		0.3		0.22		98.84				8		7		0.36		0.53		99.37

		8		7		0.36		0.53		99.37				9		1		0.05		0.1		99.47

		9		1		0.05		0.1		99.48				10		4		0.2		0.2		99.67

		10		4		0.2		0.2		99.68				11		1		0.05		0.02		99.69

		11		1		0.05		0.02		99.7				12		3		0.15		0.18		99.88

		12		3		0.15		0.18		99.88				13		1		0.05		0.01		99.88

		13		1		0.05		0.01		99.88				25		1		0.05		0.12		100

		25		1		0.05		0.12		100

														Total		1963		100		100

		Total		1971		100		100

		Table 9												.

		Sources of Informal Borrowing

		(percent of households borrowing in the preceding 12 months)

				Percent

		Moneylender		56.13

		Friends/Relatives		28.79

		Landlord		7.6

		SHG/NGO's		5.22

		Others		2.25

		Total		2014

		Duration of last completed loan

		(unweighted sample averages)

		Upto 3 months		20.1

		4 months		10.1

		5 months		5.8

		6 months		13.5

		7-11 months		20.7

		12 months		14.8

		12-24 months		11.2

		N		810

		Table 13

		Source of last non-formal loan, by % of households

		(percent of households)

		SHG/NGOs		2.89

		Landlord		7.76

		Moneylender		55.87

		Friends/Relatives		31.36

		Others		2.12

		N		848

		Table 10

		Uses of last informal loan

		(percent of households)

		Invest in land, building		13.33

		Purchase in machinery/equipment		2.36

		Purchase livestock		5.83

		Purchase inputs		3.92

		Family emergency		28.76

		Illness of livestock animals		1.44

		Social expenditure		18.54

		Routine household expenditures		11.61

		Repay other loans/debt		1.12

		Others		13.08

		N		852

		Contractual aspects of informal loans

		Amount applied for (Rs.)				8641.4

		Amount received (Rs.)				8337.9

		Difference (Rs.)				400.3

		As percent of amount applied				4.6

		Mode of repayment

				Single payment		35.34

				Regular payments at agreed times		22.93

				Repaid as and when feasible		41.2

				Others		0.53

		Collateral used ( percent of borrowers)				16.54

				Land		16.82

				Livestock		9.69

				Gold/jewelry		13.27

				Self labor		26.9

				Guarantee		31.19

				Others		2.14

		Number of collateral Loans				187

		N				850

		Interest charged?						WTD

		m7q15		Freq.		Percent		Percent

		Yes		581		68.51		68.85

		No		267		31.49		31.15

		Total		848		100		100

		Distribution of loans by source

				Interest		charged				Interest not		charged

								WTD						WTD

		m7q10		Freq.		Percent		Percent		Freq.		Percent		Percent

		NGO		0		0		0		2		0.75		0.78

		SHG		20		3.48		2.58		4		1.5		1.64

		Landlord		58		10.1		9.05		12		4.49		5.01

		Moneylender		399		69.51		73.83		41		15.36		17.4

		Chit fund		5		0.87		0.18		1		0.37		0.15

		Friends/Relatives		88		15.33		12.71		198		74.16		72.36

		Others		4		0.7		1.65		9		3.37		2.66

		Total		574		100		100		267		100		100

		Interest (m7q16/12) if m7q16 > 6						wtd

		m7q16		Freq.		Percent		Percent

		0.5833333		8		1.38		1.09

		0.6666667		1		0.17		0.01

		0.75		1		0.17		0.06

		0.8333333		29		5.01		9.14

		0.9166667		2		0.35		0.09

		1		19		3.28		3.71

		1.166667		2		0.35		0.28

		1.2		2		0.35		0.43

		1.208333		1		0.17		0.6

		1.25		1		0.17		0.24

		1.5		5		0.86		0.32

		1.666667		4		0.69		1.18

		2		157		27.12		20.95

		2.083333		1		0.17		0.07

		2.5		23		3.97		3.67

		2.666667		1		0.17		0.34

		3		206		35.58		35.02

		3.5		2		0.35		0.13

		4		23		3.97		3.44

		5		89		15.37		19.08

		6		2		0.35		0.12

		Total		579		100		100

		Debt from shops

								WTD

		m7q21_a		Freq.		Percent		Percent

		Yes		3989		72.04		78.67

		No		1548		27.96		21.33

		Total		5537		100		100

		Mode of repaying shop debt

								WTD

		m7q22		Freq.		Percent		Percent

		Monthly		1046		26.25		21.2

		Weekly		700		17.57		16.88

		Irregular		2197		55.13		61

		Others		42		1.05		0.92

		Total		3985		100		100
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		FORMAL LOANS

		Formal loans outstanding, total and by type of household

								category

		m6q1		marginal		small		large		commercial		others		Total

		yes		12.97		30.79		44.36		16.78		29.47		21.01

		no		87.03		69.21		55.64		83.22		70.53		78.99

		Total		100		100		100		100		100		100

																		Credit outstanding by source

				Bank		RRB		Coops		govt schemes		Others		Total				Bank		51.4

		Number of loans per household (median)		1.0		1.0		1.0		1.0		1.0						RRB		31.2

		Number of borrowing households		613.0		545.0		257.0		12.0		60.0		1487.0				Coops		12.5

		Aggregate dues outstanding (Rs. Million)		19.9		12.1		4.8		0.3		1.6		38.7				Govt schemes		0.7

		% of total outstanding		51.4		31.2		12.5		0.7		4.2		100.0				Others		4.2

		Amt per household		3566.9		2168.8		864.7		50.5		289.3		6940.3

		Amt per borrowing household		32463.3		22201.8		18771.7		23487.5		26900.0		26039.1

		Aspects of formal borrowing and its costs

		figures in blue are unwtd

				Bank		RRB		Coops		Schemes		Others

		Amount Applied For (mean)		34616.49		20272.3		24103.63		25250		30141.67

		Amount Approved (mean)		32392.08		18405.68		20844.26		24750		28391.67

		Amount Received (mean)		31768		17888		20115		21867		28288												Loan amount received as % of

		Interest rate (median) % p.a.		12.5		11		11		14		14		interest rates <=3 have been multiplied by 12 to get annual figures										amount applied

