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CHAPTER 1

Preface

SHGs have become proven and titeeted vehicles for promoting savings and inkeaning

among poor women. Self Help Group development evolves through phases of coming
together, learning to work togethedeveloping norms of engagement and finally being able

to work together in an interdependent and flexible mann8HG movement builds on time
6§SaiSR WwWO2y OSLJidzZtf LI O1F3ISQ H6KAOK Ayg2f 0Sa
building to unleash their pential and empowering them to manage their own capital
However, scale comes with challenges. Over the years while scaling up SHG movement in
Rajasthan, SHG bank linkage has seen stagnation/ slight decline over last few years. Even
though the amount of SB bank credit linkage has somewhat stagnateéte quantum of

credit loans has seen a significant decline.

Thiscannotbe attributable to lack of demand for such financial services. As of March 2010,
total credit outstanding to poor in Rajasthan by SH@8 Microfinance Institutions is
estimated to be little over Rs. 1000°¢out of which credit outstanding to SHGs is Rs. 501 cr
while credit outstanding of Microfinance Institutions is Rs. 527 cr). On the other hand, total
annual credit demand in rural angtban areas in Rajasthan is estimated to be around Rs.
38,000 over next 23 years. This translates to supply of less than 3% of expected credit
demand.

One of the major reasons cited by bankers for their hesitation in lending to SHGs has been

the deterioration in the quality of SHGs and thiecreasing loan default among SHGs

Primary reasons attributable tdeterioration in quality of SHGs ahoan defaults arg- ad

hoc selection of groups for credit, imgper grading and credit cheof SHGs, lack of

emphasis on group development, widespread laxity in writing and upkeep of basic critical
02214a&a 2F NBO2NRI LlzaKAYy3a 2F WilINBSGaQ o0& ol
members by SHPIs only till they get a loan.

Banks are foprofit institutions which are meant to provide credit against collateral. In
absence of collateral, banks make use\@tdit historyQto provide credit to a borrower.

1 Dr. Shoaib Sultan Khan, pioneer of SHG movement in Pakistan and India

2 Rajasthan Microfinance Report 2010, Center for Microfinance

% Rajasthan Microfinance Report 2010, Center focidiinance

“As per Rajasthan Microfinance Report 201& mnicro credit marken rural Rajastharcan be estimated to be
around Rs. 29,000 crores in nex8 ¥ears The urban micrecredit market can be estimated to be around Rs.
9,000 crores in next-3 years

°As per Status of Microfinance in India, 2608, NABARD, 8.6%of the total loan outstanding under SHG was
classified as NPA in the state as on March 31, 2009. The aggregate data suggests that RRBs and cooperatives
have huge NPAs under general and S@&t¥gories respectively. Almost a third of SHG loans of RRBs and
close to 50% of SGSY loans of cooperatives turned NPAs by March 2009.

® SHG loan default study conducted by Center for Microfinance,Jaipur. The study covered 213 SHG and 691
SHG members spagl across five districts. The study also included interactions with government departments
and banks.
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Banks do so because they lastaff at local branch level who can perform proper due
diligence. Aspart® RdzS RAf A3ISy OS> I thowsdvdluationidddredit £ 2 2 1 3
history ¢ W/ K I Ndf Goiro8/&Q > W/ of bdrr@ver@ & | y R cdsh flowi ingdrae of?
borrowerQ Ay OF aSs WO2ftfliSNIftQ Aa y20 LINBaSydo

Over last few yearsncessantly increasm no. Of SHGs without giving a look on quality and
due to lack ofproper book-keeping at SHG level, building &fedit historythas not taken
place. Thisphenomenonhas considerablyconstrainedthe growth of SHG Bank linkage.
Need of the hour is to hava special mechanism in place, which @édentify good quality
SHGs, mobilize creddp monitoring and create credit histotg help kickstart bank lending

to SHGs again and graduallyplveinto a sustainable SHBank partnership.

A SPVike structure Oy AYGSNIBSyYy S>> (i KS NBgoad qualyBHE A £ A (I
building credit histories of SHGs and gradually, strengthettiegSHG bank linkag& his

W OAfAGLF A2y Q evduationblySB@ {SBG federhtiBrizfind management,

monitoring on regular basis, and building credit histomhich graduallybanks/ financial

institutions maylater use to disburse credit

Rational of Study

There is a missing link betwegood quality SHGand Financial Institutionat the moment

Due to downgradén quality of SHGand subsequent loan defaultbuilding of credit history

of SHGs has not taken plad@ue to high level of distrust among bankers, credit to even
good quality SHGs badried out. These good quality SHGs, which require credit for
livelihood promotion activities, are left with no other option but to resort to informal
moneylenders for credit An intervention is required whicfacilitates credit to such good
guality SHGs and builds credit histoo§y SHGs for gradual strengthening of Sh#Bk
linkage.

Objective of Study

The objective isd do feasibility analysis of a Special Purpose Vehicle,(BRi¢h facilitates
credit disbursemento good quality SHG$acilitates repayment and monitoring and thus,
0 dzA tr&dd HistonQ 2 F, whidth Bubsequentlycan be used by banks and financial
institutions for credit disbursement, thereby gradually strengthening -®EIK credit
linkage. If such an intervention looks feasibléhen objective is tofurther devise most
suitablelegal, investment ath operationalstructure for fund raising, credievaluationand
lending

’In the federations surveyed, poor take credit from informal moneylendeis%tfdr agricultural credit
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Overarching principals

The ovearchingprinciples which the special mechanigr8PVis expected to strictly adhere

to areg

a)

b)

to provide credit to good quality SHGs at a minimum viebét

The objective of the special mechanism will be to facilitate credit to SHGs at
YAYAYdzY FAYIYOAlLfte @GAlFLofS O02aGd ¢KAA R2¢
in any way, but charging the real cost of capital and operations, without generating a
disproportionateprofit surplus

to focus on broader goal of strengthening SHG movement

In Rajastharnone of the ways to strengthen the SHG movement i®tdzA f R WONEB R
KAaG2NRBQ 2F { | Da -FasgkNinkage ThE Wwhble Kdea/ heffiiddi { | D
promotinga SPV is not to targeixcess¥ LINE Judplilse@Dbhiticreate a foundation

to enable SH®ank linkage to mushroom

not to focuson generating returns to lenders

The special purpose vehicle will not act, perform or work like gfofit Non-bank
finance company, which is motivated to generate cash sty its shareholders
Even though this special purpose vehicle will work like any athstainable scalable
venture, the motive will be to strengtheand facilitateSHGbank linkageby bridge
finandng and demonstration with sustainable returather than generatenly profit

or surplus.In long term, while providing debt, banks & other financial institutions
may expect a suitable return. Therefore, the SPV may not generate disproportionate
profits, but may generate appreciable return for satisfying bank debts.

Research Items

Research involves both secondary research and primary rese@hehprimary research
involves interviews and discussions with various stakeholders to understand feasibility of
Soecial Purpose Vehicle and its utility in addressing the issues discussed above. Specifically,
the primary research looks at following aspects

Identify the most apt mechanism/ intervention for facilitating credit to good quality
SHGs

Judgethe acceptaility of intervention idea withSHGsSHG federation leaders and
financial institutions

To compileviews of practitioners across the country

Cost of operations of SHG Federations for doregular monitoring, capacity
building,book-keeping, and colldon;

Cost of operations of SPV for doisgputing,credit evaluation credit disbursement
on anon-going basis

Best possible legal striure and human resource for SPV

Most viable credit terms, processes and funds flow route

Operational best practiceascross the country
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Viability of fnancial structuringnd securitizatiorg division into tranches to suit risk
return appetite of various financial institutions
Financial viability of proposition

Secondary research involves analysis of current stafuSHG movement in Rajasthan,
problems faced by banks in lending to SHGs, reasons for SHG loan defaults and best
practices followed by SHG promoting institutions across the country. The secondary
research makes use of published reports of various rescagescies like CmF, BIRD, SERP

etc.

Research Methodology

Primary research involved field visits, interviews, discussions with various stakeholders,
namely(Annexure 5%

©ONoOGA~WDNE

Self Help Promoting Institutions

Key sector experts

SHG Federation leaders

Donor ayencies

Banks, investors and other financial institutipns
Practitioners from other development agencies
Governmenffunctionaries;

Legal expert likkawyers and Chartered Accountants

Sources oBecondary Research

1)
2)
3)
4)
5)
6)

7)

Credit Scoring Mechanism, FICO, @8ACredit Scoring methodologies followed by
banks in USA and India

Extensive studies of Collatdized Debt Obligations(CDO)and Collateralized
Mortgage Obligation§CMO) and tranching involved

Securitization Procedure at CRISIL, India and ICRA, India

Rajasthan Microfinance Report 2010, Center for Microfinance, Jaipur

Study on SHG Loan Defaults, Center for Microfinance, Jaipur

Extensive study of National Rural Livelihoods Mission guidelines, particularly,
component on innovative models, to be funded @endNRLM

SEBI ActroVenture Capital FundsdRBI guidelines for NeBank Finance Company
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CHAPTER 2

Research Findings

On the basis of primary and secondary research, following learning has beermgmade

A. SHG Bank Linkah@s seen Stagnation
SHG bank lirdge has seen stagnation/ slight decline over last few years. Even
though the amount of SHG bank credit linkage has somewhat staghatieel
guantum of credit loans has seen a significant decline. One of the major reasons
cited by bankers for their hesitatn in lending to SHGs has been theterioration in
quality of SHGs andncreasing loan default among SHG#®rimary reasons
attributable todeterioration in quality of SHGs atwhn defaults ar& -

a) adhocformation and selection of groups for cregit

b) improper grading and credit evaluation of SHGs

c) lack ofemphasis on groupurturing;

d) Improper and updatedritical books of record

e) LJdza KA y 3 2 FTharlsiand\NSEh® gavednmengspecially in case of SGSY
groups;

f) Project based support t&HG bySHPIsand more specifically till SHG get bank
loan;

g) pressure on banks by government to disburse creditto SHEst SR 2y Wi | NH ¢

Thekey takeaway is that a special mechanism is required which can helpuit
the trust of bankers on SHI&nk linkage and élp kickstart the SHG credit growth
again.

