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Executive Summary

Chit Funds are indigenous financial institutiansindia that cater to the financial needs the
low-income households, which have beercludedfrom the formal financial systenit is a
mechanisnthat combinegredit and savings a single scheme. In a chit fund scheme, a group
of individuals come togethdor a predetermined time periodnd contribute to a common pool

at regular intervalsEvery month, up until the end of the tenure of the scheme, the collected pool
of money is loaned ounternally through a bidding mechanista the most deserving member

This way, people who are in neefl funds and those who want to sae able to meet their
requirements. An interesting aspect of Chit Funds in India is that the industry is highly regulated

and institutionalized.

In order to understand the intricacies of the Chit Fund model ira,Inde Small Enterprise
Finance Centre at the Institute for Financial Management and Research at Chennai, India, in
collaboration with professors from Indian School of Busin@sd Massachusetts Institute of
Technology, studied the size of the registerdédt €und industry, how it serves the members,
what is the cost of funds and finally what is the size of its unregulated counterparts. In order to
study the size of the industry, we collected data from the Office of the Registrar of Chits in five
different states in Indid Tamil Nadu, Andhra Pradesh, Karnataka, Kerala and Detim the
number and type of Chit Fund schemes registered over the years. To understand the profile of
Chit Fund members and how they use the Chit Fund money, we surveyed a saarplendf

400 Chit Fund members from each of the five states mentioned above. We collected data from
different chit companies from the five states, on how members bid during monthly auctions over
the years, to understand the average interest rate of Chitléamsl We interviewed managers

and members of registered Chit Funds about their view of the unregistered Chit Fund industry to

arrive at a guessstimate of the size of the industry.

We find that thepercentage of household participating in chit fundbasveen 510% of the
total household population in each state (except Ddihdney circulated via chits is around
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Rs.50000 per household on an average (except Kefdda)number of chit schemes registered

has been reducing over the years. The averageemeage change in the number of schemes
registered from 2003 to 2006 is approximately a negative 10%. While the number of schemes
hasreduced the total value of registered chit scherhasincreased by approximately 13% from
2003 to 2006. Our survey did¢ Chit Fund members shows that as much as 72% of the members
participate in Chit Funds for saving. Additionally, 96% of the current anecoment Chit Fund
members think that Chit Funds asafe. Majority of the current and nearrent Chit Fund
membersbelong to lowincome households. According to our definition of povdlggs than

USD 1.25 a day)pn an average 50% of the Chit Fund members fall below the poverty cut off.
The highest poverty rate is in Tamil Nadu and the lowest is in Delhi. We atkthat there is no
difference in bidding behavior between the poor and the rest of the population meaning that the
poor clearly understand the Chit Fund mechanidforeover, it also suggests that the
institutional arrangements which govern the functiorafighe chit scheme that have emerged
seem to serve the interest of all participants irrespective of theirscommmic status. Perhaps,

this could explain why this industry has survived for such a long period of ueanalysis of

the bidding data lows that the average loan interest rate ranges between none (when the
member is a saver in the scheme and does not bid) up to 3.5% per month for a 25 month scheme.
Usually the interest rate peakéen approximately 1/3to 1/4" of the tenure is ovefThis also
reflects our finding that 72% of the members participate for savidigisestimatesn two major
metropolitan areasuggest that on average the size of unregis@hidFunds is aboué7 times

of the registered industip Delhi and 3.1times in Giennai In the rural areas, the proportion of
unregistered to registered Chit Funds might be much higher. The results of the research have

been elaborated in the forthcoming sections.

Our findings point to the fact that though Chit Funds are an impatamte of finance for small
businesses and leimcome households in India, there has been a general exodus of low value
chit schemes from the registered Chit Fund market. This is mainly because registered Chit Funds
find it less lucrative to serve the podue to the increased cost of operating such schemes

imposed by the regulators. We find that the Chit Fund industry addresses the savings needs of
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people, is considered very safe and also offers loans at lower interest rates than moneylenders. In
order tha these benefits reach the poor, we propose to test different schemes for the poor in
collaboration with Chit Fund companies across India and understand how Chit Funds can be

developed as an innovative access to finance foiinoame households.

1. Introduction

1.1 Study Objective

Chit fund model is an easy and innovative method of access to finance flawthecome
households|t catersto the needs of different sections of the society, mainly in the income
generating household€hit schemes have traditionally been generic, differentiating only in
value andduration. The need for customization of products, to address varied requirements of
chit members, is evident. In this regard, the Small Enterprise Finance Centre at Institute for
Financial Management and Research, along with principle researchers from Indian School of
Business (ISB) and Massachusetts Institute of Technology (MIT) Sloan Schdahafjement,

has undertakemo study thenature and extent of the Chit fund industngedfor financial
education and customization chit schemes, and eventually design and test financial

productsthat will further enhance the value of financial services provided via chit.funds

The research objective is to:
1. Determine the size ohé cht fund industry (registerednd unregstered) anddocument
recenttrends
2. Understand the financial needs of poor households and also determine texvemht
their financial needaremet by registered chit funds

3. Estimate interest rates in mstgred chit funds

1C
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1.2 What are Chit Funds?

Chit funds are the Indian equivalent of the Rotating Savings and Credit Associations (ROSCA)

t hat ar e famous t hroughout t he worl d. ROSC.
simultaneously. It is considered one of the liestruments to cater to the needs of the poor. It

enables poor people to convert their small savings into lump sums. The concept of chit funds
originated more than 1000 years ago. Initially it was in the form of an informal association of
traders and hoeolds within communities, wherein the members contributed some money in

return for an accumulated sum at the end of the teRaréicipation in Chit funds wasainly for

the purpose of purchasing some properesy ofr,
However, in recent times, there habeen tremendous alterat®m the onstitution and

functioning of Qit funds.

While in most places ROSCAs are ussrned and organized informally, in India, chit funds
have been formally institutionalized as welegally recognized firms provide a variety of chit
schemes. Under the Chit Fund Act, this industry has been highly regulated and is governed by
stringent rules. This institutionalization of the chit funds (a) makes it easier for poor or illiterate
peopleto know exactly what different chit schemes the chit companies offer, (b) provides an
option to people to participate in schemes where members need not know each other; hence there
is a larger diversification of the idiosyncratic risks. This makes it etsigrovide chit schemes

in urban settings where social linkage among members might be weak, (c) to some extent
ensures transparency in the operations, (d) given that the law determines the size of the bidding
and the commission the company can chargeaburages competition among chit fund firms to
improve services to clients, and (e) legal recognition also helps the chit fund operators to scale
their operations. It allows the chit fund operator to use the legal means to handle defaults and
more imporantly it infuses faith in the clients that there are sufficient checks and balances which

will prevent opportunistic behavior. In return the chit fund companies take a fee from the clients

11



SMALL ENTERPRISE
FINANCE CENTRE

<IFMR

) ) ) ) Research
Chit Funds as an Innovative Access to Finance for Lomcome Households

to cover their expenses, in the fooha commission. The chit funtbmpany provides a variety

of mechanisms by which the savings of the members can be transformed into lump sums. The
main mechanisms are; savings deposit which allow a lump sum to be enjoyed in future in
exchange for a series of savings made at presamis which allow a lump sum to be enjoyed at

present in exchange for a series of savings to be made in the future and, insurance which allows a

l ump sum to be enjoyed at some unspecified f
exchange for a segeof savings made both at present and in the future.

How do they work?

A chit scheme generally has a predetermined value and duration. Each scheme admits a
particular number of members (generally equal to the duration of the scheme), who contribute a
certain sum of money every mont hen uctioneccoute r y d a
every mont h. The highest bi dder (al so known
mont h. The bid amount is also called the o6di :
money equal to the chit vallessthe discount andhe fixed fee to the foreman. The discount

money is then distributed among the rest of the members (or thprized subscribers) as
6dividenddé and in the subsequent mont h, t he

amount of dividend.

To illustrae the above, let us consider an example of a chit scheme with the following
characteristics. Chit Value = Rupees (Rs) 500000 ($10000), Duration = 50 months and Members

= 50. The contribution in this case would be initially Rs.10000 ($200) per month pdrendn

the first month, the collection would, therefore, be Rs.10000 ($200) multiplied by the number of
members i . e. Rs.500000 ($10000) . This amount
end of the month. Now let us assume that the highdsnhlihe first month auction is Rs.100000
($2000). This is called the 6discounté. The h

12
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value, less the discount, less 5% commission to the foreman Rs.375000 ($7500). The
discount amount is then dded among the 50 members equally (the dividend for the 50
members work out to roughly Rs.2000 ($40) each). For the subsequent month, therefore, the
contribution of these members reduces by the amount of dividend (i.e. the contribution in the
second montHor the members would be Rs.8000 ($160)). This process gets repeated for all
months till the end of the scheme. The contributions are the same for each member, but the total
amount taken out or bid by each member varies. For instance, in a 20 montthehiesthe

cash flows of a member who takes the loan in the second month and the cash flows of a member

who takes the loan in the nineteenth month would be as follows:

Cash Flows of a member who takes the loan in the second:month

Prized
Month ; Amount/ | Coniribution| Monthly Cash Flow: Loan in Month 2
Loan 50000
1 1 -2500 -
i 3?3["] :iggg g 40000 1 Bl Prized Amount
4 0 -2000 3 30000 - B Contribution
5 a -2000 g
é 0 2000 ——
7 1] -2000 g
g 0 -2000 £ 10000 -
a a -2000 2
10 a -2075 o a4
11 1 S2135
12 0 2175 10000
13 u -2245 1 2 3 4 5 6 7 & 91011121314 15 16 17 18 19 20
14 a -2275 Month
15 a -2330
16 1 -2400
17 1] -2445
1% 1] -2475
19 a -2495
20 1] -2500
'Foremanés commission is charged at 5% of the chit valu

commission is the primary source of income for the chit fund company.

13
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Cash Flows of membewvho takes the loan in the nineteentbnth

Prized
Monih ; Amount/ | Contribution] MMonthly Cash Flow: Loan in Month 19

L 50000

1 0 -2500 " .

5 0 2000 5 40000 | [APrized Amount

3 0 -2000 2 B Contribution

4 0 -2000 i —

5 ] -2000 -

6 o -2000 g 20000

7 0 -2000 -

g 0 2000 £ 10000

9 0 -2000 =

10 ] -2075 o o

11 0 2125

12 0 2175 10000

13 0 -2335 1 2 3 4 5 & 7 8 9 101112 13 14 15 16 17 18 19 20

14 0 2275 Month

15 0 2330

16 0 -2400

17 0 2425

12 0 2475

19 47400 2495

20 0 2500

There are many variations to the above mentioned process depending on the scheme, preference

of the members, capability of the company and so on.

Like any other financial industry, there are default date payments. The default rate in the
registered Chit Fund industiy estimated to be no more tha® in a given schemeThe usual
procedurdollowed by Chitfundswhen faced witldefauls is the following:

T Oral correspondence, Reminder by miaglgal notice, Case filed in Court

T Salary, collateral and personal property attached by the court

T Surety/Guarantor asked to pay, or company pays

2 Source: Selfeported interviews wh registered chit managers

14
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In case of default or delayed payment, the Chit Fund organizer has to put up the liquidity on

behalf of the defaulting and delaying members.

Why use Chit Funds?

In many parts of India, Chit Funds address gaps left by the traditional banking sector. They
mobilize huge amounts of small savings, and in return allow members to have adbes®im

of loans to lump suramount of money that they would often not be able to get from traditional
banks. Easy accessibility and flexibility are important aspe€tshis form of financing.
Compared to banks, Chit Funds require less documentation, are more flexible about collateral,
and allows to determine own interest rate (within the constraints of a given chit scheme).
Furthermore, there is no need to determinéramp whether funds are used for saving or
borrowing. This is a salient feature of chit funds as it not only puts in place a disciplined saving
mechanism, but it also allows to access cash when needed. In addition, as Chit Funds use the

funds of the partipants there is much less capital requirements for the institution (unlike banks).

Literature shows that the primary uses of Chit Funds are the following:

1 To address consumption needs such as marriage, education, property purchase and so on.

1 To pay df costlier loans from outside sources like loan from money lenders.

1 To address working capital, business expansion or-wgbartapital needs of small
businesses.

1 For emergency needs or simplgsavings for future needs.

Our survey results also shdhat Chit Funds are mainly used as a tool for saving and as a source

of loan for consumption, business and emergency purposes.

