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3. Microfinancing - Role of Formal Financial and other Institutions in 
Bhutan 

3.1 Introduction 

There is a growing tendency to use microfinance in referring to the financial institutions. The World 

Development Report (2000/01) 125 describes microfinance as a market based formal mechanism to 

mitigate the risks faced by poor people as against the informal group-based mechanism like saving and 

credit association (e.g. ROSCAs). In the new scenario, the focus is explicitly on a financial system 

perspective that advocates the need for sturdy and sustainable institutions to progressively provide 

financial services to large numbers of poor individuals and households (Rhyne & Otero 1991)126
• 

A few of the financial institutions that are talked highly about which provide microfinance services are 

Grameen Bank in Bangladesh, Bank Rakyat Indonesia, in Indonesia, and BancoSol in Bolivia. They have 

demonstrated that sustainable financial institutions that cater to microfinance can be created and 

maintained. The Grameen Bank provides credit to borrowers, which are organised in small 

homogenous groups to facilitate solidarity and participatory interaction in the group. A group of five 

members is organised and federated to the centre. Centres that are spread around the country covering 

each small administrative unit (Panchyat similar to Geog in Bhutam provide microfinance service to the 

poor section of the communities under special loan conditionality, which are particularly suitable for the 

poor; the collective responsibilities of the group serve as the collateral on the loan. Bank Rakyat 

Indonesia has been able to serve sustainably the micro-business sector mostly off-farm at profitable 

rates. Some of the principles on which the bank operates are: loans are available to persons for any 

productive activity, continued access is given higher importance than price, making loans available at 

convenient locations, and with quick decisions (Salloum 1995)127
• These are the vital factors even 

though the procedures raise costs and require higher rates than for large commercial loans made in 

major cities. BancoSol is a commercial bank catering to needs of small and micro-business in Bolivia, 

Latin America. The bank functions with very efficient lending and monitoring systems. 

The common features of the Microfinance Institutions could be summarised as follows: 

:> Outreach is commendable in that they cover all geographic regions, directed towards poor and 

mainly women, 
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:>They have achieved operational efficiency through interest ·rates and clientele fees on 

microfinancing (effective and efficient service delivery, and control & information 

management is well developed), 

:>They all charge higher interest rates, but lower than the moneylenders, 

:>The size of the loan is small generally between US$ 5 to US$ 1500 providing various clients, 

very poor to moderately poor, 

:>They have proved that it is possible to achieve financial viability while serving the very poor. 

3.2 Scope of this Chapter 

The study covers all the four financial institutes (Fis), their system, role and problems, and discusses 

the role of NGOs in providing finance to microenterprises (MEs). 

a) The first part covers the formal financial system of the four financial institutes, which are the 

Royal Monetary Authority, Bank of Bhutan, Royal Insurance Corporation, Bhutan 

Development Finance Corporation, and Bhutan National Bank. 

b) The role of financial institutes in providing loans to microenterprises is discussed in the 

second part of this chapter. It discusses the type of loans by size of investment and regions 

that MEs have taken from Fls. 

c) The third part of the chapter highlights the problems of financial institutions in financing the 

microenterprises: high operational costs, recovery and follow up problems, and inadequacy 

of collateral. 

d) NGOs' role in providing finance to MEs is discussed in the last part of this chapter. Under this 

part, the promotion of women MEs, the need for leasing and hire purchase has been also 

discussed. 

3.3 Formal Financial System 

The term 'financial system' implies a set of complex and closely connected or interlinked institutions, 

agents, practices, markets, transactions, claims, and liabilities in the economy' (Bhole, 1999)128
• The 

specialised financial institutions of the organised financial markets form the formal financial system or 

the financial sector. The formal financial institutions are development banks, commercial banks, 

insurance, finance, and lease companies. By law, these Institutions need to prepare financial 
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statements (Kietterp 1995) 129 and publicly announce these in mass media, especially the newspapers. 

The ownership of formal financial sectors is myriad of entities, persons and individuals, which can be 

government, shareholders, private investors, and others. Unlike the informal financial market 

(moneylenders and friends/relatives), it is a collectiveness of all financial institutions, which have legal 

entity of their own. 

Bhutan has four financial institutions, the Bank of Bhutan (BOB), Royal Insurance Corporation of Bhutan 

(RICB), Bhutan Development Financial Corporation (BDFC), and Bhutan National Bank (BNB). The Royal 

Monetary Authority of Bhutan (RMA) acts as the Central Bank of Bhutan. 

3.3.1 Royal Monetary Authority 

The RMA was established in 1982 and the Royal Monetary Authority of Bhutan Act was amended in 

1992 giving the RMA with a mandate to act as a Central Bank through the Financial Institutions Act. 

RMA is the apex of the four financial institutions, which supervises them and fulfils the role of 

Reserve/Central Bank in controlling money reserves and foreign exchange, but does not lend to private 

sector. It is an autonomous government body controlling and contributing to the economic 

performance of the country through prudential monetary policy, management of country's reserves, 

maintaining price stability in terms of exchange rates and providing free exchange facility. 

In the beginning of the 8th FYP, it deregulated the interest rates as an important step in regards to credit 

policy. For the proper monetary management, the RMA has introduced since 7th FYP Discount Bills and 

Treasury Bonds. During the 8th FYP, RMA introduced government securities and foreign exchange 

deregulation in order to manage the large liquidity overhang in the financial sector. In addition, RMA is 

carrying out financial sector reforms for efficiency and effectiveness 130
• 

3.3.2 Bank of Bhutan 

The BOB was established in 1968 through a Royal Charter. It is the oldest financial institute with a Paid

up Capital of Nu 100 million and Reserves of Nu 351.29 million (Dec. 1999). The Royal Government is · 

the biggest shareholder, while the State Bank of India holds about 20% of the shares. The Authorised 

Capital is Nu 250 million and the assets stood at Nu 7,418 million in 1999. It operates with 25 

branches and 3 extension counters around the country (Dec. 1999). In 1999, the bank sanctioned 

loans up to Nu 449.54 million, of which 258.99 (57%) went to trade, commerce, manufacturing and 

industry sector. The loans in these sectors decreased by 11.3%. One of the reasons assigned was the 

sluggish private sector performance 131 . 
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The BOB during the late 1 960s and 1 970s mostly acted as a bank for government. It was during the 

late 1 970s and early 1 980s that BOB expanded its operation by providing loans to small business 

operators (producers mostly) on a liberal term. Real growth in banking started during the 1 980s both in 

terms of deposits as well as loans and advances. This growth can be attributed to industrialisation 

process that picked up due to the commissioning of Chukha Hydro Power Plant132
• 

The policy statements of the BOB are to: 

:> make the bank a modern, progressive and vibrant organisation in the service of the Kingdom, 

:> continue to serve as a catalytic agent for the all-round economic growth of the Kingdom, 

:> build up skilled, experienced, highly motivated and satisfied cadre of employees to serve the 

organisation, 

:> continue to spread banking facilities among the rural population, 

:> provide niche banking service to the emerging private sector enterprises, 

:> push through the process of inteuration of the banking with the everyday life of every citizen 

of the Kingdom. 

Role of BOB in Microfinancing 

The earliest small loans to microenterprises can be traced back to 1 987, those being introduced by 

BOB under the Small Business and Artisans Credit Scheme. A maximum amount of Nu 30,000 was 

sanctioned to an individual who wanted to start a small business. The scheme was initiated under the 

Royal command; it became a supply driven scheme. There was about 96% default rate and the scheme 

was discontinued in the mid-1 990s. The bank also ventured into Agriculture Sector for financing farm 

mechanisation, provided loans to purchase mules for transporting cash crops and maintaining 

orchards 133
• 

The BOB, towards the end of 1989, pioneered the Entrepreneurs Development programme (EDP) with 

26 participants. An attempt was made to launch in 1 984, but it lacked response. This programme today 

is co-ordinated by EPC and participated in by all Fls. The loan disbursement to EDP is on a liberal term. 

However, the major share of advances continued to go to heavily invested industries and services, 

other than those defined in this study 134
. 