B. MissingGag{ | Da f I O] WONBRAUG MKA30G2NEBQ G2 O2YF2

Banks are foprofit institutions which are meant to provide credit against collateral.
Ly FtoaSyoS 2F O2ffl 04SNt X oprbvidd creditytd 4 S
borrower. Banks do so because they lack qualified human resource at local branch

f SOSt H6KAOK OFY LISNF2NY LINRPLISNI RdzS RAf A3
RAfAISYOSs | oFy 1SN f2214a listoryqW/u (fal GOSKINERE

W/ KIF NI OG4SNJ 2F 02NNRSSNRET W/ LI OraGe 27
02NNRBGSND Ay OFaSsz wOoz2ttlaGSNItQ Aa yz2i

8 Rajasthan Microfinance Report 2010, CerieerMicrofinance

°As per Status of Microfinance in India, 2608, NABARD, 8.6%of the total loan outstanding under SHG was
classified as NPA in the state as on March 31, 2009. The aggregate data suggests that RRBs and cooperatives
have huge NPAs under gaal and SGSY categories respectively. Almost a third of SHG loans of RRBs and
close to 50% of SGSY loans of cooperatives turned NPAs by March 2009.

19 SHG loan default study conducted by Center for Microfinance, Jaipur. The study covered 213 SHG and 691
SHG members spread across five districts. The study also included interactions with government departments
and banks.

YBased on interaction with bankers, experts from SERP, AP and experts from World Bank
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Traditionally, the SHG movemenmparticularly in Andhra Pradesh and Northern
Pakistan,has mushroomed rofoundation of W O 2 y O S LJi dZf, whictdhvBliles 3 S Q
organization of poor into groups, capacity building to unleash their potential and
empowering them to manage their own capitdlith orientation on savings and

credit discipline, these groups of pooneo a period of time, were successful in
exhibiting savings behaviour, inter2 I YAy 3 YR WONBRAUG KAadlsz
gradually led to building of trust and confidence among the bankers, who in turn,
offloaded more credit to SHGs.

However, in casef SHGbank linkage in Rajasthan, due to reasons mentioned in last
section, SH@ank linkage has seen stagnation, which in turn has resulted in dearth

2T o0dzZAf RAYy3 2F WYWONSRA Iy KSR (1P insEasessiFad K Al 3DiE2EN
of credit to SK5S™. Due to lack of credit history, banks afithancial institutionsfind

it difficult to judge the credit rating of SHG or SkiStitution. Therefore, untila

special mechanism evolves which provides credit to good quality SHGs esatd cr

credit historydo I Y1 Q&4 ONXB R AniRajadthamiayizblEn&h i (

C. Need for Special Purpose Vehitde
There is a need for special mechanism or a special purpose vebhitieh can
perform following functionsg
a. Build credit history over timé
There is need for wlding of credit history of good quality SHGs tebreld
trust and confidence of banking community. The credit historyused
extensivelyandis a prerequisite forsustainedcredit to any borrower.

Once credit history is in place, banks can be loopetb provide a push to
SHGbank linkage.

What is the significance of credit history? (Source: FICO, USA and Crisil, India)

Credit scoring of any individual is done after assessment of following

e Payment history
The repayment track record of a borrower is assessed before giving higher |
of credit

e Level of indebtedness
The lewel of indebtedness is assessed to make a judgment on repayment caf
of a borrower

¢ Types of credit used
The credit availed by borrower is assessed to understand the nature of credi
need of borrower

¢ Length of credit history
The longer is the credit $tiory of a borrower, better placed is a lender in judgit
the creditworthiness of a borrower

2pr. Shoaib Sultan Khan, pioneer of SHG movemerRakistan and India
¥Based on extensive study of banking models across the world esp. USA and India.
“Based on interaction with bankers and thought leaders from MoRD, Gol and World Bank

10
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b. Facilitate credit to SHGs throughised funds
Thee is a need forSpecial Purpose Vehicle to raise funds frdonors,
government and commercidénders to on-lend to SHG institutionsin the
pilot phase, until proof of concept is established, the funds will have to be
raised fromindividuals,donors, foundations, and government bodies dnly
The foundations, donorsindividualsand government bodies will provide
grants to establish proof of emept. Individuals (through KIVA like retail
window) may alsde roped in to provide cosif-capitatfree funds. Funds
from commercial investors can be brought only when proof of concept is in
place.

c. Partner with community support structur@r on-lending
The Special purpose vehicle will have to leverage already existing community
support structure to facilitate credit to SHG members. The SPV will have to
scout, identify and shotlist community institutions, which possess the key
ingredients of a strongommunity organizatiog i KS wO2y OSE3i dz £ LI
comprising oforganization of poor into groups, capacity building to unleash
their potential and empowering them to manage their own capitalhe
community institutions, which may be at VO level, ctudevel or federation
level, will have to possess strondeadership. A strong leadenot only
sacrifices its own interests for interests of the community, but also holds the
community organization together in troubled waters. A strong leadership
takes the ownership of funds provided to a community and takes strict
corrective actions to undo the delinquenctésA strong leadership is a pre
requisite in imbibing discipline and promoting solidarity in a community,
thereby, resulting in empowerment of commuyitThe SPV will avail services
of such strong leadership, which may peevailingat VO level, cluster level
or federation levelThe Special Purpose Vehicle wéle to-

I. Scout, identify and evaluatactive SHG institutions with strong
leadership- The institutions of poor,preferably atfederation level,
should possess strong leadership. TG federationwill be
evaluatedbased on following criterig

a. Decision making dependence of community federation
on SHPI/ NGQ@ The lower the dependence on SHPI
NGO, higher will be the preference

b. Financial sustainability of federatiog Whether the
federation covers most of its operational costs through
service fee

c. Age of federatiorg Older the federation, higher will be
the preference

Based on discussion with Fund Manager, Aavishkaar Venture Capited Bnd Investment Advisor,
International Finance Corporation (World Bank)

% Dr. Shoaib Sultan Khan, pioneer of SHG movement in Pakistan and India

Y’0On basis of interaction with SHG federation leaders at Maitree SHG Federation, Tonk

11
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d. Strength of leadershig; Whether federation leaders
are heavily involved in SHG members problem solving;
the federation leaders should be fully accountable to
the people

e. Robustness of SHGs in the federatmpthe better the
quality of SHGs (on the five principals), the higher will
be the preference

ii. Partner with suchlSHGstitutions, which provide fund management
serviceslike scouting, identifying and evaluating good quality SHGs,
followed by monitoring and collection of paymentshe SPV will not
undertake the identification ancevaluation of SHGs by itself. The
institutions of poor, through an appropriate mechanism, are capable
of gradingthe SHGs themselves. Moreove§HG nstitutions are
better placed to put pressure on defaulting groups, compared to any
external agency. Theefore, apart from identification and evaluation
of SHGs, theSHGinstitutions (be it village level, cluster level or
federation level, which possess strong leadership) will also have to be
responsible for orgoing monitoring and collection of repayments.
The SHGnstitution (say federation) wilhave tobe compensated for
providing the fund management services.

d. Developmechanismgor funds flowto SHGs
The SPV can route funds to SHGs in two \ays

Scenario I The SHGInstitutions at village level, céter level or federation
level are strong

In this scenario, the funds may be routed throutjte federation level (or
other level which possess strong leadership). When funds are routed through
this level, ownership and accountability lies with communigaders
themselved®. The community leaders put necessary peer pressure on
member, in case, repayment problem occursay by having the meeting at
house of defaulting member itself. The peer pressure is exerted first at SHG
level, then at village level, theg cluster level and last at federation level.

