
The Bill relating to Micro-Finance Organisations

The union government expects to introduce The Micro Financial Sector (Development and Regulation) Bill, 2006 in Parliament. It appears that there are some stakeholders who have sought such a Bill, and that it has been the endeavour of the Finance Minister to keep to his word given during the 2006 Budget speech, of introducing appropriate legislation for those engaged in ‘micro-finance’ activities. A careful reading of the draft of the proposed Bill, however, suggests that it ought not to be presented in this (or any other) form for the following reasons.

1. Union list and State list: For all its shortcomings, India is a mature democracy, and the parties in governance have held deep respect for the Constitution of India. Parliament does not encroach on State Legislature territory. The proposed Bill relates to cooperatives and societies, both subjects for legislation by State Legislatures. It is being argued that just as the Banking Regulations Act (an Act of Parliament) is applicable to cooperative banks (otherwise covered by state cooperative laws), so, too, a Micro-Financial Sector
 Act (another Act of Parliament) could cover cooperatives. 

The argument, however, does not hold good. ‘Banking’ is defined in the Banking Regulations Act, 1949 to mean ‘the accepting, for the purpose of lending or investment, of deposits of money from the public
, repayable on demand or otherwise, and withdrawal by cheque, draft, or otherwise’. In the case of cooperative banks, public deposits are indeed at stake. They also borrow from other banks and lend to them. They accept deposits and call money from others and place deposits in other banks. The failure of a cooperative bank can have a systemic effect on the banking sector, on public confidence in the banking sector, and on the economic scene as a whole. 

Thrift and credit cooperatives, (or, for that matter, primary agricultural credit cooperatives, also covered to some extent by this Act) on the other hand, deal only with member savings, and provide credit only to members. They are governed by principles of mutuality. They are not in the business of ‘banking’. They do not link with the banking system, except, at most, to use its savings and credit facilities for itself. Their ‘cheques’ if any, are merely withdrawal slips for use by members. These ‘cheques’ are not honoured outside the premises of the cooperative. If a mutual aid cooperative fails, its members pick up the bill – not a deposit insurance corporation. 

Therefore, the parallel with cooperative banks does not hold good, and the passing of a law by Parliament relating to creatures to be covered by laws framed by State Legislatures, would amount to usurping by Parliament of State Legislative functions. 

2. The need for such legislation: Let us examine the need for such a piece of legislation. Before we do that, it is important to state that the ‘orderly growth’ (stated as an objective) of business was never the business of any government, and especially since the nineties, successive Indian governments have been careful not to take upon themselves the onus of growth of businesses other than those owned by the government. ‘Orderly’ growth suggests homogenised, standardised, contained growth – anathema for vibrant, creative businesses, and definitely not the responsibility of the government, or any of its agencies, in a 21st century democracy. 

The underlying objective appears to be the desire to ensure that the poor have access to financial services. No change in law, and no new law is required to provide a loan to the poor. Several types of agencies are engaged in it. Over 10 crores of farmers (mostly men) are members of primary agricultural cooperative credit societies, and from various figures released by NABARD and others, around 2 crores of women are now accessing credit on a regular basis through self-help groups.  

There has been some discomfort over the rates of interest charged by some of the new credit providers – mainly micro finance institutions registered as NBFCs, and some societies and trusts. If a cooperative
 charges its members a high rate of interest, it does so by the decision of its members. They are not its clients – they are its owners. In fact, few cooperatives charge exorbitant rates of interest. If an NBFC, or a trust, or a society not owned by the borrowers charges a high rate, that ought not to be legitimised by an Act of Parliament. If a rate is considered usurious when a money lender charges it, the rate is usurious when any other third party charges it. Usury cannot be condoned because the person engaging in it is white collared, or urban or more articulate than the rural moneylender. If the high rate is used by a moneylender for his profit, the high rate is being used by the new lenders for high salaries for themselves, and profits for their shareholders. There is no difference. 

