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Abstract

One of the prime reasons for the outcome of oveelitedness is inability of financial institutiomsestimate the
borrowing capacity of a household. This study wasdeicted within this context of imprecise assessmén
income and cash-flows. The study focuses on thedigticts of Odisha, i.e. Khordha and Ganjam,dfsdricts
where the highest cases of over-indebtedness wprated within the states. The sample size foisthdy was
300 respondents (150 in each district), interviewsthg a questionnaire-survey. The surveys werelwtted
with clients who have at least one active loan framMFI. In addition to questionnaire-surveys, gatle
interviews were conducted with MFIs in order to gdbetter understanding of how their cash-flownaation
processes work. To calculate the cash flow, théabkas like income, consumption, savings & inforimat
related to sources of loans is being used. MFlsaliswaccess credit bureau data to get information o
outstanding loans of the clients.

The workings and the operations of NBFCs are reégdlay RBI and other regulatory bodies like Sa-Dhad
MFIN (Microfinance Institutions Network). Guideliavere set up to avoid over indebtedness on tleedfithe
clients and to ensure responsible lending fronsttie of the NBFCs. The data was tested againstgadeline
mentioned by the RBI and found some interestingltesThese included 66% of the households havimg a
annual household income of over the limit presatif@ borrowings from an MFI. 5.18% of the samplierds
had total indebtedness of more tRdR00, 000. This shows that the RBI guideline wpcits a cap o¥1,00,000
on the total indebtedness of a client is not béaligwed in the case of these households. Additlgna3.15%
of the clients in our sample were repaying mora thaMFl loans at the same time, even while the grilesd
limit is of 2 MFI loans. Despite the fact that &ile MFIs follow some or the other method of estingtash-
flow of potential client households, problems rethtto over-indebtedness and default still exist. Shely
recommends that in order to develop a robust dash-dnalysis tool, concerted efforts needs to beiply
various stakeholders in the sector. Firstly, a pragient protection mechanism needs to be setyugpabh MFI
in order to ensure that issues faced by the clientslation to repayment, MFI products, behavibthe loan
officer and customer service is adequately captamed addressed. This can be ensured through Ititerac
Voice Response (IVR) calls from the credit bureaecondly, the credit bureau can also come up wittemo
which is updated every quarter with the latestrimfation on clients’ financial situation, outstanglilbans etc.,
aggregated at a block or district level. This wogide MFIs and other lenders a proper understandfnigpe
loan situation in specific regions.

Keywords: Cash-flow, Credit Bureau, Household income, Indebtedness and MFI

1. Introduction

The estimated size of the organized microfinandestry in India is roughly INR 46,842 crore as loé nd of
March 2017, with about 2.95 crore last mile borrmneeing directly impacted by RBI registered NBFEKH.
Back in 2010, Andhra Pradesh was highly penetrbteioth Microfinance Institutions (MFIs) and Seléld
Groups (SHGs) giving rise to multiple borrowing awds hit by a crisis. Some of the causes identifad
multiple borrowings included client poaching an@dopushing on the MFIs side, and loan recyclingttan
clients’ side. Although, data now suggests that ¢kdve picked up again after the AP crisis, reoembrts are
suggesting that the sector may be heading towarftesh crisis. New incidents of over-indebtedneaseh
surfaced in regions of Odisha, Karnataka and Rt@desh which have been associated with pipeliasslo
(taking loans using their KYC for others and endimg with multiple loans), spending loan amounts on
consumption rather than income generation etc. S@perts have argued that these incidents are secaiu
worry for they point to deeper problems within gystem.

According to Bhrat Microfinance Report 2017, wHilé-Is portfolio declined to INR 468 billion in FY2@1
from INR 638 billion in FY 2016. This wasn’t accoamied with concurrent growth in the number of MFI
branches, employees and clients. This could meaintile infrastructure, employees and clients of di&le
being stretched beyond capacity. This fast growvitimirrofinance services without sufficient infrasttural
support, it is argued, runs the risk of multipleroaving by clients and over-indebtedness, withaaper checks
and governance of these borrowings.

