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ABSTRACT

Economic structures in emerging countries differ significantly from those of more developed ones, which demand different degrees of role of different types of
financing for the economies’ development. Financing of households, businesses, and the government are the three main financial activities in any country which
can be achieved through personal savings, capital markets or banks. While large companies can easily raise credit through bonds or equity, in a developing and
agriculture based country like India where SMEs and agricultural sector has a large contribution in country’s development, banks and other financial institutions
such as RRBs, MFls, UCBs, NBFCs and NABARD must have to step in to provide easy credit to these sectors for their development. In our paper we discuss the
potential role of the financial institutions in the development of MSME and agricultural sector and make suggestions based on it, which could empower the
financial institutions to help develop MSME and agricultural sector over the course of next few years, especially by year 2020.

JEL CODE
G2

KEYWORDS

Financial institutions, economic development, SMEs, Agriculture.

INTRODUCTION

SME Sector and agricultural sector have been known to possess a great amount of untapped potential for India’s economic development. Ironically,

since the independence of India, both MSME sector and agricultural sector in particular have faced constant problems and their development has never

been close to its actual potential. Due to political and social turmoil in India policies for the upliftment of these sectors have been difficult to formulate.
Though, as India’s development rate has been increasing and political and social stability has finally been achieved slowly, rules and policies focusing the
development of these sectors have constantly been put forward by the government in recent times. In this paper we focus on the role of financial institutions in
the upliftment of MSME and agricultural sector, while pointing out the loopholes in the rules formulated by Indian government, RBI or NABARD, and suggestions
on how these loopholes may be filled to achieve the Vision 2020. Vision 2020 is a status of MSME and agricultural sector that could potentially be achieved by
the year 2020 with the help of initiatives taken by our government and financial institutions for their development. Such status warrants MSME and agriculture
sector to achieve a high rate of growth and high level of income generated at the lowest cost possible, which would empower the people related to these
sectors and improve their standard of living.

REVIEW OF LITERATURE
Vision and Potential Role of Financial Institutions in the Development of MSME Sector by Year 2020
Significance of Micro, Small and Medium Enterprises in India’s Economic Development
MSME sector in India plays a key role in the development of the country via. reduction of poverty, inducing employment, and help in re-distribution of wealth to
name a few.
Criteria (Shown in figure 1) to qualify as a micro, small or medium enterprise for manufacturing or service sector is laid down by the definitions provided by
world bank and Micro, Small and Medium Enterprise Development Act 2006. *
WORLD BANK DEFINATION OF MSME
FIGURE 1 (Figures in brackets are in USD)

Enterprise

Employee Annual Sales

FI El'. (=

= USD 15 Million <USD 15 Million

Mestive <00 o INR 750 Million)  (<INR 750 Million)
<50 3 Million <1J5D 3 Million
Sl =30 {<INR 150 Million)  [<INR 150 Million)
4 <USD 10,000 <USD» 10,000

(=INR 500,000) (SINE 500,000)

Source: World Bank2
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MSMED ACT DEFINITION OF MSME

FIG. 2
Initial Investment in Plant and Machinery
{in INR Million)*
Category/ :
X <25 Ly=30 50— 100
Manufacturing {50,000 — T i
{=<50,000) 1 Million) (1 Million — 2 Million)
& 1—20 20— 50
Services {20,000 — {04 Million —
(=20,000) 0.4 Million) 1 Mithiomn)