Presently banking services are provided to agriculture, industry, trading, housing, transport, shares, 

tourism, personal and others. Apart from those given to EDP, there are no package loan schemes, 

however sectoral importance is given. In 1999, of the total disbursement of Nu 449.54 million, 

lndustriaVmanufacture/services received 22.5%, trade/business/EDP 12.2%, transport 39.2%, personal 
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12.2%, and others at 8.9%. The bank's largest market is the southwest consisting of two dzongkhags, 

Chukha and Samtse, followed by northwest consisting of four dzongkhags Thimphu, Para, Ha, and 

Punakha. North-central consisting of three dzongkhags Wangdue, Trongsa, and Bumthang take the 

third place, followed by southeast, south-central, northeast and north-extreme. Industrialisation, 

market, labour, raw material, infrastructure, intervention by the government, better access are major 

factors considered for financial market ranking. 

3.3.3 Royal Insurance Corporation of Bhutan 

A Royal Charter established the RICB in 1975 to provide life and general insurance. It was subsequently 

registered in Oct. 1991 under the Company Act of Bhutan 1989. The corporation's capital stood at 

167.1 million (subscribed and paid up shares Nu 24 million and reserves and surpluses Nu 143.1 

million). The authorised Capital was at Nu 50 million and the total assets stood at Nu 2,453 million 

(Dec. 1999). The major share of share holding is with RGOB but is being rapidly sold to private sector. 

RICB serves with 7 development centres, 1 branch office, 1 regional office and 1 head office with 

various types of insurance issues in the country including different types of lending135• The Credit and 

Investment Division of RICB provides also small loans to small business in industries and services. 

However, its major part of the advances/loans goes to heavily invested industries. 

The policy statements of RICB are to: 

:>serve the policy holders to the best of RICB's capabilities, 

:>participate in the economic development of the country, 

:> underwrite all forms of insurance, 

:>enlarge into re-insurance, 

:>develop local expertise in project planning and implementation. (Source: RICB) 

During 1999, the corporation provided financial services to housing (36.5%), transport (18.6%), 

industries (3.8%), business (9.1%) consumer (18.7%), agriculture (0.2%), staff/RICB card/ shares 

(13.8%) of the total loan portfolio of Nu 661.1 million as on 31.12.1999136
• The bulk of its liability is in 

government employees' provident fund (with 1 0% of the returns assured for the employees and 

employers contributions) instead of insurance related services. Like BOB the financial services 

provision is ranked first for southwest mainly due to industrial loans, followed by northwest mostly due 

to housing loans. The third place is taken by southeast, followed by northeast, north-central, South

central, and north-extreme. Like the BOB, the same reasons were provided for the market access. 
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Role of RICB in Microfinancing 

The RICB participates in the EDP like other Fls. Over the last five years, it has steadily increased its 

credit to microentrepreneurs, although it is less than 1% of its total loan portfolio, through its Credit 

Investment Division. During early 1990s, the RICB launched a scheme for crediting small transport 

entrepreneurs on easy terms, of lending, but failed due to bad recovery. The RICB has remained 

reserved, like other Fls, when it comes to credit for microenterprises. 

3.3.4 Bhutan Development Finance Corporation 

To promote industrial, agricultural and commercial development, BDFC was established in 1988 

through the Article of Association. Its incorporation was assisted by ADB. As of Dec. 1999, its total 

assets stood at Nu 615 million. The authorised share capital was at Nu 200 million, of which Nu 100 

million is subscribed and paid up. The capital (shares grants and reserves) stood at Nu 267 million. The 

BDFC serves with 20 offices, one in each dzongkhag. In 1991, it decided not to use its industrial credit 

scheme for agriculture lending and, therefore, it lent to bakeries, essential oils, tourism, restaurants, 

weaving, handicrafts, dairy, and poultry farming. In 1999, the major part of its portfolio was lent to 

mining and manufacturing sector137• 

The policy of BDFC is to contribute to the economic development of the country by: 

:>providing financial, technical and advisory assistance to enterprises, 

:> mobilising external and internal capital for investment in enterprises, and 

:>engaging primarily in promotion of industrial, agricultural, and commercial enterprises. 

The BDFC's financial services are in the areas of manufacturing, services, agriculture and trading. High

income group or enterprising people are targeted under manufacturing loan, while middle income level 

people are targeted under services. Agricultural loan package is considered only for rural farmers, while 

trading is mainly targeted for export marketing. During 1999, BDFC's lending stood at Nu 450.4 million; 

37% to agriculture, 22% to mining & manufacture, 0.9% to trade, 20.7% to services industry, 7% to 

housing, 10.3% to transport, and 2.1% personal and others.138 The BDFC ranks northwest and north

central as good financial service market and the reason provided are adequate infrastructure, high 

awareness, availability of raw material, and wealth of the borrowers. It ranks southwest and northeast 

as fair and the rest as poor. (Source: BDFC). 
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Role of BDFC in Microfinancing 

The BDFC established a fully-fledged EDP Cell to promote the objective of the government in enhancing 

development of small business in Bhutan. The main activities of the cell are to: 

~ liaison with MTI and other agencies to access to potential entrepreneurs, 

~ assist in preparing proposal for financing by the BDFC, 

~ conduct appraisal of the projects, 

~ provide assistance and consultation for entrepreneurs, 

~ BDFC will ~ponsor 20 entrepreneurs each year and provide financial support up to Nu two 

million to each selected entrepreneur. (Source: BDFC) 

A credit programme is also directed to "Women in Development". Loans have been disbursed for rural 

microentrepreneurs especially in weaving and handicrafts, which enable to generate additional income 

for the family. Apart from this, 971 women received Nu 6.1 million under Group Lending Scheme under 

rural agricultural until end of 1999 (see table 1.5.B in the appendix). This was done on a pilot basis and 

presently the programme is suspended to enable the beneficiaries' gain some experience. 

3.3.5 Bhutan National Bank 

With the pressure of the business community and BOB's monopoly, the RGOB decided with the 

assistance of the ADB to transform the Unit Trust of Bhutan (UTB), established in 1980, into a 

commercial bank. UTB was functioning as a quasi bank since 1992. The BNB started in July 1996 and 

had four branch offices until end of 1999. 

The total assets of BNB stood at Nu 2,816 million by end of 1999. The Authorised Capital is Nu 200 

million and the subscribed and paid up capital stood at Nu 59.5 million. The total capital (subscribed 

and paid up capital and reserves) was Nu 181.2 million. Its share holding pattern is 28.6% public 

holding, 27.2% RGOB, 20.1% ADB, 19.9% Citibank, and 4.2% RICB PF holding139• The BNB's major 

share of loans and advances went to other large industries than small business industries like any other 

Fls. The BNB has not started to advance loans to MEs in its regular loan portfolio other than the 

participation in the EDP. It financed 11 EDP trained entrepreneurs but is not at all happy with their 

performance. (Source: BNB). 

The BNB is conservative in approach, as it is still immature. It is a commercial bank with objectives of 

profit making and contributing to economic development of the country. The Mission Statement 

reported in the Annual Report 1999 had the following objectives: Earn loyalty of the clients (through 
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quality product and good advice, dependable service, and efficient payments & receipt of funds); give 

the employees purpose and pride (through recognition of performance, authority commensurate with 

responsibility, competitive pay-scale and benefits, and training); and maintain confidence and support 

of the shareholders (through prudence, fore-sight, and progress). During 1999, the disbursement of 

BNB was Nu 819.6 million. Of the total lending, government employee loans stood at 18%, transport at 

12%, business and personal at 9%, mortgage at 24%, industrial at 21%, and working capitaVoverdraft 

& loans against shares was 16%140. Its market presently is in few regions mainly: Thimphu in the 

northwest, Phuentsholing in the southwest, Gaylegphu in south-central, and Samdrup Jongkhar in the 

southeast. These areas mainly being industrial, 80% of the total disbursements are in two regions, the 

northwest and the southwest (source: BNB). The concept of banking is very new in Bhutan as 

compared to many other developing countries. BOB, the first bank in Bhutan (established in 1968) still 

enjoys a monopolistic position. 

Role of BNB in Financing ME 

The BNB, as mandated by the RGOB like other Fls, participates in the EDP, but not any other 

microcredit schemes. However, we have come across several instances, where the Government 

Employee Loans are used for microenterprises by the relatives of the civil servants. This is not related 

to the microcredit schemes nor intentions of the BNB. 

