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Foreword and acknowledgements

This study forms a part of the National Microfinance Support Project (NMFSP), being implemented by
SIDBI Foundation for Micro-Credit (SFMC), a department of Small Industries Development Bank of
India(SIDBI), in collaboration with the Department for International Development (DFID), UK and the
International Fundfor Agricultural Development (IFAD), Rome.

The research was commissioned and funded by SIDBI as a baseline study and forms the first part of a
longitudinal design to coincidewiththesevenyearsof NMFSP. The study coversasampleof 20 MFIsof
SIDBI and exploreskey impact questions, exploring issues of outreach, use of microfinance servicesand
their contribution to different dimensions of poverty reduction. The data presented in the baseline report
will be used asapanel datafor comparison through an endline survey. Themain report with details of the
research methodol ogy, statistical tablesand casestudies, isavailableonthe SIDBI and EDA websites.

Thesynopsisof the study, presented through this document, highlightsthe main el ementsof theresearch,
some of the key findings and the implications for policy and practice. It will be of interest to policy
makers, financial institutionsand donors (seeking to expand accessto financial services), to practitioners
(looking at issues in improving the delivery of financial services), to researchers (thinking about the
methodological issues of tracking impact) and to many others, we hope, entering the world of
microfinance and considering the goal sand promi sesbeing made.

Thereport resultsfrom theideas, energies and hard work of many people: the MFIswho were part of the
sample for this study, local field researchers, our associates and members of our Advisory Committee.
EDA is extremely grateful for their involvement and guidance. Above all we thank the clients, and of
coursethe non-clientstoo, who gave ustheir time and patiently put up with our questions. EDA accepts
responsibility for any gapsand limitations.
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1 Microfinance context: MFIsin India

In India there is a diversity of approaches to microfinance, involving banks, government agencies,
NGOs, cooperatives. There are now specialised microfinance institutions (MFIs), many still registered
as NGOs or cooperatives, a few 'transformed' into Non-Banking Finance Companies or Section 25
Companies. Their purpose is to extend the provision of financial services (credit, savings, insurance)
whilst building their ownfinancial sustainability.

Over 100MFlIsinIndiahavebeen
credit-rated. These MFIs have a
combined outstanding portfolio
of Rs380 crores ($87 million)
with cumulative disbursements
of Rs1,560 crores ($360 million).
Total clients of these MFIsare an
estimated 2.3million.*

MFlIs in India (M-CRIL database December 2004)

MFI model No. of No. of % clients | MFI borrowers
MFls clients by model as % of clients
SHG 76 1,434,900 62% 30%
Grameen 19 783,400 34% 79%
Individual 9 91,500 4% 67%
Overall 104 2,309,800 100% 47%

Most MFIs use groups as intermediaries for financial transactions, but there are different ways of
working with groups. These may be broadly classified as the Self Help Group model (SHG) and
Grameen replicators and Cooperatives. The SHG model predominates with 62% of total clients. The
Grameen model coversasmaller proportion (34%) of total clients but has alarger share of outstanding
portfolio, and a higher number of borrowers, due to its more regular cycle of loan disbursements. The
Individual Banking (1B) model accountsfor 4% of clients.

Model MFIs

APDMACS
IASC

LEAD

SHG OUTREACH
RASS

SNF
SWDMACTS
LUPIN
Shramik Bharati
ASA

SKS
GRAMEEN Spandana
CASHPOR
RGVN

VWS

INDIVIDUAL E{LSF%(
BANKING/ S
SECTOR ustikar

VSSU
COOPERATIVE YVU

MFIsin the NMFSP

The MFIs associated with the National Microfinance Support
Project (NMFSP) of SIDBI Foundation for Micro-Credit (SFMC),
represent the more established microfinance institutions in the
country. As at March 31, 2005, SIDBI had a loan portfolio of
Rs199.36 crores($46 million) with over 70 partner MFIs?

This study has sampled 20 of these MFIs. Most follow the SHG
model and have microfinance experience of at least 4 years, and up
to 10 years. Based on data for the sample MFIs, some operational
features that are typical of the three different models are presented
(over page) showing variations in approach, focus and type of
products.

1 Thisdata(for December 2004) isfrom the database of Micro-Credit Ratings | nternational Ltd, aspecialist microfinancerating agency.
Establishedin 1998, M-CRIL hascarried out nearly 300 ratingsof MFIsin India and neighbouring countriesof South, South-East and
Central Asia. M-CRIL isanassociate company of EDA.

2 SIDBI provides need-based financia assistance by way of loans to partner MFIs for meeting their on-lending requirements. In
addition, partner MFIs are provided an annual customised package of capacity building grant to build their operational, financial and
institutional capacitiesand to achieve self sustainability indue course. SIDBI also offers: —short-termloanstoitspartnersfor meeting
their temporary liquidity constraints; a Transformation Loan product for NGO-MFIs who are transforming their operations into a
regulated and formal entity; and equity fundingtoeligibleMFls



Operational features of microfinance models in India

Operational

features SHG Grameen Individual Banking
10-20 member groups save 5 clients per grou o ) _
regularly: group loans to organised ir?to 'gentr%s" Individual clients receive

The 'model members from savings; assume joint liability for loans on condition of
jointly liable for external regular MFI loans minimum savings deposit
loans — from MFI or bank

Main Clients Women Women Men (usually)

"The poor'- specifically General:

The poor- broadly defined in terms of housing,

Targeting descrlb(te_d as th?Bgifa\ker other assets, type of nog—poor
sections or employment and poor

Service focus Savings and credit Credit—regular cycle Credit

Transactions Monthly meetings Weekly meetings Individual — often daily

Flexible, above a minimum

Savings deposits Rs20-100 ($0.40 -2.20)/month | Rs5-25 ($0.10-0.60)/week (usu. 10% of loan amount)

Interest on Bank rate (4.25%)

savings + profit share 6-9% 6%

I(r|\1/||t||:?; loan size Rs5-10,000($110-225)" Rs2-5,000($45-110) Rs5-15,000 ($110-330)
Effective

interest rate 24-28% 32-38% 23-38%

(usual range)

Insurance At a preliminary stage: usually loan linked; sometimes linked to national companies
SDeer\\//?ézzment Some linked programmes A few small projects Enterprise support (occas.)

Source: Data for sample MFls
* Also, internal group loans range from Rs200-2,000 ($5-45) in new groups; up to Rs10,000 ($225) in established groups

Credit rating information for the sample MFIs at the time of the field study, show by model that: the
Grameen MFIs are larger scale and growing extremely fast, with 30,000 clients on average, 23,000
borrowers. Sustainability was high (average Operational Self Sufficiency of 106%)3with moderate
portfolio quality (PAR,, 7%)’resulting in an average rating of p+. SHG MFIs are longer established
organisations, with an average 24,000 clients but lower incidence of borrowing from the MFI (4,000
active borrowers on average). This isreflected in lower OSS ratios (68% on average) and, with lower
portfolio quality; the averagerating is . IB MFIs are relatively young with 13,000 clients on average,
10,000 active borrowers and high sustainability resulting in an average rating of a— though portfolio
quality isvariable.

2  Research design

The study aimsto document impact of microfinance services at the end user level and improve practice
by understanding the processes of MFIs intervention and their relevance. Impact is defined as'change
that can be plausibly associated with invol vement in amicrofinance programme’.

Operational Self Sufficiency = Ratio of total income (interest on portfolio, other income—fees, investments) to total costsfor theyear
(cost of funds, operating expenses)

4 Portfolio at risk at 60 days (PAR,;) = Ratio of the principal balance outstanding on all loans with overdues greater than or equal to 60
daystothetotal |oansoutstanding onagivendate



Theresearch questionsare:

@
)
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Whoisbeing served by microfinance? Arethepoorest getting left out?
How ismicrocredit used? Doesmicrofinance contributeto enterprise growth andincomes?

Does microfinance lead to areduction in poverty: is it sufficient to move poor families out of a
situation of poverty and vulnerability? Indirectly, does it enable the better off to provide
employment opportunitiestothevery poor?

Does women's role as microfinance clients trand ate into their empowerment? Or is there focus
onwomen clientsinstrumental i.e. ameansto ensurerepaymentsand group discipline?

What effect does microfinance have on other systems or sources of finance both formal (local
banks) andinformal (moneylenders, traders)?