Source: Micro, Small and Medium Enterprise Development Act 2006.”
MSME sector accounts for around 8% of India’s GDP and employs around 69 million people. Growth rate of MSME sector in recent years has hiked to around
11.5%*, which is much higher than the GDP growth rate, and with a substantial contribution to India’s GDP it is implied that MSME sector pushes GDP higher,
acting as a cushion against inflation.
Despite of being such a prominent part of India’s economy, MSME sector faces several challenges, in which acquiring adequate credit tops the list. In fact, other
key challenges faced by MSMEs like inadequate infrastructure, obsolete technology, and inadequate market linkages can be linked directly to inadequate
finance.”
Demand of finance by MSMEs is met either by formal financial sources or informal financial sources. Based on the 2010 figures total finance supplied to MSME
sector was 32.5 trillion rupees or $650 billion majority of which (around 78%, INR 25.5 trillion or $510 billion) was catered by informal financial sources
(comprising of both institutional sources such as moneylenders and chit funds, and non-institutional sources such as family, friends, and family business) and self
finance while rest of the 22% (INR 7 trillion or $140 billion)® was catered by formal sources of finance like banks and non-banking institutions, of which
commercial banks were dominating 2
The biggest drawback of informal financing is that it is not bound by the contract. The result of this is that the lender is reluctant on lending of large sums of
money due to the substantial default risk involved, which has implication for the MSMEs’ long term development. Due to small amount of financing available to
the entrepreneurs, it becomes very difficult for them to invest in long-term revenue sources like large machinery or building, which on a cumulative basis
hinders the growth of the entire MSME sector.™
While 95% of the informal finance is provided by non-institutional sources like family, friends or family business, rest of the 5% is provided by institutional
sources such as registered trade credit, chit funds and moneylenders channel which amounts to a financing of around INR 1.2 trillion (524 billion). The
transactions with these institutional sources of informal finance are bound by legal contracts. Repayment of the debt provided by institutional informal sources
carries an interest rate of about 0.5%-3.5% for registered chit funds, 1%-2% for unregistered chit funds, and 1%-10% for registered moneylenders which are
payable at daily, weekly or monthly installments.™

INFORMAL SOURCES OF FINANCE

Informal sources of finance have advantages for the borrower such as timely disbursal, short turnaround times, and no requirement for collateral security which
makes them lucrative sources of short-term finance for working capital.12 Despite this, there is a major drawback of informal sources of finance- long-term
finance is absent. Also, the debt provided carries a high rate of interest. Due to these disadvantages, it becomes impossible to invest in long-term capital which is
the most important factor responsible for the development and expansion of MSME sector.

FORMAL SOURCES OF FINANCE

Formal financial sector, comprising of banks, government financing agencies, and non-banking finance companies (NBFCs) provide INR 6.97 trillion ($139.4
billion) debt to MSMEs, of which INR 6.4 trillion($128 billion) is provided by banks and government financing agencies and rest is provided by NBFCs."

Scheduled commercial banks provide for 92% of debt to MSMEs. Scheduled commercial banks comprise of public banks, private banks, foreign banks, and
smaller banks such as Regional Rural Banks (RRBs), Urban Cooperative Banks (UCBs) and government financial institutions such as State Financial Corporation
(SFCs) and State Industrial Development Corporations.™ Public banks provide for around 70% of the debt to MSME sector, while private banks provide for 22%,
and small banks provide for the rest. The reason for such variation is the differences in the knowledge of the MSME sector, operational efficiencies, internal risk
management policies and the reach of the branch network. With considerable access to knowledge, better risk management techniques, and having a
substantial higher reach across the country with over 64% of the bank branches™, public banks have by far a substantial potential to develop the MSME sector.

INITIATIVES THAT SHOULD BE TAKEN FOR PUBLIC BANKS TO ACHIEVE VISION 2020

In order to encourage banks to provide to the demand of debt by MSMEs, government has to implement mandatory rules and guidelines which would have to
be followed by the banks. One such initiative is the Priority Sector Lending (PLS) guidelines set by RBI which mandatorily require banks (domestic or foreign) to
cater debt demand of the priority sectors such as agriculture, micro and small enterprises to at least 7% of their credit portfolio.'® Another recommendation of
The Nair Committee which could further help achieve Vision 2020 is to have banks commit at least 40% of their Annual Net Bank Credit (ANBC) towards the
priority sectors with a sub commitment of 15% of ANBC towards the micro and small enterprises. The Nair Committee has also recommended a ceiling of 5%
regarding the indirect finance provided by commercial banks to MSMEs via. NBFCs, which is supposed to encourage banks to increase to their direct lending to
MSMEs.