3.4 Financial Institutions' Lending Pattern under different Sectors of Economy 

Finance is a key input of production, distribution and development. It is, therefore, aptly described as 

the "life blood" of business (Bansal, 1992) 141 • A characteristic feature of small business units is that 

personal funds of enterprises form a substantial portion of the total assets. However, in the process of 

financial deepening, financial institutes need to shoulder a large burden of the financing needs of these 

enterprises (Rhyne & Otero, 1995)142• 

Financial institutions in most cases have the same policies. RMA and the Royal Government of Bhutan 

dictated most of the norms of financial institution. With the deregulation of interest rates in 1996, the 

financial institutions are largely left on their own management with certain amount of supervision from 

RMA. Since 1992, Fls are bound by the financial act in provision of loans and advances. By and large, 

there are no institutionalised policies of the Fls as to the packages of loans and its shares to different 

sectors. 
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The following column graph figure 3.3.A has been built with secondary data from the annual reports of 

the financial institutions to view the institutionalised shares of Fls in each sector. 

Figure 3.3.A: Lendings of Fl in different sectors in 1999 

Nu in million 

Nu in million 

Agriculture 

Still, more than 75% of the adult Bhutanese are farmers; therefore, agriculture plays an important role in 

the country. This fact compels Fls to disburse loans to agriculture sector. The BDFC is mandated to 

provide credit to rural agriculture farmers, while the BOB provides loans with the objective of economic 

development that it pioneered, the others have little or no part in it. The minimum amount provided to 

an individual farmer is Nu 20,000 and the maximum is Nu 1 million, in case of BDFC. It has also started 

loan group schemes aimed especially at the rural population for income generating activities. Table 

1.5.B in the appendix indicates that the schemes are getting recognised. The graphic representation in 

figure 3.3.A above provides a clear picture of disbursement pattern in different sectors by all Fls. 
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The figure 3.3.A is prepared with the advances and loans of the Fls of 1999 (data collected from annual 

reports 1999 of all Fls), which does not give any regular pattern of investment. The investment depends 

in most cases on the opportunity to invest by the Fls. In case of the BOB, the Overdraft to the tune of 

Nu 345.36 million was renewed for 1999 from the past year. BOB and other Fls may have agricultural 

lending included in Others. This was not clear from their annul reports. Of the total advances/lending of 

Nu 2,725.94 million in 1999, the share of agriculture credit lending was Nu 173.6 million (6.4% only). 

There does not seem to be any specific allocation plan for investment by sectors. 

Industries 

All the Fls do give high importance to industries, which are mostly in production/manufacture and 

services areas, but to the units with higher investment. All industrial loans stood at Nu 9,065 million 

(32.3%) •. of which Nu. 375.66 million went to trade and commerce and Nu. 530.69 million to 

mining/manufacturing/production industries (see figures in the column graph). In table 1.5.A in the 

appendix, the loans/advances to microcredit both to rural agricultural lending and microentrepreneurs 

stood at an average (average of 6 years lending pattern 1993-98) of Nu 14.14 million per year i.e. 3.9% 

of the industrial lending (agriculture/production and manufacture excluding services) or 0.85% as 

compared to total disbursement per year. If the per year lending of Nu 14.14 is compared with the total 

lending of 1999 in mining & production/manufacture, it comes to 2.7% (excluding rural credit lending) 

and 0.52% of the total loan portfolio of all Fls in 1999. 

As already mentioned in preceding paragraph, there is no clear sectoral reporting by any Fl in their 

annual reports. To derive any concrete data in line with this research is difficult from these reports. 

However, table 1.5.A in the appendix is based on the primary data surveyed from all Fls, but excluding 

distribution of the total allocation of one of the Fls to the respective size of industry and that this Fl had 

not started lending to microentrepreneurs. Therefore, it does not disturb the pattern of preceding graph 

and the percentage of loan to MEs. 

Trade and Commerce 

This sector is either referred to as service or trade or trade and commerce by different Fls. Somehow, 

tourism is indicated by one of the Fls as an independent sector, while others may have clubbed it under 

services and or commerce. The tourism sector thus has a loan of Nu 19.14 million. If this were taken 

independently, it would be 0.7% of the total loan portfolio, or 4.9% of the share in trade and commerce. 

The annual reports of all Fls are prepared by different charter firms and have no standard or common 

system of dividing sectors. Therefore, even this sector (trade & commerce) would have included 
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microenterprises too. However, this sector also stands as one of the major sectors of all Fls in the 

advance/loan portfolio. It stood at Nu 375.66 million (without tourism) or (13. 8%) of the total loan 

portfolio of Nu 2,725.94 million during 1999 (see figures in the preceding graph). 

Transport 

Transport is a common sector indicated by all Fls, which also forms a big part of the Fls' portfolio at Nu 

255.41 million or 9.4% of the total portfolio. Like tourism, transport could be a sub-sector of service 

sector. People, who are engaged in medium transport business, like an individual owning an Eicher or a 

DCM truck for self-employment can also be ranked as microentrepreneur as per the definition of MEs in 

this study. From the available secondary data, it is impossible to segregate this information. 

Housing/construction & others 

Housing/construction is a common sector to all Fls and is one of the major markets for them. The total 

loan in this sector is at Nu 340.05 million or 12.5% of the total loan/advance portfolio of all Fls. 

Other than housing/construction, two of the Fls, both banks have the facility of overdraft extended to 

their clients. One of the Fls uses the term working capital/overdraft, which has been used 

synonymously as per the information in the annual report therein. Obviously, this type of facility is 

extended to the established business units, which are generally with large sized investments. The loa·n 

portfolio in this sector was high at Nu 476.5 million or 17.5% of the total combined loan portfolio of all 

Fls during 1999. 

There are also other areas where loan by different Fls cover such as mortgage, government employee, 

staff, personaVothers, consumer, shares, RICB card holders that totals to Nu 554.95 million or 20.4% 

of the total loan (see figures in the preceding graph) of all Fls. A certain part of these loan types· may 

have gone to microenterprises, like from the consumer loan, mortgage, and personal/others loans. It is, 

however, difficult to derive any concrete information from the data so available from the annual reports. 

A case report of BDFC is made here based on the table 3.4.A in the appendix. Until end of Feb. 1999, 

BDFC had recorded a disbursement of Nu 213.2 million, Nu 73 million to 3,789 female borrower and 

Nu 140.2 million to 7,07 4 male borrowers. The northwest benefited the most by 1859 male borrowers 

and 1505 female borrowers with Nu 26.6 million and 22.9 million respectively. If the disbursement 

from head Office, which is located in Thimphu, is included in the northwest, the sh~re of loan in the 

northwest stands at 52.9% of the total disbursement. The second highest recipient of the loan is north

central at 10.8%, followed by southwest at 9.3%, northeast and north-extreme at 7.2% each, and 

south-central and southeast at 6.3 % each. The ·loan disbursed to microentrepreneurs is Nu 2.5 million 
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for 245 accounts. The average loan per unit stands at Nu 10,304. Of the total loan to MEs, 75% for 226 

accounts goes to manufacturing & production and the balance 25% to services for 19 accounts. The 

share of services is Nu 34,447 per unit as compared to the former is much lower at Nu 8,274. 

Having made a discussion, in the foregoing section 3.4 on the role of Fls in financing MEs, the next 

section has been dedicated to what are the types of loans that MEs have accessed from Fls. 

3.5 Financial Institutional Loans for Microenterprises- An Analysis 

Table 3.5.A below has been established based on the survey of MEs to see how much loan was 

applied for by MEs, what was received, and the percentage of loan received against capital employed. 

This table is based on the investment size with columns of loan applied, total loan received, per unit 

loan received by MEs, and percentage of loan received against total capital employed during the five 

years (1994-98) . 

Loan amount applied and received from Financial Institutes 

Table 3.5.A above indicates that overall loans received by MEs against loans applied for are at 61 .1 %. It 

is indeed very high. Looking closer at the pattern, it is the higher investment level units between Nu 

200,001 to Nu 500,000, which have received over 84% of the loan amount. As already discussed in 

the preceding chapter, the loans to EDP in most cases were at 100% (75% long-term loan at 13% 

interest per annum and 25% equity loan, which was interest free for 3 three years and amortised at 

12% interest annually thereafter). The percentage share of loan amount received against investment 

level below 200,000 is at 62%, as against 84% for investment levels above 200,001 . On the other 

hand, the total loan received against total capital employed averages to 32.3% per unit. 67% of the units 

under study fall below the investment level Nu 200,000 and their total share per unit of loan received to 

capital employed stands at 46%. The share of loans in lowest investment level, which constitute more 

than 50% of the units under study, is below Nu 8,000 per unit and the highest level stands at Nu 

1800,00 per unit, which is 22.5 times larger than the lowest investment unit. 
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The evidences from loan received, as shown in the table above, by MEs indicated that with higher 

capital investment, the loans from Fls have increased. The logic of such a phenomena can be assumed 

that MEs in early stage of business depend on other sources of finance, and as the MEs mature the 

awareness of Fls increases, therefore, the dependence on Fls' loans increases with higher borrowings. 