! Bharat Micro Finance Report, 2017
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The lack of reflection of such episodes in the itrbdreau data could be because of the existing gap
reporting to credit bureaus. Some spurious locdlieaders are aping MFIs without being superviseBl,
SHG lending is not reported and some NGO-MFIs vdttge portfolios may not be subscribing to credit
bureaus. A study by IFMR lead on over-indebtedrafsMFI clients in Karnataka, Uttar Pradesh (UP)d an
Madhya Pradesh (MP) suggests that one of the peamons for the outcome of over-indebtedness slityaof
financial institutions to estimate the borrowingpaeity of a household. The data showed that whileirty
multiple number of loans increased the likelihodatlents being over-indebted, 41 per cent of thgpondents
who had loans in accordance to the RBI guideli@dedns of less than 1.60 lakhs) were over-indelfadher
follow ups with MFIs point towards loan officersvigig less weightage to debt estimation of the hbalsk
when the potential client has less than two loangalls within the prescribed loan limit. Applicati of a
standard limit as such does not take into accdwnivarying levels of household income within thesgribed
limit, and therefore reducing the ability of resdents to service loan repayments based on theimacWith
this backdrop, the current study has made an attengmalyse the income and cash flow of clientdedwld for
availing a microfinance loan.

2. Review of literature

India has been a late starter compared to its bergBangladesh in terms of microcredit. Howevencsiits
inception in the 90s the microfinance sector indriths come a long way. Given the history of crbding used
as an instrument for social policy; we can seetthesformation that has happened clearly over tm pO
years. A large portion of lending to poor peoplénidia in the 1970s and 1980s came from the statigh the
Integrated Rural Development Program (IRDP), whssésidized credit for farming improvements and
livelihood diversification projects was not an agtwnal success, but left a legacy of rural lendisga major
tool in the development portfolio (Taylor, 2011hi3§ was followed by the setting up of SHGs by ttaesin the
late 80s. Therefore, microfinance began in Indith wiate sponsored SHG lending models increasintfilling
formal lending to the poor (Mader, 2013).

As mentioned in the previous section, in the mi@@®0there was an enormous growth in microfinance
sector especially in states like Andhra Pradestankowere easily available and in many cases peste
holding multiple loans borrowed from the same MRhwo means to pay it back. This unscrupulousitemy
the MFIs led to a minor crisis in the Krishna distof Andhra Pradesh in 2006 followed by a majasis in the
entire state in 2010. The immense growth of MFmglall dimensions had overstretched their intesyatems,
and they had cut corners everywhere, particulartpé client acquisition process (Arunachalam, 20This led
to large scale delinquency in the repayment ofdday clients. In the same period, the average b@n's debt
balance (toward each MFI) more than doubled; a detimulation compounded by multiple borrowing (Mad
2013). Ghate (2006), author of the Indian micrdfice State of the Sector reports, argued that tderlying”
longer-term causes for the crisis was rooted in ¥MFjuest for numbers”, their in-transparent instreharges
and coercive collection practices. In addition M&land Mohapatra (2010) also argued that some gmbl
might arise if the proper systems are not in ptacgupport the intensification of microfinance. Yheent on to
add that if lending institutions are not well-vedsgbout the creditworthiness of potential cliefttgan lead to
negative effects on the performance of MFI loartfpbos and will result in over-indebtedness okdlis.

India’s experience shows that, until the recent,pééIs did not have a proper cash-flow assessnment
place or their assessment of clients repaying dgpaas based more on informal sources rather thamore
formal one. There have been a few studies that haea done in this context. Aggarwal et al, (20d®gest
that, among micro finance clients who are williogobrrow at either weekly or monthly repayment sithes, a
more flexible schedule can significantly lower saotion costs without increasing client defaultother study
done by Mishra and Mohapatra (2010) suggests #latqliency management requires a comprehensivewevi
of the lending methods, operational procedures,imstdutional image of the MFI. Delinquency iseafta result
of poorly designed loan products and delivery madmas. For this reason the clients must be screesesdully
before loan disbursement. They go on to add treatMRls should follow a credit scoring model whiclowd
help them in making better decisions. In additibin,Abhay, founder of a microfinance blog named famd
microfinance” adds MFIs can neither afford to be wonservative in their lending (as it will restritheir
growth) nor can they be over enthusiastic, which nesult in losses. Hence, an MFI needs to haveffattive
risk management system to have reasonable grovittowtiletting the risk cross the thresholds of ataiele
limits. While measures along these fronts are beakgn in the MFI sector post the crisis in 201gse
measures are mostly being taken by individual M&ther than being unanimously adopted by MFIs actios
sector. Measures taken to accurately calculateitatagacity of clients can however go a long wayhaving
sustainable borrowing/lending practices. “In Latimerica, India and Southeast Asia, MFIs are competin
both loan sizes and client numbers, and therefereeductant to make distinctions based on clieakslity to
repay. Default risks are higher because of theilibabf MFIs to forecast client cash flows duriagd after each
cycle. This is typically due to the inaccuracy tdssification information, starting all the way finowhen the
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loan officer first acquired clients and incorrectlassified them based on household cash flows. afttor

