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1. Background of Micro Finance Institutions 

Early efforts to provide financial services to the poor tied those services to specific economic activity. For example, between the 1950s and 1970s, governments and donors focused on providing subsidized agricultural credit to small and marginal farmers, in hopes of raising productivity and incomes. During the 1980s micro-enterprise credit concentrated on providing loans to poor women to invest in tiny businesses, enabling them to generate and accumulate assets and raise household income and welfare.

The success of some micro-enterprise credit programs led to bold experiments with product design, delivery methods, and institutional structures, performed mainly by practitioners in developing countries. 

 These experiments resulted in the emergence of Micro-finance Institutions (MFIs), specialized financial institutions that serve the poor. MFIs are called "micro" because of the small size of their transactions and "finance" because they provide safe and reliable financial services to the poor. 

The world of MFIs is diverse—they exist in various legal forms, including non-governmental organizations (NGOs), credit unions, non-bank financial intermediaries, and commercial banks.  The different organisations in this field can be classified as "Mainstream" and "Alternative" Micro Finance Institutions (MFI).

1.1 Alternative Micro Finance Institutions

These are the institutions, which have come up to fill the gap between the demand and supply for micro-finance. MFIs were recently defined by the Task Force as "those which provide thrift, credit and other financial services and products of very small amounts, mainly to the poor, in rural, semi-urban or urban areas for enabling them to raise their income level and improve living standards." The MFIs can broadly be classified as:

· NGOs, which are mainly engaged in promoting Self-Help Groups (SHGs) and their federations at a cluster level, and linking SHGs with banks, under the NABARD scheme.

· NGOs directly lending to borrowers, who are either organised into SHGs or into Grameen Bank style groups and centres. These NGOs borrow bulk funds from RMK, SIDBI, FWWB and various donors. 

· MFIs which are specifically organised as cooperatives, such as the SEWA Bank and various Mutually Aided Cooperative Thrift and Credit Societies (MACTS) in AP. 

· MFIs, which are organised as non-banking, finance companies, such as BASIX, CFTS, Mirzapur and SHARE Microfin Ltd.

1.2 Problems for Alternative Micro-Finance Institutions

The main aim with which the alternative MFIs have come up is to bridge the increasing gap between the demand and supply. A vast majority of them set up as NGOs for getting access to funds as, the existing practices of mainstream financing institutions such as SIDBI and NABARD and even of the institutions specially funding alternatives, such RMK and FWWB, is to fund only NGOs, or NGO promoted SHGs. As a result, the largest incentive to enter such services remains through the non-profit route. 

The alternative finance institutions also have not been fully successful in reaching the needy. There are many reasons for this an few of them are highlighted below.

· Resource raising constraints

· Lack of proper orientation

· Lack of proper governance and accountability

· Isolated and scattered

1.3 Legal forms of mfis and problems

NGOs invented micro-finance but NGOs are not the best type of agencies to carry out        micro-finance on a long-term sustainable basis. If an MFI opts to become an NGO, it has the following problems:

The major sources of funds of NGOs are grants, which are very limited.If the NGOs earn a substantial part of their income from lending activity, they violate section 11(4) of the Income Tax Act and can lose their charitable status under Section-12. Moreover, NGOs do not have the appropriate financial structure for carrying out micro finance activities. NGOs being registered as societies or trusts, do not have any equity capital and can never be "capital adequate".

The other alternative for an MFI is to become a cooperative or a company. As in the long run, the primary source of lending funds for MFIs is deposits, till that stage, the MFI has to rely on borrowings. To be able to attract borrowings, the MFI has to have equity capital. Thus, it is only possible to establish a financially sustainable MFI either as a cooperative or as a company. 

In most states, with exception of Andhra Pradesh, Maharashtra, and Gujarat, cooperatives are politicized and state controlled and thus not an appropriate form of incorporation for an MFI. 

That leaves an MFI with the choice to be incorporated as a company and then become an NBFC or a Bank. The latter requires a license and a minimum start up equity of Rs100 crores, which is very difficult for an MFI to mobilise. The concept of Local Area Bank, with a lower start up capital of Rs 5 crores, has not yet been operationalised by the government. If an MFI opts to become an NBFC, it has the following problems

The minimum entry-level capital requirements is Rs 2 Crores, w.e.f. April 1999. It is difficult to mobilise any borrowings from Indian Financial Institutions due to the negative image of NBFCs in general. Further, even deposit mobilisation is not possible at least for the first three years, till a satisfactory credit rating is obtained. 