Limitation

15



<IFMR

) ) ) ) Research
Chit Funds as an Innovative Access to Finance for Lomcome Households

SMALL ENTERPRISE
FINANCE CENTRE

Among the |l imitations of Chi t Funds, as onl vy
participantscannot be s@rthatthey get loans whenever needddhere are multiple bidderghe

Apot o will go to the highest bidder or be all/l
given auction. This could potentially be detrimental to people who cannot deddty th
consumption or investment, as they are in desperate need of funds. They might have to resort to
money lenders or other informal sowsadfering very high interest rates. There could also be a
scenario where, a member in desperate need of the moaetu@ly successful in winning the

Apot o, but e nd$ highinterest ratd. This mlsoehightiights amether limitation of

the Chit Fund. In order to function optimally, thereaisieed to ensure that the ndedfunds

from the members ia given scheme igliosyncratic. Thus theelectionof members in a given

scheme requires a balancing act between savers and borrowers, as Chit Funds have less liquidity
than banks that have thousamd savers and borrowgrThe Chit Fund organizer plays arye

important role in ensuring that the groups are well balanced between savers and borrowers

1.3 Registered vs. Unregistered Chit Funds

A Chit Fund can dre feanrmegi ditr ehgéucksareorddazpd byt er e d
Chit Fundfirms/companies and regulated by the Chit Fund Abky arein essencénpersonal

contracts that depend on market fordgdaregistered Chit Funds are unorganized and run by
friends, relatives or personal group§hey are personal contracts that do adepend on market

forces but more on personal tiddnregistered Chit Funds which exceRd. 100 ($2)in chit

value are illegal in India, although it is widely known that the unregistered Chit Funds industry is

still very popular in rural areas and among goor population in urban and seanban areas.

1.4 Regulation
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The regulation of the Chit Fund industry was put in place by the Government of India to address
the problem of misuse of informal Chit Funds by unscrupulous promoters and founders running
away with the participatsd funds, leaving the members with little recourse to retrieve their
money back.

Introduction to Chit Fund Acts

The first enactment of chits was made by Government of Travancore (Kerala) in the year 1914.
Subsequently many statesindia formulated and enacted chit acts. With the collapse of big chit
companies in the early seventies, the Government of India constituted a special committee to
undertake the study of chits, its implications and benefits or problems to the Indiamgc@n

the recommendation of this committee a special chit act was formulated under the name of 'The
Chit Funds Act 1982' by the Parliament of Union Government. In Karnataka this Central Chit
Funds Act was promulgated in 1984 along with the Chit Fundn@aka) Rules 1983.

The otherChit Fund Acts that are in force are as follows:

The Andhra Pradesh Chit Funds Act, 1971, the Kerala Chitties Act, 1975, the Maharashtra Chit
Funds Act, 1974, the Tamil Nadu Chit Funds Act, 1961 as in force in the statendfNadu

and in the Union territories of Chandigarh and Delhi, the Uttar Pradesh Chit Funds Act, 1975,
the Goa, Daman and Diu Chit Funds Act, 1973, and the Pondicherry Chit Funds Act, 1966.

Important points from Th&entral) Chit Funds Act (1982):

1. The State Governmentay exempt any kit fund from all or any of the provisions of the
Central Act.

2. According to this Act, no bank can commence or carry on chit business after the
commencement of this Act.

3. This Act does not apply to anyh@@ fund the amountf which does not exceed one

hundred rupees.
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4. This Act extends to the whole of India except the State of Jammu and Kashmir.

5. According to this Act, the chit manager needs to deposit 100% of the chit value with the
Registrar of Chits prior to the commencemehthe chit scheme. This deposit will be
refunded to the chit manager on the successful completion of the chit cycle.

6. A Chit fund registered under this Act needs to have its accounts audited by a qualified
Chartered Accountant. The fixed deposit madéhatbeginning of the scheme will be
refunded only on the submission of the audited Balance Sheet and Statement of
Accounts.

7. The Act also requires all register&hit funds to impose a 40% cap on the bidding
amount. This 40% is calculated on the chit value of the scheme. Thisaids
administered to ensure that the bid does not rise uncontrollably leading to subsequent
default by the bidder. The minimum bid istected to 5% of the chit value which is the

foremanés (or chit managerds) commi ssion.

Points of difference between Acts prevailing in different states of India

Most of the provisions of the Central Act apply to @t funds run in different partsf dndia.

However, the State Acts may override certain provisions as deemed necessary. For instance, the
Andhra Pradesh Chit Funds Act 1971 had previously required the chit managers in that state to
deposit only 50% of the chit value with the Registrar bitECprior to the commencement of the

chit scheme. This provision has been amended recently with the adoption of the provision from

the Central Act that requires 100% deposit from chit managers. Similarly, the Kerala Chitties Act

was amended recently tocinde a provision which stipulates that companies can float chit
schemes only amounting to 50% of the foremant
Centr al Act , companies are allowed to fl oat C
The Kerala Act also imposes other stringent rules that have resulted in many companies
registering themselves outside the state (primarily in Jammu and Kashmir where the Central Act
does not apply). One should also note that in states which do not enaet @Hté&rund Act, the

Central Act will automatically prevail.
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Costs of Registration

Registration of a chit scheme entails numerous fee payments and other formalities, such as filing
of returns, maintaining minutes of the meeting, auditing of accamisso on, that need to be
satisfied by the chit manager. The Registrar of Chits of a particular jurisdiction is responsible for
registering the chit funds in that jurisdiction. As a first step in the formation of a group or
scheme, prior sanction needslie obtained from the Registrar. The prior sanction is granted at
the filing of an application and at the payment of fees of R&Bp Subsequently the company
needs to file a chit agreement with every member in that particular group. The fee for the
purpose is around Rs.480.4) per member. Once the chit agreement is filed and approved, the

certificate for commencement of the scheme is issued.

The registration process generally takes around two months to complete. There is no subsequent
requirement forenewal of the registration. Once the scheme commences, the chit manager has
to file the minutes of each auction with the Registrar every month along with a fee of around
Rs.4($0.08) Other costs of registration include fees payable on transfer of membership and on

any other filing requirement that may arise during the course of the scheme.

2. Size of the Registered Chit Fund Industry in India

2.1 Background

In the following we will mapout the size of the registeréchit Fund industry in IndiaNo

previous efforthas been made document the size and recent trends of the regis@edrund
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industry in India. This is mainly because the data is not digitabzeagtailable at a centralccess
point that could be reviewed as required. The majority of the data is in fact stored manually in
disparate locations. We hence set out to collect and collate the information from various
locations to assess the characteristics of the induBtigr to our work, he percefon of the

regulators has bedhat it is a small industry.

Every state in Indidnas a stat€hit Fund Act which requiresChit Fund companies to register
chit schemes (also referred to as thée lawo) with the office of the mgistrar of chits.We
concentrated our research on five states in liidieamil Nadu, Andhra Pradesh, Karnataka,
Delhi and Kerald where theChit Fund industry is more prominent. We covered a total &f 91
districts from all the five stateshereeach district has at least odl@it registrar office For some

larger districts there could be more than one office.

2.2 Data collection methodology and description

We visited all the registrar offices and collected data on each chit scheme that was registered
between 1st April 2001 and 31st March 2007. For each chit scheme welitaireeddata on

chit value, duration (also refers to the number of tickets or memlio@rs)e of company offering

the scheme and date of registration. We use this data to determine the trends and the size of the

regsteredChit Fund industry in different states in India

% In Kerala,we collected data from the Kerala State Fitial Enterprises (KSFE), a governmean chit company
which has operations in 14 districts. We collected macro data on total money circulated via chits and household
participation from KSFE head office in Thrissur
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2.3 Comparison with scheduled bank financing

Table 2-1 Scheduled Bank Deposit and Credit and Chit Fund Money Circulated 2006

Scheduled Banks (USD) Chit Funds (USD)
Deposits Credits Total Amount
State money
Amount Per Amount Per circulated pe.r
(millions) capita (millions) capita (millions) capita
Andhra Pradesh 24,184 300 19,842 246 1,481 258
Delhi 54,872 3,197 37,782 2,201 56 400
Karnataka 27,733 494 21,300 379 NA NA
Kerala 16,402 480 10,120 296 39 12
Tamil Nadu 27,469 423 29,083 448 761 236

Source: Bank Quarterly Statistics on Deposits and Credit of Scheduled Commercial Banks, March 2006 & 2007, RBI. Chit

Fundsi State Registration Office
Note: Amount per capita is calculated on all state household population for scheduled banks and on all chit fund household

participant for the chit industry.

The total money circulated vi@hit Funds for the year 2008s compare to bank financeas

indicated in the above table.

2.4 Comparison between different states

The different states that we focused our research on vary in theiresmeiomic characteristics.

This difference plays an important role in our analygsause it leads to variations in the usage
and viability of different schemed~or example,in our samplewe find that in Delhi the
concentration of businessmen/women is quite high and correspondingly the average chit value
operating in Delhi is higher vém compared to the other states. This coincides with the fact that
Delhi has a higher per capita incontéence, in order to compare the trends in @t Fund
industry across théve states, we would first like to understand the stase differences. The
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table below sets out the statese details on per capita income, population, unemployment rate,

literacy rate, and poverty rate.

Table 2-2 Statewise Socieeconomic Comparison

Per capita Unemployment Rafe Literacy  Poverty
State Populatiof
Incomé P Rural Urban Raté Raté
Andhra Pradesh 476 80.4 0.7 3.6 61.1 111
Delhi 1,111 16.1 1.9 4.8 81.8 10.2
Karnataka 493 56.1 0.7 2.8 67.0 17.4
Kerala 557 33.6 10.7 15.6 90.9 11.4
Tamil Nadu 534 65.2 1.2 3.5 73.5 17.8
Source:
1. For Sl. No. 132-- Directorate of Economics & Statistics of respective State Governments, and-fodial- CSO.
2. Census Report 2001CD id CD 300
3. Rajya Sabha UnstadeQuestion No. 828, dated 29.11.20@6w.indiastat.com
4. Rajya Sabha Unstarred Question No. 660, dated 23.11.2001 & National Commission of Waméndiastat.com
5. Source: Planning Commission, Government of India (Based on MRP$, Consumption, 1$ PPP)

From the above table, we can see that Delhi has the highest per capita income and Andhra
Pradesh has the lowest whereas it is-vieesa in terms of gaulation. Also, Tamil Nadu has the

highest poverty rate.

We excluded Karnataka from the comparison as the data maintained in the Karnataka registra
office was incomplete. There are a total of 9075 schemes that were registered out of which only
2883 schmes have data on date of registration. Thus a trend analysis was not possible for
Karnataka though we had collected data from all the districts. In Kerala, we had data from KSFE
on the total money circulated via chits and on household participation wkitlave used in our

analysis.
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2.4.1 Number of Chit Fund companies

1800
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1000 —o— Andhra Pradesh
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200 — pp—————— —il
0 . . . .
2003 2004 2005 2006

2003 2004 2005 2006 | % Change
Andhra Pradesh 1558 1467 1402 1254 -19.51
Delhi 176 192 213 203 15.34
Tamil Nadu 1097 1085 1051 1016 -7.38

The number of registerechit Fund companiegecreased by 19% in Andhra Pradesh and 7% in
Tamil Nadu between 2003 and 2006. During the same time period, the number of companies
increased by 15% in Delhi.
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2.4.2 Number of chit schemes registered
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2003 2004 2005 2006

2003 2004 2005 2006 | % Change
Andhra Pradesh | 16092 | 11538 | 13454 | 11396 -29.18
Delhi 627 726 745 665 6.06
Tamil Nadu 13129 | 13438 | 13285 | 11755 -10.46

The number of chit schemes that were registered decreased by 29% in Andhra Pradesh and 10%
in Tamil Nadu between 2003 and 2006. During the same piened, it increased by 6% in
Delhi.
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2.4.3 Total value of registered chit schemes
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2003 2004 2005 2006
2003 2004 2005 2006 % Change
Andhra Pradesh 39.2 334 42.8 41.2 51
Delhi 1.8 2.1 2.3 2.26 22.8
Tamil Nadu 25 26 28.2 27.8 11.2

The total value of registered chit schemesreased by 5% in Andhra Pradegi% in Tamil
Nadu and 23% in Delhi betweéme year22003 and 2006.
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2.4.4 Total money circulated via chits per householt
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2003 2004 2005 2006

2003 2004 2005 2006 | % Change
Andhra Pradesh 825 850 905 1003 21.57

Delhi 1576 1505 1469 1555 -1.33
Tamil Nadu 788 794 819 917 16.37
Kerala 36 38 41 45 25

The total money circulated via chits calculated on a per household basis increased by 21% in
Andhra Pradesh, 16% in Tamil Nadu and 25% in Kebataveen 2003 and 2006. During the

same time period, it decreased by 1% in Delhi.