Scenario Z; The institutions at village level, cluster level or federation level
are weak or not present at all

In this scenariothe funds may be routed directly to SHG. However, the
scouting, identificabn of good quality SHGs for funding,-going monitoring

and collection of repayments will have to be performed by an exte8t#b
institution (say SHPI or outsideSHG federation) with support of their
community leaders. Thus, in other words, where crezhhnot be routed
through federations, crediwill have to berouted directly to SHGs, with an
external SHG federation performing the fund management services of

®0n basis of discussisrwith community leaders in Alwar and Tonk
¥Feedback from community leaders

12
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scouting, identifying and evaluating good quality SHGs, followed by
monitoring and collection fopayments

SHG memberwill haveto ONB I (i S/ NS R OINE PY°, wkichwdll bé a /
used to assess credit demand at SHG level. This credit deméritien be
aggregated at village leveluster level andht last, atfederation level.The
SHG federatio committee (or cluster committee) will makase of SHG
rating tool (Annexure 3in evaluating the quality of SHG for credit offload.
Credit is routed through SHG federation, wherever feasineouted directly

to SHG, with external federation acting service provider for lending and
monitoring services

A SHG federationvill have to be liable for angepayment problenoccurring

at SHG levelLegal documentatiomill have to state the joint liability SHG
institutions will bear in case of any SHG defang. The idea behind this

A0NY GS3e A& (G2 AyOdzZ OFdS W28y SNEKALIK
institutions, at village level, cluster level or federation level.

D. Need for community support structure
There is need @bmmunity paraprofessionals, comunity resource persons and
community leaders froncommunity basednstitutions like SHG federations, clusters
orSHHR4, which facilitate SP¥ do the followingg

a. Scoutand identifygood quality SHGS
A good quality community institution is formed whenganization of poor
takes place in structured manner, capacity building & training is imparted to
unleash potential of poor and capital is generated & rotated over a period of
time through savings and internal lending. A good quality SHG does regular
saving, regular meetings, etime repayments, regular bodkeeping and
regular internal énding. A committee of federatioteaders will have to
assess the quality of a communitystitution (say a Self help group, village
organization, cluster etc) by help dfiGrating tool(Annexure-3).

The SPV pays a federation a service fee for undertaking service of scouting &
identifying good quality SHGs.

b. Do capacity building and organize meetings

In Rajasthan, depending on the nature and maturity of SHG federation,
certain tasks are facilitated byommunity persons omunshi community
paraprofessionals from SHPThe tasks which they facilitateinclude

e Supervise up meetingsand duster meetings

¢ Help with lank a/c openin@nd other bank linkage issues

e Does epacity buildingof SHG members

e Does information gsemination

%A best practice in SERP, Andhra Pradesh and Bihar Rural Livelihoods Project, Jeevika

13
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e Doesmonitoringof the groups
¢ Manages and motivates regulapayment
e Does lmok-keeping

The Originator will do capacity building of SHPI, community professionals, SHG
federation at the incorpaation of the SPVThe SPV team withen have to avail the
services of these community professionals by paying compensé&tiorcapacity
building The SPV will not facilitate above mentioned tasks by itself.

. Aggregate the credit demand
Micro Credit Plan will have to be created by individual member(s) of SHG,

whichwill be aggregated at SHG level. This credit demaiiidhave to béhen
aggregated at village level, then at cluster level and at last, at federation
level. The SHG federation committee (ouster committee) will have to
make use of SHting tool (Annexure 3pr evaluating the quality of SHG for
credit offload.

. Route theFunds

a. through SHG institutions (VO level, cluster level or federation level)
where federation is presentMoney will haveto be transferred from
FSRSNI A2yQa olyl F0O02dzyd G2 {1 DQa
IS present.

b. Routing of funds directly to SHGs where federation is not present
Where credit canat be routed through federationcredit is routed
directly from SPVto SHGsbank account with an external SHG
federation performing the fund management services of scouting,
identifying and evaluating good quality SHGs, followed by monitoring
and collection of paymentsin other words, if federation is not
present, moneyw A f £ KI @S (2 06S GNIyaFSNNBR
G2 {1 DQa oty F002dzyi RANBOGfes 4K
the fund management services, like -going monitoring and
collection of repayments.

. Do kgal documentation

A formalization of terms foagreement needs to be done betwee®HG

federation andSHGmembers so that ownership and accountability of credit

collection entails with SHG federatioldea is to makehe SHG institution

(VO level, cluster level or federation level, whichever hasngtrieadership)

which is party to the contractaccountable for the credit repayments. This
ONBIGSa W26ySNARAKALIQ d {I D AyadAdadziArzy
in getting away with loan defaults.

A SHG federation will have to be liable for anyadét occurring at SHG level.
Legal documentation will have to state the joint liability SHG institutions will
bear, in case of any SHG defaulting. The idea behind this strategy is to
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Ay Odzt OF 0S W26ySNRAKALIQ YR WYI Oﬁ)égeizyijl- 0 A
level, cluster level or federation level.

f. Monitor portfolio and collecioan repayments
The SHG federation, as per agreement of legal documentation, needs to be
responsible for orgoing monitoring and collection of repayments. Since
accountabilityand ownership lies with SHG federation, community leaders,
along with community institutions and pagaofessionalswill haveto ensure
that loan repayments are made on time, and delinquencies are avoided.

g. Dealwith delinquencies
Recoverywill haveto be done by federation leaders and cluster lead&HG
federation, which brings in ownership and accountabiltyl] be responsible
for avoidingdelinquencies, if possiblsayby holding the meeting at house of
defaulting SHG member. SHG federation neadsbe responsible for
recovering the nofperforming assets through community peer pressuyre
first at SHG level, then cluster level and then at fed level

E. Acceptability ofidea withdonors
An informal feedback taken from representatives of donor agendmsndations,
multilateral agencies and governméhtndicates that there is gap for such a funding
across the country. The demand supply gap is more pronouaftedthe enactment
of Andhra Pradesh MFI Agassed recently in Andhra Pradesh.

The donorsand multilateral agencies opine that an alternative to-fowofit NBFC
model is much required in India at the moment. There is a gap for a financing
alternative which can leverage the joint liability mechanism of MFI model using peer
pressure of community for benefit of the community, while also leveraging
professional inputs for improving the quality of the portfolio

F. Acceptability oidea withSHPI

Interaction with SHG promoting institutioffsindicates that SHPIs are acceptable to
the idea of SHG rfancing through federationHowever, they cautioned thaBHG
members have been used to interest rate ol 5%monthly at member levelAn
interest rate of anything higher than 1.5% (say 2%) may call for sesi&ancein
the beginningHowever, represerdtives of SHPRIso cautioned thaBHG federation
and other community leadersneed to understand thatiow-cost funds (capital
provided to federations at zero cost of capjtalay not continue for long anohay be
withdrawn at some point of time in futureTherefore,there is a need to not depend
solely on umrsustainable zero cost funds. Idea is to graduate institutions of poar to

ZBased on informal feedback of representatives of world bank, government and thoughtihemitzrafinance
industry and SHG movement
#Based on interaction with representatives from Srijan, SERP, BRLP and Ibtada
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commercial cost of capital structure, which is sustainable in long term. This
sustainable cost of capital may be higher tHaBop.m.cost of capital. According to
SHPI representatives, it may be wise &Gnstitutionsto get used tosustainable
cost of capitakarlier than later.

SHPI representatives also opined that if bulk lending is provided to federation at 10
12% cost ofcapital, it may be possible to lend to SHGs atl&% interest rate.
Assuming bulk lending of Rs. 1.5 crore, operational cost may fully covered through a
6% operational spred@his claim has been partially validated by financial analysis
belowin Subsecte y .WI QU

G. Acceptability ofdea withcommunityinstitutions and federationeaders
Community leaders are acceptable to the iffeaf an outside agency providing
credit to them. However, the community leaders cautioned the maximum
interest rate which tley are willing to pay. At one of the federation at Tonk, the
community leaders indicated 2% p7has an acceptable cost of capital at SHG
member level, whileat two federatiors at Alwar, the federation leaders indicated
1.5% p.m. as an acceptable cost apital at SHG member level.

H. Cost of operations andablecost of capital
Viable cost of capitalo SPY assuming a corpus at leastRs.5 crore, works out to
be around 10%That is, this is the maximum return that SPV can pay to its lenders.
The retun may be higher depending upon the quantum of viability gap funding
provided by the donor agencies and grantors at time of incorporation of the SPV. For
example, higher the viability gap funding provided by donors/ grantors initially,
higher will be the eturn to commercial investofa

As per Annexure 4,sauming a Rs. 2 cr fund size at federation level (this is assuming
Federation already has funds flowing and SPV adds to the corpus), the operating
costs of Rs. 5,78,400 (say Rs. 6 lac for estimation)aut to be 3% of the Fund size.
Therefore, it is estimated that when SPV disburses credit to SHG federation-for on
lending to SHGs, the operational spread turn out to be around 3% of the total fund
commitment. This operational spread will be for all funthnagement activities
includingscouting, identifying & evaluating SHGs to create a portfolio of good quality
SHGs, monitoring and delinquency management.