		Time taken (weeks)		33.0		28.5		24.0		8.97		14.3

		% gap		8.2		11.8		16.5		13.4		6.1

		% gap 1		1.9		2.8		3.5		11.6		0.4

		Percent reporting bribes		26.8		27.0		9.7		27.27		23.21

		Amount of bribe (mean)		3265.2		3347.069		7239.598		10466.67		2369.231

		as % of amount approved		10.1		18.2		34.7		42.3		8.3

		repeat borrowers (%)		29.19		35.51		33.66		16.67		51.67

		Table 5

		Aspects of formal borrowing and its costs

				Bank		RRB		Coops		Schemes		Others

		Loan amount received as % of amount applied		91.8		88.2		83.5		86.6		93.9

		Percentage households reporting bribes		26.8		27.0		9.7		27.27		23.21

		Bribe as % of amount approved		10.1		18.2		34.7		42.3		8.3

		Time taken to process a loan application (weeks)		33		28.5		24		8.9		14.3

		Use of collateral in formal loans

		figures in blue are unwtd

		Table 6

		Table 10:Collateral

				Bank		RRB		Coops		Schemes		Others

		Collateral required (% of loans)		87.0		89.3		72.9		58.3		83.1

		Value of collateral		289799.2		169346.0		220830.8		586666.7		688815.8

		Value of collateral as % of loan		9.1		9.5		11.0		26.8		24.3

		Type of collateral

		Land		67.23		74.30		75.12		42.86		71.43

		Machinery		0.70		1.35				14.29		4.08

		Building		1.84		3.50		0.15

		Guarantee		25.22		15.06		11.20		42.86		20.41

		Others		5.01		5.79		13.54				4.08

		Assistance of "reputed" person		40.81		36.39		22.7		4.46		30.2

		These are weighted

		Purpose of loans

				Bank		RRB		Coops		Schemes		Others

		Land purchase/improvement		40.3		45.87		44.78		19807.345		54.82

		Livestock purchase		12.7		13.74		3.34				4.7

		other investments		19.02		14.39		16.56		27457.1654		11.32

		working capital for business		3.96		6.29		3.67		9956.85498		1.31

		Emergency/Special occasion		15.96		13.58		14.26		53992.6359		16.12

		Others		8.06		6.13		17.38		5606.08325		11.73

		N		606		542		254		12		59

		Land purchase/improvement (1)

		Livestock purchase (3)

		Other investments (building, vehicles, machiner, equipment, Nos. 2,4,5)

		Working capital (6)

		Emergency/Special occasion (8,9)

		Others (Education, household expenses, repaying other loans, others, Nos. 7, 10, 11, 12)

		Purpose versus Actual Use

		BANKS												.

		wtd

		Purpose/              Actual Use		Land purchase/improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		98.0		0.5		0.2		0.3		1.0		0.1		39.91

		Livestock purchase		0.2		99.8		0.0		0.0		0.0		0.0		12.89

		other investments		0.0		0.0		99.7		0.3		0.0		0.0		19.29

		working capital for business		0.0		0.0		0.0		66.0		34.1		0.0		4.022

		Emergency/Special occasion		0.6		0.0		0.0		0.0		92.7		6.8		16.2

		Others		0.4		0.3		0.0		0.0		4.0		95.4		7.686

		total		39.3		13.1		19.3		2.8		17.1		8.5		594

		RRBs		Actual Use

										m6q16b2

		m6q16a2		Land purchase/improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		91.94		0		1.121		0.2232		5.441		1.277		45.97

		Livestock purchase		7.634		86.56		0		0		2.465		3.345		13.82

		other investments		0		0		98.12		0		1.884		0		14.47

		working capital for business		0		0		0.9928		78.32		20.69		0		6.326

		Emergency/Special occasion		1.756		0		0		0		93.81		4.433		13.66

		Others		0		0		0		0		0		100		5.75

		Total		43.56		11.96		14.78		5.057		17.24		7.405		536

		Coops		Actual Use

												m6q16b3

		m6q16a3		Land purchase / improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		92.1		0.1112		0		0		7.791		0		44.68

		Livestock purchase		0		97.66		0		0		0		2.336		3.351

		other investments		0		0		100		0		0		0		16.61

		working capital for business		0		0		0		100		0		0		3.676

		Emergency/Special occasion		1.816		0		0		0		98.18		0		14.3

		Others		5.463		0.3769		0		0.6901		8.965		84.5		17.39

		Total		42.36		3.388		16.61		3.796		19.08		14.77		252

		Applied for loans in 3 yrs?

		m6q21		Freq.		Percent		Cum.

		1		561538.583		2.14		2.14

		2		25709213.1		97.86		100

		Total		26270751.7		100

		m6q21		Freq.		Percent		Cum.

		1		73		1.79		1.79

		2		4008		98.21		100

		Total		4081		100

		What happened?

		m6q22		Freq.		Percent		Cum.

		Accepted		23		31.51		31.51

		Rejected		47		64.38		95.89

		Don't know		3		4.11		100

		Total		73		100

		m6q22		Freq.		Percent		Cum.

		Accepted		99559.0474		17.73		17.73

		Rejected		451258.76		80.36		98.09

		Don't know		10720.7751		1.91		100

		Total		561538.583		100

		m6q24_a		Freq.		Percent		Cum.

		bank		24		68.57		68.57

		RRB		5		14.29		82.86

		PAC/Co-op		1		2.86		85.71

		others		5		14.29		100

		Total		35		100

		m6q24_b		Freq.		Percent		Cum.

		Inadequate income		3		8.33		8.33

		no steady income		3		8.33		16.67

		No guarantor		6		16.67		33.33

		No collateral		4		11.11		44.44

		Do not know		13		36.11		80.56

		Others		7		19.44		100

		Total		36		100

		Why never applied?