Which products and services are effective in reaching the poor and responding to their financial
needs?

Inlinewith recent developmentsin impact assessment and poverty analysis methodol ogies, the research
combines quantitative and qualitative tools. Questionnaire data enables us to quantify and correlate
resultson different indicators. Qualitativeinformation (from Focus Group Discussionsand Case Studies)
helps us to ground the data in an understanding of the situations that people face, how they use and
perceivemicrofinance.

Poverty Analysis

Different methods (PRA, household asset index, estimated household income) were combined to arrive at a household
wealth rank. The wealth ranks assigned are comparable in different areas whilst reflecting local perceptions and a range of
indicators (including housing quality, assets, type of employment, incidence of ill health, alcoholism). Four wealth rank
categories were applied: very poor, poor, borderline, non-poor.

dicato or differe ea a ategorie
Very poor Poor Borderline Non-poor
=2
7 Small kuccha Mostly small houses, Medium size, usually mixed or Mostly large, pucca
:I?:; (thatched) houses either kuccha or mixed pucca (concrete) houses
(tin)
Small (1-5 acre) land holding, Large (> 5acres)
% No major assets, basic Marginal land (<1 acre), 1-? m:lch cattle, snf1a|| landholding, >2 milch
@ utensils only few small animals, cot, ~ animals, B&W TV, an, cattle, tube yvell. TV,
< radio. cvcle bicycle, radio, some furniture, phone, fridge,
od old two-wheeler motorcycle, car
S %‘ Usually one meal a Just able to manage two | 2 meals a day but sometimes Regular family diet —
§ 3] day — basic cereals meals a day — but face problem (a few weeks | (2 meals/day and 'quality’
[} i i
0 only variable in a year) items)
g § Low paid casual wage Regular wage labour. Seasonal business; low paid Assured regular income
8 5 . ’ jobs; May sometimes depend e.g. establd. business
£ 3 labour, single earner one-two earners on skilled wage labour or high pay job
Z o
o 2 . Above: may slip into poverty
3 = Below in case of an 'income shock'’ Above
o

“The poverty line is based on rural and urban levels for each State, estimated by the Planning Commission, updated to 2003-4
prices using the appropriate consumer price index (rural agricultural labourers, urban industrial workers); for the time of the
field survey, the estimates for the study States were Rs9.26-13.20 (rural) and Rs12.31-18.31 (urban) per capita per day. The
international poverty line ($1.08/day at purchasing power parity) works out to Rs14.54 (rural/urban 33 cents) which is roughly
comparable to the local poverty line.




The 20 MFIs sampled for the study reflect the main models of microfinance delivery and their relative
presence in different regions of India. The sample covers the States of Andhra Pradesh, Tamil Nadu,
Karnatakaand K eralain the South and Uttar Pradesh, Rajasthan, Assam and Manipur inthe North/East.

Study sample:

From each MFI, two to six clusters (villages or urban areas) were > 5000 households
randomly selected from village/area lists. All MFI clients within a
cluster were surveyed for aclient sample size of at least 130 per MFI
providing a statistical confidence level of 95%. Non-clients were
sampled as a comparison group. The large baseline sample provides
strong evidencefor thestudy findings.

4,000 clients [74% rural]
1,400 non clients

280 dropouts

150 case studies

200+ focus group discussions

3 Outreach

Hypothesis: MFlsare extending financial servicesto the poor and other disadvantaged
people not reached by formal sector finance

MIXED FINDINGS

MFIsare:

- mainly operating in more devel oped areas of the country

- reaching the unbanked

- serving all castes and communitiesincluding socially marginal groups (Scheduled Castes)
- reaching women headed households

- cateringto all economic levels, not only the poor

Microfinanceismor e concentrated in the South of | ndia;: Based on national datafor the NMFSP, the
majority of microfinance clients (89%) are in the more developed Southern region districts of the
country, including some in the West; just 11% of clients are in the less developed North and East.
Programmesaremainly rural with 77%rural clients (90% inthecase of Grameenand |B model MFls)

Depth of outreach: Based on sampledata, MFI servicesare 'reaching the unreached’ —81% do not have
formal savings in a bank or post office, 92% have not had a bank loan® The client profile includes
vulnerable and socially marginalized groups such as scheduled castes, scheduled tribes and women
headed households.

No formal finanCia| SeI’ViceS Socia”y margina| C“ents
% client 92% % cli
0 % client
households  81% @I households
35%
24% | 11%
. , Scheduled Women headed
no formal savings no formal credit castes/tribes households

Key: —- % All India| (from secondary Sources: All India Debt and Investment Survey, Census, Planning
Commission)

5 Overall percentages here and in subsequent tables are the weighted average based on client distribution by model (SHG = 0.62,
Grameen = 0.34, Individual Banking = 0.04)



Nevertheless the data shows that MFls are
catering to a mixed clientele that includes Targeting the poor?
both poor and non-poor. Given the very 39%
limited outreach of formal financial 35%
services, it cannot be assumed that all those
without access, and needing financial
Services, are poor.

26%

l26%

% recent clients

This pattern of outreach is much broader _ poor borderline non- poor
than that generally assumed: that most incl.very poor (6%)

microfinance clients fall in a band around
the poverty line. In the current debate about focusing on the poor, we do not believe that this finding

necessarily represents a negative feature. Asapractical strategy for operational sustainability, MFIsare
tending to diversify their clientele, whilst at the sametimeincluding poorer clients. A morecritical issue,
as we see later, is the scope to provide services that meet clients varying financia needs, including for
poorer clients.

Pattern of microfinance outreach

POVERTY LINE MFIs in India

Very%oor Poor! ) Borderline ) Non-poor
CGAF><

Adapted from CGAP, [Donor Brief no. 13, July 2003]

Depth of outreach and MFI performance: Thedatabroadly supportsthe general perception that there
isatrade-off between outreach to the poor and operational self-sufficiency. Most clearly inthecase of IB
MFIs, strong OSS is combined with low depth of outreach. Both SHG and Grameen MFIs have
considerable range of outreach. On OSS, the sample SHG MFIs are weaker (due to smaller portfolios
relative to scale of operations) while the Grameen MFIstend to be stronger (large portfolios, high staff
productivity in terms of client:staff ratio). Yet, there are interesting exceptions: 2 SHG MFIs and 2
Grameen M FIscombinesustainability with substantial depth of outreach.

Operational self sufficiency and depth of outreach (recent clients)

® Grameen < B A SHG
@ 100%,
kel
? 80%]
L s
g5 60% = © A
o
% $ a0% <
S o} A L_IDN L]
8 20%| Am =
g 0% . o3 ‘ o ‘ ‘
0% 40% 80% 120% 160% 200%
Operational Self Sufficiency (OSS)

OSSline at 80% (approaching Operational Self-Sufficiency) Depth of outreach line at 40% of clients below national poverty line. Trend line

overal:R=0.24
Source: Survey data & M-CRIL reports (19 MFIs, OSS data not available for one MFI (SHG/South)



At least part of the explanation for greater outreach to the poor lies in operations in a poor region
combined with effectivetargeting. In thetwo SHG examples, both sustainability (lower costs of group
formation, higher staff productivity) and depth have been achieved (in arelatively short time) through
providing microfinance servicesto SHG groupsestablished under long standing NGO programmes.

Depth of outreach and MFI products. The data does not support another assumption, that small
loansand lower interest rates are determining factors for degpening outreach. They may suit the poor,
but do not in themselves serve to exclude the non-poor. Rather it is responsiveness to client financial
needs in terms of the range of products offered that is the main factor (along with operationsin poor
areas).

4 Microfinance and enterprises

4.1 Use of microfinance

Hypothesis: Micro-credit isused for investment and for other household needs
SUPPORTED
- focus on direct investment
- more diverse use in SHG model, including internal lending from group savings

The main use of MFI loansis direct investment, although the actual useis slightly less than the recorded
use (85%). Thereisgreater focuson such investment in Grameen and | B model MFls, compared to SHGs.
TheFigureshowsclient use of total micro-credit borrowed over the previoustwo years, includinginternal
lending from group savingsinthe SHG model. 'Investment' refersto directly productive use—innon-farm
enterprise, animal husbandry and agriculture. Micro-credit is also being used for a range of 'other
household purposes — including family events (especially marriage costs), housing, medical care,
household purchases and schooling. These ‘other' purposes also represent aform of investment but they
areusually considered separately by MFIs(and by SIDBI).