The viable cost of capital to SPV is estimated for a-sfafund of Rs. 5 crore and a
scaledup fund of Rs. 50 crore, as follows

#Based on interaction with community leaders from Maitree federation, Tonk and two federations promoted by

Ibtada, Alwar

#Costofcapt al of 2% p.m., inclusive of traveling costs fr
collection. Community leaders indicated that they avail funds through internal lending at 2% p.m. at door step

and therefore, any interest rate greater tRam2m. cost of capital at doorstep will be unacceptable

“This can achieved by 6tranchingd of contributors, wh
different riskreward ratio
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ESTIMATED OPERATION COSTS

For a particular federation, perational spreado be paid
11 | for fund management services will lf@ssuming Rs. 2 crol

allocationper federation) 3%
12 From market research, theceepable cost of capital to SH

member (per monthyill be- Given 18%
13 Therefore, an eceptable cost of capital to SHG federat

(per month)will be- (12-11) | 15%

Assuming Rs. 5 crore fund corpus

Cost of operations of Special Purposéni¢ke at Rs. 5 cror
14 | corpugAssuming a credit team of 2 managers with sal

of Rs. 6 lacs and Rs. 4 lacs, to start with) 2%
15 | Opportunity loss on idle float'idle funds®® 2%
16 | Loan loss provision and Taxes 2%
17 (13-14

Viable cost of capital to SPV 15-16) 9%

Assuming Rs. 50 crore fund corpus

Cost of operations of Special Purpose Vehicle at Rg
18 | crore corpugAssuming a credit team of 5 managers w

average salary of Rs. 8 lacs) 1%
19 | Opportunity loss on idl float- 'idle funds' 1%
20 | Loan loss provision and Taxes 2%
21 (1318

Viable cost of capital to SPV 19-20) 11%

It can be deduced from above table that cost of capital to &RWmated to

be ranging from 9% to 11% abowjould not be morghan 10%(rounding
off), at time of piloting of the fund. The cost of operations find
management services byfaderation comes out to about 3% (assuming an
aggregate Rs. 2roresdisbursement per federation through SPV funds and
other funds)for performing servicedike identifying good quality SHGs, credit
rating of SHGs, legal documentation, monitoring and delinquency
managementA certain% of this fee will gao originator CmF for capacity
building of SPV team, boddeepers, NGO, SHPI, SHG fedenagtc

|. Elexibilityin repayment terms
There needs to be flexibility in repayments, as far as, agricultural loans are

concerned. Repayment of loan should be based on-@gies, that is,
repayments should be seasonal in nature. The current monthly repatgn
are not suited for agricultural loans. The repayments should be based on
harvest.A prudent way of charging repayment may be to charge a small fixed

®Based on feedback of operations of federation in Alwar@perations of a typical NBFC
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amount every month and to chargelamp sumamount at time of harvest.
This provision carries risk affecting repayment habit and therefore, needs
careful designing

J. Credit primarily for livelihood promotion
Poor can be categorized as per stages. Poor with low income and meager

surpluses typically require credit for consumption purposes. Only afr 3
years of group formation and repeated cycles of credit, do they start building
assets and demand credit for livelihood promotion. It takes a family totally 6
8 years to come out of poverty Banks and MFIs have traditionally been
confined to providing creit to poorer category of poor for consumption
needs. Neither bank nor MFIs are actively mobilizing finance to poor for
livelihood promotion i.e. for working capital, fixed capital and market linkage
etc. The Special Purpose Vehicln attempt to facilitée credit to SHG for
livelihood promotion activity, to build credit history of SHG members and
gradually strengthen SHG bank linkage for livelihood promotion activities.

?'Based on feedback from practitioners
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CHAPTER -3

PROPOSITION

A. Main objectives of Special Purpose Vehicle

a. To provide credit facilities to good quality selielp groups at
minimum feasible cost of capital, with an aim to build their credit
histories, to facilitate growth of SHi&ank linkage.

b. Further, to facilitate and liase with government, resource institusion
etc., for establishing financial and other linkages.

c. To facilitate services of training, capacity building, evaluation of self
help groups, federations and other people institutions

d. To provide relief to organised poor, who is dependent on informal
moneylenders, for livelihood promotion activities

B. Governance and Value System
The SPV shall ensure that the rate of return generated from the Self Help
Group to the SPV, as a whole is not disproportionate to the risk associated
with the risk borne by the SP¥ its lending. The principle here is to ensure
GKIGdG GKS {t+x Aa y24 LISNOSAQGSR (2 0S d:
poor. The lending structure for each SHG federation or group of SHGs maybe
structured by the SPV credit team keeping in mind abeve and the relé@ve
risk associated with eaclf theselending.

The SPV will be guided by overarching principals of providing economically
viable and flexible financial services to the institutions of the poor. To
accomplish this, the SPV will makeelofc

e Optimal use of ICTnformation, Communications and Technology)
e Good governance practices

e Focus on development finance

e Building capacity and empowerment of people

¢ Propagating good values and governance system to people
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C. Value chai

Donors and
Lenders

Special Purpose
Vehicle

Federation &
Cluster level SHG
organizations

Self Help Group

\

*Provide funds to Special Purpose Vehicle based on quality of proposed
loan portfolio

*0Owing to different classes of funders, the overall cost of capital of SPV
falls below 10%

>/

\

sComprises of a supervisory board and credit team
«Credit team evaluates quality of SHG federation for on-lending to SHGs

«In case federation/ cluster level SHG institutionis not present, SPV ropes
inexternal federation and pays a fee for services provided

*SHG federation works in coherence with community members, SHPI \
representatives and para-professionals including book-keepers

*Does scouting, identifying & evaluating SHGs to create a portfolio of good
quality SHGs

*Does on-going monitoring and deliquency management

«Exhibits ownership and accountability for credit dishursed; Accountable
to SPV for repayment

>

\

*The individual members make Micro credit plan

*The credit demand gets aggregated at village level, cluster level and
federation level

*Based on credit evaluation, the federation releases funds and transfers to
SHG bank account

sIndividual SHG members receive funds for livelihood promation activities

o/
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D. Role and responsibilities of stakeholders
The process flow is encapsulated as below

Receive expression of

: . ; Is

Circulate marketing interest from SHG Stage | Due oo E
document among Federation leaders > diligence diligence
SHPI/ Federation rong?

. —

Communicate
with SHPI/Fed

» reasons for <
elimination

Does CC Hold credit
Prepare loan -
P agree on committee SIOMINOERS | Is there a
repayment i meeting P case to
schedule bl
D e lend?
SHG prepares MCP;
> aggregated at VO, q
cluster & fed level
- | Grading of SHGs done by N
v Disburse money to SHG > SHG Institutions
Sign Fed; SHG Fed performs Fed makes annual
Agreement »| following functions - a installments to
- SPV
Monitoringand
»  delinquency mgmt
Repayment collection
| and money
i management
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The roles and responsibilities performed by various stakeholders are as captured-below

Receives technical
Assistance Fee for pre-

G . incorporation activities
Commercial 1 Supervisory Board ‘ L

Lenders Govt, Donors
Return Debt Set-up ﬂAccountable ‘ Srignatoricmb) |
Grant to

SPV Credtt Fund Credit Committee -

SPV Credit Team Flow'
Rs Rs Referral
Interes§ + Principal SHPI/ SSV partners
refers SHG

federations to SPV

SHG Federations for on-
lending to SHGs

RS@ @RS Evaluation of SHG Scounr‘g' gradmg.
{ monitoring &

S Federation :
Loan to SHGs for livelihood delinquency mgmt
promotion activities

(1) Individual SHG members
Individual SHG members gare Micro Credit Plan (MCP), whidh a
family investment plan and is consolidated at SHG level. The MCP
includes plans for investment on asset creation for livelihood promotion
activities. An indicative list of components of Micro Credit Blagiven
in Annexure 2

This plan will be primarily prepared by thiouseholdwith the facilitation

of the VO members andommunity paraprofessionals The family will
systematically examine their current resources, analyze whether these
resources have been utiéd to their best, and develop a medium term
plan (say two to three years) to set up a sustainable livelihood base.

(2) SHG
Once the planning is done, each member presents the plan in the SHG,
and the members provide feedback and further fiome the plan.
Throughout all these processes theommunity paraprofessional or
community o@ordinator from SHPWwill be required to provide inputs as
and when required.

#Based on best practices at Srijan, Ibtada, SERP, Kudumbshree and BRLP
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(3) SHG Institutions
A SHG federation will have to be liable for any default occurring at SHG
level. Legh documentation will have to state the joint liability SHG
institutions will bear, in case of any SHG defaulting. The idea behind this
AGNI GS3e Aa G2 AyOdzZ OF S W28y SNBKAL
institutions, at village level, cluster level or &dtion level.

Role oiVillage LeveCommunityOrganization

The VO will initiate the process of MCP preparation with the support of,
community professionals/ parprofessionalsfacilitating the members of
SHGs. It will be very essential on the parttef ¢ommunity professionals/
paraprofessionaldo generate a positive vision among the SHG members
for sustaining livelihoods. Once a vision of good life is generated and the
members also develop a motivation to achieve that vision, a more
concrete plannig will be taken up based on the current realities.

The MCPs are aggregated at VO level and grading is done for all SHGs.

Role ofCluster Level Organization
The Micro Credit Plans are then aggregated at cluster level. The
evaluation of Micro Credit plarend grading is done for all VOs.

