
 
 
 
 
 

ICRA’s Grading Methodology for Microfinance Institutions  
 
 

Microfinance Institutions (MFIs) play an important role in financial inclusion. MFIs exist in 

different forms. An MFI could be an NGO, a Section 25 company, Society/Trust, or an 

NBFC). Though NBFC MFIs are regulated, other MFIs are not. Therefore for 

lenders/investors to take informed decisions there is a need for MFIs to be compared on a 

similar platform by an external impartial grading agency and hence the need arises for 

grading of Microfinance Institutions The MFI grading has a specific scale for MFIs so as to 

differentiate the MFIs better vis-à-vis the conventional debt rating scale where the ratings 

may be distributed within a narrow range.  

 

An ICRA MFI Grading is a symbolic indicator of ICRA's current opinion on the relative 

capability of the Microfinance Institution (MFI) concerned to manage its microfinance 

activities in a sustainable manner. An ICRA MFI Grading is not a comment on any specific 

debt servicing capability of the MFI.  

 

The focus of ICRA's MFI Grading exercise is on evaluating the candidate institution's 

business and financial risks. ICRA forms an opinion on an MFI's business risk by analysing, 

among other factors, its operating environment, governance structure, management and 

systems, scalability (in relation to business plans), and asset quality. Financial risk is 

assessed through an evaluation of factors including the MFI's liquidity position, funding 

policies, capitalisation profile and profitability.  
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ICRA's MFI Grading Scale  

 

M1  

Indicates that in ICRA's current opinion, the Graded MFI's ability to manage its microfinance activities 

in a sustainable manner is the highest.  

 

M2 

Indicates that in ICRA's current opinion, the Graded MFI's ability to manage its microfinance activities 

in a sustainable manner is high.  

 

M3 

Indicates that in ICRA's current opinion, the Graded MFI's ability to manage its microfinance activities 

in a sustainable manner is moderate.  

 

M4 

Indicates that in ICRA's current opinion, the Graded MFI's ability to manage its microfinance activities 

in a sustainable manner is below average.  

 

M5 

Indicates that in ICRA's current opinion, the Graded MFI's ability to manage its microfinance activities 

in a sustainable manner is weak.  

 

 

Note: For the Grading categories M2, M3 and M4, the sign of + (plus) may be appended to the 

Grading symbols to indicate their relative position within the Grading categories concerned. Thus, the 

Gradings of M2+, M3+ and M4+ are one notch higher than M2, M3, and M4, respectively. 
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Chart 1 Distribution of ICRA MFI gradings as on May 25, 2015 
 

 
 

 

Typically, MFIs extend the following types of loans: 

 General Loans (Individual Loans based on joint liability mechanism) for income 

generation purpose 

 Mid Term Loans (Top up  to general loans) 

 Personal Loans 

 Emergency Loans 

 Micro-enterprise Loans (loans to individuals for starting small enterprises) 

 

In grading of an MFI, ICRA evaluates the MFIs ability to run business in a sustainable 

manner. ICRA assesses the business and financial risks, and uses this evaluation to project 

the level and stability of its future performance. The broad parameters for assessing the 

business and financial risks of an MFI (as in the bullet list below) are discussed at length in 

the next two sections. This methodology note does not purport to be an exhaustive 

discussion on all the rating parameters involved in the grading of MFIs, but presents a broad 

framework for the exercise. 

 

 Business Risk Profile 
o Operating Environment 

o Business Mix 

o Governance Structure, Management and Systems 

o Scalability in relation to business plans 

o Underwriting quality and asset quality 

 
 

 Financial Risk 
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o ALM, Liquidity and funding Profile 

o Capitalisation 

o Profitability 
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BUSINESS RISK 
 
ICRA makes an assessment of an MFI’s business risk by analysing, among other factors, 

the company’s operating environment, political framework, franchise, asset quality, and 

management and systems. As many of these parameters are qualitative, ICRA tries to 

remove the subjectivity in its analysis by capturing and assessing information on defined 

sub-parameters, and using these to make a comparison across various companies. This 

analysis also incorporates ICRA’s assessment of the regulatory and political environment 

and its outlook on the economy. 

 
 
 

 Operating Environment 
The operating environment has a significant bearing on an MFIs grading as it can impact its 

growth prospects and asset quality quite considerably.  Microfinance as an asset class has 

faced various political challenges in various regions (the more recent ones being Andhra 

Pradesh in 2010 and Kolar in 2009). While assessing the overall operating environment, 

ICRA assesses the overall economic conditions, political scenario in the areas of operations 

of the MFI, and the regulatory environment.  