Some organisations registered as NBFCs
, societies and trusts, not owned by borrower clients, have been seeking the right to accept savings from their clients. The acceptance of public savings ought primarily to rest with banks, and, at no rate, should a closely held group, or a group with little of its own capital at stake be permitted to accept public savings. Societies, trusts, and NBFCs in the field of ‘micro’ finance are, usually, closely held organisations, and, therefore, ought not to be permitted the acceptance of the savings of poor women or men. At most, what they could be permitted is the acceptance of collateral deposits against credit that they make available to the poor. Cooperatives accepting savings from their members ought not to be covered by any law other than the relevant cooperative law. There are, in some states with appalling cooperative laws, societies and trusts owned by poor women and/or men, which accept the savings of their members and offer them credit. These are, for all practical purposes, cooperatives, except that they simply could not have functioned had they been registered as cooperatives. 

The word ‘thrift’ has been in use by thousands of cooperatives in India, for several decades now. It is used in relation to small savings that each member is expected to regularly make with his/her cooperative. The amount is agreed to by the members, and is usually either the same for all members, in absolute terms, or, as in the case of employees savings and credit cooperatives, a fixed percentage of their pay. Law ought not to define a word in regular use to mean something quite different to what the word currently means to those who are going to be affected by the law – except when it is to correct an incorrect use of a term or word or phrase. The Bill defines thrift as ‘any monies collected ….. from a group or by a group from individual members of such group through the group mechanism ……’. The term ‘group mechanism’ is not defined, and it is open to several interpretations. Secondary cooperatives accept thrift from primary cooperatives – it would be preposterous if that were to be treated as collection from a group through group mechanism. It would appear that the word thrift has been used in order to avoid the use of the word ‘savings’ or ‘deposits’ in case issues of the application of banking and other laws are raised. 

3. Cooperative autonomy: The Bill, if it becomes law, will primarily hit cooperative businesses, even as it professes to have been drafted in the interests of the poor. NBFCs, societies, trusts, are, by and large not owned by the poor. Some of them are indeed doing a good job of reaching credit to the poor. However, for them, the ‘poor’ are their clients – not their owners. Most of them do not offer savings services and will be affected by the proposed Act, only if they offer savings services (which we have argued they should not). In the case of thousands of cooperatives, the poor are their owners – owners who have established a business to service their own needs – in this instance, the need for savings and credit. Cooperatives have fought a long and hard battle to function as member-user controlled, member-user sensitive, democratic and autonomous businesses. The Bill gives to NABARD all the ‘powers’ that the Registrar of Cooperatives had all these years, and still enjoys in states which have refused all reform of their cooperative law. 

One method of dealing with the poor is to think of them as clients, and provide them with access to this or that service. Cooperatives are different. If the disadvantaged are only clients, and if they enter the market place in single file, they cannot make markets behave. Cooperative businesses offer the poor body corporate status to enter the financial, commodity, service markets jointly, and with their combined business, to create such presence in the market that they begin to set trends. They do not just access what is on offer, they set the terms, they lead. If they have not done that in India, it is largely because their body corporate status has been constantly undermined by archaic laws, which require them to seek the permission of the government/registrar to so much as buy a computer with their own funds. In recent years, nine states introduced liberal cooperative laws, which respected the autonomy of a cooperative business, and the proposed Bill seeks to revert the status of cooperatives to what they were – the only difference is that the Registrar will now be replaced by NABARD. The inspection raj will return.

4. Regulation by interested party: NABARD is expected to regulate the functioning of all societies, trusts and cooperatives which intend to accept thrift through ‘the group mechanism’. Thousands of cooperatives across the country will now be controlled by NABARD. It was bad in law when the Registrar was regulator cum manager cum arbitrator cum auditor. It is bad in law now when NABARD is to be lender cum arbitrator cum regulator. Reserves are to be created by each micro finance organisation, and, given the attempt to clone the RBI-bank relationship here, it requires little imagination to foresee that these reserves will ultimately be required to be kept with NABARD. Unlike the RBI, NABARD expects to lend to those it regulates – is the capitalisation of NABARD by cooperatives (and other Micro finance organisations) one of the agendas of this Bill? The Bill does provide for a micro finance development fund – but over time the fund will need to grow, and perhaps reserves are expected to augment the fund.