Role ofFederation level organization
The MCPs are finally aggregated at Federation level. The evaluation of
MCPs and grading is done for all clusters.

e Scouting, identification and evaluation

e On-going monitoring and dexquency management

e Ownership and accountability

(4) Credit evaluation and grading of SHGs
VOs will consolidate the creditworthy SHG MCPs and submit a loan
requestto cluster level organization for financing of tMCPHOr to SHPI,
if no village level ingution exists)Village Organization will appraise the
micro plans prepared by the SHGs on the basis of prioritization based on
the considerations innexure 1

(5) SPV
As discussed above, a SHG federation will have to be liable for any default
occurring atSHG level. A legal documentation, which will be signed
between SHG and SHG federation, will have to state the joint liability SHG
institutions will bear, in case of any SHG defaulting. The idea behind this
AGNI GS3e Aa G2 AyOdz OfaiSt AWRAY SMNE K & K
institutions, at village level, cluster level or federation levdte cedit
team evaluates quality of SHG federation forlending to SHGs.
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¢ KS {t+£Qa Fdzy OGA2ya oAff gl NB
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Scenario 1I¢ The institutions at village level, cluster level or federation
level are strong

In this scenario, the fundwill be routed through the federation level.
When funds are routed through this level, ownership and accountability
lies with commurty leaders themselves. The community leaders put
necessary peer pressure on defaulting member; say by having the
meeting at house of defaulting member itself. The peer pressure is
exerted first at SHG level, then at village level, the at cluster levelaand

at federation level.

Scenario Z;, The institutions at village level, cluster level or federation
level are weak or not present at all

In this scenario, the fundwill be routed directly to SHG. However, the
scouting, identification of good quality &4 for funding, ofgoing
monitoring and collection of repayments will have to be performed by an
external institution of poor (say external SHG federation) with support of
their community leaders. Thus, in other words, where credit cannot be
routed through federations, credit is routed directly to SHGs, with an
external SHG federation performing the fund management services of
scouting, identifying and evaluating good quality SHGs, followed by
monitoring and collection of payments

(6) Originator (CmF)
Origingor (CmF) will have a orEme role at time of setting up of the
Fund. The originator will require Technical Assistance Fee from a donor
agency, government body or other grantor for carrying out initial
incorporation related exercises. These activitied &l performed before
SPV team is constituted and befo®PV operations start. The pre
incorporation activities can be enlisted as follogvs

I. Fund Raising

The Fund raising for the Fund with a targeted corpus of at least Rs. 5
cr shall be the primary respaibility ofthe originator. The funds will

be raised from welbff individuals, donor agencies, government and
foundations. The commercial lenders will not lend at this embryonic
stage. Commercial lenders typically lend only when proof of concept
Is estaltished.

ii. Preincorporation Registrations
The preincorporation activities which will be taken up by
originator,includeg
e Finalization of appropriate legal structure
e Finalization of bydaws of legal structure (say NBFC,
Section25 company or Trust)
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e Registation of SPMegal structure

e Registration of SPV fund management company

e Registration of Trustee company (applicable only in case of
Trust)

e Registration of NBFC with RBI, in case of NBFC

e Opening of bank account for above mentioned entities

Preparaton of marketing material and Fund model
The marketing material includes concept note, executive
summary, power point presentation and Private Placement
aSY2Nl yRdzYy ottavz Ff2y3a ¢gA0GK CdzyR
will include following items

e The Contekand rational for setting up SPV

e The profile of target beneficiaries

e The lending methodologyand selection criteria for
beneficiaries
The funds flow
The SPV structure
Returns and repayment
Core SPV team members
DAad 2 ¥ Cdzy RQa FAY |l yedaviost Y2 R!
analysis

Preincorporation activities and expenses
The originator has to raise government funding, donor funding or
Ydzf GAEFGSNYF € F3SyoeQa FdzyRAy3a F2N
which will go towards préncorporation expenses. These wik
the expenses which will be incurred before the SPV starts its
operations. The originator will require around Rs. 10 lac as
Wi SOKYAOFf | &aAh aintoyp@&ion B&idtiessas (2 ¢ | N
follows-
e Hire a manager for SPV credit team (with developtrend
fund management background at salary of not more than
prE: 2F (20Kt {t+xQa NBGSydzSo
e Finalize the legal structure of SPV and register SPV
e Register a SPV fund management company (Register as
private limited company by filing memorandum of
association,articles of association and Form 1, Form 18,
C2NXY oH 0G0 wSIAAGNINI 2F [/ 2YLI Yy
e Register a Trustee company (In case of a trust, register as
private limited company by filing memorandum of
association, articles of association and Form 1, Form 18,
FoY oH G wS3IAAGNI NI 2F /2YLI yYyeQ
e Bank account opening for all entities
e Preparation of concept note, presentation, private
placement memorandum and Fund model
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Roadshow with prospective donor agencies, foundations,
government bodies for fund raising

Developing Kivaype web interface for retail investors

Legal and investment structuring

Legal documentation

Execution of legal documents and Drawdown of Funds
Partnerships (NGOs, SHPIs, CBOs) with SHPIs and SHG
Federations for deal pipeline

Preparation of standard operating procedures (SOP)
containing systems/ processes on funds flow, protocol,
roles and responsibilities of various stakeholders etc
Preliminary training and capacity building to SPV team,
paraprofessionals, SHPI, SHG federation and B@apers
Formation of Supervisory Board

v. Funding from donors

Vi.

Vii.

The originator will target following donors for raising initial fund of
Rs. 5 cr, to start with

1) High networth individuals

2) Domestic donor agencies

3) Foreign donor agencies including foundations and
endowment funds

4) Government schemes like Innovation component in
National Rural Livelihoods Mission (NRLM) for
piloting

Legal and investment structuring

The setup may require structuring of funding from donor
agencies as quasiuity (for example, as omnally/ compulsorily
convertible preference shares) depending upon the complexities
involved. It may also happen that no structuring is required, if
simple funding arrangements exist.

Legal documentation and drawdown

The setup will require execution ofegal documents by/between
the followingq

o Constitution of SPV (Bytaws etc)

o Contribution Agreement between Donors and SPV,
represented by Trustee company in case of Trust or
represented by Board of directors in case of NBFC
or section25 company

o Fund Management Agreement between SPV and
SPV Fund Management Company

o0 Memorandum of Understanding between SPV and
Originator (say CmF)
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viii. Recruitstafffor SPV credit team
The originator will re two managers for SPV credit team
following sequence,

1. Once atleast Rs. 1 crore commitment is received from
donor agencies - Hire first credit manager with
development and fund management background at a total
monthly salaryof not more thanRs. 6 lacs peannum

2. Hire second credit manager with SHG federation
managemat experience, only when the operations of SPV
start, preferably once commitment of Rs. 5 cr has been
received¢ The second manager has to be hired at total
monthly salary of not more than Rs. 4 lac per annum

ix. Partnerships (NGOs, SHEBIG federations
The originator (CmF) will leverage partnerships with Sakh se Vikas
partners. Initial pipeline of good quality SHG federations and SHG
institutions will be provided by the SSV partners.

E. Legal structure of SPV

The broad legal structure of the SPV will Isd@lowsg

Credit Supervisory Board Commercial
Committee P y Lenders
Rs
SPV Fund
Company (Credit Vehicle (Fund) Grantors
Team) INR
— SHG Federation
If a trust, it is represented
by Trustee. If a company, it
Originator (CmF) is represented by board of
directors
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(1) Appropriate legal structure
C2ft2gAy3 t£S3AIf alGNHzOGdzNBEa F2NJ W{ LSO

A non-profit trust

A company set up as NBFC (Investment
Company)

A company set up as Secti@b company
A society

SEBI Regulation stipulates that any company or trust proposing to carry

on any activity as a dedicated pool of capital/ fund shall make an
application to the Board for grant of a certificate. In the absence of such
registration, the Fund may bedreated as a NotBanking Financial

[ 2YLI ye& 6ab.C/lé0vd {SGOGAY3T dzLJ 2F b. C/
regulated by the provisions of the RBI Act and various directions issued by

the RBI from time to time.