further states that one of the measures throughhwdmi MFI can limit this default risk is by accuigtassessing
the credit capacity of clients by identifying whichents have stronger or weaker capacity to repaiegorize
them accurately, then provide them with loan présldbat balance their varying credit limits withnaed to

enforce group liability”.

Laksmypriya K (2013), identifies institutional cutte, staff orientation, client orientation, as feivthe
strategies for successful delinquency managemesidekce from other parts of the world also sugg#sas
focusing on the cash flow estimation proceduretofwd by the MFIs, can go a long way in inculcating
sustainable lending practices in the industry. Sones management & the loan officers are also &bl for
not following the correct estimation procedurese Btudy by Dixon et al (2006) finds that that thenagement
put the loan officers under pressure to form grodpse loan officers lent out loans in order to fegargets
within a short period of time. As a result, loafiadrs enrolled clients with little or no assessinamd not just
those who were in need for credit and economicatyve. Loan officers did not necessarily followficially
stated lending procedures. For instance, the Glibaisinesses were not visited before disbursiagdo

3. Methodology

The process of calculating near accurate cash-fistimates of potential clients is one of the bésmets for a
well-functioning loan model as it is a process thalps the MFIs get quality information on countaties.
Reducing the information asymmetry between lend@c borrowers will provide a fillip to growth of exlit
especially among disadvantaged sections of so@ety foster financial inclusion and inclusive growth
However, there are certain challenges on this fespecially due to the absence of accurate inféomain
variables such as income, expenses, saving anthodisg loans. This is further compounded by theeabe of
a strong credit bureau data. Hence, it is of utnmogbrtance that this process be improved in otdaid the
MFIs in their aim for improving their loan portfoliand also help them move towards a more respenkibh
lending model. With this backdrop, the study aims

1) To assess the credit eligibility of a client for @ppropriate loan amount through income and cash fl

of client’s household, which meets the client’siestjpn and also ensures repayment to maintainitcred
security from a provider level.

2) Suggest the various parameter to develop a robasit flow tool to help in estimating optimal

microfinance loan.

These objectives will not only help in providing@ust mechanism to estimate the cash flow ofentli
but will also be helpful from the point of view afient protection as it will address the issue otro
indebtedness. These together will aid the MFIs td&/aa more responsible lending model. Our sample is
composed of 300 clients in total, evenly split @srour two field sites. Majority of the respondeimtsour
sample are female as MFIs lend primarily to wonTdre average annual income for the primary respdndas
found to be INR 21208.81, with a significant diface between the two districts. The mean monthlysélbold
income of our sample size, stood?&0,634. The 25th percentile/first quartile incomasw&7166 whereas the
75th percentile income wa&l8,333 (Table-1). In terms of overall income dmmttion by district, Allahabad
district had the lowest average household montidpiinez833.33 and also the high&s, 50,000.