As mentioned earlier, there are several advantages of informal sources of finance such as such as timely disbursal, short turnaround times, and no requirement
for collateral security which makes small entrepreneurs prefer them over formal sources of finance. At the same time they put them under the risk of halting
their enterprise’s growth by not investing in long term sources, and paying high rates of interest on informal sources of finance, they trap themselves in a vicious
cycle where they cannot save or invest efficiently. Formal financial institutions should realize this fact and provide schemes to finance MSMEs’ long term finance
which could includes the advantages of informal financial sources such as short turnaround times or having less or no requirement for collateral security. Debt
could be provided on the basis of past performance which may help relieve the collateral security requirement, which most of the small entrepreneurs find hard
to afford.

INITIATIVES THAT SHOULD BE TAKEN FOR PRIVATE BANKS TO ACHIEVE VISION 2020
In order to manage risk and cost of transactions, banks usually provide debt easily to mature small enterprises which have higher credit requirement as
compared to micro enterprises. As a result Micro enterprises’ debt requirement for development is suppressed. RBI has taken the initiative to relax the licensing
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requirements for Tire Il cities and below, yet banks (especially private and foreign) are reluctant on branch expansion for the costs involved and the fear of
operational inefficiency. Hence, to tackle these issues the government and RBI should formulate better and uniform cost and risk management policies. Another
reason contributing to these issues is the non uniform processes for sourcing and underwriting of the finance given by public, private and foreign banks. While
public banks manage risk by setting limits on the amounts approved, private and foreign banks segregate their sales and underwriting terms to manage risk. The
more comprehensive the process of risk management is, timelier it would be for MSMEs to acquire finance. Hence, uniformity in risk management policies
would ensure a quicker disbursal of finance to MSMEs.

INITIATIVES THAT SHOULD BE TAKEN FOR SMALL BANKS TO ACHIEVE VISION 2020

Smaller banks such as RRBs, UCSs, SFCs and SIDCs have a much higher potential for outreach in smaller districts and villages than the commercial banks due to
better knowledge of local context and having primary information about the entrepreneurs. They are much more likely than commercial banks to establish one-
to-one relationships with the entrepreneurs. Despite of having such a large potential, these institutions provide for only about 8% of the debt demand of the
MSMEs. The reason for this anomaly is that RRBs operate in markets where resources are not readily available but unfortunately they have to face the
organization structures and operational costs similar to those of full-service banks. Policies should be formulated which should be custom made for branches in
keeping in mind the area in which they are operating and keeping in mind their access to the resources. Branches should be given more autonomy so that they
won’t have to rely on the sponsor bank. This coupled with specialized training provided to the branch personnel will likely solve the conflict of interest, weaker
decision making and poor governance problems. RBI should plan to acquire the high non-performing assets of such branches and dedicate resources for proper
credit appraisals.

INITIATIVES THAT SHOULD BE TAKEN FOR NBFCs TO ACHIEVE VISION 2020

NBFCs are also considered to have a high potential to help develop the MSME sector. NBFCs usually cater to the financial demands of transport businesses,
engineering, vendor supply chains and retail trade (Section 45-1A/B/C of the RBI Act, 1934) NBFCs carry much lower compliance overheads and are more flexible
and carry lower operational costs in comparison with banks. Branch outreach is similar to that of RRBs and UCBs hence they have firsthand knowledge about the
entrepreneurs. Due to these advantages NBFCs are better placed to finance MSMEs which might be considered risky by banks. However they have
disadvantages which our government should take care of. NBFCs cannot public deposits hence they have to heavily rely on commercial banks and promoter’s
equity for growth. Due to this, NBFCs tend to carry high costs of funds. Because of their operational strengths NBFCs are capable of providing differentiated
products and personalized services. They can process loans much faster and allow flexible collateral options, where they tend to use immovable property as
collateral too. In fact some larger NBFCs even offer collateral-free debt based on the cash flows and past financial performance. Taking this into account, it
becomes imperative for our government to take measures to lower their cost of funds and reduce their reliance on the commercial banks.