The RBI Act further provides that no NBFC a@@nmence or carry on the
business of a nebanking financial institution without complying with the
following two prerequisites:

the NBFC should obtain a certificate of
registration from the RBI;

it must have a minimum Net Owned
Fund of Rs. 2 Crores

Further, RBI has, from time to time, issued directions detailing the
obligations and procedures relating the prudential norms to be complied
with. RBI has also issued guidelines for asset liability management of
NBFCs as also its investment in approved seestriti
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Merits/ Demerits ofvarious &gal structures

Legal Merits Demerits
structure
A company set u Better statutory, 1) NBFC must have a minimum N
as NBFQ regulatory and Owned Fund of Rs. 2 Crores
(Investment reporting . .
. 2) NBFCs are highly regulated. Fi
Company) (e.g.| compliance

Ananya Finance i
Guijarat)

compliance costs will be way too hig
for a small Rs. 5 cr fund

3) An entity set up as a compa
under Section 3 of Companies &
1956 has multiple layers of taxatian
Income tax (33%), {ddend
distribution tax (15%) befor
distribution  of dividend and
Education Cess (3%)

4) High statutory, regulatory an
reporting compliance costs

5) Takes 4 months for registratior
with RBI as NBFC

A nonprofit trust
(e.g. Trust Microfin

1. Better flexibility
in  structuring &

Commercial lenders not to
comfortable with lending to trusts

in Lucknow) uniquemodel

2. A trust can be set

up within a day
A section25| Better flexibility and 1. No dividend to the investors
company (e.g| Dbetter statutory, 5 on2 .
KDES ¢ Dhan| regulatory A sectlo.n 5 company takes -3

. . months for incorporation

Foundation) compliance
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OPTION 1) WR 2 YidrarafinyOtNHza (G Q

U A donor can provide granto SEBI registered Funsuch that
WINIyGQ Aa y2i GNBI (ifergford, Bund¥sd dza A y S
not liable to pay tax

U A multilateral agency or Foreign Foundation or Foreign Investor
needs toregister as Foreign Venture Capital Investor with $&BI
lending/ investing money in Trust

This option is favorable/ easier for donorsdalittle painstaking for
foreign foundations/ investors

OPTION2! WYb. C/ Q NBIAAGSNBR ¢gA0K w. L

i Adonorcanot LIN2 A RS WDNIydQ (42 b.C/ |y
0S GNBIFIGSR Fa WwWodzaiAySaa Ayo2YSQ |
pay tax

U A multilateral ageng or Foreign Foundation or Foreign Investor
can invest directly in NBFC through Automatic Route under FIPB

(Foreign Investment Promotion Board)

This option is favorable/ easier for foreign foundations/ investorsniotit
appropriatefor donors

OPTION 8 A Sectior25 company

The arrangement in Sectie2b company is more like a ngoofit Trust

| 26 SOSNE | R2y2NJ OF yy2i( -2JMdn@ahyRS WS
Moreover, a Sectiom p O2YLI ye Ol yy2i RA&GNRKOG dzi ¢
or lender. Such sectiePb companies are permitted to receive grants or
donations from outside India. The grants and donations so received are
viewed as "foreign contribution" and are governed by the provisions of

the Foreign Contribution Regulation Act, 1976. This means that; fwi

receiving funds from abroad, a section 25 company must register with the
ministry of home affairs and designate a branch of a bank through which

it will receive the foreign contributions. If the company does not register

with the ministry of home a#irs, it must obtain prior permission from

the ministry for accepting the foreign contribution. In such cases, the
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company is required to report to the ministry the amount of foreign
contribution being received by it, the source and the manner in which
such foreign contribution is being received, and the purposes and the
manner in which such foreign contribution is to be utilized by the
company.

(2) Credit committeeand Supervisory Board

¢CKS hNRARIAYFOG2N gAafft asSd dzJ I da/cW@RAG [ 2
decision matters in relation to the monies of the SPV. The Credit Committee will
monitor the portfolio of the SPV with the aid and assistance of the SPV credit

team. TheCredit Committee will have up to 6 (six) members of which: (@p T

nominees @ the SPV credit team(b) One representative each to be nominated

by the largest twodonors or lendergin terms of Capital Commitment) and in

case there are more than two such large investors (in terms of Capital
Commitment) then the two investors who rka the commitment first in th&PY

(c) One external independent expert, nominated dryginator, (d) Nominee of

originator (CmF)

TheCreditCommittee will make all theendingand credit decisions of the&SP\by
simple majority vote on the specific recomnuation of theSPV credit team

The dSupervisory boardwill comprise of seven membergach having equal
votingrightsand/ 2 YAY I G SR a F2ftft2g¢ayY 0Fr0 hyS N
R2Y2NJ 6000 hyS NBLNBaSyiulaAdS 2@ne {t +Qa
NBLINBASYGFrGAGS 2F {txQa 2NRARIAYIFG2NI 0/ Y
team (d) Two community/ SHG federation leaders (e) One expert from SHPI/
independent expert

Supervisory Board will have following primary functions:

i. Approve any deviatiomithe objective, guidelines and focus of the SPV;

ii. Review whether SPV operations are in line with objectives and mandate of
the SPV;

iii. Review annual accounts of the SPV;

iv. Review whether SPV management team is in compliance with all conditions
and covenants ihas agreed to with donors and lenders;

v. Review whether SPV and SHG Federations are in compliance with the
conditions and covenants they have agreed to with each other;
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(3) FundManagementfTeamOr Credit Team
The credit team will comprisef professionals wh good mix of functional
expertise.lInitially, only two managers will be recruited as discussed in previous
section.The work profileof credit teamwill includeg

¢ Fund Raising support

e Due diligence; creditappraisal of potential SHG federations

e Perbdic nonitoring of the SHGNstitutions through monitoring visits
and monthly reports

e Technical assistance to partner/&sin MIS development

e Strategic Business Planning

e Portfolio management

e Assessment of capacity building needs for extending an insiitati
development support to partner federations

e Strategic planning to reach out to potential community institutions
operating in underserved region through networking and resource
organizations

e Sanction and disbursement of the loan amount on the basis of
fSRSNI A2y Qa LISNF2NXIyOS

e Portfolio audit

e Developing human resource

e (ompliance and delinquency management

e Reporting to donors and lenders

e Reporting to supervisory board

e Supervision of @ministration, bookkeeping and accounts

The SPV team shall be paid lme tSPV a management fee of 2% of thed sze per

annum, until Fund scales up beyond Rs. 10 cbiter scaling up beyond fund size of Rs.

10 cr, SPV team shall be paid by the SPV a management fee of 1% of the Fund size per
annum.

The SPV team shallrea out independent due diligence of SHG federations and SHG
clusters which have no formal federations.SPV team shall bestructuring the financial
transaction, shall take all decisions relating to disbursement of funds to selected
LIS2 LJX SQa Ay A GBOUazfebléayian), shdll |céntinuously carry on loan
monitoring and fund utilizations of beneficiariggrovide specializethtermediationsto

the federations or SHPIlas needed, and develop sustainable model for lending to
LIS2 L) SQa . AyaltAalddziazya
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F. Sources of Funds

The sources of funds can be categorized as per different perspectives as fllows

(1) Different Classesf funders

Phase Type of Investor Particulars Type of return
expected
Phase | Individual High Networth Individuals Not-for-profit
investment
Retail investors through welf Fairprofit
interface viaPaypal etc investment
Institutional Donors, government an¢ None; grant
Foundations
Phase II Commercial Lenders| Commercial Banks,| Fair Profit
Multilateral Agencies etc Investment
Phase IV Commercial Capital Credit Rating of portfolios an¢ Commercial Return
raising short term financq
from banks
Phase V Commercial Capital Credit rating of portfolios anq Commercial Return

securitization

a. Donorsc Institutional and Individual

The donors areghe providers of initial technical assistance monies and
seed funds for piloting of the project. To start with, SPV will approach
only high networth individuals and donor institutions (like donors,

grantors, foundations and government)

b. Financial Institubns (including commercial banks)

i. Short term lending based on credit rating
When the pilot scales up fund size of Rs.&R&s. 100 cr, the
portfolio of SHG federations (in turn, of SHG loans) can be rated
by a credit rating agency. This credit rating canused to avail
short term credit facility from the commercial banks

li. Securitization based on credit rating of portfolio

When the pilot scales up beyond Rs. 100 cr, the portfolio of SHG
loans can be rated and securitizegecuritization means that the
portfolio of SHG loans would be cut into securities, which will be

distributed among different types of contributors.
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c. Retail individual lenders
A Kivalike web interface will be used to peol funding from retail
investors. The funding for making of Kiikee web interface will require a
technical assistance fee from donor agency. Partnership with already
existing Kivdike web interfaces (already existing in India) will also be

explored.

(2) Types of Financial Instruments

There are different types of finaradiinstruments which can be used by donors,
lenders and individuals.

Type of instrument Nature of Use of instrument
instrument

Common Equity Equity Partnership in a venture, for exampl
community institutions may want td
participate in the equity of BV, like a
producer company

Preference Share (can [ Quasiequity To structure debtlike repayment from

redeemable, convertible foreign investors into SPV

cumulative, participating etc)

Debentures (preferably afte| Loan To raisefunds from retail lenders wher

receiving credit rating) SPV pilot scales up

Vanilla Debt Loan To onlend to SHGs

(3) Differential Returrand Tranches

Once the pilot scales up, the loan asset portfolio can be broken down into
securities and distributed among various stakeholdersie Tpurpose of

securitization i

¢ to diversify the risk among various participants
e to award a participant only as per the risk taken (as perneslrn ratio)

Securitization helps assign returns to contributors as per the risk taken by taken.
This resuk in raising the funds as per market demand driven approach. This is an
efficient way of raising capital when the pilot scales up beyond, say RE®Cr.
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One sided arrow
indicates money flow

HEY Tranche A s
SHG - Repayment First claim to Cf:::e; f
interest & :
rincipal .
SHG P P due to
: payments; R
SHG | : ; thus Tranche |
‘ SHG Fed | | A has high risk
SHG | credit rating
SHG | I'SHG Fed 11 - sPv | Tranche B
Cost of
SHG ’ Second claim lending
and higher  |higher than
SHG 1SHG _Fed I risk than Tranche A
, Tranch A
SHG
' On-lends credit, Originator does | Ina.nchg_c‘;
g S Third Claim
SHG - organizes securitization
: meeting, book- :
SHG | keeping, - Tranche D Highest
| monitoring & Fourth Claim | return &
SHG | collection risk
G. Funds Flow

() Elow of funds from donors/lendsrto SPV
Even though a donor/ lender will proradcommitment of a specified amount,
drawdown notices will be sent to contributors for contribution in numerous
instalments as per the requirement of SPV. The funds will be transferred directly

to bank account of the SPV.