That leaves the option of borrowing from foreign institutions, which is difficult in the first place, due to RBI’s requirement of at least two credit ratings. Further, very few foreign institutions are willing to give rupee denominated loans. Thus the MFI taking foreign currency loans are subject to exchange risks, which they cannot handle.

2. Indian Experience 

1. Self-help groups [SHGs] have been well recognized in India as one of the most suitable conduits for delivering micro finance services to the rural areas. Social intermediation is required for organizing the poor into SHGs, introducing them to the interested banks, arranging adult education program and imparting a reasonable measure of skills.  In view of the low literacy rate, social intermediation assumes special importance.  NGOs have emerged as the most suitable agencies for the social intermediation.

2. A scheme, linking the SHGs with banks, was launched under the aegis of the National Bank for Agriculture and Rural Development [NABARD] to augment the resources of micro finance institutions [MFIs].  All the major categories of the banks, viz. commercial banks, cooperative banks and regional rural banks [RRBs] are participating in delivering of micro finance services.    

In all, three distinct linkage models are being followed.  

· Under Model I, banks provide micro finance to non-governmental organisations [NGOs] for on-lending to the SHGs and ultimately to the micro entrepreneurs. 

· Under Model II, banks provide direct financing directly to SHGs for on- lending to the micro entrepreneurs. 

· Under Model III, banks finance directly to SHGs for on- lending to micro entrpreneurs, with the intervention of NGOs as social mobilizers and facilitators.   

Since the inception of SHG-Bank linkages programme of NABARD, about 27 per cent of SHGs were financed through NGOs [model I], 17 per cent SHGs were financed directly [under model II], and remaining 56 per cent were financed with the intervention of NGOs [model III].  It is interesting to note that more than four-fifths of SHGs have been linked with NGOs, in one way or the other.

3. Recent policy initiatives

A high-level Task Force on Supportive Policy and Regulatory Framework for Micro Finance, set up by NABARD, has recently submitted its report to NABARD.  The recommendations made by the Task Force include: 

· Legalization of MFIs, 

· Capacity building at all levels, 

· Regulations and supervision of MFIs, 

· Developing rating norms for NGOs and SHGs, 

· Protection of savings of the poor,

· Creation of self-regulatory organizations to take up registration of MFIs, 

· Setting minimum performance standards, evolving accounting system, 

· Conducting audit and inspection and 

· Allowing commercial banks to promote local area banks by restructuring selected rural branches.  

NABARD has decided to create a Micro Finance Development Fund [MFDF] with a start up contribution of Rs one billion from RBI.  NABARD, banks and other institutions are to provide start up funds to micro finance institutions and infrastructure support for training system arrangements and data building. 

While announcing the monetary credit policy for the year 1999-2000 in April 1999, he set up a Micro Credit Special Cell in RBI and invited one of the experienced and seasoned commercial bankers to suggest appropriate measures for up-scaling, mainstreaming and flow of micro credit.  Based on his report, banks have been permitted to adopt any model or conduit or intermediary for purveying micro credit. The Reserve Bank has given a total freedom to the banks to decide terms and conditions of loans including repayment period, unit size, unit cost, etc.  The intention is to make available micro credit quickly and without any hassle. 

It is perhaps not possible for Reserve Bank to regulate and supervise these NGOs on account of their small size and large number.  Some mechanism has to be evolved before long to regulate and supervise these NGOs.   

In order to keep the non-bureaucratic characteristics and autonomy of these NGOs, it is imperative for them to have a.  This will encourage them to become members of SROs. With a view to arresting the mushrooming growth of unscrupulous NGOs, it is better to have this mechanism in place of formal regulation and supervision of micro finance institutions, rather than keeping them totally free. 

4. CAPACITY EVALUATION AND ASESSMENT OF MFIs
As mentioned above the MFIs have emerged as one of the main channels for providing credit to poor and needy. There is large number of the NGOs or other organizations engaged in purveying micro credit outside the orbit of the banking system.  Most of these NGOs thrive on foreign donations and aids.  Given the nature of NGOs, they are not subject to any mandatory supervision and regulation. In fact, RBI in their recent policy initiatives has encouraged MFIs to be organised as self-regulatory organization [SRO]. Further, banks should deal with NGOs or MFIs that are members of the SRO and have better track record. 