INITIATIVES THAT SHOULD BE TAKEN FOR NBFCs TO ACHIEVE VISION 2020

Micro Finance Institutions (MFIs) usually provide for the financial demands of unregistered and unorganized microenterprises segment. MFIs have unmatched
potential to reach the non-served areas, and have a better understanding of enterprises’ financial performance and potential which enable them to deliver
customized services. However, despite of the huge market potential, MFIs usually provide for only the working capital requirements of the entrepreneurs while
the long term debt is absent. Current regulations limit them to a loan size of INR 0.05 million ($1,000), or less. Hence, amendments in the policies and
regulations are required to enable them to finance the unregistered segment."’

INITIATIVES THAT SHOULD BE TAKEN FOR MICRO ENTERPRISES TO ACHIEVE VISION 2020

Micro enterprises have a high higher demand for the credit, though formal financial institutions are inclined to provide finance to small and medium enterprises,
with only 31% of the portfolio dedicated to micro enterprises and rest to small and medium enterprises. This results in fulfilling only 40-60% of the financial
demand of micro enterprises.18 A micro enterprise on an average s given a debt of INR 0.15 — 0.3 million ($3,000 — S6,000)19 , While finance available to small
enterprises on an average is around INR 1.5 — 3.5 million ($30,000 — $70,000) and that to medium enterprises is INR 40 million — 50 million ($0.8 — 1 million).”°
The reason attributed to this is the lower transaction cost that is involved in providing loans to small and medium enterprises. Also, micro enterprises are not
able to provide adequate collateral to secure the loan. Hence, initiatives should be taken by RBI and government to lower the transaction costs of banks while
providing credit to micro enterprises, and other alternatives, such as loan granted on the basis of cash flows and past financial performance should be taken in
place of collateral demand for the loan.

INITIATIVES THAT SHOULD BE TAKEN FOR SERVICE SECTOR TO ACHIEVE VISION 2020

If we look at the sector wise financing, we find that service sector receives much lesser financing as compared to the manufacturing sector. The reason is that
financial institutions do not have access to any benchmarks to measure and manage risk for service sector, as they have for manufacturing sector enterprises.”*
Further in service sector enterprises, knowledge-based enterprises such as software cos., management and human resource consulting companies receive the
lowest of the financing. Ironically these are the very enterprises which have a substantial potential to contribute to the nation’s development. Hence, initiatives
are needed by RBI or government to device risk management policies for the service sector enterprises.

INITIATIVES THAT SHOULD BE TAKEN FOR LOW INCOME STATES AND NORTH EASTERN STATES TO ACHIEVE VISION 2020

If we look at the region wise disbursal of finance, we find that Low Income States and North-eastern States receive the lowest amount of debt finance, with an
aggregate of 17% as compared to 83% for rest of the India.”> The reasons for non catering low income states are operational inefficiencies, infrastructural
problems, and political instability. The reasons for not serving the north-eastern states are attributed to poor transportation infrastructure, security and law and
order instability.”® In order to improve the situation regarding the financing, it is imperative for the government to take macro-economic measures. More
entrepreneurial activities induced through financing could also lead to stability of these regions, and improvement of the standard of living of such reasons. Low
income states and north-eastern states have low rate of industrialization and hence services firms have a much larger potential to develop. Unfortunately, as we
discussed, service sector is significantly lesser served by financial institutions due to non-uniformity of risk management practices. Hence, this warrants changes
not only on macroeconomic level, but at other levels as well.

VISION AND POTENTIAL ROLE OF NABARD IN THE DEVELOPMENT OF RURAL AREAS AND AGRICULTURE SECTOR BY YEAR 2020
National Bank for Agriculture and Rural Development (NABARD) is an apex development bank which facilitates the credit flow for the promotion and
development of agriculture, small-scale industries, and cottage and handicrafts industry in rural areas. NABARD provides refinance to lending institutions, and
loans to state governments, non government organizations (NGOs), panchayati raj institutions (PRIs) for the development of rural infrastructure development. It
also finances and monitors regional rural banks (RRBs) and cooperative banks for the same purpose. In this paper we will highlight few of the most recent and
prominent schemes launched by NABARD which have a long term consequences which would help achieve Vision 2020.