(2) Elow offundsfrom SPMo SHGs

The monies will then be transferredNfR2 ¥ {t £+ Qa

bank accound hy OS
process will be followed

e Therewill be legal documentatiobetweenSHGF SRS NI G A 2y

GKS Y2ySe

NBIF OKSa {

oLyl |
FS

membersindicatingthat SHG members act as guarantor of loan and are

bound to pay to federation
e This agreement, along with proposal and all details of SiH@¥idual

members will be then sent to Federation level, which evaluates and if

found creditworthy,approve lending to SHG
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e Moneywill bedisbursed to SHG members

(3) Elow offundsbackfrom SHG to SPV
On the basis of repayment schedu1Gwill makethe repaymentsan cash.The
community professionals/ Munshis will collect the payment and will deposit the
cash at SHG federation office. The SHG federation rotates this money through
on-lending. The objective is to keépA YA YdzY | Y2dzyd 2F WARf SO
account.

(4) Elow offundsbackfrom SPV to donors/investors
The SHG federation will make annual insrpayments to SPV. The monies will

be transferred from bank account of SHG federation to bank account of SPV.

. Terms of credit

(1) Interest Rate
The interest rate t&&HG membewill be 18%.

(2) Repayment Frequency
e For agricultural loang small amounts per mah andlump sumamounts
at time of harvest
e For other loang fixed monthly repayment

(3) Usage of credit
All loans will befor livelihoods promotion activity e.gbuying buffalos

agricultural inputs, raw materiatc

Capacity Building
The SPV orientationis required for SPV credit team, bok&epers, community
institution leaderscommunity professiona, NGOs and SHPIs.

Preliminary orientation & training shall be imparted ®PV credit team, boek
keepers, community institution leaders, community professils, NGOs and SHPIs
by originator (CmF) to equip them with adequate knowledge of objective,
framework, mission and implementation plan of Special Purpose Vehicle. This will
include roles and responsibilities of each stakeholder, fund flow procedures,
acountability of each stakeholder, perspective and expectations of donors &
lenders,poorQd S E LIS O I (ehd8rtd Tha ovigindtor dviK 1S paid a service
fee cut from the fee which is paid to the SPV.

The originator and later, credit team, willsal orient various stakeholders (e.g. SHPI,
SHG federation leaders, community professionals etc) on proposition of SPV. The
orientation will aim to create awareness about SPV in areas like:

U What is Special Purpose Vehicle about?
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U  What will be the size ancetm of the loan?

How is it different from bank loan? What role SHG institutions play in
disbursement of the loan?

What other support will Special Purpose Vehicle provide?

What is the rate of interest?

How should the loan be used?

How will repayment be iede?

What are the requirements to receive SPV loan?

Whose money is it banks or federation or other individual?

What documentsare required for availing the loan? What is Micro credit
plan?

c:

[enti enti et B et A et A et A @]

J. Ongoing monitoring
The ongoing monitoring will belone bySHGinstitutions (village level, cluster level
and federation level), along withcommunityprofessionals Munshis. This service is
included in total service fee of 3g&r annum

¢KS {I D FSRSNIGA2YyQa | OO02dzyuAy3ad &paiSy
Management Information Systemif existing system is done manually or on paper

This cost may have to be borne by SHPI/ Originator/-tome donor. The credit

team will set up online MIS to manage financial data on SHG federations in the
portfolio. Thiswould be updated by the auditor with every audit, and would be
fAY1SR (G2 FSRSNIGA2yQa | O002dzyiAy3a az2¥dsl N

Further, he credit team will appoint a common auditor for all SHG federations in the
portfolio, unless there are valid reass for exclusion of a federatiomhe common
auditor will work with SHPI/ SHG federatiorte set up finance and accounting
system, generating monthlyfinancial reports that would be required as part of
monitoring. The monthly financial performance repomsuld be submitted to SPV
credit team by the SHG federation, in a fhetermined format.Quarterly internal
audits would be conducted by the auditdfrequent formal and informal interaction
between SPV credit teanand SHG federationwould work towards biding further
transparency
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CHAPTER c 4

Roadmap ¢ Action Steps

The originator, SPV and other stakeholders will follow below mentioned action steps
as roadmap.

S.No | Activities By whom Timeline

1 Finalize the legal structure and by Originator (CmF) By Month 1
laws of SPV

2 1. Register SPV Originator (CmF) By Month 2

2. Register a SPV fund managem
company (Register as private limite
company by filing memorandum (¢
association, articles of associati
and Form 1, Form 18, Form 32
WSIAEAAGNI NI 2F [/ 2Y

3. Regiggr a Trustee compan
(Register as private limited compa
by filing memorandum 0
association, articles of associati
and Form 1, Form 18, Form 32
WSIAEAGNI NI 2F [/ 2Y

4. Bank account opening for @
entities

3 Preparation of marketing materig Originator (CmF) By Month 3
and Fund model

4 Roadshow and Kivype web| Originator (CmF) By Month 4
interface

5 Funding from donors Originator (CmF) By Month 6

6 Legal and investment structuring | Originator (CmF) By Month6

7 Legal documentatiobetween Originator (CmF) By Month 6

a. Contribution Agreemen
between Donor and SR
represented by Trustes
company
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b. Fund Management Agreemel
SPV and SPV Team

c. Memorandum of
Understanding between SR
and Originator (CmF)

Execuion of legal documents an
Drawdown of Funds

Originator (CmF)

By Month 7

Partnerships NGOs, SHPI
CBOgyith SHPIs and SH
Federations

Originator (CmF)

By Month 7

10

Preparation of standard operatin
procedures (SOP) containif
systems/ processes orurids flow,
protocol, roles and responsibilities
various stakeholders etc

Originator (CmF)

By Month 8

11

Hire a manager for SPV credit ted
(with development and fun
management background at sala
2F y2i0 Y2NB (KL
revenue)

Originabr (CmF)

By Month 9

12

Preliminary training and capaci
building to SPV team, par
professionals, SHPI, SHG federat
and bookkeepers

Originator (CmF)

By Month 9

13

Formation of Supervisory Board

Originator (CmF)

By Month 9

14

Scouting for SHG Federdions and
evaluation of SHG Federations

SPV Credit Team

By Month 9

15

Finalization of grading criteria fd
SHGs

SPV Credit Team

By Month 9

16

Template of Terms of Referen
(TOR)/ legal documentatioriMoU)
between

(1) SPV &HG Federation

SPV Credit Team

By Month 9
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(2) SHG Fedetian &SHG

17 START _OF OPERATIONS - MoU By Month 10
between SPV and SHG Federation
18 | Credit evaluationof Micro Creditf SHG Federation On-going
Plans and ppraisal of SHGs Paraprofessionals
19 | Ongoing Legal Documentatio SHG Federation Ongoing
between SHG and Federation a| Paraprofessionals
disbursement of credit
20 | Assessment of credit demand SHG Federation/ SF Ongoing
credit team
21 | Right usage of fund utilization SHG, VO, Cluster ar Ongoing
federation, along
with  bookkeepers
and para
professionals
22 | Collection of repayments from SH SHG Federation, V( Ongoing
members and fund flow tq Cluster and SHG
federation/ SPV
23 | Monitoring and Delinquency SHG Federation, V( On-going
Management Cluster and SHG
24 | MIS and building of credit history ( SHG Federation, V( On-going

SHGs

Cluster and SHG
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ANNEXURE 1 ¢ Evaluation of Micro Credit Plan
The Micro Credit Plansill be evaluated taking into account the following consideratigns

Status of SHG:
Assesmient of SHG based on regularity of savings and internal lending of funds, book
keeping, regular meetings etc.

Financial Viability: Financial viabilityvill be concerned about the return to the immediate
beneficiaries. Objective of appraisal of this aspedt be to assess whether a proposal is
financially viable. The proposal would be checked for financial viability related to economic
activities.

Commercial Aspects: The commercial aspects of a micro plaiti look into the mechanism

for forward & backwead linkages. Itwill examinethe arrangement for procurement of
various inputs and services besides the arrangement for marketing of outputs produced by
the beneficiaries.
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ANNEXURE 2 - Indicative Components of a Micro Credit Plan

SHG Details: Thiswill givedetails about the status and financial situation of the SHG which
indicates about ability of the SHG to handle funds efficiently.

aSYOSNEQ a2O0A2 The 2ofigedohotnic RiSrinatidnfwdl Ynclude critical
factors such as ineoe, assets and liabilities, needs and problems, number of earners and
dependants, single woman, physical/mental disability amongst the members in their family
if any, health problems, livelihoods and opportunities, skills, saving capacity, social
backwardress, literacy etc.