Given the above features of NGOs, an assessment of MFIs becomes imperative. The assessment of MFIs could be broadly divided in two broad approaches:

1. Impact assessment and capacity building of MFIs and evaluate them in terms of social or economic impact at the client level.

2. Assessment of MFIs to enable them to approach financial markets, donors and other lending agencies for raising funds.

The first level of approach is a very specialized assessment of MFIs effectiveness to reach out to poor and needy which involves market research, interview with clients, review of product portfolio etc. This is a slightly complex exercise given that the assessment of social or economic impact could vary with definition of poor. Further the clients of MFIs typically being individuals and number in thousands across regions makes the exercise cumbersome.

The second approach of assessment is to do conduct a credit rating of MFIs so that it could raise funds. 

For the present, it is proposed that CF would undertake the second approach and as it gains experience in this field the first approach of providing advisory services to MFIs could be taken up. Discussed in the subsequent sections is the methodology to rate MFIs.

Approach for MFI Evaluation

One of the key successes factors for MFIs is their capacity to deliver. According to various studies the two pillars of success of a MFI are Scale and Sustainability. 

“Scale refers to the MFIs reach to the target market or client coverage.”

“ While sustainability refers to cost of providing the financial services after suitable adjustments. “

 Some of the problems faced by MFIs in this context are as under:

· Have weak institutional capacity 

· Lack a viable and sustainable delivery system. 

· Have relatively small financial base and face huge investment requirements in staff training and client orientation. 

· These militate against any attempt to reach a greater number of the target clientele in an effective and efficient manner. 

· In the very short run, the MFIs may be able to expand their present reach because of donations and other subsidies, but unless they become viable and sustainable, the effort cannot be sustained.

The above problems faced by MFI are the key risk factors that need to be assessed in evolving the rating methodology of MFIs. 

Existing methodologies

Research on rating techniques used worldwide reveal that five well-publicized rating methodologies are being used. These methodologies are

· Modified CAMEL technique used by  ACCION International

· GIRAFE by Planet Finance

· PEARLS

· MicroRate

· CGAP ( in strict sense this is a appraisal methodology to finance MFIs and does not necessarily lead to a rating –could be modified to throw a rating)
5. CRISIL’s CRITERIA FOR MFI EVALUATION

CRISIL’s rating criteria for the financial sector entities is done through a qualitative cum quantitative approach by following a structured methodology called as CRAMEL.  The relative strengths and weakness of each entity as compared to its peer group are evaluated based on the rating criteria.

CRISIL’s rating symbols for NBFCs, banks and Financial Institutions is a relative opinion on the entity’s ability to service interest and repayment of principal on the rated instrument in a timely manner. The rating is specific to debt issued by the entity. CRISIL’s rating symbols are closely followed by the retail investors who wish to invest in the investment programmes of various financial sector companies on the basis of the risk return profile. CRISIL’s ratings are also used by banks and financial institutions in on lending to NBFCs.
Since MFI operations are localised, it is important to get an understanding of the external environment. To begin with, therefore, it is useful to characterize all risk factors into two broad categories:

1. External Risk Factors

2. Entity Specific Risk Factors
External Risk Factors

MFI’s have, by and large, evolved by conducting micro-finance operations in physically contiguous districts. It is useful to understand the economic profile of the states in which the MFIs are operating, This would help in evaluating the depth and reach of the MFI programme. 

On a broader level, it would also be useful to understand the economic structure of the state in which the MFI is operating. This analysis would also highlight the size of the primary economy and the relative importance of agriculture in the State’s net domestic product. The analysis will also cover an understanding of the government policies towards irrigation, and the Animal Husbandry sector. This analysis will help CRISIL to understand long run competitiveness of the MFIs. 

Since CRISIL is likely to rate MFIs/NGOs internationally, it would be pertinent to factor the country risk in which the MFI is situated. 