“ Foreach year we look at all the operational chit schemes. Part of this money will be distributed to auction winners,
5 percent of it will go to the Chit Fund company as commission and the remaindestistreiid among members

as dividendsWe divide this by the statsise household population to control for differences between states. We
assume 4 members per household
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2.4.5 Share of households participating irChit Funds’

12
10 —
8
/ ' —t —&—Andhra Pradesh
6 —fi—Delhi
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2
. - —_—T — | |
2003 2004 2005 2006
2003 2004 2005 2006 % Change
Andhra Pradesh 6.56 7.49 7.53 7.14 8.84
Delhi 0.46 0.75 0.87 0.87 89.13
Tamil Nadu 4.29 511 5.21 4.94 15.15
Kerala 9.48 9.48 9.37 9.86 4

The share of households participatingCimt Funds increased by 9% in Andhra Prade$9p &
Delhi, 15% in Tamil Nadu and 4% in Kerala between 2003 and 2006.

®In agiven year we calculate the number of people participating every month bgatjggethe duration of every
active scheme in that month and take an average across all the months to arrive at the average household
participation for that year. We divide the yearly household participation bywiseehousehold population to
control far differences between states. We assume 4 members per household
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2.4.6 Percentage olow value schemes by year

Percentage of Equivalent Monthly Installement (EMI) < 2,000 Rs. by Year

% Change
State 2001, 2002 2003 2004 2005 2006 200 1_20%6
Andhra Pradesh 575 53.9 54.5 46.6) 42.8 38.0 -30.3%
Delhi n.a. n.a. 10.1 10.2 9.1 10.2 1.8%
Tamil Nadu 59.0 51.0 52.0 50.0 47.00 39.0 -25.0%

Percentage of Chit Schemes < 50,000 Rs. Chit Value by Year

% Change
State 2001 2002 2003 2004 2005 2006 2001-20%6
Andhra Pradesh 52.8 49.2 49.2 42.0 37.0 324 -34.2%
Delhi n.a. n.a. 17.7 19.2 13.3 16.5 -6.6%
Tamil Nadu 63.0 60.0 60.0 60.0 58.0 52.0 -13.3%

The percentage of chit schemes with EMI (equated monthly installment) less than Rs.2000 and
chit value less than Rs.50000 has been significantly decreasing over the years in Andhra Pradesh

and TamilNadu Regarding the state of Delhi, the same proportions have been conistantly

over the same period.

2.5 Summary

The Chit Fund industry seems to be moving towards fewer but more expensive schemes. This is
evident from the fact that there is a genetatrease in the number of chit companies and

schemebeingregistered but there is an increase in the individual ticket sizes.
Possible explanations for this trend could be the following:
1. Increase in inflation and wealth in India could mechanicallgt teathis outcome.
2. Changes in regulations make it more expensive for chit companies totiserpeor:

Towards the end of 20634 and early 20085 the government implemented a law which

requiredChit Fund companies to deduct tax from dividend income earned by subscribers
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irrespective of the size of prize money. Those individuals who would not be in tax
bracket could claim a rebate at the end of the accounting year. Nevertheless, this
implementation sigficantly increased the operational costGbit Fund companies due
to increased paperwork and the hassle of filing claims with tax authorities. Interestingly,
this tax reduced the profitability in lower value schemes much more than higher value
schemes. Bcause, the revenue to tlhit fund company is higher from large value
schemes but the increase in cost due to taxes is identical across schemes of differing
sizes. As a result many chibmpanies drastically reduced their exposure to lower value
schemesThis led to a financial exclusion of a large rhem of small businesses and low
income households from the registered chit industry.

3. Shift of Chit Funds from registered to unregistered or maturation of indugtsy
explained in the previous poirthe financial exclusion of lowncome households from
the registered industry perhaps pushed them into the unregistered chit industry where
their investments are less secure. Also, some companies might have becevrablieon
as a result of the regulation changel perhaps have consolidated with bigger players in

the industry.
All the above stated explanatioseem to point to a disturbing tremdthin the Chit Fund

industrysincethese pointsuggest thaChit Funds are in general excluding the poor from their

target group mainly because they peeceived to benprofitable to serve.
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3. Characteristics and Financial Needs of Chit Participants

3.1 Background

Understanding the behavior and financial needs of the chit members is an important step in
studyinghow to facilitate financial access for the poor through Chit Funds. It will allow us to
identify current gaps in financial services, as well as determine if the financial needs of the lower
income households can indeed be met by Chit Funds. In ordehieveadhis, a survey was
conducted among Chit Fund members.

3.2 Data collection methodology and description

To collect client level information, a survey questionnaire was designed and comprised of the
following sections: (1) Demographics (2) Financiattadle (3) Chit Fund Participation (3)
Business Details (4) Financial Literacy and Risk Attitu@ibe questianaire is available in
Appendix B It was also translated in the local languagfethe different stateso ensure
comprehension of the survey by the memb@iit Fund members contact information was
collected from participatinghit companiesin all the five statesof Tamil Nadu, Karnataka,

Delhi, Andhra Pradestand Kerala We randomly seleed a sample ofapproximately 1,000

clients from the client list provided by the participatiogmpanies (targeted sample is 500 in

each state; we selected a buffer to ensure that we reach the target in case of unclear address or
phone numbers and refusal3hese clientsvere then contacted for their interest in doing an
interview.In some instances, the person in whose name the chit schemes were registered was not
actively involved in the scheme. In those cases, we specifically asked for the survey to be filled
by the peson actually operating the scheriibe acceptance rate was approxima8€l9o. Main

reason for refusal was lack of availability or interest. Each interview was approximately 45
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minutes and was conducted in person. Thorobgtk checks were conducted aftdre data
collection process to ensure completeness and accuracy of the data.

Table 3-1 Sample Size bytate”’

Area Cowverage

Total

State Sample Major City Non-Major City

% N %
Andhra Pradesh 426 76 17.8 350 82.2
Delhi 182 (410) 182 (410) 100 - -
Karnataka 283 283 100 - -
Kerala 366 61 16.7 305 83.3
Tamil Nadu 400 127 31.8 273 68.3
Total 1,657

As shownabove, where possible, the survey was conducted in different geographical areas of a
given state. Furthermore, as we wanted to have a wide range of types of chit members, we
surveyed current chit users and rmnrent chit users. Overall, the sample casgat of around

78% of current chit users. A further description of chit memberdhiandthey use Chit Funds

available in section 3.5 below.

®In Delhi, we completed the survey of 410 chit members. However, a thorouglchedkwas not possible as
many of them could not be reached. Hence, we restricted our analysis tonthrabers (182) whose responses
could be bacichecked. We have reported the analysis results for all the respondents (410) in the appendix.

" Major city is considered Chennai for Tamil Nadu, Hyderabad for Andhra Pradesh and Trivandrum for Kerala.
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3.3 Demographics

Table 3-2 Demographics

By State
Variable Overall Laangﬂ Delhi Karnataka Kerala g?:dhégh
Gender (%)
Male 83.1 75.3 80.8 88.0 89.6 82.6
Female 16.6 248 19.2 12.0 104 16.0
Age (mean) 43.4 446 431 44.1 42.4 42.9
Education (%)
O 9 years of sdhDol i248 2.8 8.1 9.9 7.3
Attended High School 44.6 42,5 28.0 37.8 69.7 35.7
Graduate Degree 304 24.0 53.9 32.5 17.5 36.2
Post Graduate Degree 13.4 9.3 154 21.6 3.0 20.4

As evident from the table above, ti@hit Fundindustry is primarily dominated bynale
members This is true for all the states and thus for the overall statistic as well. Another
similarity betweenthe data for all the states ihe mean age of the population that ranges
between 4015 years. As far as the status of education is concerned, Delhi is the state with
highest proportion graduates and lowest proportion of people not having attended high school. In
contrast, Kerala haseHowest proportion of the former and Tamil Nadu, the highest proportion

of the latter.
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Table 3-3 Occupation and Income

By State
Variable Overall - Tamil Delhi Karnataka Kerala Andhra
Nadu Pradesh
Occupation (%)
Self-Employed 43.2 43.3 50.0 55.8 55.7 20.2
Salaried Employee (non-gov.) 22.7 22.8 24.7 19.1 19.7 26.8
Salaried Employee (gov.) 13.0 10.0 7.1 8.1 8.2 25.8
Housewife 10.0 16.8 8.8 7.1 6.6 8.9
Retired 53 55 6.6 5.7 2.5 6.6
Other 6.1 1.8 2.8 4.2 7.4 11.7
Monthly Income (%)
O 200 $ 324 60.3 11.0 16.3 29.5 28.6
1200 $ - 400 $] 384 275 35.7 30.7 415 52.1
1400 $ - 600 $] 16.7 75 28.0 26.5 18.6 12.2
> 600 $ 6.7 28 17.0 18.0 1.0 3.3
Unknown 5.8 2.0 8.2 8.5 9.7 2.8

Note: Monthly Income in USD using the exchamge @ 50 Rs./USD $

Analyzing the occupational structure of the five states, it can be inferred that for all of them,
excluding Andhra Pradesh, selnployment is themost popular occupation followed by
working as a salaried employee in the private se€r the state of Andhra Pradesh, there is an
almost equitable distribution of people working in the firgteéh categories (seéfmployed,
salaried employee (negovernment) andagaried employee (g@nmeny). Assuming that the
monthly income consistef the household income, Tamil Nadu has the highest proportion of
lowest income households. Another notable difference is that Tamil Nadu has the highest
proportion of chit members reporting to be housewives. Delhi and Karnataka have the highest
proportionof highest income households than other states.
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Figure 3-1 Frequency of Occupation based on Gender
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From the figureabove it is evident that mostvomen are housewives whereas most men are

eitherengagedn busines®r are salaried employees.
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3.4 Financing details

Table 3-4 Banking Details

By State
variable Overal Tamil Delhi Karnataka Kerala Andhra
Nadu Prades|
Has bank account (%) 95.4 89.8 995 95.8 95.6 98.4
Type of bank account(%o)
Savings 93.8 96.4 91.2 87.8 93.7 96.7
Current 25.3 17.3 38.7 43.2 28.0 12.4
Deposit 9.8 6.1 5.0 3.3 15.4 14.3
Demat 3.5 3.9 2.8 9.6 2.0 0.7
Other 0.5 0.0 0.0 2.6 0.3 0.0
Has bank loan(%) 33.0 245 17.0 44.2 42.1 32.6
Type of bank loans(%)
Business loan 33.1 174 41.9 32.8 56.5 16.6
Personal loan 35.3 40.8 35.5 32.0 27.9 42,5
Vehicle loan 17.2 9.2 323 27.2 11.0 17.3
Jewel loan 3.7 2.0 0.0 0.8 7.8 3.6
Others 26.7 33.7 9.7 40.0 10.4 31.7
Unknown 1.2 1.0 0.0 0.0 2.7 1.4

More than 90% of the population holds a bank account and this is true for all the states. As per
the Chit Fund criteria, which requires the members to hold a savings account so that checks can
be issued in their name, almost everyone (in all the states) Bavings accounthe Reserve

Bank of India (RBI) has promoted basic no frilank accounts with low minimum balances and
charges that araffordable to poor households. However, banks perceive theses aaslasss
desirable productas they cannatharge transaction fees on these accounts and interest is earned
on the floatAs an example, aRBI study found that 87% of accounts in a repreative district

were inactive mostly due tlittle efforts of the banks to promote the savings benefitshef t
account to poor customers atodreach more remote locatiofi$us, a more accurate measure of
bank usage is the extent to which other types of bank accounts, such as the current account is
used. This is because current account is mostly used fordt@msand business purposes. After

the savings account, current account is the most prefgmpedf accounin all the stategxcept
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for Andhra PradesiDelhi and Karnataka have higher proportion of populatisingthe current

account as compared to trest of the states.

Regarding bank loans, it is clearly evident from the data that Karnataka and Kerala are the states
having over 40% of the member with bank loans. Amongpé@ple who have taken a loan,
businessand personal loans are the two most@oon and popular types of loan. For the state of
Andhra Pradesh, however, the percentage of business loan holders is less than that of the vehicle

loan holders.