Such use is partly due to ‘fungibility’, depending on ~ Use of micro-credit _
household credit requirements at the time of loan (MF loans and internal group lending)
disbursement, despite MFI insistence on loan use for Direct Investment (63%)
enterprise athough some MFIs are now introducing
other products.

FIXED AND WORKING CAPITAL
= Non-farm enterprises (36%)

= Animals (14%)
= Agriculture (13%)

The use of micro-credit for direct investment
increaseswith wealth rank. Poorer clientsuseahigher
proportion of micro-credit for other household needs

Household\needs (37%)

(48% compared to 28% by the non-poor). = Family events, esp. marriage (8%)
= Housing (7%)

= Healthcare (5%
= Debt repayment (3%
= Education (3%)

= Other (11%)




4.2 Micro-credit support to enterprises

Hypothesis: Microfinance increases enter prise activity
SUPPORTED
- new and expanded non-agriculture enterprises with some increase in (self-) employment
- contributestoreportedincreasein enterpriseincome

Different scales of enterprises

E - Income Generating Micro-enterprise Small enterprise
nterprise type Activities - IGA ME SE
Low investment Investment up to Rs35,000 ($800) Investment up to
[Rs2-15,000($45-330)] Full-time Rs2 lakhs ($4,500)
Scale Part-time Some seasonality Full-time
ca s | Mainly family labour Regular
easona Secondary/primary income source Some hired labour
Family labour Primary income source

Supplementary income

(A few larger scale animal units)

Animal husbandry (small Provision shops Large scale
animals, 1-2 dairy animals) Tea shopsttiffin centres trading/business
Seasonal vending Transport (cycle rickshaw) Repair units - electngal
Examples Home based tailoring/ Repair units - cycle Separate manufacturing
Home based manufacturing units
petty shops Powerlooms
MFI model support SHG and Grameen, some IB IB, some Grameen

Enterprises of different scales
—requiring different levels of
capital (fixed and working) — are
using micro-credit. Group-based
MFIsprovidesmall loansfor usein
'income generating activities' and
‘'micro-enterprises’. 1B MFIs
usually provide larger loans for
‘'small enterprises.

Themajority of supported enterprisesarerural. The main sector isnon-farm. The Grameen and IB MFIs
support a high proportion of non-farm enterprises. Animal husbandry is common in more remote rural
areas, wheretherearefewer alternative opportunitiesfor enterprise.

Enterprises using micro-credit

_ By model Overall
Selected enterprise parameters SHG T B [wted avg]
0,
o By sector non-farm | 29%  66% 80% 44%
animal husbandry 42% 21% 8% 34%
agriculture 29% 13% 12% 23%
% New enterprises 28% 45% 7% 32%
Employment’/supported enterprise 1.05 1.25 1.66 1.14
family 0.99 1.13 1.26 1.05
hired 0.06 0.12 0.40 0.10
% Reporting increase in income 55% 82% 81% 64%
% Closed down 7% 11% 2% 8%

* 'Employment’ includes self-employment



Nearly one third were new enterprises started with micro-credit, primarily by poor and by borderline
clients. Thisproportionishigher for the Grameen model and in animal husbandry. Enterpriseswith credit
from group based MFIsare usually owner-operated, sometimes involving more than one member of the
family, often part-time (they are typically IGAs and micro-enterprises). Small enterprises - which
typically have IB credit - have more employment that is mostly full-time and partly hired. New
employment —both women and men - hasbeen generated mainly through new enterprises (not expansion
of existing enterprises). New employment has been generated mainly through new enterprises. Half of
theadditional employment isof women, 5% isof childrenlessthan 15years.

Client households reported an increase in income following micro-credit support in two thirds of
supported enterprises. This proportion is significantly higher in the Grameen and IB models reflecting
more non-farm enterprises supported in these models, and aregular cycle of credit. Incomeincrease was
mainly due to expansion and improved quality and range of products or services. Lower reported
increaseinthe SHG model partly reflectsmore uncertain returnsto agriculture (whichismore prominent
inSHG lending).

Diversifying income sources through micro-credit

Prabhavati and her husband were both agricultural labourers. After she joined the MFI group (Grameen) in
2001 sheinvested her first loan of Rs5,000 ($115) in atiffin businessfor which there was good local demand.
The business did well and Prabhavati has reinvested some of her earnings to buy sheep. Both livelihoods
provide ayear round income. Prabhavati no longer works as an agricultural |abourer. Sheis proud of the fact
that she is running her own business and not working for anybody. And, life is more stable without the
difficultiessheusedtofaceduring lean agricultural seasons. [Borderline, Grameenclient, rural South India]

Nevertheless, micro enterprises are susceptible to risks. Risks may relate to persona situations
(especialy illnessand cash flow difficulties), market constraintsand competition, natural conditions, and
other wider factors (technological change, political or regulatory factors). Clients reported problemsin
over 30% of supported enterprises (36% of non-farm, 25% of animal units). Problem incidence was
higher for the very poor and poor who are morelikely than other wealth ranksto report illness, have less
experience in enterprise activities and (in case of the very poor) are less likely to report an income
increase. Therate of closureis8%, again higher for poorer clients, especially thosewho used micro-credit
to start new enterprises, asreflected inthe higher rate of closurefor the Grameen model.

5 Microfinance and poverty reduction

Hypothesis: Microfinance contributesto a reduction in poverty

MIXED FINDINGS

- improvementineconomicindicators: financial, productiveand physical capital

- morediversified incomesources

- for social capital: some evidence for higher enrolment of children at primary level, but not at
secondary level or above, where gender imbalance continues

- substantive conclusionswill depend on endline comparison of clients/non-clients

- nevertheless, over one-third of older clients (with microfinance programme >5years) arestill poor,
somevery poor

The data shows that microfinance can directly improve access by the poor to finance that supports
productive activities and asset development. Micro-credit has enabled client households (all wealth
ranks, including the poor and very poor) to invest in productive assets (37% of client households
invested inthe previoustwo years, compared to 17% non-clients) and to diversify their livelihoods (73%
of client househol dshave multiplesourcesof income, compared to 59% of non-clients). Sixty percent of
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households who acquired a productive asset have reported income increase. On other (non-income)
dimensions, client households have been able to build financial capital (savings), physical capita
(household assets and improved housing though the difference with non-clientshereisnot solarge) and
human capital interms of sending children to primary school (but no increase seenin girls' attendance or
ineducation at secondary levelsand above).

On practicaly al indicators, a comparison with non-clients shows more significant effects for poorer
households.

Poverty reducing effects

Very Poor & Poor Borderline
Client  Non client | Difference | Client ~ Non client Difference

Households

Income related indicators:

% acquiring a productive asset in last two years | 36% 14% 21% 41% 17% 24%
% with multiple sources of income 67% 50% 17% 7% 62% 15%
Dependency ratio * 2.70 2.93 -0.23 2.58 2.84 -0.26
% reporting increase in HH income 45% 26% 19% 48% 35% 13%
Financial capital

% with savings 98% 28% 70% 97% 55% 42%
Physical capital

% investing in housing in last two years 23% 20% 3% 23% 22% 1%
% acquiring a household asset in last 23% 17% 6% 34% 31% 3%
two years

Human capital

% girls (6-14 years) going to school 82% 76% 6% 89% 87% 2%
% boys (6-14 years) going to school 89% 83% 6% 90% 85% 5%

“Total number of members (including earning members) per earner in the household

Direct poverty effects are prominent in the Grameen model, which combines substantial poverty
outreach with afocus on credit for direct investment. The IB model has a similar focus, whilst catering
more to the borderline and non-poor. In this model the use of micro-credit to promote small scale
enterprisesthat hire non-family labour can have anindirect poverty effect by supporting income-earning
opportunities for non-clients, though the data shows that any increase in labour is mostly for family
membersjoining theenterpriseand lessintermsof hired [abour.