Entity Specific Factors: MICROS

In general, MFI activities are similar to that of NBFCs, except for the size of operations and the target segment. Therefore, keeping in mind the stage of evolution of the MFIs, CRISIL has adapted its existing CRAMEL methodology for evaluating MFI/NGO institutions.  The revised appraisal format termed as MICROS, is structured along the following lines:

M: Management 

I:   Institutional Arrangement

C: Capital Adequacy & Asset Quality

R: Resources

O: Operational Effectiveness

S:  Scalability and Sustainability 

What does MICROS measure?

A normal CRAMEL application helps CRISIL to evaluate the creditworthiness of the NBFC/Bank/FI in making timely payment on interest and principal.

A Micro Finance Grade is CRISIL’s current opinion on the ability of MFI to conduct operations in a sustainable and scalable manner.

CRISIL assigns the Rating Grade on a eight point Grading Scale of mfR1 to mfR8 with mfR1 being the highest rating and mfR8 being the lowest rating

The MICRO FINANCE evaluation GRADE is a measure of overall weighted average performance of the MFI on a broad range of parameters under the MICROS methodology. It includes the traditional creditworthiness analysis using the CRAMEL approach, modified as applicable to the MFI sector.

Each of MICROS factors is described in detail below:

Management

· History & Track Record

· Alliances & Networks

· Organisational Structure Related Issues

· Management Information Systems - Efficacy of Loan Monitoring systems; Overdue Monitoring Systems; Cashflow Projections System

· Use of IT in Operations

· Human Resource Management

· Processes, Controls & Audit

· Head Office Level Controls; Group, Centre, Branch Office Level Control Systems; Efficacy of Internal Audit

· Social Impact on Environment - Availability of Impact Assessment Studies; Credibility of the Impact Assessment Study

Institutional Arrangement

· Diversity of the Technical Expertise on the board - such as finance, law, marketing; Professional Reputation of the Board members; Adoption of the Corporate Governance Practices - if any

· Independence of the Board from the Management; Ownership & Control of Promoters

· Goals & Strategies

· Depth of Management, experience and Track record of second rung and Field Level Officers

· Grooming & Succession plans

Capital Adequacy and Asset Quality

· Capital Adequacy

· Ability to Raise Equity

· Asset Quality - Portfolio at Risk; Write-offs; Portfolio classification System

Resources 

· Ability to Raise Resources 

· Current Funding Profile, adequacy of the same

· Cost of Funds -Weighted average cost of Funds and comparison to the average Portfolio yield

· Liquidity and Asset Liability Management

Operational Effectiveness

· Office Outreach and Quality of Infrastructure

· Efficiency (staff allocation, operational efficiency, Administrative Efficiency)

· Earnings and Profitability (Return on Equity; Return on Assets, Operational Self Sufficiency, Financial Self Sufficiency)

Scalability & Sustainability

Future Ability to 

· Access low cost funds 

· Develop into a mainstream financial institution 

· Sustain operations on a larger scale

· Attract & retain quality Human Resources 

· Diversify Lending Methodologies / Portfolio 

· Maintain asset quality

· Develop in-house talent and second line management 
6. Evaluation Process








@ This is based one term of reference of the evaluation mandate.

7. relevent experience

CRISIL has evaluated till date more than 500 Savings and Loan institutions. These institutions typically raise savings and loan out to the same cross section of the society. Of these, a number of these S&L institutions have been either fully or partly operating in the micro-finance sector. It has to be kept in mind that the organised sector for micro-finance in India is still evolving. A large number of these MFI institutions are still organised as non-governmental organisations.  

CRISIL’s work in the financial sector

CRISIL is the leading credit rating institution in India. It has rated almost all the top financial institutions as well as banks. By virtue of its long presence, CRISIL has built up strong linkages with Industry, Government and with investors.

CRISIL’s rating criteria for the financial sector entities is done through a qualitative cum quantitative approach by following a structured methodology called as CRAMEL.  The relative strengths and weakness of each entity as compared to its peer group are evaluated based on the rating criteria.

The CRAMEL model comprises the following

C: Capital Adequacy

R: Resource Raising Ability

A: Asset Quality

M: Management & Systems Evaluation

E: Earnings Potential

L: Liquidity/Asset Liability Management

Since 1998, CRISIL has been approached by various banks and financial institutions with a request to develop new approach for rating of micro-finance institutions. However, CRISIL realized that MFIs were a different breed of financial institutions given the peculiar lending methodologies, loan ticket size, non collateral based lending, legal structures etc and has developed a separate methodology. 

