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Self-Help Groups (SHGs) represent a paradigm shift in rural development and financial intermediation. Historically,

traditional banking systems found it difficult to reach the bottom of the pyramid due to high transaction costs, lack of

collateral, and the perceived risk of small-scale lending. The SHG model, pioneered and scaled by institutions like

NABARD in India, utilizes social collateral and collective responsibility to bridge the gap between formal financial

institutions and the rural poor. This technical handbook provides a deep dive into the structural, procedural, and

financial mechanics required to form, stabilize, and scale SHGs effectively.

1. Theoretical Framework and Core Principles of SHGs

An SHG is defined as a voluntary association of 10 to 20 individuals, typically from a similar socio-economic 

background, who come together to save small amounts of money and provide mutual credit. The fundamental 

theoretical pillar of an SHG is Social Capital—the networks, norms, and social trust that facilitate coordination and

cooperation for mutual benefit.

The 'Panchasutra' Framework

The success of an SHG is governed by five core principles, known as the Panchasutra. These are non-negotiable

operational standards that determine the group's eligibility for bank linkage and long-term sustainability:

•  Regular Meetings: Groups must meet weekly or fortnightly to discuss issues, collect savings, and process 

loan requests.

•  Regular Savings: Every member must contribute a fixed amount of savings at every meeting, reinforcing 

financial discipline.

•  Regular Internal Lending: The pooled savings should be rotated among members as micro-loans for 

consumption or production purposes.

•  Regular Repayment: Timely repayment of loans is critical to maintain the group’s liquidity and 

creditworthiness.

•  Regular Book-keeping: Maintaining transparent and updated registers is essential for accountability and 

external auditing.

2. Technical Workflow: The Lifecycle of SHG Formation

The formation of an SHG is not a singular event but a phased process that requires careful facilitation by a SHG

Promoting Institution (SHPI), such as an NGO or a government agency. The process can be broken down into four

distinct technical stages.

Stage I: Pre-Formation and Social Mobilization

This stage involves identifying the 'poorest of the poor' through Participatory Rural Appraisal (PRA) techniques.

Technical facilitators must conduct a wealth ranking exercise to ensure that group members have similar economic

status, which prevents elite capture and ensures internal cohesion.



Stage II: Group Formation and Norm Setting

Once 10–20 members are identified, the group must formalize its operations. Key technical steps include:

1.  Selection of Leaders: Choosing a President, Secretary, and Treasurer based on consensus rather than 

election to avoid internal conflict.

2.  Drafting Bylaws: Establishing rules for membership, meeting frequency, savings amounts, interest rates for 

internal lending, and penalties for defaults.

3.  Naming the Group: Assigning a unique name to foster a sense of identity.

Stage III: Stabilization and Internal Operations

During the first six months, the focus is on building the 'corpus' or the internal fund. Members begin saving small

amounts (e.g., $1-$5 per month). The group starts small-scale internal lending from this pool. This period is a test

of the group’s internal governance and peer monitoring mechanisms.

Stage IV: Bank Linkage and External Credit

After six months of successful operation and record-keeping, the group undergoes a Grading Exercise. If the

group passes, it can open a savings account in a commercial or regional rural bank and eventually apply for a bank

loan. The credit-to-savings ratio often starts at 1:1 and can scale up to 1:4 as the group matures.

3. Comparison of Institutional Microfinance Models

Understanding the technical differences between SHGs and other microfinance models like Joint Liability Groups

(JLGs) is crucial for practitioners. The following table provides a comparative analysis:



Feature Self-Help Group (SHG) Joint Liability Group (JLG)

Group Size 10–20 members 4–10 members

Primary Focus Social empowerment and savings-led 
credit

Credit-led income generation

Savings Requirement Mandatory; must precede credit Not mandatory for loan eligibility

Loan Purpose Consumption, emergency, and 
production

Strictly production/income generation

Internal Lending High; uses own pooled savings None; funds come from external 
sources

Duration of Training Long-term (6-12 months stabilization) Short-term (immediate credit focus)

4. Technical Book-keeping and Financial Management

Transparency in financial transactions is the cornerstone of SHG sustainability. A standard SHG must maintain five

essential registers. Failure to maintain these often leads to internal disputes and rejection of bank loan applications.