		First Reason

		m6q25_1

		unwtd		Freq.		Percent		Cum.				wtd		Freq.		Percent		Cum.

		no need		1030		53.87		53.87				no need		9205944.86		55.61		55.61

		complicated procedure		466		24.37		78.24				complicated procedure		3770716.85		22.78		78.39

		Process too expensive		103		5.39		83.63				Process too expensive		829508.871		5.01		83.4

		inadequate collateral		100		5.23		88.86				inadequate collateral		1061659.95		6.41		89.82

		already too much debt		18		0.94		89.8				already too much debt		166598.431		1.01		90.82

		high interest rate		137		7.17		96.97				high interest rate		1014405.4		6.13		96.95

		others		58		3.03		100				others		504749.517		3.05		100

		total		1912		100						total		16553583.9		100

		Second reason

		m6q25_2

		unwtd		Freq.		Percent		Cum.				wtd		Freq.		Percent		Cum.

		no need		16		2.49		2.49				no need		166975.589		3.07		3.07

		complicated procedure		125		19.44		21.93				complicated procedure		1004597.4		18.45		21.51

		Process too expensive		205		31.88		53.81				Process too expensive		1609057.39		29.55		51.06

		inadequate collateral		95		14.77		68.58				inadequate collateral		984091.004		18.07		69.14

		already too much debt		14		2.18		70.76				already too much debt		127685.471		2.34		71.48

		high interest rate		183		28.46		99.22				high interest rate		1504683.77		27.63		99.11

		others		5		0.78		100				others		48317.2678		0.89		100

		total		643		100						total		5445407.89		100
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Figure 12 
Credit outsanding by source
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		1		99.61		0.4663		1.458		3.997		0.4343		2.244

		2		0		99.53		0		2.155		0		0

		3		0.0759		0		98.38		0		0		0

		6		0		0		0		93.85		0		8.022

		7		0.0781		0		0.1613		0		86.62		1.787

		8		0.2322		0		0		0		12.94		87.95

		Total		100		100		100		100		100		100		100

		m6q16a2		1		2		3		6		7		8		Total

		1		97.03		3.489		0		2.029		7.929		14.51

		2		0		96.09		0		0		0		1.582

		3		2.422		0		100		0		6.242		1.976

		6		0		0.425		0		97.97		0		7.591

		7		0		0		0		0		77.65		0

		8		0.5506		0		0		0		8.177		74.34

		Total		100		100		100		100		100		100		100

										m6q16b3

		m6q16a3		1		2		3		6		7		8		Total

		1		97.14		0		1.466		0		0		18.25

		2		0		100		0		0		0		0

		3		0		0		96.6		0		0.5299		0

		6		0		0		0		96.84		0		0

		7		2.243		0		1.934		3.161		99.47		8.17

		8		0.613		0		0		0		0		73.58

		Total		100		100		100		100		100		100		100
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		Section 7

		Informal Borrowing

		Number of sources of informal loans

				Mean		Median

		Lenders within village		3.0		2

		Lenders outside village		2.3		2

		Potential sources within village		2.3		1

		Potential sources outside village		1.9		1

		Utilized sources within village		0.8		1

		Utilized sources outside village		0.6		0

		Informal loan in past 12 months?

								wtd

		m7q3		Freq.		Percent		Percent

		Yes		2148		38.88		44.06

		No		3377		61.12		55.94

		Total		5525		100		100

		Table 8

		Incidence and size of informal borrowing by household category

		(Percent of households unless otherwise stated)

				Marginal		Small		Large		Commercial		Others		Total

		Borrowed in past 12 months		48.24		39.84		35.9		39.07		42.82		44.06

		Loans currently outstanding		44.58		34.79		31.45		36.13		39.9		40.07

		Average debt/ borrower (Rs.)		9152		12523		18572		13075		17885		11136

		Average debt/ household (Rs.)		4332		4834		6373		5007		7495		4790

		Times in past 12 months						WTD						those hhlds reporting zero loans but have loan outstanding excluded

																				wtd

		m7q5		Freq.		Percent		Percent		Cum.				m7q5		Freq.		Percent		Percent		Cum.

		0		8		0.41		0.41		0.41				1		1359		69.23		68.75		68.75

		1		1359		68.95		68.46		68.88				2		347		17.68		17.56		86.3

		2		347		17.61		17.48		86.36				3		112		5.71		5.75		92.06

		3		112		5.68		5.73		92.09				4		67		3.41		3.4		95.46

		4		67		3.4		3.39		95.48				5		33		1.68		1.43		96.89

		5		33		1.67		1.42		96.9				6		21		1.07		1.73		98.62

		6		21		1.07		1.72		98.63				7		6		0.31		0.22		98.84

		7		6		0.3		0.22		98.84				8		7		0.36		0.53		99.37

		8		7		0.36		0.53		99.37				9		1		0.05		0.1		99.47

		9		1		0.05		0.1		99.48				10		4		0.2		0.2		99.67

		10		4		0.2		0.2		99.68				11		1		0.05		0.02		99.69

		11		1		0.05		0.02		99.7				12		3		0.15		0.18		99.88

		12		3		0.15		0.18		99.88				13		1		0.05		0.01		99.88

		13		1		0.05		0.01		99.88				25		1		0.05		0.12		100

		25		1		0.05		0.12		100

														Total		1963		100		100

		Total		1971		100		100

		Table 9												.

		Sources of Informal Borrowing

		(percent of households borrowing in the preceding 12 months)

				Percent

		Moneylender		56.13

		Friends/Relatives		28.79

		Landlord		7.6

		SHG/NGO's		5.22

		Others		2.25

		Total		2014

		Duration of last completed loan

		(unweighted sample averages)

		Upto 3 months		20.1

		4 months		10.1

		5 months		5.8

		6 months		13.5

		7-11 months		20.7

		12 months		14.8

		12-24 months		11.2

		N		810

		Table 9

		Source of last informal loan

		(percent of households)

		SHG/NGOs		2.89

		Landlord		7.76

		Moneylender		55.87

		Friends/Relatives		31.36

		Others		2.12

		N		848

		Table 14

		Uses of last informal loan, by % of households

		(percent of households)