To see if this logic was supported statistically, hypothesis was framed: 

H0: The loan amount from Fls is independent on the size of investment. 

H1: The loan amount from Fls increases with increasing size of investment. 

Taking the percentage of loan received against capital employed as independent variable, regression 

analysis was done. The results are given below: 

Regression Analysis Results 

i3I (t) R-square F 

0.858 2.8961•) 0.737 8.3891•) 

• (a) • . . 
Note. S1gmf1cant at 1% level 

The results show that the regression co-efficient is positive and highly significant. The variability in 

proportion of loan from Fls is explained to the extend of 7 4% by the amount of investment, which is 

also significant at 1% level. The null hypothesis is rejected and it can be concluded that the proportion 

of loan from Fls increases with the increasing amount of investment. 

We have also tried to explore the types of loans MEs take from Fls. The data in table 3.5.8 (given 

below) points out that the types of loans taken by MEs do not indicate a clear division of loan or any 

loan scheme. The types of loans they have indicated as borrowed from Fls are short- and medium

term, business, personal, house, government employee, construction, industrial, and overdraft. The 

loan that was borrowed under government employee loan was used for a microenterprise in restaurant 

for his family business. Overdraft loan was used for e.g. by one of the MEs in expanding a micro

service centre, workshop. The spread of these loans averages to an overall mean duration of 5 years_. 

Most of these loans that MEs received were on very liberal terms because of the policy of the Royal 

Government to boost the skills of entrepreneurship in the country. 

Short- and medium-term loans generally refer to lending for any type of business. These two business 

units have actually taken loan for working capital and investment in manufacturing and production. The 

business loans generally refers to trading and services, house/ personal/ construction loans were used 

for construction of two small business centres and a shed for auto service, industrial loans were for all 

types of manufacturing and production units, and overdraft were based on stocks both in 
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manufacturing and services. It indicates that the borrowers, who received loans from Fls cannot 

classify the type of loans into short-, medium-, and long-term loans. It is interesting to note that the 

awareness of financial services is quite low even among these business units. The newly registered 

units are scared to take loans because of the perception that Fls charge compounded interests in 

addition to penalties for delayed repayment. A few who are aware of the services claim not to have 

adequate collateral , which is as high as 2 times the loan amount. They wait to start the business with 

their own savings and in the process either fail to start the business or start very late with borrowing 

partly from friends/relatives or moneylenders. (Source: personal discussions or interviews with MEs.) 

able 3.5.8: Types of loans (incl. Amount, Interest Rates, duration, instalments) received by 
MEs from Fls 

Type of loan 

Table 3.5.C in the appendix indicates that the interest rates ranged form 13% to 16% a year. After the 

deregulation of the interest rates in 1996, the interest rate is on simple interest method and the highest 

interest rate is set at 16% per annum. MEs, who took loans earlier, are assumed to be more aware of 

banking services and processing of loan application. However, the discussion with these MEs showed 

that they were aware of the fact that Fls provide loans but they did not have the knowledge on the 

procedures/systems to apply for loans. It was understood from them that most of the loans taken were 

in the long past, when Fls ' processed loans on liberal terms for MEs on liberal terms to boost the 

economy of the country. 

3.5.1 Regions that have taken advantage of the Loan Schemes 

Table 3.5.0 below has been established to see how Fls responded to regional access and the reason 

for the choice of region for their market. The legend for mean ranks is 1 meaning least important to 7 
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meaning the most important and the Fls were requested to rank the regions accordingly. The table 

below has been based on this result. The end column shows the mean rank of each region. 

Table 3.5.0: Regions that have taken maximum advantage of loan schemes 

Sl. No. Regions 
Ranking Regions by Fls Mean 

BOB RICB BDFC BNB Rank 
1 North West 6 6 7 7 6.50 
2 North Central 5 5 6 5 5.25 
3 South West 7 7 5 6 6.25 
4 South Central 2 2 2 4 2.50 
5 South East 4 4 1 3 3.00 
6 North East 3 3 4 2 3.00 
7 North extreme 1 1 3 1 1.50 
Rank 1 to 7: 7 means most important region and 1 the least important 
Source: Personal Survey 

Two of the head offices of the Fls, the BOFC and the BNB, are in Thimphu and the BOB and the RICB 

also have their main branch offices in the capital, Thimphu. In the northwest region are Thimphu, Para, 

Haa and Punakha, which are accessible to the Fls' services. Evidently, referring to table 3.4.A in the 

appendix concerning Fl loans and table 3.5.0 above, the western region takes the most advantage of 

the loan schemes. The table indicates that mean rank of all Fls is highest in the northwest at 6.50 of the 

seven regional divisions. It is closely followed by the southwest with mean rank of 6.25. The head 

offices of the other two Fls are located at Phuentsholing, falling under the southwest region. This region 

comprises of two districts Samtse and Chukha. Both are industrialised districts. The north-western 

region has smaller business units but in large numbers as compared to lower numbers but larger 

business units in the southwest. Obviously, these two regions take the maximum advantages of Fls' 

services. The North-central region with mean rank of 5.25 stands third in taking advantage of Fls' 

services. It is because the region has better access to BOFC for rural based enterprises and to BOB for 

more urban based business enterprises than other four regions. Also that this region has most of the 

MEs in the handicrafts, handlooms, horticulture and diary products. The following radar graph in figure 

3.5.A (based on mean rank figures from table 3.5.0 is built to vividly visualise the regions with different 

degree that have accessed to Fls' services) indicates that the lowest access to Fls is from the north 

extreme region. This region has very low and scattered population. 
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Figure 3.5.A: Regions that have taken advantage of Fls' services 
Northwest 

Mean Ranks I 

Business units here are mostly family run providing services to the locality only. Southern region in 

general has low mean ranks because the Fls are reluctant to intermediate their services due to the 

southern disturbances. 

BDFC, being mostly rural based, has different disbursement patterns than all other Fls. Table 3.4.A in 

appendix reveals that of the total loan Nu 312 million (as of Feb. 1999), the loan provided by its branch 

offices in the western region is very high at Nu 49.5 million, followed by north-central at Nu 23.1 

million, southwest at Nu 19.8 million, northeast and north-extreme at Nu 15.4 and Nu 15.3 million 

each, south-central at Nu 13.5 million, and southeast at Nu 13.4 million. Of the total loan, the 

disbursement made at the headquarters is at Nu 63 million, which again is mostly in the northwest 

region. The doughnut graph (figure 3.5.8 - based on figures from table 3.4.A in the appendix) below 

indicates the loan disbursement pattern of the BDFC. 

Figure 3.5.6: Regional loan disbursement pattern of BDFC 
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• Northeast 
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Generally, the north-extreme stands lowest in terms of Fls ' services, but in this doughnut graph, it is the 

south-central and Southeast regions receiving the lowest disbursement at 6% each because this is only 

the disbursement of BDFC. The two regions northeast and north-extreme rank similar at 7% each of the 

disbursement and southwest at 9%. In terms of outreach, the highest is still the northwest at 23%. The 

loans disbursed at 31% from the head office is mostly for the business in the northwest region and if 
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this is combined with northwest, the northwest takes the major chunk of BDFC loan disbursement at 

54%. Most of the loans disbursed by branches are for rural agriculture lending. Table 3.4.A in appendix 

indicates that out of the total loan Nu of 213.2 million disbursed, only Nu 2.5 million (1 .2%) went to 

business units i.e. Nu 1.87 million to production/manufacture and Nu 0.65 million to services. A pie 

graph (see figure 3.5.C - based on figures on business only from table 3.4.A in the appendix) below 

indicates the disbursement of loans by region for business only. BDFC is mostly engaged in rural credit 

especially in agriculture. From table 3.4.A in the appendix, it is calculated that the average loan to 

females is at Nu 19,256 per woman as compared to males at Nu 19,820 per man. 

