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PREFACE

The Government of India has enacted the Micro, Small and Medium Enterprises Development
(MSMED) Act, 2006 on June 16, 2006 which was notified on October 2, 2006.

With the enactment of MSMED Act 2006, the paradigm shift that has taken place is the inclusion of
the services sector in the definition of Micro, Small and Medium enterprises, apart from extending the
scope to medium enterprises.

The MSMED Act, 2006 has modified the definition of micro, small and medium enterprises engaged in
manufacturing or production and providing or rendering of services. The Reserve Bank has notified the changes
to all scheduled commercial banks. Further, the definition, as per the Act, has been adopted for purposes of
bank credits vide RBI Circular Ref. RPCD.PLNFS. BC.No. 63/06.02.31/2006-07 dated April 4, 2007.

The growth recorded by SSI in India is 2% more than any other sector; it accounts for 40% of the
country’s GDP, 35% of direct exports, 15% of indirect exports (through Merchant Exporters, Trading Houses
and Export Houses) and employs more than 20 million people. The SSIs needs just ` 60,000 – ` 70,000 to
generate employment for one man, while for the same a whopping ` 5-6 lakhs is required for other sectors. An
investment of ` 1 million in fixed assets can generate ` 4.62 million of Goods or Services with an approximate
value addition of 10%, investment of ` 1 Lakh can provide employment to 4 people. The exports from SSI
sector has ridden on the performance of garments (readymade garments, woollen garments and knitwear),
leather and gems and jewellery, sports goods, plastic products and processed food units from this sector. It is
also pertinent to note that the non-traditional products constitute a massive 95% of the SSI exports.

Small and Medium Enterprises (SME) sector in India is the key driver of the nation’s economic
growth with a contribution of over 40% to the country's industrial output and around 35% to direct exports.
It accounts for over 90% of the industrial units in the country. In terms of employment, this sector plays a
very crucial role, being the second largest employer after agriculture. The impressive performance has been
in spite of the inadequacies in capital, technology and marketing.

The Industries Development and Regulation Act, 1951, defines SMEs according to limits in Investment in
Plant and Machinery. The small-scale sector, in India, comprises of the abstractness in defining a SME presents
difficulty in identifying them, formulate and implement suitable policies for them. The limit on investment in
Plant and Machinery and a plethora of laws governing (58 laws in 7 different categories) them, some of the
SSIs seek refuge in remaining small inspite of opportunities to grow. The small size, opacity of the firms and
their lack of awareness have bred the following hindrances to their growth:

1. Under utilization of capacities.
2. Inadequate and untimely credit flows.
3. Inability in technology upgradation
4. Inefficient raw material procurement.
5. Inability to market finished goods.
6. Ineffective monitoring and feedback mechanism.

Small businesses today are being variously described as the backbone of the industrial economy or as
the drivers of the economy or even as the engine of the growth for industry. Though individually small,
collectively the small sector has emerged as a dominant player in most economies, be they developing or
developed. Performance of the small sector therefore, has a direct multiplayer impact upon the growth of
the national economy. The sector has been consolidating over the years. What is new is the articulation and
recognition of this process and its pump priming role.
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INTRODUCTION

In recent days, the Small and Medium Enterprise (SME) Financing has become an important area
for Commercial Banks. To align its corporate policy with the regulation of RBI, banks have become
more concerned about SME and opened windows to conduct business in this particular area.

SECTOR BACKGROUND AND EMERGENCE

Small and Medium Enterprise (SME) Background

Small and Medium Enterprises (MSMEs) have been recognized as one of the most important
sectors for the development of any economy all over the world. This sector constitutes more than 80%
of all business organizations all over the world. In India too, its share is more than 90%. This sector
ensures that the processes of economic growth in our country are employment-friendly and they
contribute to greater regional balance in levels of development.
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During the last decade itself, the SME sector has progressed from the production of simple
consumer goods to the manufacture of many sophisticated products like T.V. Sets, micro-ware
components, electro-medical equipment etc. Product range varies from simple items produced with
traditional technology to high-tech products, produced with sophisticated state of the art technology.
Other than this, small scale sectors have been engaged in the production of goods like wood products,
hosiery & garments cotton textiles, beverages, tobacco products, food products, jute, leather & leather
products, transport equipment etc. These industries produce over 7500 commodities.