		Invest in land, building		13.33

		Purchase in machinery/equipment		2.36

		Purchase livestock		5.83

		Purchase inputs		3.92

		Family emergency		28.76

		Illness of livestock animals		1.44

		Social expenditure		18.54

		Routine household expenditures		11.61

		Repay other loans/debt		1.12

		Others		13.08

		N		852

		Contractual aspects of informal loans

		Amount applied for (Rs.)				8641.4

		Amount received (Rs.)				8337.9

		Difference (Rs.)				400.3

		As percent of amount applied				4.6

		Mode of repayment

				Single payment		35.34

				Regular payments at agreed times		22.93

				Repaid as and when feasible		41.2

				Others		0.53

		Collateral used ( percent of borrowers)				16.54

				Land		16.82

				Livestock		9.69

				Gold/jewelry		13.27

				Self labor		26.9

				Guarantee		31.19

				Others		2.14

		Number of collateral Loans				187

		N				850

		Interest charged?						WTD

		m7q15		Freq.		Percent		Percent

		Yes		581		68.51		68.85

		No		267		31.49		31.15

		Total		848		100		100

		Distribution of loans by source

				Interest		charged				Interest not		charged

								WTD						WTD

		m7q10		Freq.		Percent		Percent		Freq.		Percent		Percent

		NGO		0		0		0		2		0.75		0.78

		SHG		20		3.48		2.58		4		1.5		1.64

		Landlord		58		10.1		9.05		12		4.49		5.01

		Moneylender		399		69.51		73.83		41		15.36		17.4

		Chit fund		5		0.87		0.18		1		0.37		0.15

		Friends/Relatives		88		15.33		12.71		198		74.16		72.36

		Others		4		0.7		1.65		9		3.37		2.66

		Total		574		100		100		267		100		100

		Interest (m7q16/12) if m7q16 > 6						wtd

		m7q16		Freq.		Percent		Percent

		0.5833333		8		1.38		1.09

		0.6666667		1		0.17		0.01

		0.75		1		0.17		0.06

		0.8333333		29		5.01		9.14

		0.9166667		2		0.35		0.09

		1		19		3.28		3.71

		1.166667		2		0.35		0.28

		1.2		2		0.35		0.43

		1.208333		1		0.17		0.6

		1.25		1		0.17		0.24

		1.5		5		0.86		0.32

		1.666667		4		0.69		1.18

		2		157		27.12		20.95

		2.083333		1		0.17		0.07

		2.5		23		3.97		3.67

		2.666667		1		0.17		0.34

		3		206		35.58		35.02

		3.5		2		0.35		0.13

		4		23		3.97		3.44

		5		89		15.37		19.08

		6		2		0.35		0.12

		Total		579		100		100

		Debt from shops

								WTD

		m7q21_a		Freq.		Percent		Percent

		Yes		3989		72.04		78.67

		No		1548		27.96		21.33

		Total		5537		100		100

		Mode of repaying shop debt

								WTD

		m7q22		Freq.		Percent		Percent

		Monthly		1046		26.25		21.2

		Weekly		700		17.57		16.88

		Irregular		2197		55.13		61

		Others		42		1.05		0.92

		Total		3985		100		100
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		FORMAL LOANS

		Formal loans outstanding, total and by type of household

								category

		m6q1		marginal		small		large		commercial		others		Total

		yes		12.97		30.79		44.36		16.78		29.47		21.01

		no		87.03		69.21		55.64		83.22		70.53		78.99

		Total		100		100		100		100		100		100

																		Credit outstanding by source

				Bank		RRB		Coops		govt schemes		Others		Total				Bank		51.4

		Number of loans per household (median)		1.0		1.0		1.0		1.0		1.0						RRB		31.2

		Number of borrowing households		613.0		545.0		257.0		12.0		60.0		1487.0				Coops		12.5

		Aggregate dues outstanding (Rs. Million)		19.9		12.1		4.8		0.3		1.6		38.7				Govt schemes		0.7

		% of total outstanding		51.4		31.2		12.5		0.7		4.2		100.0				Others		4.2

		Amt per household		3566.9		2168.8		864.7		50.5		289.3		6940.3

		Amt per borrowing household		32463.3		22201.8		18771.7		23487.5		26900.0		26039.1

		Aspects of formal borrowing and its costs

		figures in blue are unwtd

				Bank		RRB		Coops		Schemes		Others

		Amount Applied For (mean)		34616.49		20272.3		24103.63		25250		30141.67

		Amount Approved (mean)		32392.08		18405.68		20844.26		24750		28391.67

		Amount Received (mean)		31768		17888		20115		21867		28288												Loan amount received as % of

		Interest rate (median) % p.a.		12.5		11		11		14		14		interest rates <=3 have been multiplied by 12 to get annual figures										amount applied

		Time taken (weeks)		33.0		28.5		24.0		8.97		14.3

		% gap		8.2		11.8		16.5		13.4		6.1

		% gap 1		1.9		2.8		3.5		11.6		0.4

		Percent reporting bribes		26.8		27.0		9.7		27.27		23.21

		Amount of bribe (mean)		3265.2		3347.069		7239.598		10466.67		2369.231

		as % of amount approved		10.1		18.2		34.7		42.3		8.3

		repeat borrowers (%)		29.19		35.51		33.66		16.67		51.67

		Table 15. Aspects of formal borrowing and its costs

				Bank		RRB		Coops		Schemes		Others

		Interest rate (median) % p.a.		12.5		11		11		14		14

		Loan amount received as % of amount applied		91.8		88.2		83.5		86.6		93.9

		Percentage households reporting bribes		26.8		27.0		9.7		27.27		23.21

		Bribe as % of amount approved		10.1		18.2		19.9		42.3		8.3

		Time taken to process a loan application (weeks)		33		28.5		24		8.9		14.3

		Use of collateral in formal loans

		figures in blue are unwtd

				Bank		RRB		Coops		Schemes		Others

		Collateral required (% of loans)		86.95		89.31		72.86		58.33		83.05

		Value of collateral		289799.20		169346.00		220830.80		586666.70		688815.80

		(Collateral/Loan)		9.12		9.47		10.98		26.83		24.35

		Type of collateral

		Land		67.23		74.30		75.12		42.86		71.43

		Machinery		0.70		1.35				14.29		4.08

		Building		1.84		3.50		0.15

		Guarantee		25.22		15.06		11.20		42.86		20.41

		Others		5.01		5.79		13.54				4.08

		Assistance of "reputed" person		40.81		36.39		22.7		4.46		30.2

		These are weighted

		Purpose of loans

				Bank		RRB		Coops		Schemes		Others

		Land purchase/improvement		40.3		45.87		44.78		19807.345		54.82

		Livestock purchase		12.7		13.74		3.34				4.7

		other investments		19.02		14.39		16.56		27457.1654		11.32

		working capital for business		3.96		6.29		3.67		9956.85498		1.31

		Emergency/Special occasion		15.96		13.58		14.26		53992.6359		16.12

		Others		8.06		6.13		17.38		5606.08325		11.73

		N		606		542		254		12		59

		Land purchase/improvement (1)