NABARD INFRASTRUCTURE DEVELOPMENT ASSISTANCE (NIDA)
Partnering with Boston Consulting Group, NABARD has undertaken an initiative called Nabard Infrastructure Development Assistance (NIDA), a credit support
product which would fund infrastructure projects by funding government owned institutions with longer repayment period of up to 15 years. The long term
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advantage of this scheme would ensure to tackle the drawbacks of Rural Infrastructure Development Fund (RIDF). Under RIDF funding borrowing power of state
governments is limited under Article 293, hence investment in rural infrastructure suffer from severe disadvantage under RIDF funding. Projects with larger
potential for development usually demand a high investment, which now can be made available through NIDA. Also, RIDF is highly politically motivated, which
directs the funding in means other than those required for rural development. Infrastructure projects are prioritized for funding under RIDF which can directly
be linked with political interference. With the introduction of NIDA, projects shall no longer be prioritized in the same manner as in RIDF, hence political
interference can be reduced to a great extent. NABARD Infrastructure Development Assistance programme would finance rural infrastructure projects by
providing credit to state governments and other state-owned organizations, through direct credit based upon risk appraisal of the project involved. **

NABARD WAREHOUSING SCHEME (NWS) 2013-14

One of the major challenges faced by Indian agriculturists is the damage occurred to the cultivated food grains due to extreme weather conditions of India,
because either they cannot afford the warehousing facilities or because the warehousing facilities are so far away or unavailable in their region, that it becomes
infeasible to store the food grains before distribution. For example, last winter rains alone deemed to have damaged 80 lakh tone of wheat grain in Punjab and
Haryana alone stored in open areas. Out of 121 lakh tone wheat stock, only 40 lakh tone gained warehouse protection.”” To avoid such tragedies in future,
Reserve Bank of India issued guidelines for creation of Warehouse Infrastructure Fund (WIF) in NABARD. NABARD initiated NABARD Warehousing Scheme (NWS)
2013- 14 which would finance public and private sectors for construction of warehouses, silos, cold storages and other cold chain infrastructure in places
wherever necessary. Priority will be given to the projects proposed in Eastern & North Eastern due to the extreme weather conditions there and food grain
deficit states. Credit will be offered to the state governments and organizations sponsored by the government and panchayati raj institutions, and even
individual entrepreneurs at a repayment period of 7 years. %

PRODUCER ORGANIZATION DEVELOPMENT FUND (PODF)

Most of the producer organizations in India are in infancy stage are not able to avail value chain addition advantages, and market linkage advantages because of
having small scale of operations, fragmented supply chain, lack of marketing facilities and poor market linkages. India has around 13 crore farmer households of
which over 85% are marginal and small farmers who own less than 2 hectares of land on an average. Due to disorganization and fragmentation of land they are
unable to adopt latest technology and use high yielding seeds or fertilizers in the production of food grains. Due to marketing and value chain inefficiencies faced
by them, they are unable to get a fair price for their produce. Recognizing the importance of the marketing infrastructure in advancing the efficiency of
agricultural production and the supply chain thereof, NABARD uses PODF to initiate activities such as development of warehouses and cold chains, funding of
storage infrastructure with assistance of marketing federations having primary agriculture cooperative societies (PACS) as their members. The biggest drawback
such federations and cooperatives have faced is the unavailability of timely and adequate credit support. With the help of PODF NABARD hopes to alleviate the
value chain and marketing hurdles faced by farmers and small producer cooperatives. 7