Figure 3.5.C: Loan disbursement by BDFC to ME units 
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It is also evident from the table that females have better repayment ratio at 71 .23% than males at 

68.82%. Excepting the type of business where the interest rates could differ, there is no bias for interest 

rates between male and female nor the lending per male or female. 

There is quite a disparity in the regional disbursements of loans as already discussed with the mean 

ranking in the preceding paragraphs; the northwest takes the major chunk of the financial institutional 

loans. This is basically because the financial services are better catered in the northwest region 

because all Fls have their major financial establishments in Thimphu, the capital ; around which other 

districts of the northwest region lie. In addition, the northwest is a hub of small, cottage, and micro 

industries and major tourism as well as central government establishments. 

The last section discusses the types of loans that MEs have taken and the regions that took advantage 

of the schemes. The next section will bring focus on how much interest rates are charged by Fls on 

different types of loans. 
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3.5.2 Interest Rates of Financial Institutions for different Term Loans 

The following table 3.5.E is established based on information from RMA (Sept.1999) to learn about the 

duration of different loan terms, size of amount lent for each term, size of collateral required, margin 

(equity) of the borrower, and the rate of interest. The second table 3.5.F is built to see if 

production/manufacture and services have any difference to the type of loan in terms of the duration of 

the loan, size of loan, collateral, equity, and interest rates. 

Business and Industrial loans for MEs from Fls according to term 

loan amount 

Table 3.5.F: Business and Industrial loans for MEs from Fls according to type of MEs 
Collateral if any Equity (Margin) 

1.5 to 2 times the loan 25 & 50 - 75 
amount 

Ditto 

:> *some Fls go for consortium financing when the loan amount is above 20 million Nu. 
:> Interest rates for personal loans are at 16% and the maximum amount is decided on the creditability of borrower, which 

generally does not exceed 2 million Nu. 
:> Overdraft faci lities up to 50% of the stock value are provided to trading business at 15% interest rate. 

This table has three stratums of loan types as compared to the table 3.5.8, but similar interest rates. 

The interest rates were calculated on simple interest after the deregulation of the interest rates in 1996. 

Generally, three types of term loans are granted by Fls: short-, medium-, and long-term (see table 3.5. 

E above). The short-term loans are for a period of five years and less, medium-term is between 5 and 7 

years, and long-term is above 7 years but below 20 years. Theoretically, there is no limit to the 

maximum amount of loan, but it depends totally on the viability of the project. In practice, a viable 

project for medium-term receives up to 75% of the total loan amount provided adequate collateral could 

be mortgaged with the lending Fl. Other than the production and manufacture, the equity (margin) 

capital of the borrower has to be between 50% and 75% of the loan amount. While, it is only 25% for 

the production and manufacture to encourage entrepreneurs in this area. For any type of loan, the 

collateral is at 1.5 to 2 times the loan amount. The interest rates are between 13% and 15 % for any 

type of term loan, but the interest rates for personal loan is 16%. A personal loan has higher chances of 

being approved by Fl than a microenterprise. Fls also grant loans on the stock value for traders at 15% 
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of the interest rates. This is a short-term loan generally approved for three months and above. 

Accessing for short-term loans is generally not a problem for any type of lending provided the 

borrowers meet the financial institutions terms and conditions. Similar interest rates are applicable for 

other term loans too between 13% and 15% (see the following discussions). The loan amount for 

production and manufacture ranges also between 13% and 15%. If the manufacture and production is 

done from renewable natural resources (available in the country) and the project is viable, the interest 

rate is at 13%. EDP programmes are given loans at 13% interest rate to encourage entrepreneurs in the 

country. In the EDP case, the loan amount could be 100% divided into equity at 25% amortised only 

after three years and the 75% medium term loans at 13% interest rates per annum. However, like other 

term loans, the collateral has to be provided between 1.5 and 2 times the loan amounts. Table 3.5.F, 

loans by type, does not differ from table 3.5.E in terms of interest rates, duration, amount, collateral, 

and equity. To be more precise, the interest rates for different activities are as follows: Industrial 

(manufacture and production) , transport (public) and tourism, and agriculture at 13%; Industrial (other 

than manufacture and production) , housing, shares, and other services at 14%; RICB card loan at 15%; 

and personal, trading, and others at 16%. (Source: RMA September 1999). 

The area graph in figure 3.5.0 below is built from the data in the preceding table to indicate a general 

trend of interest charged by Fls for different schemes. 

Figure 3.5.0: Interest rates charged by Fl for different loan types 
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The financial intermediation by Fls was briefly discussed in the preceding section 3.5. The next section 

discusses other types of assistance provided by Fls to MEs in addition to the provision of loans, which 

was discussed in the preceding sections. 
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3.5.3 Services received by Microenterprises from Financial Institutions 

The financial institutions had disclosed that in addition to providing finance, they provided the following 

types of ancillary services. Microentrepreneurs were asked what type of help they received. The 

response pattern is given in table 3.5.G below. 

Table 3.5.G: Support facilities provided by Fls to ME borrowers 
SI.No. Types of facilities Yes No 
1 Advice during the visits to the business site BOB, RICB, BDFC, BNB -
2 Advice as when required BOB, RICB, BDFC, BNB -
3 Advice as and when requested for BOB, BDFC,BNB RICB 
4 Visit the business site quarterly BDFC, BNB BOB, RICB 
5 Visit the business site half yearly - BOB, RICB, BDFC, BNB 
6 Visit the business site yearly BOB BDFC, RICB, BNB 
7 Visit the business site when required BOB, BDFC, BNB RICB 
8 Supervise the business situation when required BOB, BDFC, BNB RICB 
9 Monitor the business progress regularly BNB BOB, RICB, BDFC 
10 Monitor the business progress when required BOB, BNB ROCB, BDFC 
11 Training (managerial/technical) - BOB, RICB, BDFC, BNB 
Source: Personal Survey 

All Fls provided advice during visits or when required. Three Fls provide advice when requested for, 

visit the site when required, and supervise the business when required. Two of the Fl visit the site on 

quarterly basis and one on yearly basis. One of the Fls monitors the business units regularly and non-of 

them provide the technical or managerial training to MEs. To cross-check the responses of Fls to 

ancillary assistance, another table 3.5.H was constructed based on the responses of MEs who were 

asked to tick one of the types of help received according to Fls. 

Type of help received from different Fls by MEs 

61% of the MEs, who responded to the survey, said that they received one or another type of 

assistance from Fls. None of the MEs responded to the statement that Fls provide information on 

business and training either managerial or technical. 16 units responded that they received assistance 
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for license processing, 5 units received help for preparing project report, 8 units responded having 

received help for loan application filing, and the majority of 40 units (34%) responded having received 

help on financial services/loan. Three MEs (4% of the total respondents) responded on each type of the 

following help received from different Fls; legal support in loan processing, selection of site and 

development, and monitoring and advice on the business. 

Having discussed the role of Fls, the following section discusses the problems confronted by Fls in 

provision of Joan to MEs. Is it justified to say that Fls' services to MEs are inadequate? 

3.6 Problems of Financial Institutions in Financing Microenterprises 

The problem of Fls in financing MEs had been elaborated more generally under section 1.5.2. The 

following sections will bring out under each heading the problems faced by Fls in Bhutan. A major 

problem of Fls is cost of loans (operational cost of the loans are higher than what is recovered from the 

interest rates by Fls) and another is the financial norm of a secure loan system. 

3.6.1 Weak Project Proposal and lack of Collateral 

MEs in Bhutan do not only approach Fls with weak project proposals, but also with Jess collateral. To 

prepare a good project proposal, MEs need the help of experts and there are no specialised institutions, 

which help them readily or free of cost. Because MEs Jack adequate collateral, Fls hesitate to provide 

credit based on just a good project proposal. The weak project proposal also comes from the Jack of 

adequate documentation of MEs or the lack of expertise to show inflated accounts like borrowers of 

large business units. MEs do not keep proper records of accomplishment of financial transactions. As 

they do not do ~ookkeeping, the balance sheet and profit Joss accounts cannot be provided as part of 

the documentation. 