Table 3-5 Preferred Mode of Savings/Loan

By State
Variable Overall  Tamil Delhi Karnataka Kerala Andhra
Nadu Pradesh
Preferred mode of savingg%)
Bank/Post Office 61.1 61.5 511 57.2 56.8 71.1
Chit Fund 27.3 285 33.0 29.7 23.5 25.4
Mutual Fund 5.2 4.5 11.5 6.7 6.6 0.9
At home 4.0 5.0 4.4 2.8 6.8 1.4
Other 0.5 0.5 0.0 2.1 0.0 0.2
Unknown 1.2 0.0 0.0 1.1 4.1 0.2
Preferred source of loang%)
Bank 63.9 67.0 39.6 80.6 51.9 70.4
Family 14.4 10.3 26.9 3.9 20.0 15.3
Chit Fund 13.2 12.8 23.6 7.1 18.3 8.9
Friends 5.8 8.0 7.1 53 4.4 4.7
Money Lenders 1.2 2.0 2.2 0.4 1.6 0.0
Other 0.2 0.3 0.0 1.1 0.0 0.0
Unknown 1.1 0.0 0.0 1.4 3.2 0.2
Prererrea source or l0oans (Iow INterest rates(o)
Bank 55.9 74.5 29.1 73.1 33.9 575
Family 15.2 9.8 407 7.4 0.0 27.7
Chit Fund 10.6 7.3 18.7 7.4 17.2 6.6
Friends 7.2 7.0 11.0 9.2 3.8 7.5
Money Lenders 0.5 1.3 0.0 0.4 0.6 0.0
Other 0.0 0.0 0.0 0.0 0.0 0.0
Unknown 0.9 0.0 0.0 0.7 2.5 0.7

36



<IEMR

) ) ) ) Research
Chit Funds as an Innovative Access to Finance for Lomcome Households

SMALL ENTERPRISE
FINANCE CENTRE

Deciphering from the above table, in all the states and thus at the overalbsslels the most
preferred source for savings. However, Chit Fund is considered to be the preferred mode of
savings for approximately 27% of the oe@opulation. Similar proportions are found state

wise ranging from around 24% in Kerala to 33% in Delhi. Other saving sources such as mutual
funds andkeeping savingat home are much less pretd than Chit Funds and Bankkhe

figure below illustrateghe overall order preference of savngource;,Chit Funds are second
favorite option after banks for over 40% of the members.

Figure 3-2 Overall Ranking of Preferred Mode of Savings
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Also, in all the states arat the overall level, dnkis the most preferred source for loans for over
50% of the chit membelgxcept in Delhifollowed by family Chit Fundis considered to be the
preferred mode oloars for approximately13% of the overall populatiorBetween states, the
proportion ranges from 7% in Karnataka to 24% in Délank is also the most preferred source

of loan on the basis of lowest interest rate in all states except in Delhi where family is most
preferred. ChitFund is considered to be the prefersedirceof loans based on lowest interest
rates for approximately 11% of the overall populat©therloansources such asoney lenders

and friendsare much les preferred than Chit Fundbanks and family. The figue below
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illustrates the overall order preferencdaznsource; Chit Funds are second favorite option after
banks for oveB5% of the members.

Figure 3-3 Overall Ranking of Preferred Source of Loans
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3.5 Chit Fund participation

Table 3-6 Chit Fund Usage

By State

Variable Overall  Tamil Delhi Karnataka Kerala Andhra

Nadu Pradesh

Current Chit Fund user (%) 78.0 67.5 51.7 80.9 7409 99.1

Regular participation in Chit Funds (%) 71.6 57.3 50.0 75.3 70.8 90.9
Length of participation in Chit Funds (%)

O 5 years 47.0 49.3 31.3 435 555 47.0

6 - 10 years 32.2 27.8 42.9 26.2 31.7 37.8

11 - 20 years 14.4 12.0 15.9 23.7 9.6 12.0

> 20 years 5.0 105 6.6 4.2 0.8 2.6

Unknown 15 05 3.3 25 0.55 0.7

As can be seen from thable above, the percentage of current tORind users varies over a
wide range with 2% in Delhiand 9%6 in Andhra Pradesh. Ovdlahe statistic values at 78
Percentage of regular participants of Chit Funds also varies along similar line®%iith Belhi
(least) and %% in Andhra Pradesh. At an overall levatpund72% of the people participate
regularly inChit Funds. In general, the length of participatiorcimt schemes is less than 5 years
in all the states except for Delhi where it is primariiL® years. Only in a very few cases the

time period exceeds 20 yeaFor tre state of Kerala, this happandess than % of the cases.
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Table 3-7 Ex-anteandEx-postreason for Chit participation

By State
Variable Overall  Tamil Delhi Karnataka Kerala Andhra
Nadu Pradesh
Ex-ante: Reasons for participation in Chit Fund schemeg%)
To save 72.1 80.0 62.6 77.4 57.9 77.5
To raise capital for personal consumption  25.9 37.5 68.7 134 120 16.9
To invest in working capital 20.9 25.8 26.9 13.1 20.8 19.0
To raise capital for business 17.9 18.5 34.6 198 164 10.3
To raise capital and save 15.8 55 484 39 205 155
Other 5.4 95 1.7 9.2 2.5 0.9
Unknown 0.8 95 1.7 9.2 2.2 3.3
Ex-post: Reasons for bidding in a given month{%)
Emergency needs 55.9 61.3 59.3 53.7 50.3 55.9
Business investment 30.0 31.3 423 346 30.9 19.7
Purchase household goods 23.3 38.3 18.7 18.0 16.7 20.4
Working capital needs 145 8.8 231 7.8 213 14.8
Health care 13.8 19.5 16.5 4.2 6.8 19.7
Marriage 12.8 18.0 14.3 9.5 8.2 13.4
Other 9.5 17.8 3.9 11.3 2.5 9.2
Unknown 3.1 0.0 1.7 0.7 8.7 3.3

Saving is seen as the most importartintereason for participating in the Chit Fund schemes.
Other prominent reasons across the states are consumption and business requirements. Overall
and across all the states, the most impomatostreason giveror bidding in a scheme is the
emergency requirement. Business investment and household purchase are the other prominent
reasongexceptfor the states of Delland Kerala wheraeed for working capital also influences

people to bid.
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Figure 3-4 Frequency oEx-postreason for Chit participation for different income classes
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From the figureabove it is evident that as income goes up, the proportion of chit members
bidding in Chit Funds for isiness investment goes up. However, the proportion of chit members
bidding in Chit Funds for consumption nedlilse buying goods, marriagefc.)goes down with
increase in income. This could mean that the poor among chit members usually use chot loans f
consumption purposes whereas the rest of the population (majority business people) use them
more for business related purposes.

Table 3-8 Bidding reasons by Gender

Business Capital Buy Goods Marriage | Health Emergency
Male 33% 15% 21% 12% 12%
Female 13% 9% 34% 14% 22%

It is evident that women usually bid in a chit scheme to meet marriage expatisgstheir own
or their family member so. On t he regurdmemtinhand,

their business.
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Table 3-9 Reasons for &ing in ChitsFunds

By State

Variable Overall Tamil Delhi Karnataka Kerala Andhra
Nadu Prades|

Reasons for saving in Chit Fund schemg$o)
House purchase 26.9 33.8 13.7 216 276 29.1
Marriage 16.8 21.3 23.6 10.6 115 18.3
Jewel purchase 12.6 358 2.2 1.8 8.2 6.1
Vehicle purchase 12.5 178 7.7 57 17.2 10.1
General 30.7 11.8 46.7 48.1 284 32.2
Other 26.5 35.5 29.7 25.1 210 22.3
Unknown 3.9 0.0 0.6 0.7 11.2 4.7

As illustrated in the table above, there is no specific pattern observed in the data for different
states as far as the reasons for saving in Chit Funds is concerned. For the state of Tamil Nadu,
the reason is primarily jewel purchase while in the casPaifi it is marriage purpose that
drives people to save in the Chit Fund schemes. Likewise, the reason varies from state to state.
Fromthefigure below, it is evident thabverall, the chit members seem to save in Chit Funds for

no specific reason bt use it as general savings.
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Figure 3-5 Overall Saving Purposes
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Figure 3-6 Frequency of reasons for saving in Chit Funds for differemame classes
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The trend in savings reasoas indicatedn the figure aboveshows thatwith an increasen

income saving in chits for vehicle, house and jewel purchase goes gwaportionaely.
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Figure 3-7 Frequency of reasons for saving in Chit Funds for different edudatiels
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As shown in the figure above, the proportion of chit members saving in chits for specific
purposes like vehicle, hoaor jewel purchase and marriage goes up with increase in education
level. As education level increases, proportion of chit members saving in chits for general

purposes goes down.

Table 3-10 Savings goal bysender

Vehicle Jewel
Marriage | Purchase House Purchase | Purchase General
Male 16% 13% 25% 11% 32%
Female 16% 10% 32% 21% 30%

Most women save to purchase a house while most men save for no particular reason but as
general savings. As would have bestpected, a higher proportion of women save for jewel

purchase than men.
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Table 3-11 Reason for Participating in Chit Fundgher than Banks

By State
Variable Overall  Tamil Delhi Karnataka Kerala Andhra
Nadu Pradesh
Reasons for participating in Chit Funds rather than a bank, (%)
Better returns 50.8 58.3 58.8 421 29.8 61.7
Better interest rate 45.0 515 47.3 399 251 55.9
Less documentation / collateral required 42.6 37.3 39.6 254 822 26.5
More familiar 23.4 28.3 154 194 331 18.5
Better service (collect money from doorstep)  24.0 325 35.7 141 221 14.1
No bank access 7.5 6.3 115 8.1 4.4 9.4
Other 6.3 95 22 12.0 4.1 3.3
Unknown 1.3 0.3 0.0 0.4 2.5 2.4

From the table abové, is clearthat overall and by state, better returaisd better interest rates
are the mosimportantreasondor people toparticipae in Chit Fundsrather tharusinga bank
except in Kerala wher82% quotdess documentn or collateral requirement as theasorfor

participaing in Chit Funds rather tharabks.

Table 3-12 Chits/Bank as preferred loan soe by easons for participating in chits rather than
banks

More familiar Less documentation Better returns | Better interest rate Better service
collateral
Chit Funds 22% 58% 46% 40% 28%
Banks 23% 38% 45% 43% 22%

There are not manyariations in the reasons given by chit members for participating in Chit
Funds rather than banks between those who prefer Chit Funds to banks for taking a loan. This is
interesting because even though they prefer to participate in chits due to bettes, fedtter
service, familiarity or better loan interest in chits, they still prefer banks as a source of loan (at
the same level). This may indicate that the preference is based more on perception than actual
knowledge. However, a higher percentage of imens who said less documentationamilateral
requirement ishereason they participate in chits as opposed to banks, also ranked Chit Funds as
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the preferred source of loans. This indicates that one of the athjantagesf Chit Funds over
banks is tk reduced paperwork and lower collateral requirements. It would be interesting to see

how this aspect can be studied further and capitalized by Chit Funds to widen their markets.

