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PROBLEMS AND CHALLENGES OF MICRO SMALL AND MEDIUM ENTERPRISES AND MICROFINANCE
RELATED ISSUES

SUPRIYA SARKAR
RESEARCH SCHOLAR
DEPARTMENT OF COMMERCE
DDU GORAKHPUR UNIVERSITY
GORAKHPUR

ABSTRACT

The government of India has enacted the micro, small and medium enterprises development (MSMED) act, 2006.The contribution of small and medium scale
sectors in the economic empowerment of any nation cannot be ignored by any means. They contribute immensely in the gross domestic product (GDP) of the
economy. This sector nurtures budding entrepreneurs and incubates innovation at its most rudimentary level. The MSMEs sector contributes significantly to value
addition, employment generation, export and overall growth of the nation’s economy. The MSME sector is responsible for about 40 per cent of the export and 45
per cent of the total manufacturing output of the country. The microfinance institution concentrately helps the micro and the small enterprises of the nation.
These institutions help enterprises not only financially but by also giving training to them and by giving technical assistance which help these enterprises to grow.
The micro and small enterprises have very few options with them for financing,; one of them is microfinance institutions. These institutions help them with great
effort and training skills which is required for the initiation of Micro and small enterprises which ultimately helps in the growth of GDP of an economy and
employment generation in a country. In this paper we will discuss about the role of microfinance institutions for the growth of micro, small and medium
enterprises and suggest some measures through MFls can cater to the needs of micro, small and medium enterprises in a much large scale.

KEYWORDS

micro enterprises, microfinance.

INTRODUCTION

oney makes the world goes round and it causes the world of micro, small and medium enterprises (MSMEs) to spin even faster. Finance is a
quintessential requirement of any business and the need for the same for the micro and small enterprises cannot be stressed enough. On one hand an
uninhabited finance can make the business blossom whereas a constrained one can make your business struggle. Many promising business has failed to
get the ground because of the lack of finance, which is a big disappointment. According to Mr. Uday Kumar Sharma secretary, ministry of MSME “bankers have
maintained that MSME lending is growing 20-22% year-on-year, even though the overall demand for credit appears to far outstrip the credit flow”
One though must understand as to why MSMEs have to struggle for finance considering that there many sources available for availing finance. Sources include
banks, large organization, merchants among others. MSMEs generally have no or very little track record which acts as a bottleneck in their way to getting
reasonable access to credit. Banks while lending MSME ask for collateral credit which is not easy for MSME. Even the finance which are available from
organizations are able to get it is charged at exorbitant rates which are not always rational.
Micro, small and medium enterprises, what differentiates them is the amount of investment made on these enterprises. Micro, small and medium enterprises
are classified in two classes: manufacturing enterprise and service enterprise.
Manufacturing enterprises are those which are involved in manufacturing products for selling to any other industries. Manufacturing enterprises are defined in
terms of investment in plant and machinery.
Service enterprises are those which are engaged in providing or rendering services and are defined in terms of investment in equipment.
IN MANUFACTURING ENTERPRISES

Enterprises Investment in plant and machinery

Micro enterprises Does not exceed twenty five lakh rupees

Small enterprises More than twenty five lakh rupees but does not exceed five crore rupees
Medium enterprises | More than five crore rupees but does not exceed ten crore rupees

IN SERVICE ENTERPRISES

Enterprises Investment in equipment

Micro enterprises Does not exceed ten lakh rupees

Small enterprises More than ten lakh rupees but does not exceed two crore rupees
Medium enterprises | More than two crore rupees but does not exceed five crore rupees

The object of micro, small and medium enterprise development (MSMED) act,2006 is to facilitate the promotion and development and enhancing the
competitiveness of micro, small and medium enterprises and for matters connected therewith or incidental, under this act, a micro or small or medium
enterprises engaged in providing or rendering services may file the memorandum to the authority at discretion.

OBIJECTIVES OF THE STUDY

1.  Role of microfinance institution for the growth of micro, small and medium enterprises in India.
2 Critical analysis of policies towards micro small and medium enterprises.

3. Analysis of challenges facing for financing micro, small and medium enterprises.

4 Suggestion for improving MSME in large scale through MFls.

RESERVATION FOR MANUFACTURING

Reservation of items for exclusive manufacture in MSME sector statutorily provided for in the industries act, 1951, has been one of the important policy
measures for promoting this sector.

The reservation policy has two objectives:-

. Ensure increased production of consumer goods in small scale sector

. Expand employment opportunities through setting up of small scale industries.

Non-MSME units can undertake manufacture of reserved items only if they take 50% export obligation.

20 items are exclusively reserved for manufacture in MSME sector.

