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Despite risks, informal sector financing sees growing interest
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his panel discussed the challen-
surrounding informal sec-
nancing. It consisted of
Vishwavir Ahuja, managing
director (MD)and chiel execu-
tive (CEO) o RBL l&lnl\[‘ i
executive chairman of Centrum Group ;
Vasudevan P.N., MD and CEO of Equi
Small Finance ILml\ Ltd: Rajeev
MD and CE are Small Finance
Bank Ltd: R. Baskar Babu, MDand CEO of
Suryoday Small Finance Bank Ltd; and
Samit Ghosh, founder, CEO and MD of
Ujivan Financial Services Lid. Ttwasmod-
crated by Tamal Bandyopadhyay of Mint.
ussion Im lx enedited forbrevity
and clarity.

Wi Imlmlerlmll(‘ngc youscein

financing the informal sector?

Ine way that we define
the informal sector |~(ml«*nnwl‘]n-npln)
not really having proper financial docu-
ments toshow theirincome levels. When
we go for credit assessment, and we are
notable to see any documented proofof
the incomeand we have todolotof surro-
gate methods to determine the income,
froman internal perspective we treat that
asaninformal sector. Andifyoulookatit
from that perspective, (there is) some-
thinglike about RsI2 trillion as the poten-
tial demand for credit from such kind of
segments. We have been doing the micro-
loan against property, micro-SME (small
and medium enterprises) loans for the last
about six years and maybe in about
150,000 clients that we have funded so
far, what we find i that 95% of such bor-
rowersare first time borrowers froma for-
mal institution, which means that pene-
tration of formal creditis still really, really
low. So there isalot of demand (for) any-
onewhohastheappetite and theorgani-
zational capability to manage the risk. But
itisnot casy. Therearealot of challenges
in that, both from a process and from a
Dusinesscredit perspectiveas well as from
regulatory perspective.

From a business perspective, how do
you assess the cash flow in absence of a
documented income proof? So we actu-
allysitin the shop for two hours each day
for three continuous days and then we
determine how many people walkinand
howmuchofsalesget done, and we extra-
polateforamonthand onceyou extrapo-
late, you arrive at the turnover and the
possible sales, thenwe go around withall
thevendorsand we have to doavalidation
withvendorstosee whether ourassump-
tion tallies with the vendors’ and so on. It
isavery tedious process. Ifyoucan do that
well, of course the risk is always there so
you got to have a very strong collection
mechanism alsoin place.

Ghosh:I think thebiggest challengeis
thatyou need an enabling regulatory envi-
ronment because we are actually now
tacklingasectorwhich hasbeen depend-
entoninformal sourcesof financing and
Tthinkwe got to have a process of dialogue
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(From left) Rajeev Yadav, MD and CEO of Fincare Small Finance Bank; Vasudevan P.N., MD and CEO of Equitas Small Finance Bank; Vishwavir Ahuja, MD and CEO of RBL Bank; Tamal Bandyopadhyay, consulting editor, Mint;

Jaspal Bindra, executive chairman of Centrum Group; Samit Ghosh, founder, CEO and MD of Ujjivan Financial Services; and R. Baskar Babu, MD and CEO of Suryoday Small Finance Bank, at the 11th Mint Annual Banking

Conclave in Mumbai.

with the regulators so that we can modlify
all the regulations which are there—which
are targeted more for commercial banks—
to meet the requirements of a small
finance bank. It is true not only for the
MSMEs (micro, small and mediumenter-
prises) butalso for the agriculture sector
and the rural sector.

Ithink thereisa process of evolution. If
we are putinto the straitjacket of regular
commercial banks, despite havingall the
restrictions which we have as a small
finance bankof very high capitaladequacy
of 13% capital adequacy requirement of
75% PSL (priority sector lending), 50% of
ourloans have to be less than Rs25 lakh,
we have a number of restrictions you
know, even our branching is highly
restricted. Commercial banks haveit free,
they can open branches virtually wher-
ever they want, whereas we have to get
priorapproval for opening branches, not
only from RBI(the Reserve Bank of India)
insome cases also from the state. Soitisa
very complexkindof: at that

(informal sector) kind of lending and T
think the risks that prevailed in the previ-
ousregulatory environment when some
of theseso-called prudential norms were
not in place were much higher. In some
senses, while Iempathize withmy friends
here, Ithinkit is also a regulatory evolu-
tion thatis taking place and it ismovingin
therightdirection and inone senseit has
protected the system. We have just come:
outofthe phase of demonetization which
definitely has impacted this space more
but the very fact that everybody isstand-
ingtall and actually looking at growthsug-
gests that there is something rightabout
the regulatory framework also.