Table 3-13 llliquidity i n Chit Funds

By State
Variable Overall  Tamil Delhi Karnataka Kerala Andhra
Nadu Pradesh
llliquidity in Chit Funds (%) 33.3 36.6 9.6 37.8 243 43.9
Options used during such timg%)
Borrow from family/ friends/ colleagues 61.2 66.5 68.8 477 34.8 76.5
Wait till next chit auction 26.7 23.0 31.3 46.7 29.2 16.6
Borrow from money lenders 171 16.5 25.0 84 20.2 20.3
Borrow from business partner 5.8 26 125 28 124 6.4
Borrow from other chit members 4.2 0.7 125 1.9 5.6 7.0
Borrow from other chit funds 2.7 20 6.3 0.0 5.6 3.2
Had to let go of a good business opportunity 0.9 0.7 6.3 0.0 2.3 0.5
Other 10.5 158 6.3 28.0 11 11
Unknown 2.2 0.0 0.0 0.0 4.5 4.3

Delhi faces the lowest amount of problems related to illiquidity and Andhra Pradesh the highest.
Tamil Nadu and Karnataka also face a significant amount of illiquptityplems When faced

with such a problem, people choose to borrow from family/friends/colleagues as their first
preference In Karnataka and Kerala, peop#tso prefer to wait till the next chit auction.
Borrowing from a money lender is not considered to be denatde an option as expected but it

is still far more prominent than borrowing from a business partner.
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Figure 3-8 Overall Frequency of Illiquidity
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Overall, out of the people who said there wiestances when tlgehave not been able to win the

chit auction when they needed money, 69% of them said it happened once or twice and around
20% said it happened8times. Only 5% said it happened very frequently. By state as well, the
trends are similawith around 2880% members facing illiquidity claiming to face it once or
twice. Though the incidence of illiquidity is not very frequent, it is important to note that it is still

a big problem faced by Chit Fund members.
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Table 3-14 Bidding Behavior of Chit Members

By State
Variable Overall Tamil Delhi Karnataka Kerala Andhra
Nadu Prades|
Timing of bid (%)
Bid when need the money 53.7 38.8 53.3 59.7 705 50.2
Always bid late 20.8 43.8 231 23.3 4.1 9.4
Always bid early 19.4 15.0 12.6 11.0 153 35.9
Bid when no one else is bidding 3.7 23 71 3.9 3.8 3.3
Other 1.0 0.0 0.0 1.1 3.6 0.0
Unknown 1.2 0.0 33 1.1 2.7 0.2
Timing of bid within a cycle (%)
Bid during middle of scheme 16.5 19.8 17.0 17.7 9.8 185
Always bid late 14.5 14.8 31.3 311 2.5 5.6
Always bid early 8.3 4.8 13.7 9.5 5.5 12.0
Other 2.8 20 0.0 8.1 2.2 1.6
Unknown 16.4 00 22 1.1 544 16.0

Considering time as the variable, people of Delhi and Karnataka show almost similar bidding
behavior.On anaveragamajority prefers to bid late versus eaflgxcept for the states of Kerala

and Andhra Pradestgnd does not-priori decide to bid, but opt to bid when they need the
money.Very few peoplebid when noone else is bidding, which implies thag¢ople have an
understanding of chit auohs and the opnal strategies that they should follow in order to

obtain maximum gains.
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Variable Overall

Calculating maximum bid amount (%)

Interest rate of outside option 47.5
Rate of return for intended project 15.2
Both of the above 27.2
Other 6.6
Unknown 3.4

By State

Tamil . Andhra
Nadu Delhi Karnataka Kerala Pradesh

76.5 14.3 445 26.0 55.2

6.5 16.5 145 295 12.2
8.0 654 223 265 31.0
88 11 17.0 5.7 0.7
0.3 28 1.4 12.3 0.9

Analyzing the methodology followed by the people while dalitng the maximum bid amount

it has been observed that they mainly use interest rate of outside option availabte &g the

guideline People in Kerala, howeveaJso use the rate of return for the intended project to

calculate the maximum bid amouirt Delhi, both the interest rate and the rate of return are used

for deciding the bid amount.

Table 3-16 Multiple Membership

By State

Variabl ] Tamil Andh
ariable Owera anm Delhi Karnataka Kerala ndhra
Nadu Pradesh
Multiple membership (%) 26.1 17.8 12.0 37.1 13.1 43.4

Reasons for participating in multiple schemeg%)

To allocate funds for different activities 29.6 12.8 33.8 50.0 35.2 17.8
For surety purposes 53.9 6.0 71.6 20.0 61.9 53.0
To have more chance of wining in an auction 19.0 3.1 176 30.0 11.4 20.5
Unknown/Refused to answer 18.8 1.2 6.8 15.0 9.5 29.2

Multiple-membership is defined as participatingnmore than one Chit Fund schenfound

26% of the chit members participate in more than one scheme at a given point Eatinataka

and Andhra Pradesh particularly have a lot of multiple membexships is an interestingspect
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ast here is asameniiadimmgzati ono behavior
Funds is fungibleSuch compartmentalization defies rational thinking.
Table 3-17 Chit Value & Duration

Chit Value Duration Equivalent Monthly
State (US $) (months) Installement (EMI)

Mean Std Median Mean Std  Median Mean Std Median

Andhra Pradesh ~ $4,588 $5,632 $2,000 46 8 50 $101  $140 $50
Delhi $3,720 $3,346 $2,400 28 6 30 $155  $216  $100
Karnataka $4,946 $11,201 $2,000 30 8 30 $171  $405 $80
Kerala $2,451 $4,441 $2,000 25 11 20 $112  $221 $80
Tamil Nadu $1,692 $1,750 $1,000 30 11 25 $55 $47 $40

Note:Chit Value and E

The averagechit vale ranges between approximately $1,7600Tamil Nadu and $4,900 in
Karnatakawhereas the median ranges betw&&000 in Tamil Nadu and $200 in Delhi.
Likewise, medianEMI ranges between $40 in Tamil Nadu and $100 in Délhe duration

MIn USD using the exchange rate @ 50 Rs./USD $

ranges between 20 months in Kerala and 50 months in Andhra Pradesh.

Figure 3-9 Overall Safety Perception of Chit Fund Companies
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Figure 3-10 Statewise Safety Perception of Chit Fund Companies
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Overall and by staté&;hit Funds are considered very safe or sgfenajority of the members. As
much as 96% of chit members overall think that @ Fundsthey participate in are saftn
Delhi and Tamil Nadu more than 50% of the chit members think that the Chit Fund companies

they participate in are very safe.

Table 3-18 Safetyperception ofChit Fundsloyalty and participation status

Loyalty Current Non current
Y usage usage
Safety 85% 95% 94%

Around 85% of the chit members who consider Chit Funds to be saédsariyal to the Chit
fund company they are participating in. This brings out the fact that Chit Funds operate based on
the trust relationship with their members. Moreover, around 95% of the chit members who
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consider Chit Funds to be safe are also current users of Chit Funcistimgd that the trust
relationship holds true even in the present scenario. Interestingly, 94% of the non current users of
Chit Funds also think Chit Funds are safe, which indicates that they didiseuintinue

participaing in chits due to safety conces.

3.6 Business details

Table 3-19 Business Type

By State
Variable Overall Tamil Delhi Kamnataka  Kerala Andhra
Nadu Pradesh

Industry Category (%)

Apparel 14.6 24.3 26.0 10.8 6.9 7.0
Food Industry 12.8 16.2 3.0 10.1 16.2 14.0
Trading 10.7 8.7 12.0 5.7 17.6 5.8
Engineering 9.2 4.0 12.0 13.3 9.8 7.0
Housing & Construction 6.1 35 3.0 9.5 6.9 7.0
Paper & Print 5.8 1.7 9.0 9.5 6.4 2.3
Chemicals 4.7 2.3 3.0 9.5 3.9 4.7
Transportation 4.7 5.2 3.0 7.0 2.9 5.8
Metal Industry 4.0 9.8 3.8 25 1.2
Wood Industry 3.1 1.2 7.0 3.8 2.9 1.2
Decoratives & Entertainment 2.2 0.6 4.0 1.3 25 4.7
Financial Services 1.8 1.2 2.0 2.5 2.0 1.2
Service (Professional) 15 - 1.0 3.8 15 1.2
Communication 1.0 2.3 - 0.6 1.0 -
Packaging 0.7 - 3.0 1.3 - -
Education 0.6 1.2 - - - 2.3
Others 6.9 4.0 7.0 6.3 9.3 8.1
Unknown 9.7 13.9 5.0 1.3 7.8 26.7

A majority of sel-employedchit membersoverall and by state, amngagd in the apparel
industry followed by the food and theading industryln Kerala, however, the moptominent

business type is trading whereas in Karnataka it is engineering.
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Table 3-20 Business Revenue & Employees

By State
Variable Overall Tamil Delhi Kamataka Kerala Andhra
Nadu Pradesh
Combined monthly revenue(%)
O 200 $ 17.9 22.3 6.6 5.1 27.2 16.4
1200 $ - 400 $] 30.0 20.9 28.6 154 43.2 35.8
1400 $ - 1000 $] 19.6 16.6 36.3 18.0 17.9 9.0
> 1000 $ 32.6 40.3 28.6 61.5 11.7 38.8
Number of employeeg%)
No employee 8.8 14.6 4.4 5.9 9.4 51
1 employee 15.1 16.5 4.4 8.1 25.0 12.8
2 employees 215 22.0 154 11.0 30.7 231
3 employees 9.2 7.9 8.8 7.4 10.9 115
4 employees 6.8 55 11.0 8.8 4.7 6.4
5 employees 8.3 11.6 7.7 8.1 7.3 51
> 5 employees 30.3 22.0 48.4 50.7 12.0 35.9

Note: MonthlyRevenuen USD using the exchange rate @ 50 Rs./USD $

The table above shows that a major proporti o f Del hi 0 scontbimedimorghys e s f
revenue in the range of $40%1000 For the state of Karnataka this value exced®0. Also,

a large propdion of the businesses in the two states employ more than five people. This simply
implies that these two states are more business oriented and have big businesses. Analyzing on
similar lines, Kerala has more small businesses Vatter turnover and lesser number of
employees. Comparing the data across states, Tamil Nadu is the state with the highest percentage

of oneman businesses, i.e. businesses with no emoyee
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Table 3-21 Saurce of Funds for Business

By State

Variable Overall Lzrg: Delhi Karnataka Kerala anad dher:h

Source of funds for starting businesg%)
Personal savings 71.1 76.9 79.1 70.9 67.7 59.3
Loan from friends/ relatives 17.1 15.6 154 18.4 19.1 15.1
Loan from bank 15.0 12.1 14.3 19.0 17.7 8.1
Existing business capital 13.8 12.7 33.0 7.6 11.8 11.6
Loan from chit fund 9.4 6.4 6.6 7.0 15.7 8.1
Selling land/ property 5.3 7.5 7.7 1.3 5.9 4.7
Loan from money lenders 25 4.1 2.2 0.6 3.4 1.2
Other 4.9 8.1 2.2 10.1 1.5 0.0
Unknown 2.3 1.7 0.0 0.6 3.9 4.7

Preferred source of funds for business activitie@o)
Personal savings 34.0 31.8 42.9 59.5 12.8 32.6
Loan from bank 21.8 6.4 55 13.3 554 5.8
Business profits/ revenue 21.8 33.0 25.3 17.7 13.2 23.3
Chit funds 13.9 20.2 24.2 3.2 12.3 14.0
Loan from friends/ relative 2.0 4.1 0.0 0.6 1.0 4.7
Selling land/ property 1.1 1.7 2.2 0.0 1.5 0.0
Loan from money lenders 0.7 1.7 0.0 0.0 1.0 0.0
Other 0.1 0.0 0.0 0.6 0.0 0.0
Unknown 1.7 0.6 0.0 51 1.0 1.2

In all the states and thus overall, personal savings is considered to be the most preferred source
of funds for starting businesses and alsatberbusiness activities. For all the states, loan from

Chit Funds is not considered as preferable a source of funds for starting a business as loan from
bank. The case is similar only for the states of Karnataka and Kerala for the second variable
(preferred source of funds for business activities). Money feraled loa from friends/ family

are less preferredource of funds for business activities. Selling laod property is also not
considered favorable. These three options are, however, explored as possible sources of funds for

starting a business.
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Variable Overall

Long term supplier relationship (%) 26.3
Purchase on credit(%)
Sometimes 50.1
Never 25.6
Always 14.3
Unknown 6.2

By State
Tamil . Andhra
Nadu Delhi Karnataka Kerala Pradesh
29.5 18.7 42.4 12.3 31.4
40.5 70.3 40.5 63.2 34.9
43.9 12.1 24.7 14.2 31.4
15.6 15.4 29.1 4.9 5.8
0.0 2.2 1.3 15.7 9.3

Overall, around 26% of chit members who are businessmen/women éhdoeg term

relationship with their suppliers. ArouriD-90% of businesses engagetiade crediti.e. they

purchase on credit from their suppliers sometimes or always.

3.7 Financial acumen and risk characteristics

Psychological traits(Range from5 to 5)

1. Achievement Motivation (AchMiNeed forsuccess or attainment of excellence.

Locus of Control LC)A per sonos

perception.

of

t he

sour

3. Meta- Cognitive Activity (MC):Higher order thinking that involves active control over

the thinking processes involved in learning.

4. Need for Dominance (NDpPomination is the @ndition of having control or power over

people or things.

Passion for Work (PW)Self motivation to work.

6. Self Efficacy (SE))Pe o p | e 0 s

bel

ef s

about

of performance that exercise influence over events ftfeatdheir lives

t hei

r
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Cognitive Reflection (IQ) and Risk Aversion
1. Intelligence Quotient (IQ)(Ranges from 0 to 7Cognitive ability of an individual that
influence judgment and decisionaking.