 

Intensity of competition also has a significant bearing on the risk profile of an MFI, given that 

the prevailing or anticipated competitive intensity would influence the company’s growth 

prospects,asset quality, earnings and management strategy. ICRA’s evaluation focuses on 

the current level of competition as well as the attractiveness of the segment for potential 

competition by assessing several factors including growth potential, entry barriers and risk-

adjusted returns. 

 
Regulatory environment can also significantly impact (either positively or negatively) the 

MFIs performance. For instance, the Andhra Pradesh Micro Finance Institutions (Regulation 

of Money Lending) Act led to significant credit losses for MFIs operating in Andhra Pradesh. 

Further, the RBI guidelines on NBFC-MFIs placing margin and interest rate caps have forced 

MFIs to bring down their operating expenses to remain profitable within the prescribed 

margin caps.  

 

 

 Business Mix 
While trying to assess the MFIs business mix, ICRA tries to understand the MFI’s track 

record in the area of operations, its competitive position, pace of growth, its portfolio mix 

(geographical diversification, microfinance penetration in area of operations, and operational 

efficiencies (portfolio per branch, clients served per loan officer etc). For an MFI, its franchise 

strength determines its capacity to grow while maintaining reasonable risk-adjusted returns, 

and to maintain resilience of earnings, thereby facilitating predictability of its future financial 

performance.  

 

As for size, typically it is seen as MFIs loan base in relation to overall MFI credit (market 

share) loan mix and has a bearing on the company’s competitive position, diversity and  

credit risk concentration. Further an MFI with a more geographically spread portfolio and 

having the ability to manage the same would be considered stronger than an MFI with a 

geographically concentrated portfolio, as geographical concentration in a particular region or 
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state makes the MFI susceptible to regional risks. ICRA also tries to assess the share of 

higher cycle loans in the MFIs portfolio, client attrition rates etc 

 

 Governance Structure, Management and Systems 
 

- Governance Structure 
 

In ICRAs opinion, Governance structure could have a key influence on an MFIs profile. A 

strong shareholder with a strategic fit can benefit the MFI both in start-up as well as scaling 

up stages.  It could also benefit the MFI to mobilise funds as well as support its earning, 

liquidity and capitalisation, and hence its financial risk profile. In assessing an MFIs 

governance structure, the parameters examined include the shareholding pattern of the MFI, 

operational synergies of the MFI with its shareholders, presence of dominant shareholders 

on the Board, Boards involvement in strategy formulation, level of interactions of the senior 

management with the Board/ dominant shareholders, shareholders’ expectations on growth 

and profitability, track record of the shareholders in providing fund support. ICRA’s 

evaluation of an MFI’s Governance structure also involves an assessment of the structural 

aspects of the Board and Board level committees and of the functioning of the various Board 

committees.  

 

- Management  
 

Quality of top management, extent of reliance on promoter/keyman for making strategic 

decisions, presence of second line of management, quality of auditors, systems and policies, 

shareholder expectations, the strategy followed to manage these expectations, and 

accounting quality are the key variables judged while measuring the management quality of 

an MFI. The importance of these factors is even higher for a new MFI, one with a shorter 

track record, or one with a changing business profile. 

 

Though this part of the exercise is mostly subjective, the actual track record of the 

management is a supporting factor. Usually, a detailed discussion is held with the 

management of the issuer NBFC to understand its business objectives, plans and strategies, 

and views on past performance, besides the outlook on the industry. Some of the other 

factors assessed are: 

 
o Experience of the promoter/management in the MFIs line of business. 

o Commitment of the promoter/management to the MFIs line of business. 

o Attitude of the promoter/management to risk taking and containment. 

o The MFIs risk management policies (credit, market and operational risk). 

o The ability and willingness of the group to support the MFI concerned through 

measures such as capital infusion, if required. 

 
- Systems 

 

A careful evaluation of the systems and processes risk management policies of the MFI is 

done as that provides important guidance for assessing the impact of stress events on the 

collections and capitalisation of the company concerned.  ICRA compares the origination 

process, underwriting/appraisal norms, internal audit process, scope and coverage of the 

same, quality of the management information systems , application of prudent accounting 

policies among a few. Further, All MFI gradings, incorporate an assessment of the quality of 
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the issuer’s management, as well as the strengths/weaknesses arising from the issuer’s 

being a part of a “group”. 