Poverty reducing effects by model

i Overall
Client households SHG Grameen 1B [wtd avg]
acquiring a productive asset in last two years 23% 51% 39% 33%
with multiple sources of income 67% 82% 71% 72%
reporting increase in HH income 41% 70% 67% 52%
investing in housing in last two years 21% 25% 32% 23%
acquiring a household asset in last two years 29% 33% 44% 31%
supported enterprises with hired labour 4% 6% 25% 6%

Microfinanceis contributing to livelihoods but isit sufficient to move househol ds out of poverty? More
will be known about the impact of microfinance through a client/non-client comparison at the endline
stage of the study. Cross-sectional analysis of the baseline data (comparing older with more recent
clients) suggests movement of client househol dsinto less poor wealth rank categoriesinfour MFIs, with
apossibleshift out of poverty (to non-poor) for around 20% of the sampleinthese MFls.



Thisis supported by case-study examples.

MFI loan helps a widow to grow her business and plan future expansion

When Saraswathiamma's husband died she was forced by her son and daughter-in-law to live separately and
fend for herself. She borrowed Rs1,000 ($25) from her neighbours (interest-free) and opened atiffin centrein
her house where she servesidli/sambar and tea, seven daysaweek. Businesswas good and she soon repaid the
startup capital. She was looking for more credit to expand the enterprise when some of her neighbours
suggested shejointhe M FI group.

Shejoined anew group of the MFI in 2000. Within the same year she took aloan of Rs4,000 ($90) which she
used to purchase an electric grinder, to save her time, allowing her to do several other tasks. The second loan
of Rs5,000 ($110) she used to purchase material in bulk, enabling a discount from theretailer, involving one
weekly visit to themarket in town, instead of the earlier daily visits. Saraswathiammahasrepaid both |oanson
time. Now sheisthinking of starting anew hotel outside the village (on main road), though not for herself but
for her son. [ (Now) non-poor SHG clientinrural South India]

Client's husband invests a series of MFIl loans in his manufacturing unit

For over 25 years M atapr asad worked as a carpet weaver —employed on other's looms for export. He was
earning Rs2,500 ($55) a month quite regularly until carpet exports declined and many carpet units closed
down. For ayear or so, thefamily managed on hisoccasional earnings— with difficulty (they could not afford
aschool uniformfor their growing son every year; they did not replace their cow whenit died). Thealternative
option was unskilled labour. But, weaving was the skill that Mataprasad knew, and over the years he had
developed connectionsin theindustry. But to set up his own loom, he needed credit, and he did not have the
collateral for aloan - whether from abank or apawnshop.

Then, when hiswife Sitajoined an MFI group (Grameen) in 2001, she was able to obtain aloan of Rs6,000
($135). Adding Rs2,000 ($45) from his savings, Mataprasad used the micro-credit to purchase aloom. This
was the start of his carpet-manufacturing unit and, with two more MFI loans, he added another two looms.
Now, Mataprasad has a bank account, the family owns a cow, and his son has two new sets of uniform each
year. And Mataprasad employs six other men from his village - weavers who had earlier lost their jobs, just

likehim.
[Borderline, Grameen client in rural North/East India]

Nevertheless, even in these four MFls, for
which the sample includes a substantial
number of clients with the microfinance
programme for 5 years or more, 30% of
such 'high involvement' clients are below
thelocal poverty line (including 12% very
poor). Across the entire sample, one third
of high involvement clients are still poor.
Involvement in microfinance therefore
may reduce poverty for some clients, but
not for all, the greatest challenge
remaining to reduce the poverty of the
poorest.
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6 Microfinance and vulnerability

Hypothesis: Microfinance builds the capacity of individuals, households and enterprisesto
manage risks

MIXED FINDINGS:

- 'exante’: livelihood diversification and physical capital helpsbuildresilience

- weak protectiverole(savingsnot withdrawabl e, insurance services not yet devel oped)

- 'ex post: significant contribution to small scale emergency credit needs, (especially
from internal lending in SHG model) but limited contribution when large sums
required for emergencies

Vulnerability isintrinsically linked to poverty both as cause and symptom. It isdefined as susceptibility to
risk, risk being understood as the chance of aloss (in income, livelihood, health, housing) or the loss
itself. In case of risk, micro-credit strengthens the coping strategies of its clients ex ante (in advance)
mainly through livelihood diversification and asset building. Protection through financial intermediation
isweaker.

Ex post (after risk occurs), client households,
especially the poor and the very poor continue to
borrow to meet the costs of risk related needs.
These include medical costs, marriage, debt
redemption and emergency needs (such asfor food,
house repair). Micro-credit contributes quite
substantially to the latter needs, especially through
thesmall flexibleloansusually availableinthe SHG
model, and specific products of some (mainly
Grameen) MFIs, as well as through general
products that may be used for such needs
(fungibility). Giventhe (small) size of micro-credit,
it is not surprising that it contributes less to larger
needs (marriage, medical costs). Clients are going
to moneylendersfor such loans, but the dependence
on them in case of risk is less compared to that of
non-clients.

Role of microfinance in coping strategies

Very poor Poor Borderline Overall
% client households borrowing for risk 66% 64% 53% 53%
Median borrowed (Rs) 2,000 3,000 4,000 4,000
($43) ($65) ($90) ($90)
% HHs borrowing for risk from moneylenders:
client 28% 35% 37% 34%
non-client 52% 62% 56% 53%
Use of micro-credit for risk needs SHG Grameen IB
% risk borrowings - MFI 6% 26% 14%
- group 42% - -

Survey data for 17 MFIs, excluding 2 MFIs with co-variate risk and one IB MFI in which a significant number of clients

(all non-poor) are borrowing very large amounts for marriage expenses.

Microfinance contributes to the coping strategies of its more vulnerable clients (the very poor, scheduled
castes, women headed households). Though the most vulnerable (those with irregular income sources,
existing indebtedness) are also the least creditworthy. Such households do sometimes struggle as MFI
clients(illustrated by the story of Chinnapillai later in Section 9) and their vul nerability canlead to dropout.
In case of enterpriserisks, microfinance supportismarginal, if any. Infact, wheremicro-creditisbeing
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provided for enterprise use to clients with limited skills or previous experience, thisis contributing to
increased vulnerability.

Two MFIsinthe sampleare examples of co-variaterisk. Inthese MFIs, al clientsare affected by adverse
economic conditions (prolonged drought in one case, increasing costs of production in the other). When
clientsin substantial numbersdefault (on both |oan repayments and saving payments) or need large credit
sums to meet investment costs, an MFI's portfolio is constrained and cannot respond to the additional
financial needsof itsclients.

7 Microfinance and women's empower ment

Hypothesis: Microfinance contributesto women's empower ment at individual, households
and community levels
MIXED FINDINGS - MFI approach instrumental rather than transfor mative
- opportunity to save, access credit and earn —a first for many women
- supports women managed enterprises — mainly |GAs
- women benefit from peer interaction and support in mature groups
- enhanced status within household for some women but constrained by patriarchal relationships

All group based MFIs, and some IB MFIs and Sector Cooperatives, target women as clients of
microfinance.

SHG & Grameen Sector Coop. 1B Total

% clients who are women 99% 54% 23% 95%

Number of women clients 220 0.006 0.02 222
(million) ) ) ) )

Source: M-cril data base (Dec.2004)

In practice, this does not necessarily reflect an
empowering strategy for women in the fullest or
transformative sense of enhancing women's
capabilities and addressing fundamental gender
inequalities. Rather, MFIs may target women because
it is easier to organise women than men and thereby
increase programme outreach and impose discipline.
This reflects a neutral or instrumental approach to
women's empowerment. The SHG model — which
promotes more autonomy and responsibility within
women's groups - shows more scope for support to
devel opingwomen'sopportunitiesand skills.
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Approaches to women's empowerment

Neutral Supportive Transformative

Women as clients Support to women clients to Transforming gender

Orientation for financial build skills to take advantage relations which reflect
transactions of new opportunities patriarchal values
Ensuring women's access to and
Women are easier Women benefit from specific control over an economic
' to organise, support (through group interaction/ resource (finance) is part of a
Assumptions will come to responsibilities and skill

) transformative process to give
meetings and be development); need to build women an equal say within the
disciplined about confidence and abilities as part household. in their communities
repayment of an empowering process and within financial institutions

By model, typically: |  Grameen and IB Some SHG MFIs [none in the sample]

This study explores women's empowerment

largely through indicators identified by women
clients, and using datafor women clientsand their
households. (Data on indicators of women's
empowerment in househol ds of men clients shows
littlechange).