•  Minute Book: Records the proceedings of every meeting, including attendance, decisions made regarding 

loans, and resolutions passed.

•  Savings Ledger: Tracks individual contributions of every member.

•  Loan Ledger: Details the loans issued to members, interest charged, repayment schedules, and outstanding 

balances.

•  Cash Book: A chronological record of all cash inflows (savings, repayments, fines) and outflows (loans issued, 

bank deposits, expenses).

•  General Ledger: Consolidates all accounts to provide a summary of the group's financial health.

Mathematical Model for Internal Lending

The interest rate in SHGs is usually determined by the members themselves. Most groups use a reducing balance 

methodto encourage early repayment. For instance, if a member borrows $1,000 at a 2% monthly interest rate,

the interest for the first month is $20. If they repay $200 of the principal, the second month's interest is calculated

on the remaining $800 ($16).

5. The Grading Mechanism: Technical Evaluation for Credit Readiness

Banks do not lend to SHGs arbitrarily. They use a standardized grading tool to assess the risk. A group must

typically score above 80% to be considered 'Grade A'. The grading criteria involve:



Metric Weightage Technical Indicator

Group Composition 10% Homogeneity in socio-economic 
status.

6. Organizational Hierarchy and Federations

To achieve economies of scale, SHGs are often organized into a three-tier federated structure. This hierarchy

allows them to access larger markets, negotiate better terms with banks, and engage in advocacy.

The Three-Tier Structure:

1.  Level 1: Self-Help Group (SHG): The primary unit consisting of 10-20 members at the neighborhood level.

2.  Level 2: Village Organization (VO): A federation of 10–20 SHGs at the village level. The VO provides financial 

support to member SHGs and handles issues that individual groups cannot resolve.

3.  Level 3: Cluster Level Federation (CLF): A higher-tier body encompassing VOs from multiple villages. CLFs 

often act as micro-financial intermediaries and provide specialized training.

7. Addressing Operational Challenges and Failure Modes

Even with a robust framework, SHGs face several technical and social challenges. Identifying these failure modes

early is critical for intervention.

Common Failure Modes:

•  Elite Capture: When more influential or educated members dominate the decision-making process or take a 

disproportionate share of loans.

•  Internal Defaults: High rates of non-repayment within the group can deplete the corpus and destroy trust.

•  Lack of Diversification: Groups that only use loans for consumption without investing in income-generating 

activities often fall into debt traps.

•  Book-keeping Errors: Inaccurate records lead to suspicion and group disintegration.

Troubleshooting Solutions:

•  Rotation of Leadership: Mandatory rotation of the President and Treasurer roles every two years.

•  External Audits: Periodic audits by the SHPI or VO to ensure financial integrity.

•  Skill Development: Providing technical training in specific livelihoods (e.g., vermicomposting, tailoring, food 

processing) to ensure loans are used productively.

8. The Impact of Digitalization: E-Shakti and Beyond

The digitalization of SHG records has revolutionized the sector. Projects like NABARD's E-Shaktiinvolve the

migration of physical registers to a digital platform. This provides several technical advantages:

•  Real-time Monitoring: Bankers and promoters can view the financial health of a group in real-time.

•  Credit Scoring: Digital footprints allow for the generation of automated credit scores for groups and individual 

members.

•  Reduced Paperwork: Simplifies the loan application process, reducing the turn-around time for credit 

disbursement.

The evolution of Self-Help Groups from simple savings circles to sophisticated financial entities demonstrates the

power of community-led development. By adhering to the technical guidelines of formation, maintaining rigorous



financial discipline, and leveraging federated structures, SHGs can continue to serve as a cornerstone of rural

economic resilience. The integration of digital tools and a focus on production-oriented credit will be the next

frontier in the maturity of the SHG movement. As these groups grow, they do not just provide financial relief; they

foster a culture of agency, leadership, and collective progress that is essential for sustainable global development.
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