 

 Scalability  
For an MFI to scale the key requirements are funding –equity as well as debt capital, 

human resources, funding sources, Information Technology and Monitoring Systems 

which can handle the expected rise in transactions, besides knowledge of the 

planned markets. 

 
- Track Record, Human Resources and Systems  

While assessing scalability, ICRA studies the track record of operations of the MFI, 

areas where it plans to expand in and its knowledge on the same. Finding adequate 

human resources is another key requirement for growth. ICRA analyses the ability of 

the MFI to recruit and train personnel and its employee attrition rates. Lastly, 

information technology systems of the orgranisation should be scalable to manage 

the increase in transaction volumes.  

 

- Funding Sources – Debt and Equity   
 

Equity 

ICRA assess the adequacy of internal capital generation in relation to the growth 

plans of the MFI, investment horizon of the key shareholders, capacity and 

willingness of the existing shareholders to infuse equity to support the growth plans 

of the company.  

Debt  

Availability of funds is the key requirement for enabling an MFI to grow. ICRA 

assesses the existing funding profile of the MFI, whether the funding sources are 

diversified amongst different instruments and different lenders as concentration of 

credit to any specific lender may pose concentration risks for the MFI.  ICRA also 

analyses the overall liquidity in the system, regulatory advantages (such as priority 

sector lending status, deposit accepting license), number and quality of lenders 

available. For Instance a good mix of public sector private sector and foreign banks, 

mix of priority sector vs. non priority sector funding would be considered a positive. 

 
 

 Underwriting Quality & Asset Quality 
Asset quality plays an important role in indicating the future financial performance of an 

MFI. The focus of asset quality evaluation is on lifetime losses, variability in losses 

under various scenarios, the impact of likely credit costs on profitability, and the 

cushions available (in the form capital or provisions) to protect the debt holders from 

unexpected deterioration in asset quality. 

 

In evaluating an MFI’s asset quality, ICRA assesses the quality of the company’s 

appraisal process and lending norms, (target segment, how they assess income levels 

and debt servicing capability), tracking of leveraging levels of the borrower and policy on 

loan utilization checks. Assessment is also made of credit risk concentration, trend in 

delinquencies (adjusted for vintage of the book), delinquencies (0 weeks+, 4 weeks + 8 

weeks+ delinquent etc), Gross NPA† percentage, Net NPA percentage, and Net NPAs 

                                                           
†
 Non-Performing Assets 
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in relation to Net Worth. When available, static pool analysis is done as this gives a 

meaningful estimate of the losses at various stages in the loan cycle as well as of the 

overall lifetime losses.  

 

Further, the extent of geographical diversification is an important indicator of an MFIs 

asset quality. Higher diversification can shield an MFI from the regional impact (For 

instance MFIs have considerable presence in Andhra Pradesh were significantly 

impacted during the AP crisis). However, the MFI should have adequate knowledge of 

its area of operations.   

 

 
Financial Risk  
 

 Liquidity and Funding Profile 

 
It is important for an MFI to maintain a favourable liquidity profile for the smooth functioning 

of its funding activity (fresh asset creation) and to honour its debt commitments in a timely 

manner.  

 

In assessing an MFIs liquidity profile, ICRA evaluates the company’s policy on liquidity, the 

maturity profile of its assets and liabilities, the asset-liability maturity gaps particularly in the 

short term buckets, and the backups available to plug such gaps. The evaluation also 

focuses on the diversity of the MFIs funding sources and their quality (i.e. availability of 

these sources in a stress situation). 

 

 

 Profitability 

 

An MFIs ability to generate adequate returns is important from the perspective of both its 

shareholders and debt holders. The purpose of ICRA’s evaluation here is to assess the level 

of future earnings and the quality of earnings of the MFI concerned, which is done by looking 

closely at the building blocks: interest spreads, fee income, operating expenses, and credit 

costs. 

 

In MFIs the operating expenses are higher than most of the NBFCs financing other asset 

classes, therefore become a very sizeable portion of the overall expenses (including interest 

costs). Therefore ICRA evaluates the MFIs operating efficiency (operating expenses in 

relation to loan portfolio, cost per unit of money lent, and cost to income ratio) and compares 

the same with that of its peers.  

The ability of the MFI to complement its interest income with fee income is also assessed. 

Finally, the credit costs are estimated on the basis of the company’s asset quality profile, 

and the profitability indicators1 compared across peers.  