Anunderlying themeisthe difference between the
north and the other regions of the country. The
scope for women's empowerment and economic
activity is conditioned significantly by socio-

What women say

Women's priorities

A better quality of life that will come only if:

= employment and incomes are stable

= children are educated, and

= social evils — such as alcoholism — are
eradicated

Indicators of change for women through

microfinance

Objective

= Ability to save and access loans

cultural factors and livelihood opportunities = Opportunity to undertake an economic activity

which are more favourable in the south, and in eIl = GRTyen e Vel MEEG) o
.. . . ' . = |Increased financial awareness

urban areas. This is reflected in differences in

i ) ) o = Arole in community activities (some MFIs)
women'sinvolvement in economic activities. A
Subjective

= Increased self-confidence

= Ability to command respect within the
household and have a say in household
decision making

In terms of individual empowerment, targeting
women asclientsof microfinancehasprovided for
many women (including women heads of
households) an option to save and access credit for
thefirst time. However, basi c awareness of micro-
finance related issues (products and terms, banking procedures) appearsto be limited, particularly for
very poor women. An aspect linked to low literacy rates 60% of women clients have had little or no
schooling.Women like to be part of a group. They draw moral support from their peers and develop a
sense of confidence from interaction at group meetings. The group mechanism thus contributes to
women's options, mobility and skill devel opment, though thiscontributionisstrongest for group leaders,
andinthe SHG model.

At the household level, involvement in microfinance is contributing to women's recognised owership of
assets (mainly for productive assets, to some extent for housing); women areinvolved in the management
of enterprises for which they obtain micro-credit, especially in the southern sample though typically in
activities that are micro-scale, require low investment and are home-based (animal husbandry, petty
trading). A number of enterprises depend on 'joint management' with the common pattern being that men
negotiate the more public markets and handle major cash transactions (for example purchasing a milch
animal, buying stocksfrom whol esale markets).

Source: FGDs
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. , . Lo 0O Clients @ Non-client:
Women clients' economic activity |0 Clents on-clents |
‘ 5 main_osecondary o none (house-work) ‘ Women with savings in their name |95%
18% 21%
% women 9% 34% 4
clients
20% Share of women’s savings in total | 83%
73% household savings 36%
45%
South North Households where women have
n=2,185 n=1,140 accessed a loan for investment | |3% 50%

There are also cases of 'loan pass': 27% of supported enterprisesin the southern sample, over half of the
northern sample. In such cases, women are pleased to be contributing to household income. For women
themselves, it is less important who manages an enterprise activity, than that it generates additional
income for the household. Thus, gender roles remain the same, with women continuing to be dependent
ontheir husbandsfor money for repaymentsand savingsdeposits.

Indicators of women's status at household level

Clients Non-clients
n=3,128 n=1,141
South North | South North
% of productive assets purchased in women's name 43% 31% 22% 9%
% of housing assets purchased in women's name 19% 10% 12% 6%
Loan pass - % enterprises supported by loan in women's name,
but not involving women in management or employment 27% 53%

Survey data for 16 MFlIs that target women clients

On subjective aspectsrel ated to awoman's 'status' in the household, the qualitative information gathered
through case studies and FGDs suggests that many women clients have a sense of self-worth that arises
from an enhanced ability to earn, to save and to contributeto thewelfare of the household.

Micro-credit helps women to contribute to household income

Behindthescenes....

Jabamani's husband was running a small tiffin centre in the village in 1998. But he ran into debts, sold the
shop and worked as alabourer in abrick kiln. Jabamani earned asmall income from beedi rolling. By 2001,
they had saved enough to restart thetiffin centre. Her husband managesthetiffin centre, Jabamani preparesthe
food itemsand cleanstheplace. Every day around 50 people comefor tiffin. Teaisakey itemfor the centrefor
which they require around 11 litres of milk everyday. Her husband decided to buy acow for which Jabamani
took agroup loan (Rs3,000/$70) and he added another Rs3,000 ($70) from their earnings. Jabamani is proud
of her contributiontotheenterpriseand her husbandisopenly appreciative.

[Borderline,SHG clientinrural SouthlIndia]

Increased status...

Saraswati's family used to depend on their one-acre land (growing jute and rice) and her husband's seasonal
casua employment. Theincomewasbarely sufficient to meet the needs of thefamily including her young son
andin-laws. Threeyearsago, shejoined an MFl and within six monthstook aloan for Rs2,000 ($45). Sheand
her husband decided to use it to start a home-based silver ball-making unit (used for making artificial
jewellery). Her husband spent sometimewith other unitsinthe areato pick up thetechnique. Thebusinesshas
expanded with two moreloansfrom the MFl (last loan Rs5,000/$115). Repayments have been ontime and the
business yields a monthly income of ~Rs2,000 ($45). Saraswati works about six hours each day in the unit
along with her husband (no longer going for casual labour). She and her mother-in-law have also started
husking paddy as an additional income source. Saraswati's husband is respected in the community as a
successful entrepreneur. Saraswati also feelsthat her statusin the family hasimproved as sheis part of family
decisions on enterprise or other family matters. With the next MFI loan cycle she has plans to expand the
businessfurther.
[Borderline, Grameenclientinrural North/East, India]
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The picture though is mixed. It seems most positive in clients of mature SHG groups in the South, and
especially for group leaders. And in Grameen clients (South and North-East) who have been able to use
credit to enhance their economic activity. For these women, access to micro-credit has helped themto a
senseof financial responsibility, sometimeseven autonomy; and discussionsduring group meetingshave
given them more awareness about financial matters and opportunities (though this could be increased
further). But the path to enhanced statusis not clear-cut or uniform. Other women clients (in the North,
but in the South too) say that they do not perceive any change in their role in decision-making. Men
continueto take all decisions; including those regarding financial matters and women may or may not be
consulted on other household decisions.

Case studies also illustrate the barriers that
women face when they have to make aliving
for themselves. Women are disadvantaged by
lack of exposure to the world of business and
enterprise, and assumptions about what women
can do and where. In such situations, credit
may be available but credit aone is not a
solution.

Micro-credit ... may only lead to micro-earnings but what are the options?

Two Grameenclients[in rural, North/East India]

Suratais 30 yearsold, and awidow since her husband Haider Ali died of cancer. The family had to mortgage
their one-acreland with amoneylender to meet the costs of Haider Ali'streatment. And sinceher husband died,
Suratahashadto earn, finding work asacasual |abourer. An MFI client for oneyear, she hastaken her firstloan
of Rs1,000 ($25) which she on-lent to a shopkeeper. He pays her interest of Rs40 ($1) per week, leaving her
Rs6 (10 cents) after paying the weekly MFI instalment of Rs34 (80 cents). Not much of adifference. Sheis
thinking about the next MFI loan and wantsto useit for amore substantial enterprise, but sheisnot surewhat
that might be... [Very poor]

Dipti Das (50) isawidow, living with her daughter and her family. Her son-in-law worksin ajewellery shop.
Dipti used to work asacasual labourer but shifted to making puffed rice (muri) at homefor sale. Shehasbeen
an MFI client for 3 years and has used loans through 3 cycles (Rs2,000-5,000/$45-110) both for her rice
processing and for household needs. Costsarelow, but thereturnsare not high either, maybe up to Rs250 ($6)
aweek, and often with sales on credit. Even with further credit, Dipti does not see how she can expand her
business (many women in the areaare selling muri now) nor what could be an alternative enterprise option for
awoman. [Poor]

At community level, the study found just afew examples of group based action in the community (onein
the urban south — for cementing aroad, onein the rural north — an unsuccessful attempt to stop liquor
sdes in the village). We found no instances of women clients getting actively involved in wider
community forums (such as panchayati raj). New initiatives are however opening up new
responsibilities for women at an ingtitutional level — in SHG Federations (SHG model) and in Mutual
Benefit Trusts(at avery preliminary stagein someGrameen MFIs).
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8 Alternative financial services

Hypothesis: Microfinance improvesthe terms, conditions and accessibility of other local
financial services
MIXED FINDINGS:
- increase in access to bank services mainly through bank-SHG linkage programme
- few instances of change in terms and conditions available frominformal lenders, at
present level of MFI activity
- informal moneylenders, though costly, provide timely and flexible credit

Alternative financial services are available through various formal and informal delivery channels.
Variety and access is greater in the south (both rural and urban) where banks offer loans against gold
deposits, and theinformal sector includes small pawnshops, finance companies, ROSCAsand chit funds.
Inthenorth/east, the optionsarefewer.