Table 1: Monthly Income of Primary respondents

Percentile
Sl (A R 25th percentile 75th Percentile
1 Overall 20634 7166 18333
2 Khordha 28672 8000 24000
3 Ganjam 12532 6150 16500

The mean age of the primary respondent was fourtzkt88.25 years. Within our sample 38.25% of the
respondents belonged to the 40-50 age categopwied by people in the 30-40 age group (30.85%)26r80
(18.34%).
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Fig-3: Educational Status of respondents
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Majority (49.52%) of our respondents had neverrattel school. i.e. no form of schooling was given to
them. This was followed by a quarter of our resmonsl who had completed secondary school and thbse w
completed primary school. The percentage of pebpling a degree was found to be very low within our
sample. One hypothesis behind this may be the tfadt majority of them may have belonged to agrarian
households who might have felt the need to disnastitheir studies after school in order to helprtrelatives
in their family activity. In terms of the primarycoupations of the clients that we interviewed, tbgults were
varied (Fig-4). However, the majority stated theeyt worked as a “Home Maker”. Within patriarchalteral set
up, this is not surprising, as majority of our resgents were women. The second largest occupadiegary in
our sample was that of “Agricultural laborers” whicomprised of 34.22% of our sample, followed by
“Cultivators” who formed 13.94 % of our sample.

Fig-4: Primary Occupation of the respondents
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4. Improved Cash-Flow estimation as a means to alast risk management system.

Like any other industry, microfinance is faced withancial and operational risks. Given the natafethe
market in which MFIs operate, there are some risksh as the risk of over-indebtedness which isemor
prevalent and inherent to microfinance. The degfeeredit understanding of the target segment pdfmr of
MFIs is low. While this might differ from one MFbtanother, most MFIs understanding of credit eliigybof
existing or potential clients is limited as pointeat in the literature review section. Additionaltire increasing
number of MFI institutions in a given market arklsgk of or limited regulations and strong creditdau checks,
barriers to knowing multiple sources of borrowirfgaogiven client further limit accurate credit assment of a
client (Nandal, 2012). An excessive accumulationdebts combined with household’s liquidity consitsi
could cause deterioration in household’s economali-eing thus increasing their vulnerability togarsocial
exclusion and poverty.

Cash-flow estimation in such a scenario becomesngortant process on which a MFI can rest its
judgment on the eligibility of the client to receia loan. The primary goal of cash flow analysi®iglentify, in
a timely manner, cash flow problems as well as dst opportunities. It is essential therefore #vh a robust
cash-flow assessment instrument in order to ersuegluction in the incidence of default in the segthich in
turn would help the MFI in mitigating the problenedated to over indebtedness.

The primary document used in cash flow analysifiéscash flow statement. However, capturing aceurat
information related to a clients’ income, expersed other sources of loan is more easily said doave. This is
especially true for the clientele that MFIs cater many of whom lack documentation on the samehSuc
process should be robust on the following aspects:

i. It should accurately capture income, expenditure and the outstanding loans of the household: Given
the lack of reliable supporting/ supplementary infation on these variables for low-income groups,
more often than not MFIs have to depend on selbted data from the clients on these. Additionally,
the process must not just look at individual incomfiche client or potential client but also capttie
household income of all members from primary ancbedary sources. This is important, given the
variations in income that such low-income house$@le subject to due to predominantly engaging in
seasonal occupations.

ii. It should not be time consuming: The process of estimation of cash flow shouldtake a lot of time
as long questionnaires tend to make the resporaeius and tired which affects their ability tovei
accurate information. Participants in the processless likely to omit any details, eventually loing
the overall risk if the process is precise and tshor

iii. It should be clear and easy to follow: The questions in the assessment should be clebeasily
comprehendible. Once the respondent comprehendguibstion, he or she must retrieve the relevant
information from memory, make a judgment as to Wwhetthe retrieved information matches the
requested information, and communicate a respdrfgs.entire process becomes easier to start with if
the respondent understands the questions better.

The study captured client household informatiomatesl to income, consumption, outstanding and repaid
formal & informal loans trends, business well-beisgvings of the household etc. The informatiorectdd
from the detailed survey-interview with the cliehtsped in not only understanding parameters tteaegsential
for developing a screening tool with a robust déslv, but also designing and testing the same.