Reserved items according to the third All India census of registered MSME units (2001-02) accounted for:-

. Registered units producing reserved items- 8.56%
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. Unregistered units producing reserved items-5.05%

. All units producing reserved items-5.61%

There is no regulation or restriction on marketing of the reserved items by large industries.

The major benefit for MSMEs is the reservation policy, which reserves certain items, for exclusive manufacture by these enterprises, thus, protecting their

interests, impetus to the society by generating employment opportunities. The Government has put in place policies and has reserved three hundred fifty (350)

items for purchase from MSMEs, under the Government Stores Purchase Programme. To encourage the small-scale units, the SEZs are required to allocate 10

per cent space for the small-scale units. Under the MSMED Act, protections are offered in relation to timely payment for goods and services by buyers to

MSMEs. Furthermore, the Government has been encouraging and supporting the sector through policies for preferential access to credit, preferential purchase

policy, etc. It has been offering packages of schemes and incentives through its specialized institutions in the form of assistance in obtaining finance; help in

marketing; technical guidance; training and technology upgradation, etc. Further, an enterprise, whose post-issue face value does not exceed INR 25,00,00,000

(Rupees Twenty Five Crores only), is entitled to certain exemptions from the eligibility requirements under the ICDR Regulation.

The list of items exclusively reserved for production by MSEs is limited to twenty (20) items. Some examples of reserved items are pickles and chutneys, bread,

mustard oil, ground nut oil, exercise books and registers, wooden furniture and fixtures, candles, laundry soap, safety matches, fireworks, agarbattis, glass

bangles, steel almirahs and stainless steel and aluminum utensils. Though reserved exclusively for MSMEs, these items can also be manufactured by

Large/Medium units provided they undertake to export a minimum of 50 per cent of the new or additional annual production of the MSE reserved items within

a maximum period of three years from the date of commencement of commercial production of such reserved items.

POLICY PACKAGE FOR SME 2005-06

. The ministry of Small scale industries has identified 180 items for dereservation.

. Small and medium enterprises were recognized in the services sector, and were treated on par with SSIs in the manufacturing sector.

o The corpus of the credit guarantee fund was raised from Rs.1132 crore from march 2006 to Rs.2500 crore in five years.

. Credit guarantee trust from small industries (CGTSI) was advised to reduce the one time guarantee fee from 2.5 per cent to 1.5 per cent for all loans.

o Insurance cover was extended to approx. 30,000 borrowers, identified as chief promoters, under the CGTSI. The sum assured would be Rs.200000 per
beneficiary and the premium will be paid by CGTSI.

. The emphasis was laid on cluster development model not only to promote manufacturing but also to renew industrial towns and build new industrial
townships. The model is now being Implemented, in nine sectors including khadi and village industries, handloom, handicraft, textiles ,agricultural products
and medicinal plants.

BANK’S TARGET FOR MSME SECTOR

As per the policy packaged announced by the Government of India in august-05 for stepping up credit to MSME sector, Government of India (GOI) asked banks

to fix self set targets for growth in advances to MSME sector in order to achieve a minimum 20% year on year growth in credit to MSMEs.

SUB-TARGETS FOR MSME SECTOR

In order to ensure the sufficient credit is available to Micro enterprise within MSE sector the RBI vide their master circular dated 1% july 2010 on “lending to

micro,small and medium enterprises sector” has directed as follows:

OUT OF TOTAL CREDIT TO SMALL ENTERPRISES SECTOR

40% | Credit to the micro (manufacturing) enterprises having investment in ‘plant machinery’ up to Rs. 5.00 lacs and micro (service) enterprises having

investment in equipment up to Rs. 2.00 lacs.

20% | Credit to the micro (manufacturing) enterprises having investment in ‘plant machinery’ above Rs. 5.00 lacs and up to Rs. 25 lacs, and micro

(service) enterprises having investment in equipment above Rs. 2.00 lacs and up to Rs. 10.00 lacs.

Thus, 60% of the small enterprises advances should go to the micro enterprises.

Further, as per prime minister’s high level task force recommendations the share of micro enterprises in MSE lending needs to be increased to 60% in a phased

manner viz. 50% in the year 2010-11, 55% in the year 2011-12 and 60% in the year 2012-13. It would be mandatory for the public sector banks to achieve this

target.

The banks should achieve annual growth in the number of micro enterprises account of 10% every year.

It will be seen that the government of India is very keen to ensure that the credit need of micro and small sector are given priority and adequate financial

assistance is made available to micro & small sector. The credit needs of the sectors can be met within the discretionary powers given to the branch managers

and regional managers.