Asacredit provider, moneylendershaveastrong presence, generally seen to be exploitative and high cost
(with annual interest rates as high as 200%, and lump sum repayments which are difficult to make) but
nevertheless meeting diverse credit needs for large numbers of people. Personal informal sources
(relatives, neighbours) are also asource of credit - usually at no or very low cost. Banks and post offices
have awidespread infrastructure, but they continueto berelatively inaccessible. Banksdo attract savings
(from the better-off) and offer relatively large loans at notionally low cost (~12% annual interest), but
credit-deposit ratios are low especidly in rural areas. Microfinance is an additional 'semi-formal’
financial servicethat liesin betweentheformal andinformal intermsof cost and availahility.

Use of alternative credit options client households/last 2 years

Microfinance
o MFIs/govt Moneylenders  Friends/ relatives

Banks programmes
Effective Interest Rate 8-29% 18-47% 60-200% ~0%
% households borrowing 8% 82% 36% 34%
Median borrowings (Rs) 13,000 3,000-8,000 10,000 5,000
($300) ($65-180) ($220) ($110)
Share in total borrowings 10% 42% 30% 18%
Share by use Investment 11% 61% 20% 8%
Housing 18% 25% 34% 23%
Household needs 4% 28% 41% 27%

Few client households have access to formal financial services (as individual savings and credit
accounts). Individual access is higher for the better-off, but does not increase with involvement in
microfinance. Primarily asaresult of NABARD'sinitiativesfor SHG-bank linkage, bankersare positive
about extending services to the poor through groups. They are comfortable about lending to groups
promoted by MFIs, but there are emerging issuesrelating to: the level of guidance/escorting required for
the groups, who should provide this, for how long, the costs involved, and competition with MFls on
interest rates.

Animportant feature of microfinance as afinancial serviceisthe concern to reduce the need to borrow
from costly informal moneylenders. A comparison with non-clients shows that fewer client households
are borrowing small loans from moneylenders, and their average interest burden is lower (a difference
especialy significant for the poor, though we should bear in mind that high outstanding debt can be a
reasonfor not being abletojoinamicrofinance programme).
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Nevertheless, over one-third of client

households continue to borrow from

moneylenders, especialy for larger Borrowing from moneylenders
amounts (needed for example to meet
marriage obligations) or for amounts
needed urgently (for example for 44% 46%
medical costs). Microfinance, sofar, has 36% 36% 40% 0%

not reduced either the business or the 2 27%
terms of moneylenders. Thereis some T
evidence for the reverse, that | | |
microfinance may in fact increase | All Poor & Very Borderline Non-poor
informal money lending, if clients need Poor

to 'top up' micro-loans, or borrow to
repay according to the instalment
schedule.

O Client ®m Non-client ‘

53%

% households

A vulnerable group member turns to a moneylender

Chinnapillai, isawidow living by herself inasmall unelectrified hut on one side of thevillage. She has seen
better days. When her husband wasalive, they lived in apucca house and traded rice from thelocal mill tothe
main city market. Now her son and hiswife have taken over the house. Chinnapillai supports herself working
inaricemill, the evening shift — 7 p.m. to 4 am. She earns Rs30 (70 cents)/day, but the work is seasonal. So
there are certain months (April and May) when thereis no work. At this time she has to borrow to meet her
daily needs. She borrows from amoneylender under a'10-week scheme', paying 25% interest for the period,
deducted up front.

When SHGs were being formed 2 years before, the opportunity to save and get small loans seemed ideal.
Chinnapillai joined, but, she says the group does not lend to her since they doubt her ability to pay: “When |
can borrow froma moneylender and repay why can't | repay a group loan? The moneylender ismoreflexible,
helends me money when | need it and would expect my sonto repay if necessary.” Maybe part of the problem
isthat she can't makeit regularly to the evening meetings. She has been to 2 of the monthly meetingsin the
past year. In the other months, she gives her savings deposit (Rs50/$1.10/month) separately to the group
|eader. However, she does not know her savings, since the group leader keeps all the passbooks. She would
liketobeableto draw on her savingsat timeswhentherice-mill closes — but savingsarenot withdrawablefor
5years. Ironically, Chinnapillai did becomeeligiblefor alarger MFI loan (Rs3,000/$70). But shedidn't need
such alarge sum — so the loan was allocated to another member. In the meantime, she has borrowed Rs400
(%9) from themoneylender.

[Verypoor , SHG clientinRural, South India]

Informal sources continue to play an important role on account of their almost immediate accessibility
and speed, and flexibility in purpose (how the credit can be used), amount and terms, even though costs
may behigh.

Comparing different providers on these parameters, microfinance scores over banks (on all parameters
barring cost) and over moneylenders (on cost and repayment terms). MFls score less well on credit
purpose and timeliness, and sometimes on repayment terms. Overall, the Self Help Group mechanism
emerges as apreferred option, if the group is managed well. For, as groups mature and the savings fund
accumulates, members are able to obtain internal group loans of varying amounts, quite fast and for
whatever they need at arelatively low cost (with theinterest going back into the group fund).
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9 Feedback on M FI services

Feedback on microfinance services
was obtained through FGDs and open-
ended questionsin the questionnaire —
from clientsand drop-outs.

By model, SHG services score well,
especialy through the flexibility of
internal group lending and clients
appreciate the system of monthly
repayments. In the Grameen model,
clients say the dtrict schedule of
weekly payments is sometimes
difficult to meet in the context of
varying cash flows; and in all but one
MFI inthesample, find theflat interest
rate high. In both group based models,
clients are not clear about the interest
payable on their savings and would
like to be able to withdraw some of
their savings.

Inthe B model, clientsappreciatethe

range of savings options available (in
3 MFIs in the sample) and loan
availability and terms, (which can
include daily doorstep transactions).
The less positive feature in this model
from the client perspective is the
guarantor requirement and loan
processing charges.

Across al models, insurance is an
issue. MFIs introducing insurance
products tend to impose compulsory
premium payments as an additional
payment or packaged as an upfront
loan deduction. Clients are not fully
aware of thetermsand conditions, and
do not necessarily perceive a future
benefit to themselves from paying the
premium. This is partly because they
are not provided records of the
premiums they have paid, also there
are not many examples of successful
insuranceclaimsasyet.

Feedback summary

Positive aspects SHG Grameen IB

Savings

A convenient option o save A r A

Loans - low inferest L A
- availability ? r A
- easy repayments L A

Group interactions (women) A - -

Less positive aspects

Savings
Not withdrawable ¥ ¥ -
Not clear about interest ¥ ¥ -
payable

Loans

Lack of flexibility in purpose
Lack of flexibility in amount
Size does not suit credit need
High cost

Strict weekly repayments

| - €« «

- & € €

Insurance
Compulsory - inadequate information ¥ ¥ ¥

Time spent in microfinance (est. hours/year)

Clients 17 53 16
Group/centre leaders 102 95 NA

Source: Survey data and FGDs * group loans, not MFI loans
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Estimates of time spent in microfinance transactions indicate the highest amount of time for ordinary
Grameen clients (54 hours/year due to weekly meetings), and highest of al cover 100 hours/year for
group or centreleadersin both group-based models.

Intermsof coststoclients, the SHG
loan at 27.8% has the lowest EIR.
The Grameen loan, repaid in equal
instalments at a 'flat' rate of 1

EIRs for typical loan products

interest, has a higher EIR of over

36%, largely from the conversion 36.3% 35.8% [ Transporyguarantor
into a declining interest rate, but ﬁ % O gaovrrnpulsory

also from relatively high service 27.8% 9

charges. The IB model loan has a 6% B Fee/deduction
relatively high EIR on average at = N

35.8% due to the savings collateral g 4% O 553.'&2%% t
requirement and the costs fllg:/o decl. 5 Stated ntereat
associated with having a guarantor

(obtaining a letter from a
government employee, paying for
the guarantor to accompany the Loan sizes: SHG and Grameen — Rs5,000($115), IB — Rs 15,000 ($340)
clienttothe MFI office). Timeasa  Source: MFIinformation and FGD

transaction cost is not included

here.