SIDBI’s Micro-Finance division has recently empanelled CRISIL to carry out various rating assignments. SIDBI is one of the apex financial institutions lending to the MFI sector. CRISIL is also in advanced discussions with NABARD and RMK.

Recently CRISIL has received an invitation to rate MFI’s in the Asia pacific and African countries.

All the three apex financial institutions in this sector have welcomed the presence of a formal and leading rating agency to rate MFIs.

1. FAQ’S about CRISIL’s services for MFI 

FAQ’s
Answer

Why CRISIL ?
Well established rating agency, started in 1986, reputed and independent rating agency known for the analytical superiority. Partnership with leading overseas rating agency S&P. Board managed public limited and listed company. Original promoters include HDFC, ICICI, ADB, SBI, UTI & LIC.

Key Features of our MFI Services
clear and detailed opinion, strong on benchmarking, clear definition of risk level Strong on comments in Capacity constraints, management, governance, best practices, track record and benchmarking.

How’s the output report style?
Strongly opinionated, comprehensive and exhaustive report with judgmental inputs, well  balanced in both  factual and performance inputs, evaluation accompanied with a confidential letter to Donor/lender

What’s the procedure for disclosing the report?
Rating reports are given to Donors and lenders. One page rationale released to public domain if necessary

Who are the main clients for these services?
Wholesale lenders, Govt ministries and departments, Overseas  donors, Corporates, Donors, 

How long the process takes?
Generally 10 days with 2 analysts: Total man-days required for each comprehensive evaluation- 30 days

What’s the goal of these services?
Measure risk, supervisory application, influence behavior of MFI/NGO and compare them, 

What is the key steps in the process?
· Study Background Information

· Meeting with management and staff

· Meeting local groups/SHGs/clients

· Branch visit

· Operations review

· Initial briefing to MFI/NGO

· Discussion with auditors if any and if merited

· Descriptive rating report

· Confidential letter
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The Credit Rating Information Services of India Ltd. (CRISIL), India’s premeir and has been instrumental in establishing the concept of credit rating in India. CRISIL was promoted in 1987 by leading Indian Financial Institutions, the Asian Development Bank, LIC, GIC, nationalised and foreign banks.

By end 1993, CRISIL had developed into a full service credit rating agency undertaking ratings of debt instruments issued by manufacturing companies, NBFCs, banks, financial institutions, municipal bodies, state governments, asset backed securities and structured obligations. Till date, CRISIL has rated more than 2150 debt instruments of over 1400 corporates covering a debt volume exceeding Rs. 1470 billion. CRISIL has also undertaken 154 credit assessments pertaining to 78 companies.  

Taking cognisance of the large investor need for a deeper understanding of industry and corporates, CRISIL diversified into the research and information services business. This business has now been spun off and merged with INFAC, a leading brand. CRISIL also diversified into providing a range of financial advisory services in the areas of Energy, Transportation and Financial Sector Reforms through CRISIL Advisory Services. 

In 1995, a need was felt to focus on Rating Criteria refinement and development. Three Centres of Excellence for the Infrastructure, Corporate and Financial Sector were set up with an exclusive purpose of developing expertise in risk classification, evaluation and analysis in the respective sectors.

Currently, CRISIL has customised Rating Criteria for most of the Industrial Sectors of the Economy. CRISIL's Rating Criteria have undergone changes as and when the variables affecting the development of the sector have undergone  changes.

CRISIL’s high standards and international credibility is supported by a strategic alliance with Standards & Poor’s Rating Services (S&P). The strategic alliance between CRISIL and S&P was further strengthened when S&P became a shareholder of CRISIL by purchasing ADB’s equity shareholding of 9.68%.

CRISIL's expertise in developing Rating Criteria has been acknowledged not only by our global alliance partner, Standard & Poor's but by other International Rating Agencies.

The company has a reputed board that comprises eminent professionals’ form various fields of business. The diversified shareholding ensures independence while the public shareholding ensures accountability, transparency and discipline.