		Livestock purchase (3)

		Other investments (building, vehicles, machiner, equipment, Nos. 2,4,5)

		Working capital (6)

		Emergency/Special occasion (8,9)

		Others (Education, household expenses, repaying other loans, others, Nos. 7, 10, 11, 12)

		Purpose versus Actual Use

		BANKS												.

		wtd

		Purpose/              Actual Use		Land purchase/improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		98.0		0.5		0.2		0.3		1.0		0.1		39.91

		Livestock purchase		0.2		99.8		0.0		0.0		0.0		0.0		12.89

		other investments		0.0		0.0		99.7		0.3		0.0		0.0		19.29

		working capital for business		0.0		0.0		0.0		66.0		34.1		0.0		4.022

		Emergency/Special occasion		0.6		0.0		0.0		0.0		92.7		6.8		16.2

		Others		0.4		0.3		0.0		0.0		4.0		95.4		7.686

		total		39.3		13.1		19.3		2.8		17.1		8.5		594

		RRBs		Actual Use

										m6q16b2

		m6q16a2		Land purchase/improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		91.94		0		1.121		0.2232		5.441		1.277		45.97

		Livestock purchase		7.634		86.56		0		0		2.465		3.345		13.82

		other investments		0		0		98.12		0		1.884		0		14.47

		working capital for business		0		0		0.9928		78.32		20.69		0		6.326

		Emergency/Special occasion		1.756		0		0		0		93.81		4.433		13.66

		Others		0		0		0		0		0		100		5.75

		Total		43.56		11.96		14.78		5.057		17.24		7.405		536

		Coops		Actual Use

												m6q16b3

		m6q16a3		Land purchase / improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		92.1		0.1112		0		0		7.791		0		44.68

		Livestock purchase		0		97.66		0		0		0		2.336		3.351

		other investments		0		0		100		0		0		0		16.61

		working capital for business		0		0		0		100		0		0		3.676

		Emergency/Special occasion		1.816		0		0		0		98.18		0		14.3

		Others		5.463		0.3769		0		0.6901		8.965		84.5		17.39

		Total		42.36		3.388		16.61		3.796		19.08		14.77		252

		Applied for loans in 3 yrs?

		m6q21		Freq.		Percent		Cum.

		1		561538.583		2.14		2.14

		2		25709213.1		97.86		100

		Total		26270751.7		100

		m6q21		Freq.		Percent		Cum.

		1		73		1.79		1.79

		2		4008		98.21		100

		Total		4081		100

		What happened?

		m6q22		Freq.		Percent		Cum.

		Accepted		23		31.51		31.51

		Rejected		47		64.38		95.89

		Don't know		3		4.11		100

		Total		73		100

		m6q22		Freq.		Percent		Cum.

		Accepted		99559.0474		17.73		17.73

		Rejected		451258.76		80.36		98.09

		Don't know		10720.7751		1.91		100

		Total		561538.583		100

		m6q24_a		Freq.		Percent		Cum.

		bank		24		68.57		68.57

		RRB		5		14.29		82.86

		PAC/Co-op		1		2.86		85.71

		others		5		14.29		100

		Total		35		100

		m6q24_b		Freq.		Percent		Cum.

		Inadequate income		3		8.33		8.33

		no steady income		3		8.33		16.67

		No guarantor		6		16.67		33.33

		No collateral		4		11.11		44.44

		Do not know		13		36.11		80.56

		Others		7		19.44		100

		Total		36		100

		Why never applied?

		First Reason

		m6q25_1

		unwtd		Freq.		Percent		Cum.				wtd		Freq.		Percent		Cum.

		no need		1030		53.87		53.87				no need		9205944.86		55.61		55.61

		complicated procedure		466		24.37		78.24				complicated procedure		3770716.85		22.78		78.39

		Process too expensive		103		5.39		83.63				Process too expensive		829508.871		5.01		83.4

		inadequate collateral		100		5.23		88.86				inadequate collateral		1061659.95		6.41		89.82

		already too much debt		18		0.94		89.8				already too much debt		166598.431		1.01		90.82

		high interest rate		137		7.17		96.97				high interest rate		1014405.4		6.13		96.95

		others		58		3.03		100				others		504749.517		3.05		100

		total		1912		100						total		16553583.9		100

		Second reason

		m6q25_2

		unwtd		Freq.		Percent		Cum.				wtd		Freq.		Percent		Cum.

		no need		16		2.49		2.49				no need		166975.589		3.07		3.07

		complicated procedure		125		19.44		21.93				complicated procedure		1004597.4		18.45		21.51

		Process too expensive		205		31.88		53.81				Process too expensive		1609057.39		29.55		51.06

		inadequate collateral		95		14.77		68.58				inadequate collateral		984091.004		18.07		69.14

		already too much debt		14		2.18		70.76				already too much debt		127685.471		2.34		71.48

		high interest rate		183		28.46		99.22				high interest rate		1504683.77		27.63		99.11

		others		5		0.78		100				others		48317.2678		0.89		100

		total		643		100						total		5445407.89		100
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Figure 12 
Credit outsanding by source



Sheet3

		1		99.61		0.4663		1.458		3.997		0.4343		2.244

		2		0		99.53		0		2.155		0		0

		3		0.0759		0		98.38		0		0		0

		6		0		0		0		93.85		0		8.022

		7		0.0781		0		0.1613		0		86.62		1.787

		8		0.2322		0		0		0		12.94		87.95

		Total		100		100		100		100		100		100		100

		m6q16a2		1		2		3		6		7		8		Total

		1		97.03		3.489		0		2.029		7.929		14.51

		2		0		96.09		0		0		0		1.582

		3		2.422		0		100		0		6.242		1.976

		6		0		0.425		0		97.97		0		7.591

		7		0		0		0		0		77.65		0

		8		0.5506		0		0		0		8.177		74.34

		Total		100		100		100		100		100		100		100

										m6q16b3

		m6q16a3		1		2		3		6		7		8		Total

		1		97.14		0		1.466		0		0		18.25

		2		0		100		0		0		0		0

		3		0		0		96.6		0		0.5299		0

		6		0		0		0		96.84		0		0

		7		2.243		0		1.934		3.161		99.47		8.17

		8		0.613		0		0		0		0		73.58

		Total		100		100		100		100		100		100		100
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		Distribution of insurance by households