2. Risk Aversion (RAXRanges from 0 to 1(isk bearing capagit

Table 3-23 Financial Acumen and Risk Characteristics

By State
Variable Overall Tamil Delhi Karnataka Kerala Andhra
Nadu Pradesh
Psychological traits
AchM 1.9 2.4 1.7 1.7 1.6 1.8
LC -0.5 -0.3 -1.5 -0.6 -1.3 0.6
MC 3.0 3.5 3.3 2.7 3.3 2.5
ND 2.6 2.8 3.2 2.0 3.0 2.4
PW 3.2 3.3 3.3 3.0 3.4 3.0
SE 3.2 3.6 3.4 2.8 35 3.0
Cognitive reflection and Risk aversion
SumlQ 2.2 2.1 2.3 2.2 2.1 2.4
SumRA 7.0 7.7 7.2 6.3 6.0 7.4

There is not much variation between states in the financial acumdensk characteristics of chit
membersAchievementMotivation is similar across states ranging from 1.6 in Kerala to 2.4 in
Tamil Nadu. Locus of Control is externally motivated in all states with the exception of Andhra
Pradesh. This means most chit members are prone to think that their fate is deteyrhickab
chance. Met&ognitive activity is similar across states ranging from 2.5 in Andhra Pradesh to
3.5 in Tamil Nadu. Need for Dominance is highest in Delhi but lowest in Karnataka. This may be
because in DelhiChit Funds have more of a businessentele than in other states, and
entrepreneurs by their very nature are likely to be dominant. Passion for Work is also similar
across states and ranges from 3.0 in Andhra Pradesh to 3.4 in KerakffiSatfy ranges from

2.8 in Karnataka to 3.6 in Tamladu.
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Sum 1Q is the summation of the variables that determine Intelligence Quotient for chit members.
It is similar across states ranging from 2.1 in Tamil Nadu to 2.4 in Andhra Pradesh. Sum RA is
the summation of the variables that determine Risk Aversiahit members. It is slightly more

varied between states, ranging from 6.0 in Kerala to 7.7 in Tamil Nadu.

4. Analysis of the lowest income households

4.1 Definition of poverty

Poverty lines can be derived in two ways, using per capita household income level or per capita
household consumption. Poverty line definitions in developing countries are often based on
consumption expenditures. ldeveloping countries, such as India, fdoand other basic
necessities often make up a large share of the household budget. Since poverty is often
associated with concerns aboudinutrition and nutritional requirements, it makes more sense to
derive poverty lines from these consumption meastivas in the United States for example.
Furthermore, consumption is often easier to measure whereas income data is not always
available and even when available, is not always accurate. However, when only household
income is available, it is common practiafien calculating poverty rates to use the estimated
share of household consumption. In addition, this is a more accurate measure to compare with
poverty levels that rely on consumption data. For our study, we use the general assumption of
household consuntipn being 70% of reported household income. As a sensitivity analysis, we
calculated the poverty levels using the standard World Bank definition including total reported

household income and a standard $2/day level per household member.

In our studyconsumption per day is defined as follows ~
Assumptions:
A Household consumption @ 70% of income

A 5 members per household (national average)
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Income calculation:
A Method 1: Maximum of reported income range
A Method 2: Median of reported income range
A Method 3: 5 times Equivalent Monthly Installment (EMI)

Table 4-1 Poverty Rates among Chit Members

Median Max

Variable EMI
Income Income
Monthly Income, (USD)
Mean $323 $380 $569
STD $199 $217  $1,156
Min-Max 50-1000 100-1000 5-2000C
Daily Average Per Head, (USL $1.51 $1.77 $2.66
Poverty Definition, (%)
<1.25$ aday 53.2% 30.9%  47.9%
<1.50 $ aday 53.2% 53.2% 50.7%
<2.00 $ aday 73.7% 73.7%  63.8%
Sample 1409 1409 1421

Note: (1) Monthly Income in USD using the exchange rate @ 50 Rs./U$D) Higures in table exclude housewives from sample.

A sensitivity analysis was done using the World Bank definition of $2 a day per person of total
household income. The results yielded a very similar poverty rate as the one obtained by our
method (52.5% usg median income)Median income will be the indicator for poverty rates
under $1.25 a day
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Table 4-2 Statewise Poverty Rates

Variable LGc;: Delhi Karnataka Kerala QP; dhersh
Monthly Income, (USD)
Mean $242 $442 $459 $289 $291
STD $169 $226 $249 $137 $156
Min-Max 50-1000 50-1000 50-1000 50-800 50-1000
Daily Average Per Head, (USL $1.13 $2.06 $2.14 $1.35 $1.36
Poverty Definition, (%)
<1.25 $ aday 73.9% 26.9% 28.8% 54.8% 59.8%
<1.50 $ a day 73.9% 26.9% 28.8% 54.8% 59.8%
< 2.00 $ a day 87.4% 48.3% 48.8% 78.5% 83.3%
Sample 325 145 240 321 378

Note: (1) Monthly Income in USD using thexchange rate @ 50 Rs./USD(8) Figures in table exclude housewives from sample.

All the three variables in the table above show that the proportion of poor is highest in the state
of Tamil Nadu and lowest in Delhi. Analyzing the data as per all tlee thefinitions of poverty

also gives similar results.

4.2 Poor vs. rest of population analysis among chit members

Table 4-3 Demographics < 1.25 $ a day vs. rest

Variable <125%$ O 1.:
Gender (%)

Male 91.3 92.9
Female 8.3 6.8
Age (mean) 42.7 44.0

Occupation (%)
Self-Employed 39.5 56.5
Salaried Employee (non-gov.) 284 21.6
Salaried Employee (gov.) 16.4 13.2
Retired 7.5 3.6
Others 8.3 5.2

Education (%)
O 9 years of schodb2ngh55

Attended High School 51.7 36.4
Graduate 25.2 36.1
Post Graduate 7.7 21.9
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The table abovehowcasethe occupational structure and the status of education among the poor
and the rest of the chit population. There exists a marked difference in the percentage of people
who are sélemployed. Tis category has maximum proportion of people in bopopulation

groups buthe poor are relatively less likely to be self employed as compared to the rest of the
chit population. Alsothe poor are more likely to be salaried employees compared to the rest. As

far as the level of education @®ncerned, asxpecteda higher percentage of peopiave the

lowest level of education in case thfe poor than the resdf the chit population Again, the

former group has a lower percentage of graduates and post graduates (33%) than the latter where
the percentagesiaround 58%.

Table 4-4 Bank Participatior< 1.25 $ a day vs. rest

Tamil Delhi Karnataka Kerala Andhra
Variable Nadu Pradesh

<125%$ O 1.28126%$ O 1.2512%8$ 0 1.|x825%0 1.|x3.25 O 1.

Unbanked (%) 121 24 0.0 0.0 8.7 0.6 34 2.8 2.2 0.0
Types of account(%)
Savings Account 95.7 96.4 92.3 91.4 93.7 85.8 95.3 94.3 97.3 96.1
Current Account 12.3 37.4 231 44.8 28.6 50.3 14.7 41.8 7.2 20.4
Deposit Account 2.8 12.1 51 12.4 0.0 5.3 10.0 20.6 13.1 13.2
Demat Account 1.4 8.4 51 8.6 3.2 12.4 1.2 2.1 0.5 1.3

Unbanked for the purpose of this reporgfers tothe people whalo not have a bank account

The reason may bé&ck of access othe complex mcess of documentation thatople,
especially poor and illiterate, tend to avoid. Suatidencesare higher in proportion in case of

the poor than the restf the chit populatiorand the variation in the proportion fdre two is
significantly high for the state of Tamil Nadu. In termsbahk utilization, a majoritpf people

(almost more than 90%) in both the groups and across all the states hold a savings account. But it
is clearly evident from the data for other bisgkfacilities that a very few poor people use these
facilities, their number being far less compared to the rest of the chit population. This is also a

generalrend in all the five states.
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Table4-5 Borrowing Participation in Scheduled Banks< 1.25 $ a day vs. rest

Tamil Delhi Karnataka Kerala Andhra
Variable Nadu Pradesh

<125%$ O 1.25126% O 1.25128%$ 0 1.|x325%60 1.|x325 O 1.

Has a bank loan(%) 20.8 34.1 5.1 226 23.2 526 375 503 279 43.4
Types of loang(%)
Business loan 14.0 27.6 50.0 41.7 125 37.8 485 65.8 12.7 19.7
Personal loan 44.0 31.0 50.0 45.8 56.3 31.1 42.4 16.4 52.4 36.4
Vehicule loan 14.0 6.9 100.0 25.0 31.3 25.6 6.1 12.3 14.3 18.2
Jewel loan 4.0 0.0 0.0 0.0 0.0 1.1 4.6 11.0 1.6 3.0
Others 28.0 37.9 0.0 8.3 25.0 40.0 9.1 11.0 27.0 37.9

As can be deciphered from ttebleabove,the poor are less likelyo have a bank loan. This is

true for all the five states. The behavior of the pepulationgroups also varies in terms of the

type of loan that they holdA majority of the poorold a personal loan in almost all the states
with the exception of Delhi and Kerala. In Delhi, vehicle kmanemore prevalenthan in other
statesand in Kerala busiess loagare most common among the pobr case of the rest of the

chit population as well the percentage of loans in the personal loan category is higher but the

difference between the amounts of personal and business loan is comparatively less.
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Table 4-6 Chit Value & Duration < 1.25 $ a day vs. rest

Chit Value Duration Equivalent Monthly
State (US $) (months) Installement (EMI)
Mean Std Median Mean Std  Median Mean Std Median

Andhra Pradesh
<1.25%aday $4,144 $6,148 $2,000 45.3 7.4 50.0 $94 $166 $50
>1.25%$aday $5,546 $5,353 $4,000 45.6 8.1 50.0 $119 $111 $80
Delhi
<l25%$aday $2,792 $2,675 $2,000 27.9 5.6 30.0 $108 $120 $72
>1.25%$aday $3,991 $3,060 $3,000 28.8 5.7 30.0 $151 $162 $100
Karnataka
<l.25%$aday $2,178 $1,823 $2,000 29.9 8.0 30.0 $71 $48 $50
>1.25%$aday $6,214 $13,744 $2,000 30.4 84 25.0 $216 $498 $100
Kerala
<125%aday $1,823 $2,720 $1,000 254 11.0 20.0 $78 $130 $42
>1.25%aday $3,099 $5,861 $2,000 24.1 12.1 20.0 $146 $293 $100
Tamil Nadu
<l1.25%$aday $1,537 $1,462 $1,000 30.3 11.8 25.0 $50 $35 $40
>1.25%aday $2,167 $2,179 $2,000 31.1 11.0 25.0 $71 $64 $50

The pmr usually participate in lowevalue chit schemes than the rest of the population. The
highest variation irthe average chitvalue can be found in Karnataka followed by Kerala. The

duration however, does not vary between the poor and the rest of the population.

62



<IFMR

Research

SMALL ENTERPRISE
FINANCE CENTRE

Chit Funds as an Innovative Access to Finance for Lomcome Households

Table 4-7 Chit Fund Participatior 1.25 $ a day vs. rest

Tamil . Andhra
. Delhi Karnataka Kerala
Variable Nadu Pradesh
<125$ >1.25$| <1.25$ >1.25%| <1.25$% >1.25$ <1.25$% >1.259$/<1.25$ >1.25$%
Regular Participant? (%) 525 62.4 513 57.6 66.7 78.4 65.3 78.6 88.9 93.4
Since When(%)
5 years or less 52.9 36.5 23.1 29.3 52.2 39.2 64.2 46.2 53.5 40.8
For the last 6-10 years 25.8 32.9 43.6 37.7 24.6 26.3 26.1 36.6 35.0 38.2
For the last 11-20 years 10.4 16.5 23.1 19.8 13.0 28.7 7.4 13.1 8.4 18.4
More than 20 years 10.0 14.1 5.1 12.3 5.8 4.1 0.0 2.1 2.2 2.6

Fractions of friends/relatives
participating in Chit schemes(%)

Less than 20% 55.8 44.7 61.5 28.3 49.3 28.1 49.4 40.0 49.6 49.3
20%-40% 22.1 32.9 23.1 55.7| 23.2 28.7 27.3 37.2 394 375
More than 40% 16.7 18.8 10.3 8.5 10.2 35.1 12.5 6.2 7.5 10.5
Don't Know/ Can't Say 4.2 2.4 5.1 5.7 17.4 7.0 4.0 4.8 31 2.6
Refused to Answer 1.3 1.2 0.0 1.9 0.0 1.2 6.8 11.7 0.4 0.0

It is evident from theable above that for all the states, a lower proportion of poor people are
regular participantsn Chit Funds as compared to the rest of the chit population. Also, the
duration for which they have been participatingsirter Delhi is an exception to this case
where the duration of participationlagerfor the poor. Considering the data related to tlel th
variable, poor are less likely to know the people participating in the chits personally. They have
lower fraction of friends/ relatives participating in the chit schemes in contrast to the rest of the

chit population.
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Table 4-8 Ex-ante and Expost reason for Chit Fund Participatiori.25 $ a day vs. rest

Tamil . Andhra
Nadu Delhi Karnataka Kerala Pradesh

<125%$ O 1.2%8126%$ O 1.2512830 1.|x82580 1.|x3258 O 1.