5. Outstanding Loans per Household

In terms of outstanding loans, 51.20% of the hoakslshsurveyed had only 1 outstanding loan that theye
currently repaying. This was followed by 29.68%holuseholds having 2 loans outstanding. Additionahgre
were about 19.12% of households which had more thdwans which means that these households had an
increased loan burden compared to the remainingg880.(Fig-5). Around 66.62% of loans were sourceanfr

MFls (Fig- 6). This is
not — ; surprising
_ Fig 5: Outstanding | HH X
given that 9 utstanding foans per the villages
that were surveyed
were rural and  with
around 58.1 51.20% percent of
the
respondents having an
annual income less
than 325000
(Fig-2). 10.55%

5.40% 3.17%

1 2 3 4 5 and
Above
Oustanding Loans
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Fig 6: Source of loans taken by HH

66.62%

Out of the loans that the respondent householdswidd MFIs, most of them were in their first cycle
(42.14%). This was followed by borrowers who wegpaying their second loan (28.62%). One can clesaty
that as the loan cycle increases, the percentagkeots in these loan cycles decreases (Fig-79.ifterest rate
for majority of these loans was between 15-25 psrce

Fig 7: Loan Cycles of HH (In %)
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Fig-8: Interest Rate Charged Fig 9: Type of loan taken up by
Respondents
35-45
gan Ganjam 76.85
=
g 26-3 . G  Individual Liablity
anjam 9
E 70.04 s Khordha Khordha 79 56 Loan
£ 16-25 ] ® Joint Liablity Loan
E ¥
10 -15 Total 781
Percentage Percentage
Fig 10: Defaulted on repayment once
Ganjam
Khordha = Yes
mNo
Total
Percentage

13.79% of clients reported to have defaulted orayegent of loan at least once. The default rates wer
reported to be higher in Khordha (18.54 per cesty@npared to Ganjam (8.22 per cent) (Fig-10). défault
rate that has been shown in the figure pertairibecclient defaulting on a repayment at least oAgart from
collecting information on households defaultinganepayment once, the study also captured dataghrthe
surveys on inability of clients to repay loan ifisteents three times in a row. This question wagdtad to those
who said that they had defaulted at least onceh Sataults, where the clients had missed payménte ttimes
in a row were prevalent among 14% of them.

The percentage of households who reported havifaulied on the repayment of a loan installment for
previous loans they had taken stood at 8.88% (i€epein Khorda and 8 percent in Ganjam). This shtivat
even though they have repaid these loans, theggled to make some repayment installments. This lmeague
to many factors ranging from increased loan burdies to repayment on multiple loans, increase irsébald
expenses to varied income in some months. The stistycaptured information on the primary intended of
the loan amount, and the actual use of the loar d@nevas received by the respondent. Most respdaden
intended to use the loan for income generating geep (Fig-11). However, when it came to actual esdgere
was a drop in this percentage (Fig-12). There sharp increase in the actual use of loans for Hmide
consumption smoothening (3.29% to 10.59%) and heaftergencies (4% to 8.94%).
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One of the reasons for this allocation of loan anmtailowards other non-income generating purposes
stemmed from shortage of income during some motathever consumption costs. For instance, 31% ef th

households surveyed stated experiencing over these®f a year, one or more instances in whichr theome
was less than their expenses. This may be a cotithirdue of over-indebtedness, reduction in incamsome
form of emergency (health, marriage etc.). Outhef tespondents who stated as having incomes that ate
times lower than their expenses, 38.46% of thenbauak on spending in order to adjust for this imths when

income was lower. This was closely followed by BP4dlhousehold who would prefer selling something/the

owned to cope up with the high expenses and woektione to earn extra money (Table 2). Using saviogs
cope with this income shortage was not an optignniany, as a significant portion of our respondédvad

savings which were less th&B000.

Table 2: Coping strategy of the respondents

SI. No | Primary Method of Coping Frequency | Percent
1 Don't know 1 1.28
2 Draw money out of savings or transfer savings aurrent account 9 11.54
3 Cut back on spending, spend less 30 38.46
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4 Sell something that | own 29 37.18
5 Borrow food or money from family or friends 4 3.1
6 Borrow from employer/salary advance 1 1.28
7 Pawn something that | own 3 3.85
8 Use an existing loan from an informal providenraglender 1 1.28

SI.No | Secondary method of Coping Frequency | Percent

1 Cut back on spending, spend less 4 9.76
2 Sell something that | own 3 7.32
3 Work overtime to earn extra money 23 56.1
4 Borrow food or money from family or friends 4 78.
5 Borrow from employer/salary advance 4 9.74
6 Pawn something that | own 2 4.88
7 Use an existing loan from an informal providenraglender 1 2.44

Savings: Majority of the ) )

households  (98.17%) had Fig 13: Saving

savings only ofR25000 at the

most. The same trend can b

seen across both the districts.