		Type of Insurance				Existing		Preference

		Life Insurance				13.2

		Health Insurance				0.37

		Fire Insurance				0.03

		Theft Insurance				1.01

		Crop Insurance				0.2

		Other Insurance				0.13
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		INSURANCE

		Have any insurance?						WTD

		m10q1		Freq.		Percent		Percent

		Yes		1099		19.78		14.57

		No		4277		76.99		82.34

		Don't Know what Insurance is		179		3.22		3.1

		Total		5555		100		100

		Table 11

		Distribution of insurance, by % of households

		Type of Insurance		Existing		Preference

		Life Insurance		13.2		72.86

		Health Insurance		0.37		5.48

		Fire Insurance		0.03		0.26

		Theft Insurance		1.01		0.74

		Crop Insurance		0.2		18.98

		Other Insurance		0.13		1.68

		m10q3		Freq.		Percent		Cum.

		Yes		6610644.01		20.62		20.62

		No		25437741		79.34		99.96

		Don't Know		13263.6681		0.04		100

		Total		32061648.7		100

		Monsoon Insurance

		Wtd

		m10q5		Freq.		Percent		Cum.

		Yes		4111576.81		12.25		12.25

		No		10355956.5		30.86		43.11

		Missing		19092543.1		56.89		100

		Total		5579		100

		m10q6		Estimate

		Mean		15.7

		Median		10

		.
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		Section 7

		Informal Borrowing

		Number of sources of informal loans

				Mean		Median

		Lenders within village		3.0		2

		Lenders outside village		2.3		2

		Potential sources within village		2.3		1

		Potential sources outside village		1.9		1

		Utilized sources within village		0.8		1

		Utilized sources outside village		0.6		0

		Informal loan in past 12 months?

								wtd

		m7q3		Freq.		Percent		Percent

		Yes		2148		38.88		44.06

		No		3377		61.12		55.94

		Total		5525		100		100

		Table 12

		Incidence and size of informal borrowing by household category

		(% of households unless otherwise stated)

				Marginal		Small		Large		Commercial		Others		Total

		Borrowed in past 12 months		48.24		39.84		35.9		39.07		42.82		44.06

		Loans currently outstanding		44.58		34.79		31.45		36.13		39.9		40.07

		Average debt/ borrower (Rs.)		9152		12523		18572		13075		17885		11136

		Average debt/ household (Rs.)		4332		4834		6373		5007		7495		4790

		Times in past 12 months						WTD						those hhlds reporting zero loans but have loan outstanding excluded

																				wtd

		m7q5		Freq.		Percent		Percent		Cum.				m7q5		Freq.		Percent		Percent		Cum.

		0		8		0.41		0.41		0.41				1		1359		69.23		68.75		68.75

		1		1359		68.95		68.46		68.88				2		347		17.68		17.56		86.3

		2		347		17.61		17.48		86.36				3		112		5.71		5.75		92.06

		3		112		5.68		5.73		92.09				4		67		3.41		3.4		95.46

		4		67		3.4		3.39		95.48				5		33		1.68		1.43		96.89

		5		33		1.67		1.42		96.9				6		21		1.07		1.73		98.62

		6		21		1.07		1.72		98.63				7		6		0.31		0.22		98.84

		7		6		0.3		0.22		98.84				8		7		0.36		0.53		99.37

		8		7		0.36		0.53		99.37				9		1		0.05		0.1		99.47

		9		1		0.05		0.1		99.48				10		4		0.2		0.2		99.67

		10		4		0.2		0.2		99.68				11		1		0.05		0.02		99.69

		11		1		0.05		0.02		99.7				12		3		0.15		0.18		99.88

		12		3		0.15		0.18		99.88				13		1		0.05		0.01		99.88

		13		1		0.05		0.01		99.88				25		1		0.05		0.12		100

		25		1		0.05		0.12		100

														Total		1963		100		100

		Total		1971		100		100

														.

		Sources of Informal Borrowing

		(percent of households borrowing in the preceding 12 months)

				Percent

		Moneylender		56.13

		Friends/Relatives		28.79

		Landlord		7.6

		SHG/NGO's		5.22

		Others		2.25

		Total		2014

		Duration of last completed loan

		(unweighted sample averages)

		Upto 3 months		20.1

		4 months		10.1

		5 months		5.8

		6 months		13.5

		7-11 months		20.7

		12 months		14.8

		12-24 months		11.2

		N		810

		Source of last loan

		(percent)

		SHG/NGOs		2.89

		Landlord		7.76

		Moneylender		55.87

		Friends/Relatives		31.36

		Others		2.12

		N		848

		Uses of last informal loan

		(percent of households)