Thus in order to fulfill the sub target field level functionaries will have to pay attention to the credit need of micro & small sector. Special credit camps may also

be arranged at various centers to step up finance to micro & small sectors.

STRATEGY TO ACHIEVE THE TARGET

To achieve the set target, bank proposes to move simultaneously into the following directions.

. Focused attention will be given to activate branches to sanction credit proposal more in numbers. As per the directives given in the policy package for
setting up advance to MSME sector, each semi-urban and urban branch has to sanction at least five new MSME proposals every year.

. Presently bank has identified 95 branches for intensifying finance to MSME sector. Few more branches will be added, keeping in view the overall
manpower position. Such branches will be called MSME branches.

. MSME branches will be given all support service such as training, skill of credit appraisal etc. MSME branches are expected to contribute sizable growth in
MSME sector.

. Emphasis should be given to the efficient credit delivery system. The advance should be made available within minimum time. Guidance/assistance may
also be extended in completing bank formalities necessary for availing loans. Counseling services may be given to the entrepreneurs for their new as well
as existing projects.

. Our banks have entered into tie up arrangements with the following companies by signing MOUs:

0  TVS motors for financing auto rickshaws/ three wheelers for carrying passengers/goods.
0  Tata motors for financing commercial vehicles/equipments (other than three wheelers)
0 Bajaj auto for financing commercial vehicles.

. Our bank has entered into MOU with CRISIL and DUN & Bradstreet information services for carrying out DUE DILIGENCE exercise of MSME borrowers.

INITIATIVES TO AUGMENT CREDIT FLOW TO MSME SECTOR

POLICY INITIATIVES

Separate lending policy for financing MSME sector which will be renewed every year.

Discretionary powers modified.

Competitive rate of interest.

Simplification of forms and documents, standardization of appraisal system.

Adequate and timely finance.

Specialized delivery channels.

Specific business models.

Flexibility in takeover norms.

teddsuuld
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= Relaxations in financial ratios in line with loan policy.

PRODUCT INITIATIVES

= Special schemes to extend finance at competitive rate of interest are formulated.

= Dena Laghu Udyami Credit Card and Dena Artisans Credit Card are introduced with simplified credit delivery system for small borrowers /artisans.

= MOUs and tie ups with various companies.

ROLE OF MFIS IN GROWTH OF MICRO, SMALL AND MEDIUM ENTERPRISES IN INDIA

MSME are the drivers and engines of growth, promoting equitable socio-economic development worldwide. Although MSME have an immense potential to play
a larger role in globally competitive industries, the lack of inclusive growth models, concerted efforts by governments and the private sector, and the scarcity of
financial resources bound them. As we have discussed earlier micro enterprises are the one whose investment in plant machinery in manufacturing unit does
not exceed Rs 25 lakh and investment in equipment in service sector does not exceed Rs 10 lakh. In the early stages of business life cycle, small firms in
developing countries often depend on informal sources of funding and have basic needs, such as managing cash flow through short term loans and basic saving
accounts. Ownership and management are mostly the same with simple financial recordkeeping, often separate for the business and household. Finally their
capital base is often small; while starting capital is generally provided from their own savings and borrowings from relatives and friends.

MFIS INCREASINGLY HELPING MICRO AND SMALL ENTERPRISES

MFIs have become a real boon for this MSME specially these micro and informal sector enterprises. These sectors are generally unbanked sectors of enterprise
populations. It is to be noted that financial inclusion has become an important topic in the development agenda, as there is a direct link between access to credit
for MSME and economic growth and development. Poor entrepreneurs can achieve their dreams only through financial inclusion. Microfinance emerged as
noble substitute for informal credit and an effective and powerful instrument for poverty reduction .Many financial service providers serve micro and small
enterprises in developing countries, including commercial banks, co-operatives, MFls and others. These providers have different capacities and motivations, and
target different specific sub segments within the small business landscape. Larger financial service providers, including commercial banks that want to serve
small businesses, tend to focus on firms that are larger and formal. On the other MFIs usually focus on firms which are small and informal. Most MFls are looking
at small enterprise segments because they offer additional business growth opportunities. Another motivation is the MFIs desire to continue serving small
number of growing micro clients. Despite a recent directive from RBI to the banking sector that funds up to Rs 5 lakhs should be made available to micro, small
and medium enterprises without collateral security, many MSME still found it difficult to raise fund in emergencies.