CRISIL's clients comprise manufacturing companies, financial institutions, nationalised and private sector banks, non-banking finance companies, housing finance companies, asset management companies. Public sector undertakings, utilities, real estate developers, state governments, municipal corporations, stockbrokers, primary dealers etc.,

CRISIL employs over 210 professional analysts and has developed expertise as well as extensive databases on various Industries. Given this resource base. CRISIL features among the top 5 rating agencies in the world in terms of both its coverage and analytical strength.

CRISIL is listed on the Bombay Stock exchange ( in A category) as well as the National Stock Exchange. 

CRISIL Milestones
Year
Milestones

1988
CRISIL starts activities with its first rating of Indian Petro Chemicals Ltd

1992
CRISIL develops into a full-service ratings agency; IRD established

1993
Technical Assistance provided for setting up Rating Agency of Malaysia, RAM – a first among rating agencies in developing markets

1993
Technical Assistance provided for setting up MAALOT, the Rating Agency of Israel – CRISIL’s rating expertise recognised internationally

1994
Advisory Services Group established; later renamed CRISIL Advisory Services

1995
Centres of Excellence established  to build  database and expertise in risk classification, evaluation and analysis in Financial & Infrastructure Sector

1996
Strategic alliance with S&P, the world’s largest credit rating agency

1997
Standard & Poor’s takes up 10% equity stake in CRISIL

1998

1999

2000
S&P CNX Indices launched jointly with NSE

Strategic Alliance with NEERA, the world’s leading Regulatory consulting firm

Launch of CredibilityFirst division 

CRISIL’s Unique Strengths
CRISIL commenced Credit Rating operations from January 1, 1988 and has till date, rated a debt volume of more than Rs.1,40,000 crores. CRISIL has completed rating assignments of over 1,500 companies and its client list includes IT companies, financial institutions, banks, manufacturing companies, finance companies, state government bodies, municipal corporations etc

CRISIL also pioneered the concept of performance rating methodologies for various vertical industries like real estate projects, companies in parallel marketing of LPG/SKO, dealer ratings, SME ratings etc. 

Through our experience, CRISIL has developed the following strengths, which places us in a unique position in the areas of our competence. 

Pioneers in Credit Rating

CRISIL is India’s leading rating agency. Established in 1987 by institutional promoters such as UTI, ADB, HDFC among others, CRISIL today is a listed company with over 35% share-holding with the public. 

Independent Agency

CRISIL’s operations and management is completely independent of the initial promoters and is completely board driven. The directors on the Board of Directors of CRISIL are eminent persons of proven competence and high professional calibre. The board includes industry leaders such as Mr B. V. Bhargava, Mr. M. G. Bhide, Dr. S. A. Dave, Mr. A. V. Rajwade, among others. 

Visionary Leadership

CRISIL is headed by Mr. R. Ravimohan, who has over 20 years experience in the financial sector and is recognised by the domestic & international finance community as a leader with vision and high professional integrity.

A Full Service Agency

CRISIL started operations by rating manufacturing companies, but quickly metamorphosed into a full service credit rating agency undertaking ratings of NBFCs, banks, financial institutions, municipal bodies, state governments, asset backed securities and structured obligations. CRISIL’s diversification into advisory services (CAS) has been a logical extension of its initial core competency – identification and grading of risk. CRISIL’s information research services has been at the forefront in providing credible information on companies, capital markets and the economy in a contextual and timely manner.

Partnership With The World’s Leading Agency

CRISIL is respected internationally for its reliability and independent opinions. Standard & Poor’s, the world’s leading credit rating agency chose CRISIL as its strategic and equity alliance partner in India. Currently, S&P has a stake in the equity of CRISIL and has nominated its Executive Vice President as a Director on the Board of Directors of CRISIL. 

Prestigious Client List

CRISIL’s client list is impressive who is who in the Indian and International corporate sectors. In addition, CRISIL has closely worked with virtually all-leading companies in India. All State Governments across the country and with prestigious bodies like the Disinvestment Commission, the World Bank, and the Asian Development Bank.  

Quality Manpower

CRISIL believes that its people are its biggest asset. CRISIL's pool of human resources is drawn from the best management institutions within the country.

Network of offices

A geographical spread of eight offices enables us to reach deeper into community of issuers and investors and to provide easier access and better service. This accessibility has also helped us developing client base spread diverse industries and regions. Our all India network of office keeps us in close touch with local issues and events.
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