To find out further the problems of Fls in continuation to the preceding tables, the following table 3.6.A 

has been built with 15 statements detailing why Fls reject loan application of MEs. This table throws 

light on the reluctance of Fls in provision of the crediVIoans to MEs. The table is prepared from close 

ended questions with terms yes or no that were ticked by the Fls according to the reasons as in the 

table. 
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Table 3.6.A: Reasons for rejecting loan application 
No. of Rnanciallnstitutes(4) 

Sl. No. Reasons for rejection Yes No 
1 Improper documentation by borrowers 3 1 
2 Lack of adequate collateral or security 4 0 

3 Business is in non-profit sectors 2 2 
4 Project reports are not feasible 3 1 
5 Applicant's lack of entrepreneurs skills 1 3 
6 Defau~ers of other financial institutes 3 1 
7 Lack of equity capital 1 3 
8 Lack of infrastructures 2 2 
9 Projects are viable but have competitive market or no market 2 2 
10 Proposal of projects are not in priority area 1 3 
11 Capital incentive projects 1 3 
12 Projects that needs import of raw materials 0 4 
13 Projects with obsolete technology 0 4 
14 High risk projects 1 3 
15 Labour intensive projects 0 4 
Source: Personal Survey 

Table 3.6.A above gives some reasons why loan applications of MEs are rejected by Fls. All of the Fls 

agreed that the loan application is rejected because of lack of collateral or security. 75% of the Fls 

agreed that loan applications are rejected due to improper documentation, unfeasible project reports , 

and as defaulters of other financial institutions. Although borrowers applying for loans have 

entrepreneurship skills, the loan applications are also rejected because of lack of infrastructure, 

marketing factors, and businesses are in non-profit sectors. The table reveals that loan applications are 

not generally rejected if the business is in non-priority area, lacks equity capital, is capital intensive, 

needs import of raw material, has obsolete technology, is labour intensive, or is high-risk business. It is 

clear therefore that the most important factors in provision of loans are adequate collateral, 

documentation and a good project proposal. 

3.6.2 Recovery of Loans 

In this section, the experiences of the Fls in getting their advances repaid were tested on a comparative 

basis. There were nine types of borrowers listed in the questionnaire and the Fls were asked to rank 

them according to the ability to repay on schedule. The results have been presented in table 3.6.8 

below with second column as the type of borrowers followed by four respective columns for ranking by 

each Fl and the seventh column was included to find out the Mean Rank. The table was established to 

find out the ability of different types of borrowers to repay according to the time schedule set by Fls. 
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Rank according to repayment ability as per repayment schedule 
Mean Rank 

Rank 

Table 3.6.8 above indicates that the best borrowers of Fls who have the ability to pay according to the 

rank are large-, medium-, and small-industries, which rank 1 to 3.5. In the second category are 

personal borrowers and government employee loans with a mean rank of 4 and 4.75 respectively. The 

trade and services can be ranked independently as third good ranking borrower, followed by cottage 

industries and agriculture sector in the forth place with mean ranks of 7.25 and 7.75 respectively. The 

worst classified borrowers, according to the ability to pay as per the schedule, are the micro-industries. 

MEs often take longer period to repay, because they can only start doing so with the income they 

generate from the unit. It takes a cycle (between 1 to three years) before the earnings begin. Their 

working capital begins to be absorbed by repayments, which are generally fixed on monthly and/or 

quarterly basis by the Fls. Due to this fact, in most cases, MEs take longer to repay, which could be as 

much as three defaults and one repayment. The duration is fixed based on the term-loan (refer section 

3.5.2). 

Obviously, the main reason why the Fls show less interest in ME borrowers is that apart from the 

enormous cost involved to provide loans which are not necessarily covered by the interest rates so 

charged is the cost on the follow up done on repayment. It needs a lot of patience, coaxing, reminding, 

and visiting MEs to make them honour the repayment schedule. Often, the repayment needs to be 

rescheduled and explained to MEs. It requires much resources both human as well as time and money 

for Fls to do so. On the other hand, the large- medium- and small-scale industries are close to each 

other with mean ranks of 1 to 3 respectively and it gives a clear indication that Fls will lend to them 

because the cost of lending as well as the follow up is relatively nominal. In other words, one of the 

main reasons of Fls providing loans to the first category of industries is that the administrative and 

management burden is less and that they can sit back and expect the repayments. Today, it is hard to 

change the thinking of the Fls because of the negative perception that they hold on the small business, 
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in terms of success, efficiency, cost of returns and the very fact that the burden and the cost of 

administration and management is high, which begins with the loan application and ends with the final 

repayment of the loan. 

Although the interest rate has been deregulated since 1996, the Fls still follow the frame of traditional 

rates set by RMA. Their perception that the enterprises cannot pay higher interest rates is still present in 

them. This actually arose from the fact that early business enterprises started with the intervention of 

the government and the initiatives of one of the Fls. During this period, the interest rates were low and 

many enterprises could not pay back the loan because they either failed or went back to the 

government to request for waiver of the interest so accrued. The bad experience and the perception that 

the small business cannot pay the cost burdens through higher interest rates makes the Fls shy away 

from the small business in taking risk in credit provision. 

The following table 3.6.C has been established to find out what instruments the Fls use to pressurise 

for recovery of loans. There were seven suggestive instruments laid in the questionnaire, which the Fls 

rated according to the frequency of usage, always, occasionally, rarely, very rarely, and never. This 

result has been accordingly laid in the table below. 

Instruments used to pressurise recovery of loans 

Any procedure and the instrument that Fl would use to pressurise repayment has to be carefully 

prepared; this demands not only much resources but also expertise. All Fls have their legal section or 

even division dealing in such matters. A notice is served as soon as the scheduled repayment is failed 

for the first time, followed by a threat to move the case to the court, and if nothing was heard from the 

client, a notice with specified date is served with the final threat that the case will be presented to the 

court. It is rare, as reported by 50% of the Fls, that a local authority is involved, or collateral is taken 

ownership of, and/or the client is sued. 
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Apart from Fls in developing or developed countries, there are other institutions like associations, rotary 

clubs, groups, and others who are specialised in provision of services to MEs. For e.g. the Northern 

hemisphere Fls or large NGOs provide or assist the Southern hemisphere NGOS, associations, solitary 

groups for the promotion for MEs either through providing training or financial service. 

3.6.3 Cost of Loans 

Fls are not charitable institutions. Therefore, they must make themselves sustainable through 

recovering their cost of loans. The cost of lending to MEs is relatively high. It is seen in the developing 

countries that sometimes, due to small loan requirements of MEs, the cost of lending is almost 1 :1, i.e. 

for every dollar of loan, it would cost Fls an additional dollar as financial services (Robinson 1994, 

Rhyne & Otero 1994)143
• The cost of financial services can be summed up as operational costs (that 

consist of assessing loan application, profile gathering of the borrower, banks internal control, follow

ups and other administrative costs) and risk (confidence in borrower's intent and ability to repay the 

loan). Confidence can only be gained through investigative studies, which involves credit checks, 

information on the character of the borrower, and appraisal to assess borrower's business prospects. 

These involve a large exercise hiring the services of technical, judicial and financial experts. It is only 

possible if the loan amounts are large (Fisher 1995) 144• 

On the other hand, MEs do not keep records and it is difficult to ascertain the credit rating. The cost of 

exploring and investigating is very fundamental in the process of deciding to lend. Fls must recover the 

inflation and devaluation of currency loss, and make a nominal profit after recovering the cost of 

operation and administration. This means that the rate of interest should be much deregulated to suit 

the needs of loan amounts. In other words, the smaller the loan amount, the higher must be the interest 

rates (Dando 1995)145
. 

To understand the problem of Fls in providing finance to MEs, an approach was made through a 

different angle. Instead of asking the problems directly, the questionnaire had twelve suggestive 

advantages dealing with big business than dealing with smaller ones. Fls were requested to tick one of 

the choices per statement. The degree of agreement or disagreement with the statements have been 

shown laid in table 3.6.0 below to find out the reasons why Fls find it easier to deal with bigger 

business concerns than the smaller ones. The respondents were the four financial institutions. 
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Reasons for dealing with big business than small ones 

Table 3.6.0 above shows that it is basically the cost factor and the problems that Fls would have to 

undergo to provide loans to small business. 100% of the Fl agreed that, with big business, cost of 

lending is marginal, collateral is adequate, administrative burden is less and is easier to transact, and 

the management of financial flow is easier as repayment is assured. 50% of the Fls disagreed that the 

big businesses do not need to be monitored or supervised and Fls could lean back and expect the 

returns. Again, 50% of the Fls agreed that big business enterprises are successful, while the risk with 

smaller business that they would fail would be high. 75% of the Fls agreed that the larger business 

concerns utilise the loans for the purpose it was borrowed. All Fls agreed that the equity share capital is 

better represented by the big business enterprises than the small ones. It means that the large 

established business firms have adequate assets to mortgage as collateral for the loan. As this type of 

firms have low transaction cost due to the existing relation with the Fl and more than adequate amount 

of wealth to be mortgaged as collateral (in the ratio 1 :2), they obtain usually large loans. On the other 

hand, the factors affecting ME borrowers ' decision to obtain loan are transaction cost of the borrower, 

type of activities, familiarity with Fls, procedures, terms and conditions of the Fls. 