SHG ‘ Grameen ‘ 1B

Overall, group-based models appear relatively standardised, although a few MFIs are beginning to
introduce different products and theinternal group lending of the SHG model providesflexible accessto
credit, especialy as groups mature. |IB MFIs appear the most responsive, if not innovative, service
providers, with arange of products adapted to clients' different (investment) needs and cash flows. IB
MFIs are more likely to assess the economic viability of the enterprises they support and adapt [oan
productsaccordingly.

Finding out why clients dropout, and who they are, is another form of feedback on a microfinance
programme. The concept of ‘'dropping out' isapplicableto all MFIsthat aim to retain membersand build
their transactions. (Of course, there could also be'fly-outs asgraduatesto formal banking, though none
suchinthissample). Thedrop-out ratein the sample clusters(calculated asratio of number of dropouts
in the previous two years to the total number of clients (+dropouts) at the time of the survey) was a
relatively low 6%, with not much difference between models, but a somewhat higher rate amongst the
very poor (8%). There was often acombination of reasons for dropping out, including (for the sample of
229 ex-clients): unableto saveregularly (50%), default on loan repayments (30%), group disagreements
(23%), and notimefor meetings(15%).
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10 Implicationsfor Practice

Outreach todifferent typesof clients
MFIs need to review their strategiesin relation to the following:

- They are effectively catering to arange of clients, with different livelihoods and financial needs and
capacities. Thistranglatesinto avariety of savingsand credit needs; clientsmay or may not need credit
forinvestment, and, if they usecredit for enterprise, different scal esof investment may be appropriate;

- Rural and urban contexts directly affect livelihood options and financial needs. M Fls operating across
different contextsneed to segment their marketsand adapt their productsaccordingly;

- The very poor and the poor are more likely than the better-off to need small sums for consumption
smoothening; flexible and withdrawabl e savingswould be auseful facility for this, and small seasonal
loans,

- Thevery poor and the poor are also interested in credit for investment. However, and especially when
they are undertaking new enterprises for the first time, there is considerable risk involved. Specific
elements of risk (for example, market saturation for certain enterprises, quality of a dairy animal
purchased) need to beidentified and combined with the finance strategy in order to ensureviability. In
thiscontext, insurancemay beafall-back butisnot the solution;

- Thegroup mechanism has proved to be an effective strategy for accel erating outreach whil st targeting
women. Theviability of the groupswas not aspecific focus of thisstudy, but there are emerging issues
relating to ensuring effective management, accountability and impartial leadership, and the level of
facilitationrequiredto achievethis;

- Thedrivefor growthislikely toinvolve some degree of atrade-off between catering to existing clients
(consolidating the client base, diverse and larger loan sizes) or catering to more, new, clients (usually
starting with smaller loans). In some MFIs there is a danger of playing the numbers game, that is
achieving outreach, but at the expense of improvement in services to existing clients and potential
impact;

- Ontheother hand, aspart of an exit strategy, M Flsoperating successfully with clientsover anumber of
yearsshould consider graduating established, better-off clientstoformal sourcesof credit.

Providing a responsive financial service

The basic challenge facing MFls, whatever their mission or model, is to balance what is practical and
sustainable for them as service providers with what is responsive to their clients' needs (including the
needs of poorer clients). Suppliers of microfinance services need to maintain manageable and cost-
effective systems(e.g. few products, sameterms, equal repayment instal ments, higher revenue, emphasis
on credit discipline and repayments). But this contrasts with clients preferencesthat include: flexibility,
match with househol d cash flows, lower cost and hassle.
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Supplier (MFI) and client needs

same intervals — simplifies accounting

Services What suits practitioners What clients prefer

Savings Flexible amount so that they can save
One size fits all - same amounts at accc_)rdmg to varying ca_tsh flow patterns

Amount (taking into account irregular income

sources and varying expenditure needs at
differenttimes of year)

Withdrawability

Compulsory, unwithdrawable savings
provide low cost and steadily
accumulating funds for portfolio lending

Though clients appreciate the option to
save, they would prefer savings to be
withdrawable

making and operations, minimise

operational costs

Interest Lower interest reduces portfolio costs Higher interest
Credit
Enterprise/direct investment use Credit not just for direct investment, but to
assuming repayment from resulting meetarange of different needs, regular or
Purpose income flows; some housing loans for | emergency (food/consumption
established clients (with low cost funds | smoothening, school costs, medical
from HDFC) expenses); repayments are possible from
existing income sources
"One size fits all" - helps to streamline Variable loan sizes, based on need and
Size loan administration, simplify decision repayment capacities - small for the poor

and larger for those with higher repayment
capacity

Interest rates;
associated
processing and
service charges

Interest rates (and associated charges)
should be high enough to cover costs,
incl. risks, cost of funds, operational costs
and growth

Lower effective interest rates - (especially
when savings in group/MFI not
withdrawable)

Repayment terms

Standardised repayments - easy for clients
and MFI field staff to understand, simplifies
accounting and MIS

Variable repayment terms that match cash
flows of available income sources (not only
from the micro-credit supported enterprise)

(a) group based models: group savings

(b) IB clients who are not so well off or know

cover several clustersin aday

System of are the basic collateral >
guarantee (b) 1B MFIs ask for a guarantor - either a the rlgh.t people, would prefer a less costly
government officer or an existing client with | alternative
adequate savings in the MFI
. . Insurance which could be quickly provided
Insurance Make insurance compulsory since when required would be ideal; benefits not
coverage of aclient's life, health qnd asset perceived if there is n’o call and
gzg urli)prissepnetiiglIjeﬁ?mr)é;g;rlr?:; tloaor} premiums have to be renewed without
- . . accumulating as a form of savings - or as a
outstanding loan is the first call compulsory upfront deduction on loans
Meetings planned at various times during - - .
Programme the working day, to suit times and Sg:igﬂliin?]&)eg“%itgt_ grr:lieZsV\g::lg:I e}zﬁ
related: Group security of the MFI field staff who, | o0 ho are casual Iabourersp needynot
i especially in the Grameen model, have to ) . ’
meetings lead to loss of a day's earnings
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Some suggestions of how these could be balanced are listed below.

Balancing supplier (MFI) and client needs for a more responsive service
Services Some options

Savings L . .
Flexibility in savings amount (around a minimum compulsory amount over a specific
Amount period of say 4 months) — allows clients to save more, depending on their cash flow
Withdrawability After 1 year, allow withdrawal of interest and a proportion of savings too

Higher interest already accrues (in theory) in SHG model as a result of the interest on internal
Interest loaning; in Grameen and IB model, can a rate above the bank rate be considered, if credit
interestis also high?

Credit A more flexible mandate which encourages enterprise use but does not exclude other uses;
repayment does not only come from a credit supported enterprise, therefore assessment of
Purpose creditworthiness would take account of different household income sources

Link loan amounts to understanding of specific requirements, as well as creditworthiness;
Size scope will depend on availability of funds to MFI for on-lending and strategy for expansion
(larger loans for existing clients or small loans for new clients)

Interest rates; Explore scope for bringing down EIR by reducing associated transaction costs

associated SHG MFIs have reduced their direct costs through linking in to established NGO-based
processing and programmes (as banks do in the NABARD linkage model)

service charges Grameen MFIs (not linked to NGOs) push for high growth, high repayments and portfolio

turnover (strong emphasis on discipline with pressure on field staff)

Find out more about cash flows of different livelihoods, and see how loan repayment terms can

E;%iymem be adapted; dairyingisacommon loan use, instalments can be adapted to the milking cycle
System of (a) Group collateral needs clearer explanation to the groups (as the basis of peer
guarantee lending)

(b) 1B models could try joint liability groups with individual savings

Try forms of insurance that accumulate as savings (as in LIC); clearer communication is
Insurance necessary, and may become easier once claims are seen to be honoured; but the challenge
will be to enable speedy access whilst retaining prudential norms/checks

Prlo? rgm me Draw up the meeting schedule with reference to the time constraints faced by both sides, and
L’?egt'r?gs: Group obtain agreement of all group members (not just the leader)
|

Microfinance and vulner ability

This study identifies key risks and financial pressures faced by vulnerable households. Microfinanceis
supporting the coping strategiesof itsclients, but it could do more. Currently, itisinformal finance (thatis
moneylenderswho can providedifferent amountsof credit, fast— and at high cost) who are meeting these
financial needs, including for older clients, and especialy for the poor who arelesslikely to havethe sort
of friendsand relationswho can help.