CHALLENGES IN FINANCING MICRO SMALL AND MEDIUM ENTERPRISES

MSMEs are collectively the largest employment generation sectors in developing countries, yet their viability can be threatened by a lack of access to such risk-
management tools as savings, insurance and credit, their growth is often stifled by lack of access to credit, equity and payment services. Access to financial
services can therefore boost job creation, raise income, reduce vulnerability and increase investment in human capital. MSMEs account for a significant share of
employment and GDP around the world, but, when they have limited access to finance, the economy suffers a series of negative consequences: economic and
social opportunities are restricted, enterprise creation and growth are restrained, household and enterprises are more vulnerable to threats and payments are
more costly and unsafe. MSME face certain distinct challenges because of their very nature. One of the biggest is the stiff competition from the large and the
established players in the markets and the other is the imports. These make it necessary for MSMEs to innovate and either introduces a product or services to fill
the void created by bigger players, or reduces cost and streamline processes to enable them to be on a more level playing field against bigger players. However
MSMEs innovation is often restricted by two types of challenges- strategic and operational.

STRATEGIC

INTELLECTUAL PROPERTY RIGHTS (IPR)

The effective implementation IPRs in India has always remained a contentious issue. Weak implementation of legislation usually impacts micro and small scale
industries, especially those that are innovation-driven. Their innovation helps them develop products and services before others. However, ineffective legislation
and implementation drastically cut down lead time, thereby negating the ability of MSMEs to effectively monetize their innovation.

HIGH COST OF CREDIT

The fundamental basis of any innovation driven enterprise is research. R&D fnctions well when there is continuous flow of funds. In the current Indian economic
scenario, cheap funds are difficult to come by. With the RBI reiterating that costs of funds will remain high for a while to curb inflation, this will continue to
remain a challenge for the sector. Another reason for the high cost of credit has been the high risk perception among banks about this sector and the high
transaction costs for loan appraisal. While the quantum of advances from public sector banks to small and medium enterprises has increased over the years in
absolute terms, from Rs.46.045 crore in march 2000 to Rs.1,85,208 crore in march 2009. For the same period the share of credit to the MSME sector in the net
bank credit (NBC) has declined from 12.5% to 10.9%. MSME sector are unable to provide collateral to banks are hence denied access to credit, making it harder
to get loans.

OPERATIONAL

LOWER TECHNOLOGY LEVELS

The MSME sector in India, with some exceptions,is characterized by low technology levels, a huge drawback in emerging global market. As a result, the
sustainability of a large number of MSMEs will be in jeopardy amidst competition from imports.

This hinders the growth of innovation driven companies which do not belong to IT sector, where effective technology will sort out most process road blocks and
allows to concentrate on their core business of innovation.

INSUFFICIENT INFRASTRUCTURE

To ensure MSME competitiveness, it is essential that the availability of infrastructure, technology and skilled manpower is in tune with global trends. MSME are
located in old industrial estates are functioning within urban areas or functioning in unorganized manner in rural areas. The state of infrastructure, including
power, water, roads etc. in such areas is poor and unreliable. While these acts are threat to MSMEs, the biggest impact is felt by their research arms as they
don’t have the firepower to be able to innovate.

LACK OF SKILLED MANPOWER

Although India has a large pool of human resources, the industries continues to lack skilled manpower required for manufacturing, marketing, servicing etc. Also
there is a lack of a culture of research. Even premiere technological institutes do not produce the quantity and quality of world class research expected of them.
This leads to serious dearth of competent researchers in organization.

DELAYS IN SETTLEMENT

Large scale buyers usually of long settlement lead times when they deal with MSMEs owing to their limited bargaining power in the market. This hurts the ability
of MSMEs to divert funds to their apex requirement and R&D.

SUMMARY OF CHALLENGES IN FINANCING OF MSME SECTOR

The supply of formal finance to the MSME sector is constrained by multiple challenges on both demand and supply sides. The demand side is constrained by
factors such as limited access to collateral that directly affects the access of finance, Limited capacity of the entrepreneurs that indirectly had an impact on the
access of finance. The supply side is constrained by internal institutional challenges such as changes in macroeconomic scenario.

Summary of challenges that constraint financing to the MSME sector:

INTERNATIONAL JOURNAL OF RESEARCH IN COMMERCE & MANAGEMENT 90

A Monthly Double-Blind Peer Reviewed (Refereed/Juried) Open Access International e-Journal - Included in the International Serial Directories

http://ijrcm.org.in/




VoLUME No. 5(2014), I ssue No. 10 (OCTOBER) I SSN 0976-2183

Demand side Supply side

Factors that directly impact financing Internal factors that constraint supply
Inadequate access to debt financing Limited information on enterprises in the sector
Limited information on financial sources and products High cost of servicing high frequency, small size transaction in branch banking code
Inadequate collateral Poor historic performance of the sector- high NPA
Limited access to alternative sources of finance