3.6.4 Perceptions of Financial Institutions concerning Microenterprises 

Fls have experienced failure of MEs (especially the Entrepreneur Development Programme, which they 

are mandated to finance) and their perception remains unchanged that they will fail (personal 

discussion with Fls). The perception that MEs will fail even when the loan is provided at liberal terms 

and conditions bars Fls to extend credit to MEs. 

The respondents ' (four Fls) results have been laid below in the preceding table 3.6.E and complements 

and crosschecks the responses of four Fls as laid in 3.6.0 above. The question in the survey 
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questionnaire was: 'In the perception of Fls, what are the reasons that MEs fail?' The question was 

supported by fourteen suggestive statements, which were to be rated in a similar manner like the 

preceding one, from strongly agree to strongly disagree. The reason for building this table was to find 

out the reasons why MEs failed and that these perceptions could be the factors for Fls not to extend 

credit to MEs. 

Table 3.6.E: Reasons for failure of MEs as per Fls' perception 

75% of the Fls agreed (25% remained silent} to the statements that MEs fail due to lack of technical 

expertise, MEs relax after first success and let the management to employees, and MEs lack skilled 

workers and entrepreneurship. All four Fls agreed (three of them strongly) to the following statements: 

that business fails due to lack of monitoring from them as creditors, lack of inadequate management of 

finance and accounts, lack of planning, and lack of equity at stake. 75% of Fls agreed to the statement 

that MEs fail because of high interest cost burden, while 25% of them did not know. None of the Fls 

agreed that business fails due to improper disbursement of loans or due to cumbersome formalities or 

too many regulations of the government. Marketing of products is not seen as a cause of failure of MEs 

by 50% of the Fls. While 50% of the Fls agreed and the other half either remained silent or disagreed to 

the statement that business fails due to lack of working capital and inadequate technology employed. 

In other developing countries, NGOs play a major role in microfinance service to the MEs. The following 

section will bring out a general discussion and provide a brief account of NGOs in Bhutan. 
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3.7 Role of NGOs in Financing of Microenterprises- A General Discussion 

3. 7.1 Introduction 

There are many types of NGOs formed for alleviating poverty, peace negotiation, aid relief, to be 

development partners. These organisations can be of local level to international level. Therefore, it 

would be unjust to nail down a definition without being internationally accepted through conventions 

like the Microcredit Summit. Many of them are not affiliated to religious or political arena of another 

country, but are very powerful lobbyist between micro and macro levels. Organisations like Amnesty 

International, Red Cross, Helvetas, Save the Children, Oxfam, Greenpeace, and thousands of others 

serve the public on a national and international scale. These organisations, which are mostly known as 

"private voluntary organisations," "civil society organisations," and "citizen associations," are 

increasingly called "NGOs," an acronym that stands for "non-governmental organisations." The United 

Nations system uses this term to distinguish representatives of these agencies from those of 

governments 146• 

NGOs are the most preferred intermediaries for microfinance approach to poverty reduction, as 'they 

are particularly food providers of socially oriented financial services' (Schmidt and Zeitinger 1996) 147• In 

India about 20,000 NGOs are actively involved in rural development (Robinson, et al 1993)148• 

According to the National Agricultural Bank for Rural Development (NABARD) data, by the end of the 

1990s about 800 NGOs were working in NABARD's Self-help Group and Bank linkage programmes. A 

recent presentation on NGOs in Nepal by a Nepalese consultant in Bhutan indicated more than 20 types 

of NGOs from BINGOs to GONGOs (building institutional NGOs to government owned NGOs 

respectively) existed in Nepal. It is not certain how many of them are actually engaged in microfinance 

activities. There are high numbers of NGOs that parallel the microfinance in many developing countries. 

Morduch (1999) 149 has rightly put it; "it is no coincidence that the rise of microfinance parallels the rise 

of NGOs in policy circles". 

NGOs have either formed with the assistance of international donors or exclusively on the strength of 

individual savings. Many of the NGOs have completely changed their strategy of social intermediation 

from issues based activism to financial delivery and many are evolving themselves into financial 

intermediaries and more so to becoming formally established, self-sustaining commercial banks, 

indicating that their microfinance programme have come to stay (Ditcher 1996; Yaqub 1996) 150. The 

transition is not an easy switch over; it has involved radical transformation involving dramatic changes 

for intensive area-centred planning to extensive target oriented planning. As Jain (1996)151 argues the 
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success stories of microcredit programmes are more a reflection of strategic credit and programme 

policies that foster self-seeking behaviour of both clients and functionaries as also of an organisational 

culture that evokes good performance from these two levels than of the so-called innovative design 

features. It is also known now that the design features (like small groups, appropriate loan products 

and repayment schedules, incentives for capacity building of staff and clients, simplification of rules 

and decentralised decision-making) per se do not ensure success of any financial programmes. 

One of the NGOs' highlights is in promoting women MEs. This is to give women equal opportunity in the 

development of socio-economic sphere of their countries. There are specific programmes for women 

around the world, SEWA women group lending schemes under NABRAD but executed by local NGOs in 

India, Grameen bank in Bangladesh, ACCION International in Latin America & Africa, USAID in Americas 

& Africa, to name a few. There is a web site www.bizwomen.com made by and for women in business 

to support and promote entrepreneurs. In the recent past, a large number of microenterprise 

programmes in the US have adopted the Grameen model; the peer lending technique to help low 

income group women in urban cites and rural areas of America152. 

The course taken in the approach to NGOs is on how to enhance their capacities in carrying out the 

financial services and how best to instil in them the best industry standards. It is no more important 

now whether NGOs are the most important institutions for microfinance or not. The roles of NGOs are 

Increasing felt around the world including at macro level for policy dialogues, but its impact on any 

significant transformation on state-NGO relationship has not been assessed. Internationally, there is 

also increasing pressure from donors like the World Bank to involve NGOs as representatives of the 

'civil society' for developmental activities. In Bangladesh, a shop owner receives a $175 'micro loan' to 

expand his business. In Kenya, a woman joins the activist 'green belt' movement to fight deforestation. 

In the western United States, churches join forces to save salmon and redwoods. Around the world, 

private, non-profit organisations are fighting - and winning - major social and political battles. Most are 

small, grassroots groups working at the neighbourhood or village level. Others are spread across 

continents with hundreds of thousands of members and a variety of sophisticated organisational 

structures"153• 

3. 7.2 NGOs in Bhutan -A Brief Account 

Representatives of independent citizen organizations are increasingly active in policy making at the 
-United Nations. These organizations - known at the UN as "non-governmental organizations" or .. NGOs" 

- are often the most effective voices to express the concerns of ordinary people in the international 
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arena. NGOs include the most outspoken advocates of human rights, the environment, social 

programs, women's rights and more154
• 

Unlike in India, Nepal, Bangladesh, or Sri Lanka, Bhutan does not have an NGO or an Association Act 

yet. There are bodies like, the National Women's Association of Bhutan (NWAB), and the Royal Society 

for the Protection of Nature (RSPN) on the local level, which are NGOs, and Helvetas, Save the Children 

USA, and GEF small grants as NGOs at international level. 

During preliminary discussions with the officials of the organisations mentioned above, and with many 

microentrepreneurs and government officials, it became apparent that the role of NGOs in providing 

credit for micro units engaged in production/manufacturing or services was virtually non-existent. The 

pilot survey also revealed that in no case did the microentrepreneurs receive any financial support from 

NGOs. As such, an empirical investigation in this respect was not taken up. However, evidence of some 

NGOs in providing microcredit for agricultural purposes was found. A few lines in this context would 

throw some light on the some efforts which have been made. 