What can MFIs do to improve the protective role of microfinance and contribute more to the coping
strategiesof client househol ds, especially thethe poor and the very-poor? Some of the optionsare set out
(next page), covering ex ante support and ex post provisioning. Thelist necessarily extendsto aspectsthat
gobeyondtheprovision of financial services, thoughfor some of thesethereisnot an obvioussol ution.
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Helping households cope with vulnerability — microfinance, and beyond

What can microfinance do? And beyond
Risks Ex ante — promotional/ Ex post - microfinance
protective provisioning - a'wish list
Il health in the = Health insurance — for e Emergency loan for + Health awareness
family/accidents family (not just client) medical expenses + Cost-effective
medical services
. . . . o + A campaign to
Major family events — | »  Savings (special e Special life cycle loans reducepso%ial
marriage, death, birth product) i
%) expectations
®
= Alcoholism and . +
o gambling among men Collective pressure by groups
5 and boys
@
5-} . . . e Investment and + More equitable
o Loss of husband/main | = Savings in woman's - ]
o] - flexible small employment options
income earner name : for women
‘§ consumption loans
3 = Withdrawable savings to q
T meet small consumption | ® P€er supportan
needs example — through
group mechanism
Recall of outstanding e Loans to redeem
debts by debts
moneylender
Loss of enterprise e Additional loan to
asset (shop burned = Asset insurance restart/ repair/replace
down, animal dles) business
%) .
% = |n case of enterprise .
= loan, link sanction to + Alternative
3 viability assessment employment
o} Enterprise failure (household skills, market
= environment) — and
9 assistance, if possible
3 = Asset insurance
Loss of job (factory + Alternative
closes/ labour e Investment loan employment
retrenched)
Seasonal difficulties . .
(summerfmonsoon) = Withdrawable savings e Seasonal loans
=
Technology change — . + Alternative
= ; ; Larger investment
= affecting an economic ° e
Q@ sector 9 loans — if viable employment
LS
3
>
o) Natural hazards - - )
O (drought/floods), = Insurance e Limits to MFI viability ? amajor challenge
deteriorating natural and therefore ability beyond financial
resources to respond services
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Microfinance and empower ment

In the context of socio-cultural limitations on women's roles and agency, targeting women for financial
servicesisagood start on the road to women's empowerment in terms of redressing the usual inequitable
gender balance. Women have certainly become more 'visible' as microfinance clients, but being aclient
doesnot tranglate ‘automatically' into her 'empowerment’ — her individual growth, her economic activity,
her statusin the household or thecommunity.

A closelook at various microfinance practices, suggests certain strategic features that could make MFI
practice more empowering for itswomen clients. Thefirst and basic requirement is clear and systematic
communication on microfinance services and options. A key challengefor MFIstargeting womenisthat
their clientsare oftenilliterate. The majority of women clients (60% in the sample) have had very littleor
no schooling. Such clientsin afew MFIs, have learnt to sign their names (though not necessarily to read
them). Though MFIs do claim that they communicate regularly with clients on products and terms,
women clients awarenessis not as strong asit should be. The communication flow is either irregular or
limited to group leaders who do not pass on the information. Leaving aside a transformative vision of
empowerment for women, their understanding of the transactionsthey are being committed toisabasic
requirement for any finance programmethat aimsto serveitsclients.

Other dimensions include support to group development, aswell asa'wish list' of wider issues. These
would need to be adapted to different cultural contexts — especially innorth. Nevertheless, it isimportant
to realize that there could be powerful synergies between the provision of financial servicesto women
and other non-financial services.

Strategies to support women's empowerment

Components — within

e And in addition — a 'wish list

Strategies

Economic

» Gender sensitivity of staff | + 9uidance on finance management

(whether men or women) + support to undertake viable enterprises
Support to women as

clients m Clear and systematic Social

communication about the +

. social programmes/guidance
programme to all clients

Wider social/community participation

+ exposure/opportunities in new forums

= | eadership development/

capacity development + Leadership rotation
Support to women's ) ) ) .
grOF:JppS = Groups guided to have + Women interact with external financial
more responsibility/ Institutions
autonomy

The challenge before MFIsthat are concerned about women's empowerment ishow to build such 'extra
inputsinto or around their delivery of financial services.
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11  Implicationsfor policy

Theprovision of financial servicesby MFIsisbeginningtofill thegap betweentherelatively low cost but
inaccessibleformal banking sector, and themore accessible, but high cost informal sector. Microfinance
represents arange of financial servicesto large numbers of people without access to the formal banking
system. Thisis happening across the country but predominantly in the Southern region where the NGO
base is strong. The North and East are underserved. The first challenge is to support the outreach of
microfinanceto under-served and poorer areas.

Microfinanceisessentially afinancial service. Itsmicro scale (small savingsdeposits, small |oans) means
that itsrolemay in somesituations, for someclients, be promotive (increasing income, reducing poverty)
in other situations, for other clients, its role is more protective (consumption smoothening, helping to
meet emergency needs). Different clients, especially the poor, need different kinds of financeat different
times. The second challenge therefore isto enhance the range of products provided under microfinance
so asto cater to thedifferent needsof itsclients, including the poor.

Substantial numbers of the poor and large numbers of women are microfinance clients, especialy inthe
SHG and Grameen model. This has given rise to strong expectations in terms of poverty reduction and
women's empowerment. Given the complexity of both - the multiple dimensions of poverty and the
socio-cultural constraintsto women's empowerment — it isunrealistic to expect afinancial serviceaone
tomakethedifference, especially a'micro’ one.

At the policy level, this means recognising the serious and continuing need for other development
interventions- ininfrastructure, cost-effective health care, education, employment. Within microfinance,
there are approaches and supporting mechanismswhich can be built in as MFlswork on getting to know
their clientsand their financial needs better. Suggestions on improving practicerelating to thisare given
below. Alongside the process of formalising microfinance institutions, policy makers can support such
practices, recognising specifically

() the strong supportive rolethat microfinance can play in providing an accessible option for safe

savings —for the poor and for women, and

(i) if MFIsareto be ableto respond to arange of different credit needs and to cover their costs, the
rateof interest they chargewill behigher than that charged by banksfor larger |oan amounts.
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Therole of microfinance in expanding the delivery of financial services, especially to the poor,
has been widely discussed and the discussion continuesin this "Year of Microcredit'. Although
expectations of poverty reduction and women's empowerment are widespread, key questions
about who microfinancereachesand what it can achievearestill open.

This study of 20 Microfinance Institutions reviews these questions in the ‘'maturing' Indian
microfinance industry. Of interest for policy-makers, donors, microfinance practitioners and
researchers, the findings highlight the provision of financial services by MFIs as beginning to
fill the gap between the banks (low interest rates on credit, but limited access and high
transaction costs) andinformal moneylenders (higher interest rates, but accessibleandfast). The
challengesremain of extending provision of microfinanceto underserved and poorer areas, and
adapting servicesto cater to the varied financial needsof the poor.

The research was commissioned by the Small Industries Development Bank of India (SIDBI)
and carried out by EDA Rura SystemsPvtLtd (EDA).

SIDBI

Small Industries Development Bank of India (SIDBI), an apex financial
ingtitution for promotion, financing and development of Small & Medium @/ SIDBI
Enterprises (SMESs) in India, has been, interalia, engaged in providing _
microfinance services through a network of strong and vibrant financial

intermediaries. “SIDBI Foundation for Micro-Credit” (SFMC) — the

specialised department of SIDBI responsible for implementing the

national-level Micro Finance Support Programme (MFSP) - functionsasa

nodal set-uptofacilitate accel erated and orderly growth of themicrofinance

sector in India. SFMC provides a complete range of financial and non-

financial services such as loan funds, capacity building grant support,

equity, quasi-equity and institution building support to theretailing MFlsso

as to facilitate their development into financialy sustainable entities,

besides devel oping anetwork of service providersfor the sector. Currently,

SFMCisproviding fundsfor onlendingtoover 7O0MFIsinindia.

=DJAN

EDA Rural Systems Pvt Ltd, established in 1983, isaleading development
sector consultancy providing professional servicesin research and capacity
building. Focus areas are microfinance and micro-enterprise. EDA has
undertaken over 200 assignments across South and South-East Asia. Clients
include bilateral and multilateral donors, NGOs, governmentsand financial
institutions.
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