		Invest in land, building		13.33

		Purchase in machinery/equipment		2.36

		Purchase livestock		5.83

		Purchase inputs		3.92

		Family emergency		28.76

		Illness of livestock animals		1.44

		Social expenditure		18.54

		Routine household expenditures		11.61

		Repay other loans/debt		1.12

		Others		13.08

		N		852

		Contractual aspects of informal loans

		Amount applied for (Rs.)				8641.4

		Amount received (Rs.)				8337.9

		Difference (Rs.)				400.3

		As percent of amount applied				4.6

		Mode of repayment

				Single payment		35.34

				Regular payments at agreed times		22.93

				Repaid as and when feasible		41.2

				Others		0.53

		Collateral used ( percent of borrowers)				16.54

				Land		16.82

				Livestock		9.69

				Gold/jewelry		13.27

				Self labor		26.9

				Guarantee		31.19

				Others		2.14

		Number of collateral Loans				187

		N				850

		Interest charged?						WTD

		m7q15		Freq.		Percent		Percent

		Yes		581		68.51		68.85

		No		267		31.49		31.15

		Total		848		100		100

		Distribution of loans by source

				Interest		charged				Interest not		charged

								WTD						WTD

		m7q10		Freq.		Percent		Percent		Freq.		Percent		Percent

		NGO		0		0		0		2		0.75		0.78

		SHG		20		3.48		2.58		4		1.5		1.64

		Landlord		58		10.1		9.05		12		4.49		5.01

		Moneylender		399		69.51		73.83		41		15.36		17.4

		Chit fund		5		0.87		0.18		1		0.37		0.15

		Friends/Relatives		88		15.33		12.71		198		74.16		72.36

		Others		4		0.7		1.65		9		3.37		2.66

		Total		574		100		100		267		100		100

		Interest (m7q16/12) if m7q16 > 6						wtd

		m7q16		Freq.		Percent		Percent

		0.5833333		8		1.38		1.09

		0.6666667		1		0.17		0.01

		0.75		1		0.17		0.06

		0.8333333		29		5.01		9.14

		0.9166667		2		0.35		0.09

		1		19		3.28		3.71

		1.166667		2		0.35		0.28

		1.2		2		0.35		0.43

		1.208333		1		0.17		0.6

		1.25		1		0.17		0.24

		1.5		5		0.86		0.32

		1.666667		4		0.69		1.18

		2		157		27.12		20.95

		2.083333		1		0.17		0.07

		2.5		23		3.97		3.67

		2.666667		1		0.17		0.34

		3		206		35.58		35.02

		3.5		2		0.35		0.13

		4		23		3.97		3.44

		5		89		15.37		19.08

		6		2		0.35		0.12

		Total		579		100		100

		Debt from shops

								WTD

		m7q21_a		Freq.		Percent		Percent

		Yes		3989		72.04		78.67

		No		1548		27.96		21.33

		Total		5537		100		100

		Mode of repaying shop debt

								WTD

		m7q22		Freq.		Percent		Percent

		Monthly		1046		26.25		21.2

		Weekly		700		17.57		16.88

		Irregular		2197		55.13		61

		Others		42		1.05		0.92

		Total		3985		100		100
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		FORMAL LOANS

		Formal loans outstanding, total and by type of household

								category

		m6q1		marginal		small		large		commercial		others		Total

		yes		12.97		30.79		44.36		16.78		29.47		21.01

		no		87.03		69.21		55.64		83.22		70.53		78.99

		Total		100		100		100		100		100		100

																		Credit outstanding by source

				Bank		RRB		Coops		govt schemes		Others		Total				Bank		51.4

		Number of loans per household (median)		1.0		1.0		1.0		1.0		1.0						RRB		31.2

		Number of borrowing households		613.0		545.0		257.0		12.0		60.0		1487.0				Coops		12.5

		Aggregate dues outstanding (Rs. Million)		19.9		12.1		4.8		0.3		1.6		38.7				Govt schemes		0.7

		% of total outstanding		51.4		31.2		12.5		0.7		4.2		100.0				Others		4.2

		Amt per household		3566.9		2168.8		864.7		50.5		289.3		6940.3

		Amt per borrowing household		32463.3		22201.8		18771.7		23487.5		26900.0		26039.1

		Aspects of formal borrowing and its costs

		figures in blue are unwtd

				Bank		RRB		Coops		Schemes		Others

		Amount Applied For (mean)		34616.49		20272.3		24103.63		25250		30141.67

		Amount Approved (mean)		32392.08		18405.68		20844.26		24750		28391.67

		Amount Received (mean)		31768		17888		20115		21867		28288												Loan amount received as % of

		Interest rate (median) % p.a.		12.5		11		11		14		14		interest rates <=3 have been multiplied by 12 to get annual figures										amount applied

		Time taken (weeks)		33.0		28.5		24.0		8.97		14.3

		% gap		8.2		11.8		16.5		13.4		6.1

		% gap 1		1.9		2.8		3.5		11.6		0.4

		Percent reporting bribes		26.8		27.0		9.7		27.27		23.21

		Amount of bribe (mean)		3265.2		3347.069		7239.598		10466.67		2369.231

		as % of amount approved		10.1		18.2		34.7		42.3		8.3

		repeat borrowers (%)		29.19		35.51		33.66		16.67		51.67

		Table 9: Aspects of formal borrowing and its costs

				Bank		RRB		Coops		Schemes		Others

		Interest rate (median) % p.a.		12.5		11		11		14		14

		Loan amount received as % of amount applied		91.8		88.2		83.5		86.6		93.9

		Percentage households reporting bribes		26.8		27.0		9.7		27.27		23.21

		Bribe as % of amount approved		10.1		18.2		19.9		42.3		8.3

		Time taken to process a loan application (weeks)		33		28.5		24		8.9		14.3

		Use of collateral in formal loans

		figures in blue are unwtd

				Bank		RRB		Coops		Schemes		Others

		Collateral required (% of loans)		86.95		89.31		72.86		58.33		83.05

		Value of collateral		289799.20		169346.00		220830.80		586666.70		688815.80

		(Collateral/Loan)		9.12		9.47		10.98		26.83		24.35

		Type of collateral

		Land		67.23		74.30		75.12		42.86		71.43

		Machinery		0.70		1.35				14.29		4.08

		Building		1.84		3.50		0.15

		Guarantee		25.22		15.06		11.20		42.86		20.41

		Others		5.01		5.79		13.54				4.08

		Assistance of "reputed" person		40.81		36.39		22.7		4.46		30.2

		These are weighted

		Purpose of loans

				Bank		RRB		Coops		Schemes		Others

		Land purchase/improvement		40.3		45.87		44.78		19807.345		54.82

		Livestock purchase		12.7		13.74		3.34				4.7

		other investments		19.02		14.39		16.56		27457.1654		11.32

		working capital for business		3.96		6.29		3.67		9956.85498		1.31

		Emergency/Special occasion		15.96		13.58		14.26		53992.6359		16.12

		Others		8.06		6.13		17.38		5606.08325		11.73

		N		606		542		254		12		59

		Land purchase/improvement (1)

		Livestock purchase (3)

		Other investments (building, vehicles, machiner, equipment, Nos. 2,4,5)

		Working capital (6)

		Emergency/Special occasion (8,9)