Factors that indirectly impact financing External factors that constraint supply
Inefficiency in business operations; limited entrepreneur capacity | Changes in macroeconomic environment
Inadequate access to infrastructure Changes in legal and regulatory environment
Inadequate market linkages

Inadequate access to technical assistance

A variety of independent studies suggest that very few small enterprises are aware of government initiatives to support small enterprises. According the SME
annual survey (2004), which sampled over 2500 SME and focused specifically on SME perceptions of government support, over 60% of the business were aware
of the SETAs, 45% of the businesses were aware of the Industrial development corporations (IDC)

RECOMMENDATION OF THE GOVERNMENT TO IMPROVE THE MSME SECTOR

The Committee notes that the major problems for the MSMEs relate to the Availability and cost of credit, marketing support, improving productivity,

Technology/skill up gradation, infrastructure and the institutional framework for MSMEs.The Committee also notes that there are issues related to specific

products like Chemicals, Plastic, Leather, Handicrafts, Textiles and Agricultural Products and specific markets. On each of the issues the Committee has made

suggestions for immediate implementation and for the medium term.

The major recommendations of the Committee are as follows:

AVAILABILITY AND COST OF CREDIT

An additional interest subvention of 2% for those exporters who repay on a timely basis; reduction of the spread on foreign currency credit to LIBOR + 2%;

automatic increase in foreign currency limits due to rupee depreciation; banks to aim for at least 40% export credit to MSMEs,targets for banks to increase

MSME borrowers by 10% annually until 2017.

MARKETING SUPPORT

Enhancement of budget and scope under MDA/MAI schemes; greater focus on brand building and trade fairs; double income tax deduction for marketing

expenses; support for E-=Commerce.

PRODUCTIVITY/TECHNOLOGY/SKILL UP GRADATION

Modification in labor laws to enable more overtime hours and employment of women in night shifts with necessary safety; enhancement of technology up

gradation schemes with both capital subsidy and interest subvention; setting up of research/resource/product development centres and linkages with the

technical institutions and CSIR laboratories.

INFRASTRUCTURE FOR MSMEs

24*7 facilities for export consignments at major air cargo/sea port complexes; enhancement of ASIDE scheme and development of MSME clusters near

Highways/Rail Corridors.

INCENTIVES/TAXES RELATED ISSUES

A differential corporate/income tax regime for MSME exporters; separate ECGC policy for MSMEs to reduce costs; removal of service tax on conversion of export

proceeds remittances and a host of issues which will reduce transaction costs in exports.

INSTITUTIONAL FRAMEWORK

Constitution of a Standing Committee of Secretaries to resolve policy and implementation related issues; greater coordination at the ground level between

Customs and DGFT offices.

SECTOR SPECIFIC ISSUES

Based on the suggestions received from sector export councils/associations, the Committee recommends a cess of 0.1% on the production of chemical and

Plastics, for creating a fund for technology up gradation for the two sectors; additional budgetary support for handicrafts sector, enhancing the support under

Integrated Leather Development Scheme; calibrate the exports of cotton yarn; avoid unintended exclusions of fabric items; amendment of APMC Acts for

enabling direct purchase of horticulture/vegetable items from farmers by exporters; greater infrastructure support(testing labs, pack houses) for processed

agriculture exports.

ENABLING BUSINESS ENVIRONMENT

The government shall:-

. Provide a better and more conducive business environment for MSME sector.

. Keep simplifying the business regulatory environment.

. Develop web-enabled common application gateway.

. Introduce timelines defined in respect of all clearances.

. Enhance the quality of human resource through training and skills development packages.

. Promote pooling of common services and functions (common facility centre) under cluster approach for the benefit of small players.

. Strengthen participation of and support to SHGs and co-operatives in the production and marketing in micro enterprise sector with special focus on
handicrafts and village industries.

. Encourage joint ventures with private sector in the entire value chain of the MSME sector.

. Setup technology facilitation centre involving technological institution and experts for technology up gradation and transfer support to MSME.

o Setup adequate number of industrial estates for providing basic infrastructure to MSME.

. Facilitate setting up MSE clusters in each district of state.

. Create marketing infrastructure and support through setting up haats/parks and facilitation participation of state’s MSME sector in fairs/expo/exhibition.
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problems among their peers. This journal was conceived with this noble intention in view.
This journal has been introduced to give an opportunity for expressing refined and
innovative ideas in this field. It is our humble endeavour to provide a springboard to the
upcoming specialists and give a chance to know about the latest in the sphere of research
and knowledge. We have taken a small step and we hope that with the active co-
operation of like-minded scholars, we shall be able to serve the society with our humble
efforts.
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