BUSINESS CORRESPONDENCE MODEL

Financial exclusion has been a bane in India for a very long time because of which a vast majority of poor have been unable to seek formal access to formal
financial institutions, which in turn restricts them to access financial services made available by these formal financial institutions. When NABARD or any other
government organization initiates programs for the upliftment of poor, such programs or services are offered to the poor via financial services, directly or
indirectly. If someone is financially excluded, it becomes almost impossible for him/her to avail such services. According to 2008 data from India’s National
Sample Survey Office, 45.9 million farmer households, of the total 89.3 million farmer households, did not have access to formal credit. Research has shown a
strong link between the level of financial exclusion and level of poverty and inequality (see table below): the higher the financial exclusion, the higher the
inequality and poverty. »®

FINANCIAL INCLUSION AND POVERTY INDICATORS AMONG SELECTED ASIAN COUNTRIES

TABLE 1
Country Composite Index of Financial Inclusion Poverty Unemployment Gini Index
Percentage of adults (aged 15+ with accounts at Percentage of population Percentage of labor force
a formal financial institution in 2012 below national poverty line
India 35.2 29.8 (2010} 4.4 (2005) 33.4(2005)
Bangladesh 39.6 31.5(2010) 5.0(2009) 32.1(2010)
Brazil 55.9 21.4(2009) 8.3 (2009) 54.7 (2009)
China 63.8 2.8 (2004) 4.3 (2009) 42.5(2005)
Indonesia 19.6 13.3(2010) 7.1(2010) 34.0(2005)
Korean Republic 93.0 - 3.7(2010) 31.6(1998)
Malaysia 66.2 3.8(2009) 3.7 (2009) 46.2 (2009)
Philippines 26.6 26.6(2009) 7.4(2010) 43.0(2009)
Sri Lanka 68.5 8.9 (2010) 4.9 (2010) 40.3 (2007)
Thailand 72.7 8.1(2009) 1.2 (2009) 40.0 (2009)

Source: World Bank, 2012
In 2006, Reserve Bank of India issued guidelines directing banks to assign Business Correspondents (BCs) to increase their outreach. A BC is an entity which acts
as a teller for the banks, acts on its behalf and carries out a full range of financial transactions with the client.” NABARD has since joined the initiative of RBI and
help banks allot and train BCs in rural or underdeveloped areas. An NGO, MFI, post offices or NBFCs can act as a BC. The objective is to reach each village in the
country in the phased manner over next three to five years. Banks can thus reach financially excluded people especially in rural areas through BCs and provide
their full range of services at their doorsteps. This way a bank can reach out to backwards areas which lack formal financial facilities at a much faster rate and at
lower cost. This doorstep banking helps faster loan disbursement and recovery. Because NGOs and other BCs are linked personally to the clients, this improves
loan performance and repayment rates.* This initiative has shown a significant achievement as the number of banking outlets increased from 54258 in 2010 to
107604 in 2011. Of these 84274 were business correspondence outlets and rest were brick and mortar branches with about 40% being added in villages with
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populations under 2000. *'As of June 2011, over 79 crore no-frills accounts (accounts with no requirement for a minimum balance) were opened by banks, in
comparison with 49.3 crore accounts as of march 2010. 2

With the advent of this program, poor people who had to take high interest loans from money lenders in case of medical emergencies will now have access to
finance. With the assistance from NABARD, over the years this program is supposed to help achieve an overall community development and social
empowerment by reducing poverty and inequality.

DISCUSSION

With the help of this paper we analyzed the present status of the role of financial institution in the development of MSME and agricultural sector, and made
suggestions regarding the loopholes in the policies and rules that our government have formulated which could help achieve the Vision 2020. The status and
suggestions discussed are not comprehensive and are just little segment of the network of potential improvements and initiatives required to achieve the vision
2020. Non-financial sector also has a great role to play in the development of MSME and agricultural sector. Political and social factors can be highly responsible
for the plight or upliftment of these sectors. Cultural factors matter to a great extent too. Over the time, attitude of people has been changing towards
entrepreneurship and a lot more people are being diverted to this sector. One reason could be unemployment. However, the need is for people to realize the
real potential of these sectors and divert to them not due to unavailability of opportunities in other sectors, but due to availability of the opportunities in these
sectors.
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