The Micro Financial Sector Development and Regulation Bill, 2007

Observations of Dr. Manab Sen, Vice-President, SHG Promotional Forum.

The bill seems to have been drafted in haste possibly at the behest of commercial micro-finance hobby (the micro-finance marke is a highly profitable option for private players). It conveniently forgets the history of rural credit. It was state-driven because there had been peasants' unrest over usury. It has bye passed the extensive and vast institutional structure that had been assiduously built over a long period. As a result, there is an institutional credit outlet for almost 10,000 people. True, the institutions had failed in many cases but the remedy does not lie in creating new and parallel institutions. It must also be recognised that because of the national targets and sub-targets of social banking, banking in India has transformed itself from class banking to mass banking. This is unprecentented in the history of banking in the world. "Banks have failed but banks must succeed." 

In the backdrop of the history that makes social control of banks possible, there are some critical flaws in the bill namely:

a) The proposed bill relate to subjects like co-operatives and societies which are in the State list under the Constitution of India. Therefore, passing of a law by Parliament relating to subjects covered by laws framed by State Legislature may be declared Constitutionally invalid.

b) Acceptance of deposits from the members of the public is regulated by the Reserve Bank of India, Act,1934 and the Banking Regulation Act1949. Reserve Bank of India is not only the central banking authority but also the regulator of micro-economy including public finances. It seems that the role of the RBI is conspicuously absent and regulation comes under dual authority. It is a very unsound proposition for financial management of economy.

c) Self-help groups are member-owned, member-controlled, member-sensitive democratic organisations of the poor at the grass roots level. There is a fear that their autonomy may be severely restricted by the dictates of micro-finance organisations.

d) There are some serious flaws in the different clauses of the bill including definitions:

i) The bill extends to urban areas too over which NABARD has no jurisdiction under the NABARD Act.

ii) The eligible client as defined in the Act includes individuals even members of self-help groups or co-operative societies indicating a patron-client relationship which is not the basic principle of any member-owned institution.

iii) 'Micro finance organisation' as defined may cover unincorporated/unregistered organisations and associations who may become 'fly-by-night' operators.

iv) 'Micro finance organisation' includes a society registered under the Societies Registration Act, 1860. What will happen to societies registered under the W.B. Societies Registration Act, 1961?

v) Under section 2(c), financial assistance can be extended with or without security or guarantee. One of the attributes of financial assistance to a self-help group is collateral free assistance. The very purpose of lending to SHG is defeated by this clause.

vi) 'Scheme' as defined in clause 2(c), does not fit in to section 27 which deals with penalties and penal provisions.

vii) 'Group mechanism' is not defined anywhere.

viii) Section 35 brings in a new institution called 'micro finance institution? which is nowhere defined.

ix) Section 37 which is does not bar application of other laws is inconsistence with provisions of section 33 which overrides application of other laws.

 The SHG-Bank Linkage Programme was started as an action research project in 1989. Based on the findings, it was designed as a partnership model between SHGs; Banks and NGOs. The programme has come a long way from the pilot stage of financing 500 SHGs in 1992 to 2.5 million SHGs in 1996 through 35, 294 bank branches of 560 banks in 563 districts across 30 states of India. About 30 million poor households have gained access to the formal banking system through the programme. Given this scale and from various studies undertaken, the key learning points of SHG Bank Linkage Programme are:

a) The poor have proved themselves to be bankable.

b) The poor, when organised into SHGs, can become a self-managed people's organisation for access to social and economic opportunities to which they are entitled. 

c) Despite common belief to the contrary, the poor can and do save in a variety of ways and the creative harnessing of such savings can become design features of financial products.

d) SHGs have functionally evolved as social formations which give them space for building up synergy in development agenda.

As the SHG-Bank Linkage Programme is built upon the existing banking infrastructure, it leverages all the strengths and it thus has obviated the need for the creation of a new institutional set up or a separate legal and regulatory framework. It is necessary to recognise several issues which have to be clarified as one proceeds with a response to the bill.

First, how do we distinguish micro-finance organisations from other financial institutions? Is there merit in differentiating between not-for-profit MFOs and the profit-seeking ones? Second, how do we identify, for regulatory purpose micro-finance organisations which need varied skills and in any case, warrant a policy view by more than one financial regulator?

Third, should the SHGs, which have no formal organisational structure, be brought within the ambit of the formal framework for MFOs? Fourth, currently three organisational forms namely societies, co-operatives and trusts are recognised as MFOs? Nothing is said about NBFCs or section 25 companies. 

What will be their status under the present bill?

Fifth, the regional vartion in the spread of SHGs and MFOs is well known. How will regional imbalance be addressed? Will MFOs supplement or substitute the developed banking infrastructure? Sixth, what should be the role of foreign capital and venture capital in regard to the MFOs? As regards external commercial borrowings, how will the imperatives of exchange rate risk be reckoned? Seventh, what could be the scope and effectiveness of a self-regulatory organisation and how it dovetails with the proposed regulatory framework? Eighth, how do we ensure that the rating exercise adds value to the localised operations of the MFOs? Ninth, what is the experience of NBFCs offering credit and other financial services to the not-for-profit societies or section 25 companies?

Finally, how is the issue of accepting  public deposits that poses major challenges both legislative and more importantly of moral hazard be addressed? 

In conclusion, it is necessary to recognise financial inclusion as an imperative but should it be addressed by creating an set of institutions or by making the existing institutional structure responsive, accountable, efficient and empathetic to the poor.