However, as stated above eve

within this category a majority

of the households had saving = Khordha

below 5000 for both the ]

districts. It can therefore also b = Ganjam

said that majority of the clients

do not have sufficient savings

to even repay a loan using the

savings in case they find

themselves in a difficult

position when making repayments.

6. Data validation against Industry norms: The workings and the operations of NBFCs are régdlay RBI
and other regulatory bodies like Sa-Dhan and MRNE(ofinance Institutions Network). Guidelines wesetup
to avoid over indebtedness on the side of the tsi@amd to ensure responsible lending from the efdthe
NBFCs. The evolution of the regulatory framework BFCs in India has gone through a cyclical ph&reen
simplified regulations to stringent and extensiegulations and finally towards rationalization astpof the
recently revised NBFC regulatory framework. In liwith the recommendations of the Nachiket Mor cottesi
on ‘Comprehensive Financial Services for Small Besses and Low Income Households’ and to givdip ff
the microfinance industry, the RBI significantlyr@amced the borrowing limits for an individual, imee limits
borrowers, and disbursement amount for NBFC-MFIs.

Borrower’s household annual income does not exg&e@0,000 ok1,20,000 for rural and urban areas
respectively.

Maximum loan size 060,000 (first cycle), subsequent cycles 1 lakh fdRrural households.
Maximum borrower total indebtedness of 1 lakh. 6&p MFI loans.

Minimum tenure of 24 months when loan exce®tls,000.

iv.

V. No prepayment penalties.
Vi. No collateral.
Vii.

Repayable by weekly, fortnightly or monthly insta#ints at the choice of the borrower.

The study tested the data against each guidelimgioned by the RBI and found some interesting tesul
(i) Clients from rural households whose annual meaxceeds 1 lakh: Around 38.79% of the houselinltse
sample have an annual household income which eg@etdakh. Majority of them had their household in@m
deviating between 0-1 lakh (61.21%).
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Fig 14: Deviation of HH income from 1 lakh
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5.18% of the clients had a total indebtedness afenioanz1,00, 000. This shows that the RBI guideline
which puts a cap o0f1,00,000 on the total indebtedness of a clientoisheing followed in the case of these
households. Additionally, 13.15% of the clients evezpaying more than 2 MFI loans at the same 8% % of
the clients had more than 3 formal loans. This shthat for these households the debt burden waadirhigh.

In the previous section important statistics wergcussed for a nuanced understanding to cash-flow
estimation in the microfinance sector. Some promtiffaindings include that around 5.97% of the houadedh
reported having 3 or more outstanding loans (foréa&formal loans) at a time. Additionally, for atanding
loans around 12.79 % reported on having defaultedepayment at least once and among these arod 14
reported to having defaulted on their repaymentalleents 3 times in a row. Adding to this, arousitPo
reported that in the past year they faced a sitnatihere their income was less than their housedxgénses.

These findings point towards a gap between guidslithat exist on credit processing in the sectdran
need also to restructure cash-flow estimationesias in place. Despite the fact that all the MBlbw some
method for estimating cash-flow of potential clidmuseholds, problems related to over indebtedaess
default still exist as can be seen from the realitsve. Restructuring such a cash-flow estimatimegss is not
an easy task especially when it means accuratetyiiéag income, savings and information on othenk It is
a fact that the measurement of the characteriatidsbehavioral experience among members of tharoame
and welfare populations offer particular challengéth respect to reducing various sources of respamror.
This is especially due to bias on the side of flrentwhen they report such information. Such aslmaginates
when survey instruments like a cash flow estimatiostrument ask questions on socially and perspnall
sensitive topics. As a result there is a high pbdlg that they might elicit patterns of under cgpng (for
income, savings and other sources of loan) as aslbver reporting (household expenses).12 Many such
guestions contain data that cannot be independenstified or are not easily verifiable since theg self-
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reported in nature.