5. Lessons from other parts of the world: It is true that there are some parts of the world that are experimenting with the concept of a special law for micro finance activity. These are, by and large, countries without a long history in law making or in banking services. Developed countries realised decades ago that servicing the poor was not going to be possible unless the poor established their own mutual aid savings and credit cooperative businesses. Alongside formal banks, therefore, hundreds of credit unions (savings and credit cooperatives) emerged. They were not linked to banks or to any other lenders to start with. As they grew, they first networked with one another and formed federations. Over decades, as they became significant players at the macro level, they found themselves needing to offer members funds transfer facilities. They then sought to issue cheques to their members, use the clearing house, and so on. It was at this stage that they were required to prove their credentials, demonstrate financial rigour, in order to participate in mainstream banking, even though they remain open only to their members. They are not converted into banks. They have established sound audit systems that are accepted by mainstream banking and the governments.  

Edward Filene, who started the credit union movement in the USA, spoke in an early meeting of having had his eyes opened to what a savings and credit cooperative was all about, when he visited such a cooperative in Kolkata. We need to re-learn that the first step to financial inclusion is to let the poor get on with their business – they will do a much better job than we can for them, and at much less cost. Over time, they will have created thousands of sustainable jobs within their own organisations – and of course, through credit, they will have created new livelihoods or enhanced existing ones. Our mutual aid cooperatives (those that depend only on member contributions for capitalisation) over time, if not interfered with, will want to, and have to participate in ‘banking’ in its larger sense, even if they do not open themselves up for non-members. When they wish to do that, we can look at the need for appropriate legislation. At this moment what they need are good cooperative laws which will not hinder them from getting on with their work. 

6. The council: Some NBFC representatives have been seeking legislation to ‘permit’ ‘self-regulation’ and give greater credibility, and for the establishment of a council to oversee the functioning of micro finance organisations. It appears as if the Bill has also been drafted in response to this demand. Self-regulation is self initiated – it does not need permission or a licence. Credibility comes from performance and maintenance of ethical standards – not from a new piece of legislation. Councils could be established voluntarily, but perhaps the members of such a council will not have the status that a council established by the government or NABARD would have. Some drafts had included the term ‘micro finance institution’ in the definition, only to have the phrase used in reference to membership of a development council to be established. NBFCs are not covered by the Bill – however, their representatives can be on the Development Council which will guide NABARD. The Bill provides for NABARD to set performance standards, undertake rating, etc – all of which it can do without the blessing of a law.

In conclusion

The Vaidyanathan Committee Report is now under implementation in some states. It seeks liberalisation of cooperative laws where this has not taken place. The micro finance Bill aims at taking away the few liberties currently being enjoyed – in the guise of regulating institutions that accept ‘thrift’, it is creating a new set of hurdles that will ensure that the poor cannot do good business for themselves.

There is India, and there is Bharat. Any new legislation on companies, is hardly likely to be introduced in Parliament without first placing the draft in public domain. However, as the term ‘micro finance organisation’ is used largely in relation to organisations providing financial services to the rural (and urban) poor, it has not been thought appropriate to share the draft Bill with those likely to be affected. Different versions of the Bill appear to affect mainly cooperative organisations (which already accept thrift from their members), and some societies and trusts which might wish to accept ‘thrift’ from their clients. 

There is India, and there is Bharat. The economy will continue to open up for businesses in India, even as the leash on those in Bharat get tighter. If inflation is to be brought down, if GDP in Bharat is to rise from the lowest of depths to new heights, the disadvantaged need to establish their own autonomous and democratically controlled businesses – they do not need a licence to engage in mutual aid.  They do need body corporate status. 

A government ought to feel gratitude when the poor take away the load of looking after themselves on their own shoulders. A good government then works towards the creation of an environment in which the poor can, through their own jointly held business, meet their own economic needs. The Bill relating to micro finance organisations is bad in law and worse in ethics. It must be withdrawn – even before being tabled in Parliament.  
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� The Bill has been poorly drafted. Its very title is clumsy. What, in law, is a ‘sector’?  


� The emphasis is mine.


� The term ‘cooperative’ is being used in this note to mean those cooperatives, other than cooperative banks, that provide savings and credit services to their members.


� NBFCs are not covered by the Bill. However, the most ardent supporters for such a Bill were representatives of a handful of NBFCs engaged in lending at rather high rates of interest to the poor. 
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