First, the national payment architee-
ture, the entire framework around Aad-
haarand how technology hasbeen used to
be able to create a delivery model at the
last mile thatis now mm]mmu efficient,
ithasbrought down the
andalso made credit verya
ond, India needs c
sector I il

wehave been putintoand slowlywe have
towork towards easing those restrictions
so thatwe canbessuccessful. Otherwise we
will also end up like the RRBs (regional
rural banks), all the previousexperiments
which have been done to bring about
financial inclusion. So that'swhat I think
is the biggest challenge.
So let us hear a banker, Mr Ahuja.
By choice you have gone into
financing of the informal sector-.
Ahuja: Thereisa huge opportunity for
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orstufflike that tually drove our
business model first around credit,
extending credit rather than focusing on
someotheraspects. Now, we have created
ascalable architecturewhichallowsus to
now deliver services not just in space of
credit but also now going into remittan-
ces,insurance services, savingsaccounts
andsoonandso forth.
So a non-banker Jaspal, what
brings you to th pace?
Bindra: Thereare two critical reasons

thatwe chose to be on this path. One, the
size of theopportunity is very, very signifi-
cant.Itisalsolesscrowded on the supply
side. Thesecond is that thereisnowavery
determined policy thrust from the gov-
ernmentin thisdirection. And 1 think that
combinationisquite compelling because
when we analysed that sector, the single
largest challenge for us to address was
howdo the informal players of the econ-
omy earn the trust of financial institu-
tions? They have to rely onacredit score.
Mostofthese playersdonothave aproper
credit history to speak of. I think B
(business correspondents) are doing a
goodjoband I thinknow technology has
Started playingits part because the mobile
dataiscreatinga financialidentity, soif
substituting for credit score and I think
therewillbe further developments andas
there are more people thatenter this sec-
tor, there will be an ecosystem that will
help this grow atageometric rate.
How do youmeet external challen-
ges like, say, demonetization or a
farmloanw
Yadav: Lastyear hasbeen tough at least
forsome of us on two counts. Oneis the
genericimpactof demonetizationon the
overall economy and the borrowers at
large and the microfinance sector, and the
second point that we are dealing with is
the full transformation into abank. Hav-
ing said that, fundamentally I think we
havecome outwelloutof the transforma-
tion, that isnota big challenge any longer
and the demonetization impact is a lot

more subdued and solved out.
»meolusbrushofl theseissuesas
black swan and move forward with our
businessasifitnever happened but funda-
mel ntally the frequency of some of these
isnolonger black swanand the:
atleast from thinkingasan in
tution and as a bank risk management, [
thinkwe have to thinkabit differently and
say thatsome of theserisks will materialize
at some point of time and given the root
causes of what triggered some of the
issues, they are related (o loan waivers,
they arerelated to some degree of political
activities and we do ask ourselves this
question that with elections in various
states coming up, in the central govern-
mentelectionscoming up, would some of
those issues come up again in some form
andif they were to come up, how do you
mitigate your risk at the bank level and
strengthen the portfolio to diversify across
arious asset classes, vari

strengthen the balance sheet. But Iguess
itis part of business now and we have to
continuously sort ofhave ways of looking
at risk management to manage this. We
have to learn to ecither hold greater
reservesonour portfolio, keep reserving
atapointwherein the good timesyouare
able tocreateasurplusofreserving whick

we can handle in some of the bad time

(goods and serv

ces Lax) goes, while one
had a clear immediate negative impact,

on theother hand, o thescgmentwe
are addressing, we haven’t seen any
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impact either positive or negative. They
will get into the formal sector over a
periodoftime. From the challenges point
of view, the entire sector managed it
through by just probably leaving six quar-
tersofprofiton the table but didn't take a
denton the networth, didn’t default to the
banking system, did not cause any sys-
temicrisks. I think thatis what the sector
post-the Andhra crisis is—be farmore cap-
italized. For Samitand Vasu, the challen-
gesare higherand capital adequacy and so
on,oursas the smaller oneshave the lux-
ury, that on our own, probably we would
have had theserestrictions because we are
far more paranoid than the larger ones
wouldbe. Therewerenotblack swans but
probably brown rhinos, they are always
there on the horizon, and each one
decides therisk that they want todoit but
asan NBFC (non-banking financial com-
pany) our relationship with our lenders
were purely transactional and lending.
What we haveasan opportunit; 11
platformis canwe convert that into arela-
tionship by hanking. Sowhatweneed to
dois thatwhen youassess the income, cre-
ate track records. For creating track
records, collection mechanism cannot be
thesame asaregular banks’. Your cheque
getsbounced. youwill have to takeit, you
can’tmake the customer feel delinquent,
youwill have to take him back on track.
The costs involved for that are high but
the opportunity space is so large. T think
that the challenges are not as large as the
opportunities available.
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