Given this limitation on calculating variables likecome, consumption, savings & information related
sources of loans for the cash-flow estimation psecef an MFI, certain ways through which near aaieur
information on these variables can be captured vaemetified and tested. Detailed interviews with Idkvere
conducted to understand their cash flow estimagiimeesses, and looked through various debt calcnlaheets
used by them for potential clients. During thisqass, it was observed that the debt calculatioptshesed by
the MFIs were less detailed, especially when itolmed capturing information on variables like expes
(consumption) and outstanding loans. Additionaltywas observed that these instruments did not lznye
mechanism i.e. (checks) put in place to verifyitfiermation that they might capture. During thesiviews, it
is understood that MFIs more or less follow the sgmocesses before disbursing a loan to a cligmesd
processes involved a Continuous Group Training (C&nducted by the loan officer, which was followga
by a Group Recognition Test (GRT) by the branch agen. Cash-flow estimation is done as part of tRI G
and it tries to capture the income and outstanitiag information of the client. Most MFIs statectlthey have
issues in capturing correct information on incomewstanding loans as this information is shareti thie MFI
during verification process verbally without muctogf to support the information. Additionally, sorvi-Is
also added that the credit bureau data is not feligble as they have encountered cases wherarcetients
had more loans than what was reported in the ctaditau data. The development of a tool-kit ishiirt
validated by the unanimous need felt by MFIs wernviewed for further improving their cash flow esttion
methodology and consistently undergoing changeedas their learning from the field.While referritg the
cash-flow estimation brochures of the MFIs and cmtidg the interviews, one could glean that changere
needed with respect to their cash flow estimatispecially with respect to capturing informationimcome and
outstanding loans (both formal & informal).

7. Suggestions to prepare a robust cash flow analggool for MFls
The cash flow analysis tool kit that the study haugested has been divided into 7 parts. Thesasdi@lows: -
0 General information: This covers the general information of the apgplic
0 Details of Family members- Household roster: This covers details like naage, gender, education,
occupation, annual income (Both primary & seconfifolyeach member in the household.
0 Household income & expensestnformation pertaining to household monthly incofpgimary &
secondary sources) and income from various othecese will be captured in detail in this section.
0 Consumption of the household:Expenditure incurred by the household on the itemestioned on a
weekly, monthly and annual basis forms the corhigfsection.
0 Liabilities & savings: This section captures information on differerpayof loans and the different
types savings that a client can have.
o Details on outstanding loansAll the necessary information pertaining to thestanding loans that a
household can have will be captured within thigieec
0 Business information Captures information on client’s business, if.any
Following are the unique features which have beeorporated for segments on income, consumptionttaad
outstanding loans: -

7.1 Income: In the cash-flow toolkit, questions have been ddttecapture income in a more accurate way.
These questions capture and cross-check the infromeprimary and secondary sources of not justtfrmary
respondent but also the household. In additiorhigy juestions related to income from various sesiia the
past 12 months have also been added. A need toiglavas felt since through the fieldwork conductedthe
study it was realized that there was a tendencyhirespondents to go wrong in estimating thestherspot.
Adding cross-checks not only helped surveys in aitg these discrepancies while the field team was
conducting the assessments but also but also m@dd opportunity to cross question the responaierhese.

So if a client gives inaccurate information on imewhen he or she is asked for it the first tirhentthese cross
checks that will follow later in the questionnaird! be able to help the loan officer to compareetier the
responses match for all the income related question

7.2 Consumption: An entire section on consumption as a meansdadtilate the stated income in the tool-kit
has been added. The consumption roaster will capghe regular expenses the clients’ household $ncithis
section has been divided into weekly, monthly aedrly segments. The idea behind designing it if suway

is to accurately capture the expenses that theeholds incurs on many items. The probability of reice
accurate information is higher when questions emg are broken down into relevant purchase peribds.
weekly segment captures information on items that household spends on a daily basis like fruitd an
vegetables, dry fruits, dairy products, eggs, sugar