Variable

Ex-ante: Reason for Participation (%)
To Save 78.8 74.1 61.5 61.3 76.8 77.8 59.1 51.7 79.2 74.3
To invest working capital 27.5 35.3 10.3 34.9 8.7 15.2 227 22.1 19.0 22.4
To raise capital for business 18.3 29.4 154 38.7 145 23.4 153 19.3 7.5 13.2
To raise capital for persone 35.4 37.7 71.8 69.8 145 14.0 142 13.1 15.0 19.7

To raise capital and save 4.6 9.4 61.5 50.0 5.8 3.5 14.2 32.4 15.0 16.5
Others 8.8 10.6 0.0 0.9 8.7 8.8 4.0 0.7 35 0.7
Refused to answer 8.8 10.6 0.0 0.9 8.7 8.8 2.3 2.8 0.9 2.0

Ex-post Reason to Bid(%)
For a business investment. 31.3 47.1 33.3 50.9 23.2 39.2 29.0 35.9 17.7 24.3

For working capital. 7.1 16.5 20.5 28.3 4.4 105 26.7 18.6 15.0 13.2
To buy goods for the house 37.9 29.4 28.2 17.9 20.3 18.1 23.3 5.5 19.9 21.7
For marriage. 17.5 21.2 15.4 8.5 13.0 8.8 15.3 1.4 14.6 12.5
For health care. 19.2 11.8 12.8 16.0 4.4 5.3 9.7 2.8 21.2 16.5
For emergency needs. 61.7 56.5 61.5 64.2 71.0 46.8 50.0 55.2 52.2 59.9
Others (please specify) 16.3 18.8 2.6 3.8 10.1 11.1 2.8 0.7 9.7 6.6
Refused to answer 0.0 0.0 0.0 0.9 0.0 1.2 6.8 9.7 3.5 4.0

From the tableabove,it is evident thatsavings stands as the primary reason geople to
participate in @it Funds. This is applicable to both tip®pulationgroups and across all the
states. The basic difference in the reasoning of the gomulation groups is that a lower
proportion of the people in the poorer group participate for business purposes. All the people in
all the states bid to satisfy their emergency needs. An exception to this is the state of Karnataka,
where the proportion of $1.25a day in this category is less than 50%. Apart from business
investment, buying goods for household is also a maisorefor the poor to bid in thehit

auctions.
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Table 4-9 Reasons for Saving 1.25 $ aday vs. rest

Largll Delhi Karnataka Kerala Qnd dhrah
Variable adu rades

<125%$ O 1.2512%$ O 1.P256128%30 1.|x82580 1.|x3258 O 1.

Savings Goal(%)

For marriage 23.8 17.7 28.2 17.9 11.6 99 1838 4.8 18.6 19.1
For vehicle purchase 19.2 17.7 0.0 7.6 4.4 7.0 25.0 9.7 10.2 11.8
For house purchase 32.9 38.8 154 10.4 18.8 234 403 12.4 29.7 29.0
For jewel purchase 354 29.4 0.0 3.8 4.4 0.6 9.1 55 6.6 4.0
No particular goal. 14.2 7.1 61.5 50.0 55.1 45.0 18.8 43.5 32.7 27.0
Others (please specify) 325 44.7 18.0 32.1 18.8 27.5 1838 22.8 21.7 25.7
Refused to answer 0.0 0.0 0.0 1.9 0.0 0.6 6.3 13.8 4.0 6.6

In general, peopl&vho save in Chit Fundsave with no specific goal in view. Apart from this
fact, the poor save majorly for marriage in all the states except for the state of Tamil Nadu where
they save in order tpurchase jewelry and Kerala where they savehfmuse and vehicle

purchase.

Table 4-10 Reasons for Participating in a Chit Fund rather than a BanR5 $ a day vs. rest

Lar(rjul Delhi Karnataka Kerala g nd dhrah
Variable adu rades

<125$ O 1.28125% O 1.2561283 0 1.|x325%0 1.|x3258 O 1.

Reason for Participation in Chit
Schemes than a Bankdo)

Cannot get access to bank. 7.5 7.1 12.8 12.3 10.1 7.0 6.3 2.8 102 9.2
More familiar than bank. 30.8 23.5 2.6 11.3 13.0 211 324 40.0 19.0 19.1
Less documentation/collateral 42.9 24.7 20.5 43.4 232 263 784 90.3 292 22.4
Better returns. 58.8 58.8 82.1 57.6 42.0 444 28.4 35.9 63.3 60.5
Better interest rate 48.3 60.0 51.3 54.7 39.1 433 222 33.8 52.7 57.9
Chit funds collect money at door 33.8 30.6 48.7 46.2  26.1 7.6/ 296 16.6 124 15.8
Others (please specify) 7.1 11.8 0.0 2.8 7.3 140 7.4 0.7 3.5 2.6
Refused to answer 0.0 0.0 0.0 0.0 0.0 0.6 1.1 2.8 1.8 3.3

As can be seen from thableabove the most common reason for participating in chit schemes

rather than a bank is that the former gibetter returns than the latter. All the states follow
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similar trend except for the state of Kerala where documentand collateral requirement
restricts the poor populatiorfrom availing the facilities of a bank. There is no particular

difference between populatigmours in the overall trend except statese differences.

Table 4-11 Borrowing for Chit Payments 1.25 $ a day vs. rest

'll;lar;nl Delhi Karnataka Kerala S nd dh rah

Variable adu rades
<125$ O 1.25126%$ O 1.2512%3$ 0 1.|x8258%0 1.|x325 O 1.

Had to Borrow Money 16.3 14.1 51 3.8 21.7 11.1 18.2 11.7 21.7 9.9

to cover Chit Payments(%)
From Whom (%)

Family/ friends/ colleagues. 76.9 91.7 50.0 75.0 100.0 89.5 906 824 89.8 100.0
Money lender. 20.5 0.0 0.0 0.0 13.3 0.0 9.4 17.7 20.4 20.0
Business partners 0.0 8.3 0.0 25.0 0.0 5.3 3.1 0.0 12.2 0.0
Other chit members 0.0 0.0 50.0 0.0 0.0 0.0 9.4 0.0 2.0 13.3
Other 10.3 8.3 0.0 0.0 0.0 10.5 3.1 0.0 2.0 0.0

For all the states, people who had to borrow money to cover chit payments majorly belong to the
category ofthe poor. The most preferable source of borrowingaimify, friends and colleagues.
Money lendes areanother good source of borrowing for the poor especially in case of Tamil
Nadu.
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Table 4-12 llliquidity in Chit Funds< 1.25 $ a day vs. rest

Tamil Delhi Karnataka Kerala Andhra
Variable Nadu Pradesh
<125$ 0 1. x3.2%$ O 1.[251.2%$0 1.(x825%60 1.|25258%60 1.
llliquidity in Chit Funds (%) 38.8 34.1 2.6 12.3 304 409 244 241 412 48.7
Options when faced with llliquidity (%)
Borrow from Family/Friends/Colleagues 66.7 65.5 0.0 76.9 476 50.0 512 20.0 69.9 86.5
Borrow from Money Lenders 22.6 3.5 0.0 15.4 9.5 8.6 27.9 8.6/ 237 17.6
Borrow from Business Partner 3.2 3.5 0.0 7.7 4.8 2.9 7.0 20.0 6.5 6.8
Borrow from other Chit Fund 0.0 3.5 0.0 0.0 4.8 0.0 2.3 11.4 6.5 8.1
Wait till next Chit Auction 11 3.5 0.0 0.0 0.0 0.0 2.3 5.7 3.2 2.7
Had to let go of a Good Business Opportunity 23.7 13.8 100.0 30.8 38.1 443 32.6 31.4 15.1 18.9
Others 11 0.0 0.0 1.7 0.0 0.0 0.0 5.7 1.1 0.0
Refused to Answer 11.8 27.6 0.0 7.7 28.6 27.1 0.0 2.9 0.0 1.4

There is 0 clear trend of the poor facing illiquidity problemsGhit Fundsas can be sedrmom
thetable abovebut this could be explained by tfact that therest of the population may have
more opportunitieso addressnd reeds to be satisfied. People in bptpulationgroups prefer

banlks tofamily, friendsor colleagues when faced with illiquidity problemoltof the people in

all the states had to let go of a good business opportunity in such a situation. Borrowing from
money lenders is another preferable option available to the poor but the state of Delhi is an

exception to this case.

Table 4-13 Bidding Behaviok 1.25 $ a day vs. rest

Lar(rjnl Delhi Karnataka Kerala s nd dhrah
Variable aau rades

<1250 1. [<82%% 0 1.P25612%%0 1. /x82580 1.(252580 1.

Timing of Bid (%)

Always Bid Early 17.5 12.9 7.7 17.00 13.0 82 114 17.2 35.0 36.8
Always Bid Late 42.9 37.7 33.3 24.5 30.4 22.2 3.4 4.8 8.0 10.5
Bid when need the money 36.7 48.20 513 51.9 50.7 64.3 75.6 68.3 53.1 48.0
Bid when no one else is bidding 25 1.2 7.7 5.7 5.8 3.5 2.8 4.8 2.7 4.0
Others 0.4 0.0 0.0 0.9 0.0 1.2 4.6 1.4 0.4 0.0
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People, irrespective of their economic status, generally bid when they need money. Bidding
during thelater part of the schemis also observed to be aramon behaviorFew people bid

when nobody else is bidding. This is true for the poor aswiglth indicates thatheyare also

aware of the auction mechanismd other functionalities of the scheme

Table 4-14 Mode of Participatior 1.25 $ a day vs. rest

SMALL ENTERPRISE
FINANCE CENTRE

Tami Delhi Karnataka Kerala Andhra
Variable Nadu Pradesh
<1253 0 1.x32%$ 0 1.P2512%%0 1.|x32580 1.|28325860 1.
Mode of Participation (%)
Participate personally 81.3 70.60 89.7 736 841 66.7 636 228 633 61.8
Through an agent 7.5 5.9 2.6 0.9 5.8 105 2.8 48 124 158
Both personally and through agent 0.8 4.7 0.0 2.8 15 7.0 1.7 13.8 235 22.4
Neither (Company is authorized to bid) 10.0 17.7 7.7 22.6 5.8 135 216 54.5 0.0 0.0
Others 0.0 0.0 0.0 0.0 2.9 2.3 34 0.7 0.0 0.0
Refused to Answer 0.0 0.0 0.0 0.0 0.0 0.0 6.8 3.5 0.0 0.0

Overall, both thgopulationgroupsprefer to participate personally in a chit auction. Proportion

of the poor participating personallyhowever, is relatively more as comparedhe rest of the

population.
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Table 4-15Business Details 1.25 $ a day vs. rest

Tamil . Andhra
Nadu Delhi Karnataka Kerala Pradesh

Variable
<125$0 1. <325 O 1.P2<512%$ 0 1.|x325%0 1.|252580 1.