 

 Accounting Quality 

 
Consistent and fair accounting policies are a prerequisite for financial evaluation and peer 

group comparisons. Since MFIs exist in various forms (as discussed earlier), Accounting 

policies/ would vary on MFIs form of existence, ICRA would standardize the accounting 

                                                           
1
 Profit after Tax as a percentage of Average Total Assets, and Profit after Tax as a percentage of Average Net Worth 



ICRA Rating Feature                  ICRA’s Grading Methodology for Microfinance Institutions  

ICRA Rating Services  Page 9 of 12 

methods to be used for income recognition, provisioning for bad and doubtful advances, up 

fronting of income/if any. In evaluating an MFI’s accounting quality, ICRA reviews the 

company’s accounting policies, notes to the accounts, and auditors’ comments in detail. 

Deviations from the Generally Accepted Accounting Practices are noted and the financial 

statements of the MFI adjusted to reflect the impact of such deviations.  

 

 Capital Adequacy 

 
An MFIs capital provides the second level of protection to debt holders (earnings being the 

first) and therefore its adequacy (in relation to the embedded credit, market, and operational 

risk) is an important consideration for grading. Since the product portfolio of MFIs is 

unsecured and the borrower profile is also marginal, riskiness of the product mix is high, 

therefore the capital required to provide the desired degree of protection to the MFI’s debt 

holders is higher. Further, ICRA looks at adjusted capital in relation to managed book and 

evaluates the incremental capital requirement to meet the growth plans, adequacy of internal 

capital general /ability of the promoters/management to attract capital and possible support 

from a strong parent/group company while evaluating the adequacy of an MFIs risk capital.  

 

ICRA also evaluates the quality of an MFIs capital, apart from the level of capital. A higher 

percentage of Tier I capital is viewed more favorably, given that it has a higher degree of 

permanence. Besides, an MFIs ability to meet regulatory capital adequacy requirement is 

also evaluated. 

 
Summing up 

 
An ICRA MFI Grading is a symbolic indicator of ICRA's current opinion on the relative 

capability of the MFI concerned to manage its microfinance activities in a sustainable 

manner. An ICRA MFI Grading is not a comment on any specific debt servicing capability of 

the MFI.  

 

The focus of ICRA's MFI Grading exercise is on evaluating the institution's business and 

financial risks. ICRA forms an opinion on an MFI's business risk by analysing, among other 

factors, its operating environment, governance structure, management and systems, 

scalability (in relation to business plans), and asset quality. Financial risk is assessed 

through an evaluation of factors including the MFI's liquidity position, funding policies, 

capitalisation profile and profitability. The entity is scored on various parameters (each of 

which carries a different weight) and subsequently a MFI Grading is assigned to the 

institution, after comparing the scoring across institutions. 
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Key Factors and Sub Factors in the scorecard  
 
 
Key Factor Sub Factor 

Business Mix Geographical diversification 

Riskiness of product mix 

Product diversification 

Competitive position  

Track record 

Reliance on outsourcing model 

Pace of growth 

    

Operating 
Environment 

Economic outlook 

Trend in delinquencies across asset classes 

Asset quality trend in the same product line across players 

Legal Recovery Environment 

  

Ownership, 
Governance 
Structure, 
Management, 
Risk 
Management 

Ownership structure  

Board Structure and processes 

 Management  

 Group Related factors  

Quality of auditors 

Accounting Quality 

  

Systems & 
Scalability 

Business plan ( growth) 

Quality of technology platform, Management Information Systems, 
availability of online data & Scalability of systems 

 Internal Audit   

 Customer Grievance Redressal Mechanism 

Access to equity capital commensurate to growth plans 

Human Resources 

  

Underwriting 
Quality & 
Asset Quality 

Lending norms 

Loan sourcing & quality of Appraisal Process 

Portfolio Size 

Disbursement and Collection process 

Geographical diversification 

Use of Credit Bureaus 

Scoring done (if yes, whether linked to pricing) 

Portfolio Characteristics ( profile of borrowers, proportion of borrowers in 
higher loan cycles) 

Track record 

30 day+ delinquencies 
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Key Factor Sub Factor 

Financial 
Factors 

  

Profitability Interest Spreads 

Fee based income as % of total net income 

Core earnings as % of Average Total Assets 

Incremental profitability  

Cost to income ratio 

Credit Provisions as a proportion of managed assets 

Return on Equity 

  

Liquidity Asset liability maturity gaps 

Interest Rate Risk 

Liquidity policy 

  

Capitalization Capital Management philosophy 

Core Capital in Relation to Managed Assets 

Net NPAs as % of Net worth 
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