		Others (Education, household expenses, repaying other loans, others, Nos. 7, 10, 11, 12)

		Purpose versus Actual Use

		BANKS												.

		wtd

		Purpose/              Actual Use		Land purchase/improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		98.0		0.5		0.2		0.3		1.0		0.1		39.91

		Livestock purchase		0.2		99.8		0.0		0.0		0.0		0.0		12.89

		other investments		0.0		0.0		99.7		0.3		0.0		0.0		19.29

		working capital for business		0.0		0.0		0.0		66.0		34.1		0.0		4.022

		Emergency/Special occasion		0.6		0.0		0.0		0.0		92.7		6.8		16.2

		Others		0.4		0.3		0.0		0.0		4.0		95.4		7.686

		total		39.3		13.1		19.3		2.8		17.1		8.5		594

		RRBs		Actual Use

										m6q16b2

		m6q16a2		Land purchase/improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		91.94		0		1.121		0.2232		5.441		1.277		45.97

		Livestock purchase		7.634		86.56		0		0		2.465		3.345		13.82

		other investments		0		0		98.12		0		1.884		0		14.47

		working capital for business		0		0		0.9928		78.32		20.69		0		6.326

		Emergency/Special occasion		1.756		0		0		0		93.81		4.433		13.66

		Others		0		0		0		0		0		100		5.75

		Total		43.56		11.96		14.78		5.057		17.24		7.405		536

		Coops		Actual Use

												m6q16b3

		m6q16a3		Land purchase / improvement		Livestock purchase		other investments		working capital for business		Emergency/Special occasion		Others		Total

		Land purchase/improvement		92.1		0.1112		0		0		7.791		0		44.68

		Livestock purchase		0		97.66		0		0		0		2.336		3.351

		other investments		0		0		100		0		0		0		16.61

		working capital for business		0		0		0		100		0		0		3.676

		Emergency/Special occasion		1.816		0		0		0		98.18		0		14.3

		Others		5.463		0.3769		0		0.6901		8.965		84.5		17.39

		Total		42.36		3.388		16.61		3.796		19.08		14.77		252

		Applied for loans in 3 yrs?

		m6q21		Freq.		Percent		Cum.

		1		561538.583		2.14		2.14

		2		25709213.1		97.86		100

		Total		26270751.7		100

		m6q21		Freq.		Percent		Cum.

		1		73		1.79		1.79

		2		4008		98.21		100

		Total		4081		100

		What happened?

		m6q22		Freq.		Percent		Cum.

		Accepted		23		31.51		31.51

		Rejected		47		64.38		95.89

		Don't know		3		4.11		100

		Total		73		100

		m6q22		Freq.		Percent		Cum.

		Accepted		99559.0474		17.73		17.73

		Rejected		451258.76		80.36		98.09

		Don't know		10720.7751		1.91		100

		Total		561538.583		100

		m6q24_a		Freq.		Percent		Cum.

		bank		24		68.57		68.57

		RRB		5		14.29		82.86

		PAC/Co-op		1		2.86		85.71

		others		5		14.29		100

		Total		35		100

		m6q24_b		Freq.		Percent		Cum.

		Inadequate income		3		8.33		8.33

		no steady income		3		8.33		16.67

		No guarantor		6		16.67		33.33

		No collateral		4		11.11		44.44

		Do not know		13		36.11		80.56

		Others		7		19.44		100

		Total		36		100

		Why never applied?

		First Reason

		m6q25_1

		unwtd		Freq.		Percent		Cum.				wtd		Freq.		Percent		Cum.

		no need		1030		53.87		53.87				no need		9205944.86		55.61		55.61

		complicated procedure		466		24.37		78.24				complicated procedure		3770716.85		22.78		78.39

		Process too expensive		103		5.39		83.63				Process too expensive		829508.871		5.01		83.4

		inadequate collateral		100		5.23		88.86				inadequate collateral		1061659.95		6.41		89.82

		already too much debt		18		0.94		89.8				already too much debt		166598.431		1.01		90.82

		high interest rate		137		7.17		96.97				high interest rate		1014405.4		6.13		96.95

		others		58		3.03		100				others		504749.517		3.05		100

		total		1912		100						total		16553583.9		100

		Second reason

		m6q25_2

		unwtd		Freq.		Percent		Cum.				wtd		Freq.		Percent		Cum.

		no need		16		2.49		2.49				no need		166975.589		3.07		3.07

		complicated procedure		125		19.44		21.93				complicated procedure		1004597.4		18.45		21.51

		Process too expensive		205		31.88		53.81				Process too expensive		1609057.39		29.55		51.06

		inadequate collateral		95		14.77		68.58				inadequate collateral		984091.004		18.07		69.14

		already too much debt		14		2.18		70.76				already too much debt		127685.471		2.34		71.48

		high interest rate		183		28.46		99.22				high interest rate		1504683.77		27.63		99.11

		others		5		0.78		100				others		48317.2678		0.89		100

		total		643		100						total		5445407.89		100
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Figure 12 
Credit outsanding by source
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		1		99.61		0.4663		1.458		3.997		0.4343		2.244

		2		0		99.53		0		2.155		0		0

		3		0.0759		0		98.38		0		0		0

		6		0		0		0		93.85		0		8.022

		7		0.0781		0		0.1613		0		86.62		1.787

		8		0.2322		0		0		0		12.94		87.95

		Total		100		100		100		100		100		100		100

		m6q16a2		1		2		3		6		7		8		Total

		1		97.03		3.489		0		2.029		7.929		14.51

		2		0		96.09		0		0		0		1.582

		3		2.422		0		100		0		6.242		1.976

		6		0		0.425		0		97.97		0		7.591

		7		0		0		0		0		77.65		0

		8		0.5506		0		0		0		8.177		74.34

		Total		100		100		100		100		100		100		100

										m6q16b3

		m6q16a3		1		2		3		6		7		8		Total

		1		97.14		0		1.466		0		0		18.25

		2		0		100		0		0		0		0

		3		0		0		96.6		0		0.5299		0

		6		0		0		0		96.84		0		0

		7		2.243		0		1.934		3.161		99.47		8.17

		8		0.613		0		0		0		0		73.58

		Total		100		100		100		100		100		100		100