As already discussed in section 1.5.3, the role of NWAB in rural microcredit had been supported by 

IFAD. It covered six eastern dzongkhags of Trashigang, Mongar, Tashi Yangtshe, Perna Gatshel, and 

Samdrup Jongkhar. The objective of the scheme was to enhance the income of the rural population 

through income generating activities by way of group lending schemes. The NWAB was to provide loan 

on liberal terms for rural income generating activities, encourage saving, and train groups for self

management and accounting. The project was reported very successful, but soon ran out of funds. 

This is one of the most typical natures of all local NGOs the sustenance is most critical and has to be 

heavily dependent on the refinances or donors, who then would influence the substance of that 

particular NGO. On the other hand, the BCCI is highly dependent on donors for financing the training of 

the entrepreneurs. The business enterprises voluntarily are members of the BCCI, who contribute 

annually through renewal of licenses, the membership fees. One of the tasks of the BCCI is to promote 

entrepreneurship through adequate information for business opportunities, licensing, training, marketing 

assistance, and linking to financial institutions for credit. Such efforts are directed towards large, .. 
medium and cottage industries. Microenterprises in general have been found to be non-beneficiaries of 

these assistance. However, the BCCI lacks resources both human and finance, and it cannot carry out 

much of its tasks. High priority is given to arts and crafts, which are mostly with micro investment, 

which are also highly donor supported. Similarly, the RSPN is more active in the arena of protection of 

nature. They have taken up a number of projects under the funding of Bhutan Trust Fund for the income 
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generating activities of rural population who directly or indirectly are dependent on natural resources for 

their subsistence. 

On the other hand, the international NGOs are directly involved for technical and financial assistance 

through the government executed programmes. They do not directly work at the grassroots level 

independently. All their programmes are project-tied through the government system and 

administration. This scenario may change once the NGO Act is in place. There is also a big danger of 

local NGOs mushrooming for money making once the NOG Act is enacted. 

NGOs operate in so many contexts and at so many levels that generalisation is hazardous, but they 

could re-shape the costs and benefits of a nation though community or co-operative based income 

generating projects at the local level. However, local NGOs with such objectives would require a solid 

backing from a donor or another International NGO for (to begin with) institutional building training to 

operating systems. Many of the Asian countries, like Bangladesh, Nepal, the Philippines and others are 

flooded with NGOs for many different activities including political, but the early ones started with the 

only one goal of microcrediVfinance targeted to the alleviation of the most disadvantaged population in 

the country. 

3.8 Conclusion 

Many studies, e.g. Fischer (1988)155
, have made clear that MEs usually have very small start up capital 

requirements. On the contrary, the need for working capital is relatively large, to cover raw materials 

and inventories. In the rural setting like Bhutan (where 85% of the population reside), most MEs' 

operations vary with the agricultural seasons. On the other hand, the urban MEs operate with short term 

planning cycle often daily or weekly. There is a constant flux of MEs in any given year: a large numbers 

of MEs starting and ending (Liedholm 1989) 156• This suggests that the need for short-term finance for 

MEs is the greatest need. It is also true that the amount required is in quite small quantities. 

All microenterprises in Bhutan are not autonomous economic units. They are largely family owned. It is 

also true that the financial need of family is often not separable from the MEs' needs. It means that the 

cash of one microenterprise is often mingled with household activities or other enterprises. The other 

fact is that the families starting microenterprises often lack collateral (marketable assets) and especially 

women managing the enterprises in the rural setting like Bhutan have time constraints. These call for a 

better designed credit approach of Fls' such as substitute for formal collateral, rapid loan processing 

procedures and convenient locations of financial services 
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The essence of borrowing in microenterprises lies in the transaction costs incurred by the borrower as 

well as in the type of project to be financed. For many entrepreneurs applying for formal credit is an 

innovative act. Proper documentation can take considerable time and effort when they are not familiar 

with such procedures. Hence, many microenterprises prefer informal loans to finance purchase of fixed 

assets and working capital (Fischer, 1995)157
• 

Savings can play an important part in the credit needs of the MEs. It is said that investment is paid in 

advance through saving, while through credit, investment is paid after the fact. It is argued that savings 

are given equal importance in microenterprise finance. A saving, for other than credit needs of the 

enterprises, is important for the long-term financial heath of the household: protection against illness, 

unemployment, and the like. Savings instruments, which offer safety, convenience, ready access to 

money, and a positive real return, must reach people. People want a good place to save than want a 

loan (Dando, 1995}158
• A case study in the southern part of Bhutan showed that people saved with the 

mahajans (moneylenders, retailers or suppliers), in absence of a formal saving arrangement. There was 

no return from these savings, but it provided easier access, convenience, and safety. On the other 

hand, these mahajans charged a small fee of 1% (no time limit) for keeping the saving with them, who 

invested these savings in the rural areas at exuberant interest rates (between 120 to 144 %) . If saving 

services are designed by Fls keeping customer needs in mind, they can reach deeper into the 

community. These savings can be reinvested in the lending schemes for MEs. 

Apart from the branches of BOB, which are spread in all 20 districts of the county, there are no banking 

services otherwise excepting that of the BNB in four urban areas. Financial services in terms of lending 

are widely taken up by BDFC in all the districts of the country. It is. followed by RICB with its 9 branch

offices in the urban areas of the country, also providing lending services. The BDFC has recently started 

with the group lending and saving schemes as discussed earlier. Bhutan lacks the rural banking 

services. All of the BOB branches or the BDFC lending offices or the RICB offices are established in 

urban areas. The mainstream financial institutions located in urban areas cannot meet the financial 

requirements of all microenterprises in the country easily. To access th~ financial services, both the 

microenterprises and the financial institutions suffer high cost of borrowing and lending respectively. It 

is true that saving is as important as credit. If there are no financial banking facilities provided, savings 

cannot be expected to increase and the investment level in the country is bound to remain low. It was 

discussed earlier that rural people make savings in different forms; well-crafted savings services can 

encourage a move from the traditional method of savings, which is non-financial based to financial 

savings. 
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A big question is: should Fls make profit for providing credit to MEs? In the developing countries, there 

are often specialised programmes for MEs as also mentioned earlier. They provide financial services to 

the MEs on subsidy: low interest rates for lending and high cost of operation to Fls, meaning no 

profitability to Fls, rather they followed a continued trend of diminishing capital. Based on the principle 

that every financial institution should be self-sufficient and looking into the behaviour of the private 

financial market, it is no more a myth that the poor cannot save and cannot pay a high cost of lending. 

The informal money market is a clear indication that Fls could provide loans with alternative credit 

tools, and at higher cost to cover their financial and operational costs. Profitability is very important to 

Fls, and without which they possibly could not remain in the market. However, the microcredit must 

link to saving and Fls must charge full financial service charges that include financial and operation 

costs. Otherwise, the Fls would be highly dependent on external assistance and refinance would be 

required from the government or other sources. For example, if the bank loan outstanding is ten times 

its equity, it needs to raise interest charges by 1 to 2 percent (as a thumb rule) more to reach a 

profitable level. The other area for the Fls to venture into is leasing programme to MEs. Here the 

financier buys the equipment be it on hire purchase method or outright pun~hase and leases it to the 

MEs. The Swiss Agency for Development and vooperation has.made successful leasing programmes 

in Pakistan, which have been now tried by the same organisation in India too. In Bangladesh, the 

Grameen bank started power looms leasing programme to weavers in 1992. By end of 1997, the bank 

leased 8,411 items corresponding to about 4% of the total disbursement of Takka 6,240.7 million. The 

average per unit lease stood at Takka 28,000 (about US$ 623). 

In a situation like Bhutan, where the Fls are sitting on high liquidity, it is important that Fls lend at 

breakeven point to market their product, the money. Even otherwise, with one of the objectives of Fls to 

assist economic development of the country, Fls should be able to pool 2% of their portfolio as a 

consortium financing for MEs countrywide. If Fls charged 20% of interest rates and bad loans were as 

high as 1 0% of the Fls consortium-financing amount, Fls would still retain the worth of the capital 

employed (in form of loan) because they would have covered the inflation with the balance income. 

This venture could go a long way in building of the entrepreneurs and more importantly, the expansion 

of Fls' own market for the future. "Those who ignore, the small business sector are ignoring up to 90% 

of economic activity", (Brugger 1995) 159
• 
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