The monthly segment captures information on iteha &re purchased once every 10-15 days or in a
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month. The monthly segment of the roaster captimégmation on expenditure on items such as cereal
products, pulse products, edible oil, meat iteraft, & spices, processed food, temptation goodskiogofuel,
toiletries, mobile recharge, entertainment, eleityri& water charges, house rent, shop rent, sgbaig to a
servant or maid or an employee employed, montlayelr expenses (work, relatives etc.) Similarly yiearly
segment captures expenditure on items like schaoitn fees, books, geometry set, library chargestionary
charges, school van/bus transport fees, unifornes, étestivals, Ceremonies and Religious Events and
Expenditure, Weddings and Festivals, Funeral, edipere on Clothing and Footwear, Medical Expenses —
medication, doctor's fee, hospitalization, travét.eLegal Expenses — fee to advocate, travel wrtcetc.,
repair/ Improvement of House.

7.3 Outstanding loans of the households (formal &iformal): MFIs usually access credit bureau data to get
information on outstanding loans of the clientswdaer, credit bureau data does not cover inforimah$ and
loans from some other sources. Additionally, itgially hard to get outstanding loan informationreotly from a
prospective client. Therefore, in order to captun@e accurate information a few data check poiatgetbeen
added, as well as the loan roster in such a wayjttimeasy for the loan officer to keep trackimfbrmation on
different loans. As stated earlier, the purposeafiding cross checks is to improve the reliabitifythe data.
Additionally, the toolkit should be designed in Bue way that it is easy for both the loan officad alient to
understand. Attention was need to paid to frame ghestions in such a way that the client can gfearl
understand the data being asked for. The desigimedban roster, liabilities and savings and incdoores need
to be kept really simple in order for the loan offi to make the calculations side by side as tieatcanswers
the questions.

8. Recommendations

A robust cash-flow estimation process is a necgsstp to ensure responsible lending; however ids
sufficient to solve the issue of over-indebtednafsthe client. A concerted effort needs to be jpuby various
stakeholders at the same time. There are other snwhith can complement a robust cash flow estimatio
process to assess debt capacity of potential slastturately. The study has made two suggestiomske:

(i) Setting up of a client protection mechanismThe purpose of the credit bureau is to set upnair@ament
for responsible lending and to guard against omdeltedness. One important aspect of such a frarkewo
client protection. Client protection is not only niedicial to the MFI client but is also beneficiabrfthe
organization. In fact, a European Microfinance felab study which was conducted has found a positive
relationship between client protection principlesl dinancial returns. Client protection goes a lomgy in
developing a good understanding between the dierdtthe MFI. Two relevant findings of the above titared
study were (a) Good practices in transparencyectidin practices, ethical staff behavior, compkatsolution,
and privacy all coincide with better financial nets. (b) Secondly, ethical staff behavior and atiten practices
are also associated with higher financial returns.

If an environment for responsible lending is todoocated, then client protection on two frontsam the
part of the MFI & the credit bureau. Firstly, a peo client protection mechanism needs to be sétygach MFI
in order to ensure that issues faced by the clieittsregards to repayment, MFI products, behawfathe loan
officer and customer service is adequately captamed addressed. This can be ensured through Ititerac
Voice Response (IVR) calls from the credit burdauact, a study conducted by MIX and Hivos in advhich
involved four MFIs found that clients were inclinéal provide more candid responses to sensitive tiguss
when they perceive themselves to be answering ucmtaditions of anonymity. Such information can then
captured and shared with the concerned institutiwimsh in turn may help in influencing policy whighight
further help in reducing the problem of over-indeglitess. Secondly, short monthly IVR calls from $f0Os to
all MFI clients’, sharing information on the besagptices to follow while borrowing a loan may ayo a long
way in solving the issue of over indebtedness efdlient. The best practices that should be shdweithg such
calls may pertain to providing instructions to oti® on giving correct information during loan apption. Such
calls could also make them aware of the maximum bminof loans that they can borrow or the general
guidelines in place in the sector for MFls.

(i) Quarterly reports from the credit bureau: In order to tackle the issue of over indebtedn#ss,credit
bureau can come up with a memo which is updated/epearter with the latest information on clierfislancial

situation, outstanding loans etc. Given that theglitrbureau has all of this data from various legdiodies, this
will actually give MFIs and other lenders a propederstanding of the loan situation at the distestl and
thereby help them in lending responsibly.
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