Income and expenditure statement of members: In this,the group memberwill identify

and quantify the income and expenditure status of each member themselves and discuss
the economic vulnerability. The rankingsl be given by them wthout dispute and bias and

bear stamp of unanimity.

Listing of Household Investment Plans (for economic, social and household needs): The

Self Help Groups will then be facilitated to prepare a list of all members along with their
loan requests indicatingoth activity/purpose and loan amount. The group would appraise
each loan request and determine the loan terms like amount of loan, installment amount,
repayment period, etc. Here, the group woudtsotake into consideration the potential for
chosen actiity in the local area and the competence of the members to carry out the same
gainfully.

Terms of Partnership - The micro planning process should clearly bring out the terms of
partnership between members and their SHG, between SHGs and c¢hester level
organizationand betweenclusterand SHG federatiomn strengthening the relationship and
implementation of the plan. Though, technically, the relationship between all these parties
is lender and borrower, the terms of agreement will also include tigeedients of healthy
institution buildingnorms.
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ANNEXURE ¢ 3 - An Indicative SHG Grading sheet

SHG Rating Sheet

Name of the group: Village:

Block: |District: State:

Details of Bank A/c (incl.name of Bank & Branch) Bank A/c No.

Date of Formation: No. of members in Group:

Male members: IFemaIe members: Savings Frequency (monthly, weekly, etc.):
Funds Available with the Groups Utilization of Funds

Cumulative Savings

Total loans outstanding

Rewolving funds from
Organization/others

Cash Balance

sources

Loans from Banks/other external Bank Balance

Any other, specify

Expenses made by groups

Total

Total

|Tota| Loan Disbursed by the Group |

Vision/Expenctation of the group
Constraints faced by SHG on Financial Inclusion
Probable solutions suggested
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SHG Rating Sheet

Total Total
1. FEELING OF HOMEGENEITY/SOLIDARITY marks |9 VELOCITY OF INTERNAL LENDING 4 |marks
(as obsenved during interaction with group) 4 Formula : Total loans disbursed

(a) very strong 4 Total Savings
(b) Moderate 2 (a) Over 1.5 times 4
(c) Not very much 1 (b) Between 1-1.5 times 2

(c) Less than 1 time 1
2. GOVERNANCE ISSUES (additive value) 6
(a) Awareness about objectives of Self Help Group Programme|2 10. REPAYMENT TERMS 4
(b) Awareness about rules and regulations of group functioning|1 (a) Monthly Instalments 4
( c) Leader responsibility sharing by group members 2 (b) Quarterly Instalments 3
(d) Awareness about member-wise savings and loan position |1 (¢) Lumpsum Payment 2

(d) No specific term, case to case basis 0
3. CONDUCT OF MEETINGS (during last six months) 8
(a) Meetings are held regularly on fixed date,time and place |8 11. BANK LINKAGE and Financial Istitutions/Assistance 6
(b) Meetings are held regularly once a month but at the (a) Banks/ Fls hawve given loans which are being repaid regularly 6
conwvenience of all members 6 (b) Banks/ Fls have given loans but repayments are in arrears 2
( c) Meetings are not held regularly, but they are conducted (c) Have approached Banks/ Fls for loans but were refused 2
on fixed date, time and place 4 (d) Have never approached Banks/ Fls for loans, as loans are not requi|0
(d) Meetings are irregular 2 (e) Have never approached Banks/ Fls for fear of procedures 0
4. ATTENDANCE IN MEETING (during last six months) 8 12. BORROWER QUALITY (No.of defaulting members) 8
(a) Above 90% in all group ;meetings 8 (a) Less than 2 members 8
(b) 70% to 90% in all group meetings 6 (b) Between 2-5 members 4
() 50-70% in all group meetings 4 () More than 5 members 0
(d) Less than 50% in all group meetings 0

13. OVERDUE ASSET QUALITY 6
5. FINANCIAL TRANSACTIONS IN THE GROUP Formula :_Amount overdue for more than 3 months
(__during last six months) 8 Total loans outstanding
(a) All fund collections, financial decisions and disbursement (a) Less than 2% 6
of loans are made in meeting only 8 (b) Between 2-5% 4
(b) All fund collections/financial decisions are made in (c) More than 5% 0
meeting but loans are disbursed outside 6
(c ) Fund collections are made outside meeting but loan 14. UPTO DATE MAINTENANCE OF RECORDS (additive value) 10
decisions are taken during the meeting 5 (a) Adherence to the groups bye-laws 1
(d) Both fund collections and financial decisions are taken (b) Attendance at the meetings 1
outside the meeting 0 (c ) Financial decisions taken at the meeting 2

(d) Savings collection 2
6. MEMBER AWARENESS ABOUT FINANCIAL (e) Loan disbursement 1
TRANSACTIONS 8 (f) Repayment performance 1
(a) All members are aware about all financial transactions 8 (g) Member-wise savings and loan portfolio 2
(b) Above 75%of the members are aware 6
(c) Only few members are aware 4 15. USAGE OF GROUP PHYSICAL ASSETS 4
(d) None are aware 0 (a) Group has common assets which are utilized by most members

and are paid for 4
7. REGULARITY OF SAVINGS (during last six months) 6

(b) Group has common assets whose benefits are cornered by a few |2
(a) 100% on time payment of savings by members 6 (c) Group had common assets which are no more usable or in the
(b) 90% on time payment of savings by members 4 possession of the groups 0
(c) 70% -90% on time payment of savings by members 3 (d) Group has no commonly owned assets 0
(d) Less than 70% on time payment of savings by members |0

16. INVOLVEMENT IN VILLAGE ISSUES 4
8. PATTERN OF INTERNAL LENDING 6 (a) Group actively involves itself in social and other
(a) Need based loans availed by many members 6 issues of the village 4
(b) Need based loans availed by few members 4 (b) Group has sometimes been inwolved in resolving
( c) Equal distribution of loans among all members 2 issues in the village 2
(d) Loans extended repeatedly to only a few members in the
group 0 (c) Group has never/rarely been involved in village issues 0

Marks Scored
Category

Assessed By (name & signature):

Category A: More than 70
Category B: Between 50-70
Category C: Less than 50

Fairly good to good groups; may be loan worthy
Poor to average groups, handholding required
Very Poor groups, need intensive capacity building

Date of Assessment:
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ANNEXURE 4 C Operational Costs of SHG Federation

(Below mentionedaverage personnel/ operational expense heager federation are
expeted to be already present; a partial extra fee is expected to be provided for fund
management services for SPV fund management)

This analysis is based on research of operational costs of SHG federations in Rajasthan only.

Average

Salary Average | Average
S. (Rs. Per | Quantity | Total
No. | Item month) | (Units) Expense
1 Manager 9500 1 9500
2 Junior Manager 5500 1 5500
3 Munshis 3400 3 10200
4 Insurance Coordinator 6000 1 6000
5 | Transportation 7000
6 Rent 4000
7 | Stationery, Electricity, Phone andalitenance 1000
8 Miscellaneous 5000
9 Expenses per month 48200
10 | Expenses per annum 578400

Assuming a Rs. 2 @und sizeat federation level (this is assuming Federation already has
funds flowing and SPV adds to the corpus), the aipeg costs of Rs. 5,78,400 (say Rs. 6 lac
for estimation) turn out to be 3% of the Fund size. Therefore, it is estimated that when SPV
disburses credit to SHG federation forlending to SHGs, the operational spread turn out to

be around 3% of the totd€und commitment. This operational spread will be for all fund
management activities includingcouting, identifying & evaluating SHGs to create a
portfolio of good quality SHGs, monitoring and delinquency management
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ANNEXURES5 ¢ Sources of Primary Research

1)
2)
3)
4)
5)
6)
7)

8)
9)

Discussion withDr. Shoaib Sultan Khan, pioneer of SHG movement in Northern
Pakistan and India (architect of SERP, Andhra Pradesh)

Discussion with representatives of already existing SHG financing models and SHPIs
Discussion with credit magar for Rajasthan, Ananya Finance

Field visit to Maitree, Tonk and discussion with federation leadekdaitree SHG
Federation, Tonk, Rajasthan

Field visit to Ibtada, Alwar and discussion with federation leaders of federations
promoted by Ibtada, Alwar

Informal feedback from representatives of donor agencies, multilateral
organizations, government and banks

Discussion with credit manager, Kudumbshree, Kerela

Discussion with credit manager, SERP, Andhra Pradesh

Discussion with credit manager, Bihar Ruratlititoods Project

10)Discussions with eemployees of SERP, Andhra Pradesh and BRLP, Bihar
11)Informal feedback from Joint Secretary, Ministry of Rural Development
12)Discussion with Innovation specialist, World Bank

13)Informal feedback from Advisor, International &nte Corporation (IFC), World Bank
14)Informal feedback from Fund Manager, Aavishkaar Micro Venture Capital Fund
15)Study of KDFS lending model

16)Study of lending model of Diwan at SHG federations at Tonk & Alwar
17)Discussion with legal associates at ALMT legal

18)Discussion with Chartered Accountants regarding income tax obligations
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