Number of Businesses Owned and Managed in toté)

One 91.4 85.7 94.1 89.6 86.2 81.4 954 849 745 62.2
Two 7.8 10.2 0.0 7.5 10.3 11.5 2.3 4.7 4.3 135
Three 0.9 4.1 5.9 0.0 3.5 0.9 0.0 1.9 0.0 2.7
More than three 0.0 0.0 0.0 0.0 0.0 4.4 0.0 0.9 0.0 5.4
Combined Monthly Revenue(%)
<=10000 Rs. 29.0 51 375 1.7 30.8 0.00 50.0 6.3 29.0 0.0
10 001-20 000 Rs. 19.0 25.60 625 28.8 15.4 145 346 53.20 29.0 44.8
20 001-50 000 Rs. 11.0 30.8 0.0 61.0 7.7 21.0 6.4 30.4 7.9 10.3
> 50 000 Rs. 41.0 38.5 0.0 8.5 46.2 64.5 9.0 10.1 34.2 44.8
Refused to answer 13.8 20.4 5.9 11.9 55.2 451 10.3 255 19.2 21.6
Number of Employeeg%)
No employee 19.8 2.2 7.1 1.7 19.1 2.9 13.3 7.0 7.0 2.9
1 employee 20.7 6.5 14.3 8.5 9.5 8.8 36.1 15.0 18.6 5.9
2 employees 24.3 19.6 14.3 13.6 9.5 10.8 30.1 32.0 30.2 14.7
3 employees 9.0 4.4 14.3 10.2 9.5 6.9 12.1 10.0 7.0 14.7
4 employees 54 6.5 14.3 17.0 4.8 7.8 2.4 7.0 7.0 5.9
5 employees 9.0 17.4 14.3 15.3 4.8 7.8 0.0 14.0 0.0 11.8
> 5 employees 11.7 43.5 214 33.9 42.9 54.9 6.0 15.0 30.2 44.1
Refused to answer 4.3 6.1 17.7 11,9 276 9.7 4.6 5.7 8.5 8.1

Most of the people, as can be seen fromtalie above,own and managenly one business but

the rest of the chit populatidmvea higher incidence of owning two or more businessisn
compared to the pooiThe proportion of people owning two businesses is similar for both the
populationgroups for the state of Karnatalknalyzing the data for the other two variables in

the table we find that the combined monthly revenue is lovi@r the businesses owned by the
poorwhen compared to the rest of the chit population and also they tend to have lesser number

of employees.
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Table 4-16 Trade Credit & Customer Typel.25 $ a day vs. rest

Tamil Delhi Karnataka Kerala Andhra
Variable Nadu Pradesh

<125%$0 1. <3258 O 1.P2<512%$ 0 1.|x325%0 1.|2525%0 1.

Purchase on Credit(%)

Always 121 225 59 119 103 354 5.8 4.7 4.3 8.1
Sometimes 38.8 46.9 64.7 74.6 48.3 37.2 60.9 67.9 404 24.3
Never 49.1 30.6 17.7 10.5 37.9 22.1 195 8.5 27.7 37.8
Refused to Answer 0.0 0.0 118 15 0.0 09 126 17.00 6.4 135
Customers for Largest Businesg%)
Other retailers. 50.0 61.2 64.7 80.6 44.8 38.1] 46.0 32.1 38.3 37.8
Final customers (non farmers) 76.7 87.8 647 53.77 759 60.2 66.7 651 255 29.7
Final customers (farmers). 65.5 46.9 41.2 328 621 398 609 642 170 135
Other manufacturers. 17.2 20.4 5.9 4.5 34.5 12.4 9.2 1420 12.8 16.2
Others (please specify) 1.7 4.1 0.0 0.0 35 301 207 104 43 135
Refused to answer. 0.0 0.0, 118 3.0 0.0 0.0 2.3 9.4 6.4 10.8

Dondt know/ can't 6@y.O00 0.0 0.0 0.0 0.0 115 3.8 10.6 8.1

As evident from the table above, except for the state of Andhra Pradesh, poor people in all the
states are less likelgo purchase on credit than the rest of gt population. The poor, as
expected, have a higher proportion of farmers as thestomes than the rest of thehit
population. This trend is reves the case of Kerala. A good amount of people also have non

farmers as their final customers.
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Table 4-17 Financial Acumen and Risk Characteristic$.25 $ a day vs. rest

Variable Psychological traits Cognitive reflection & Risk aversion
AchM LC MC ND PW SE SumiQ SumRA

Overall

>1.25 $ aday 1.9 -0.6 ,,, 31, 2.8 . 33 , 3.3 2.3 . 6.7 s

<1.25$%aday 1.9 -0.3 3.0 25 3.2 3.3 2.1 7.1

Tamil Nadu

>1.25 $ aday 21, -0.3 3.4 3.0 3.3 35 23 7.4

<1.25%aday 2.6 -0.1 3.5 2.7 3.4 3.6 2.0 7.7

Delhi

>1.25 $ aday 1.8 -1.5 35 3.3 3.5 35 2.3 7.3

<1l.25%aday 1.9 -1.3 3.3 3.3 3.2 3.3 2.4 7.2

Karnataka

>1.25$ aday 17 0.4 . 25 2.0 2.9 *k 2.6 ok 2.4 6.1 .

<1.25$aday 1.9 -1.0 3.2 2.1 3.3 3.2 1.7 6.7

Kerala

>1.25 $ aday 1.6 15, 35 ,, 3.2 ., 3.7 n 3.8 , 2.0 5.7

<1.25%aday 1.6 -1.1 3.1 2.8 3.2 3.4 1.9 5.9

Andhra Pradesh

>125%a day 26 Hokok 0.6 3.0 Fokk 3.0 Fokk 3.3 *kk 3.4 Hhk 2.5 7.5

<1.25$ aday 15 0.5 2.2 2.1 2.8 2.8 2.4 7.3

Overall, there is not much significant variation between the poor and the rest ohithe
population on financial acumen. However, the poor seem to be significantly more risk averse and
lower in cognitive ability than the rest tife chit population. In Tamil Nadu and Delhi, there is

not much variation between the two populatipoups. In Karnataka, the poor significantly vary
from the rest of the population in terms of
higher me&-cognitive activity and seléfficacy and having lower cognitive ability. In Kerala,
however, the poor are less dependent on luck when compared to the rest of the population. They
also have a lesser need for dominance and passion for work. In AndhrahPtthéevariations
between the poor and the rest of the population are more significant. The poor have lesser
achievement motivation, metagnitive activity, need for dominance, passion for work and self

efficacy than the rest of the population.
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5. Costof Chit Fund Financing - Interest rate Comparisons

5.1 Background

Chit Fund schemes bring together a heterogeneous grqugopfeto exploit gains from trade.
Schemes can vary in chit value and duration and different combinations of them can vyield
differentinterest rates for loans and savinlyembers in general, do not obserecante the

pay-off of participating in a particular group as it typically depends on the choices made by other
participants. Oncenembergoin a scheme they are locked in for thdiee duration, however,

they are free to choosexante the chit value and the duration. In a given scheme, each
participant contributes a fixed amount weach
fifth month is kept by the chit companyrfo ad mi ni strati on purposes
remaining months is auctioned off to the highest bidder. The interest rates for loans and savings
can vary from chit value and durati@f the scheme, and month. In general, members in
desperate need of fda bid in the early stage of the scheme, while members who wish to save
bid towards the end of the scheme.

5.2 Data collection methodology and description

To undestandthe interest rates prevailing in the industry currently and over thmegnalyzed

the bidding dataeceived fromchit fund companies. We identified around 5 to 10 chit fund
companies in each of the five states including Tamil Nadu, Andhra Pradesh, Karalataka
and Delhi. We then collecteal sample obidding data of closed groupshe data includes the
following informationi auction date, installment amount / contribution, dividend, bid payable /
loan amount and the bid amount / discodisble 5-1 describes the distribution of tlsehemes

by duration and most popular chit value. The duration varies from 10 months to 60 months,

8 Closed group means a chit scheme whose duration has been completed.
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while thechit value varies from Rs. @0 ($200 to Rs. 50,000($3000. The most common
scheme is the chit value B.50,000($1000 for thedurationof 25 months.

Table 5-1 Closed bidding scheme collectieg duration and chit value

. Number of Chit Value Min Chit Max Chit
Duration . Most popular
Chit Value Value
(months) Schemes scheme (Rupees)| (Rupees)
(Rupees)
10 2 100000 10000d 100000
15 3 90000 90000 90000
20 163 10000 10000 600000
25 770 50000 40000 150000cC
30 241 300000 15000 90000¢
40 286 100000 10000 100000cC
50 73 50000 25000 500000
60 5| 60000/150000 60000 300000
Total 1543

The table below describes the sample of closed schemestéyasthyear ofirst auction start

date. Most of the sample comprises of schemes that started betd@@d and 2006.

Furthermore, a large portion of the schernebectedare fromChit Funds in Tamil Nadu and

Delhi.
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Table 5-2 Number ofclosed biddingschemes by year and state

Number of schemes

- Year

Year Li\rg: Delhi Karnataka Kerala grn; dherSh Total
1993 1 - - - - 1
1994 2 - 1 - - 3
1995 10 - 8 - - 18
1996 30 - 14 - - 44
1997 34 - 18 - - 52
1998 36 1 4 - - 41
1999 41 4 7 - 1 53
2000 60 9 2 - 23 94
2001 70 17 10 - 45 142
2002 61 24 27 11 58 181
2003 53 32 28 - 31 144
2004 61 38 45 - 4 148
2005 73 25 40 13 6 157
2006 15 5 8 - 1 29
2007 - - - 7 - 7
Missing 70 357 2 - 429
Total 617 512 214 31 169 1543

We use thididdingdata to calculate the Internal Rate of Return (IRR) for each mortlgioten
schemeThis allows us to derive the interest rate and compare it across other stayesisnd
The IRR methodology is described in the section below.

5.3 Internalrate of return (IRR) calculation

The IRRis the discount rate that generates a zero net presemet faet a series of future cash
flows. Thus, the IRR represents the rate of return that makes the sum of present value of future
cash flows and the final market value of an investment equal to its current market value. The

interest rate for each chit schemas computed by resolving the following simple model:
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Loan Interest rate: Simple Model

P = Gl (Principal component of contribution)
| = X1*R (Interest component of contribution)

X2 = X1-P,
X3 = X2-P,
eéeée
Xn = X(n-1)-P

Model: Solve for R such thatXn ~ 0

WhereiX1 0 i s the | oan amount, fARO the eff.ective
This equati onRi ssrergobhwnedt Boantiive process. We
two methods. The first method is to estimate the IRR for each individual chit scheme. We then
average the interest rates for each chit scheme of same value and duration. In the second method
used as a sensitivity analysis, we compute the mean monthly contribution for schemes of same
chit value and duration and we then estimate the IRRe calculate the latter on the most

popular chit scheme (Chit Value 50,000 Rs.| 25months).

5.4 Trends ininterest rates

As mentioned previously,ne of the salient features @hit Funds is that members pay non
uniform rates of interest for their borrowings and receive-unaform rates of return on their
investmentsFurthermore, these interest rates aa@ of returns are not determinedante but
rathera function of numerous factors fohieh chit members seem aware Olir survey results
indicatethat chit memberactually have a sense of the interest théy would receiver at least

a relative caparison optiorthat guides them whether it is optimal to bid or not in a given
month Overall, 47.5 % consider the interest rate of the outside option to determine the maximum
amount for which they are willing to bid, while another 15.2% consider th@fragturn for the

intended project, and 27.2% consider both.
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One of the important factors influencing the bidding behavior islismunt offered by different

members at the auctionShe table belowgives an example of the average monthly bidding
bemvi or versus the memberds cont r Rsb50,000chit i n a
value. As can be observed, in the first five months, biddmguntis usually high with members

most urgently in needf fundsor with profitable investment projectsdding. Afterwards, bid

amountt ends to decrease overti me. I nversely, me |

the dividend amount decreases.

Table 5-3 Example ofMonthly Bid Amount and ©ntribution
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2 \-\ £
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2,000
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1 3 5 7 o 11 13 15 17 19 21 23 25
Month
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The figure below demonstrates the average loan interest rates for different chit values of 25
months duration, the most popular duration for chit schemes. As can be obseeredi rates
range from zerdfor savers}o approximately 3.5%epaxding on the chit value andonth.The
interest rates peak at about"14® 1/4" of the chit durationChit values ofRs. 25,000 andRs.
50,000 have very similar interest trends, wititet schemes of higher value tend to have higher
interest ratesdfore the peak compared to lower chit values. After the peak, interest rates for the

higher value chits become relatively lower immediately after the peak for some period. The
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lower value chit oRs.10,000 has a more distinct trend in interest raesabout a 1/3 of the
tenure, interest rates are lower compared to other schemes. Afterwards, interest rates remain
relatively much higher and reachagbeak much lateiSimilar interest rate trends are observed in

chit schemes of different values andation results fowhich are presented in Appendix F.

Figure 5-1 Average Loan Interest Rate for Chit Schemes of 25 Months Dutation

When looking at interest rates by statiee figure belowillustrates the interest rates for the
overall most popular scheme. There are notable differebeegeen states with the biggest

variations occurring in the state of Kerala.

o Sample sizes are as follows: CV 10,000 (40 obs.), CV 25,000 (128 obs.), CV 50,000 (264 obs.), CV 100,000 (157
obs.), CV 250,000 (46 obs.)
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