Understanding the importance of this sector, the government has brought about the enactment of the
Micro, Small and Medium Enterprises Development Act. As per the very latest statement issued by SIDBI,
the MSME sector currently contributes 8% of the country's GDP, 45% of the manufactured output and
40% of its exports providing employment to about 60 million people through 26 million enterprises. With
the passing of Micro, Small and Medium Enterprises Development Act in June 2006, various components
of this sector have been given clear cut definitions.

Definition of Micro, Small and Medium Enterprises(MSBE)

Type Mfg. Enterprise Service Enterprise

Micro Up to ` 25 lakh Up to ` 10 lakh

Small ` 25 lakh to ` 5.0 cr. ` 10 lakh to ` 2.0 cr.

Medium ` 5.0 cr. to ` 10.0 cr. ` 2.0 cr. To ` 5.0 cr.

The enterprises included under this sector are:
● Small road & water transport operators. (owning a fleet of vehicles not exceeding ten

vehicles)
● Retail trade. (with credit limits not (exceeding ` 10 lakh)
● Small business. (whose original cost price of the equipment used for the purpose of business

does not exceed `. 20 lac)
● Professional (and self-employed people). (whose borrowing limits do not exceed ` 10 lac of

which not more than ` 2 lac should be for working capital requirements except in case of
professionally qualified medical practitioners setting up of practice in semi-urban and rural
areas). The borrowing limits should not exceed ` 15 lac with a sub-ceiling of ` 3 lac for
working capital requirements.

As may be seen from the above definition, the segment which was earlier known as tiny sector,
has been recognized through a formal definition (investment in plant and machinery upto ` 25 lac) and
has been given the term Micro Enterprise. The investment ceiling in investment in plant and
machinery has been raised upto ` 5.0 crore for small enterprises engaged in production or
manufacturing as against ` 1.0 crore earlier. It is expected that this enhancement will allow these
enterprises to go for technology upgradation and modernization which is one of the prime
requirements for enhancing competitiveness in the context of liberalization, globalization and to fulfill
the conditions of WTO. Additionally, for the first time, official recognition and definition have been
given to medium enterprises engaged in the production or manufacturing like those having investment
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in plant and machinery between ` 5 crore and ` 10 crore. The term ‘industries’ has been replaced by
the concept of enterprises to include the service sector.

SCENARIO OF SMES IN INDIA

Small and medium enterprises (SMEs) are the backbone of the Indian economy.

They not only constitute the bulk of the industrial base and but also contribute significantly to
their exports as well as Gross Domestic Product (GDP) or Gross National Product (GNP). India has
nearly three million SMEs, which account for almost 50% of industrial output and 42% of India’s
total exports. A special role for SMEs was earmarked in the Indian economy with the advent of
planned economy from 1951 and the subsequent industrial policy followed by the government. By and
large, SMEs developed in a manner, which made it possible for them to achieve the objectives of:

1. High contribution to domestic production
2. Significant export earnings
3. Low investment requirements
4. Operational flexibility
5. Low intensive imports
6. Capacity to develop appropriate indigenous technology
7. Import substitution
8. Technology-oriented industries
9. Competitiveness in domestic and export markets

It is the most important employment-generating sector and is an effective tool for the promotion
of balanced regional development. These account for 50% of private sector employment and 30% to
40% of value-addition in manufacturing. It produces a diverse range of products (about 8000 odd
items), including consumer items, capital and intermediate goods.

Problems Faced By SME’s

The SMEs in India, which constitute more than 80 percent of the total number of industrial
enterprises and form the backbone of industrial development, are as yet, in technological backwaters
vis-á-vis advances in science and technology. These suffer from problems of sub-optimal scales of
operations and technological obsolescence. Poor financial situations and low levels of R & D, poor
adaptability to changing trade trends, non-availability of technically-trained human resources, lack of
management skills, lack of access to technological information and consultancy services and isolation
from technology hubs are some of the reasons why these SMEs are not being able to surge ahead.

Efforts to be made for the Growth of SME’s

There has to be a major change in the policy on how they are operating. SMEs have to put in more
efforts on research and development (R&D) and on ways to use technology at par with the international
standards.
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With the introduction of Micro Small and Medium Enterprises Development (MSMED) Act, the
24% ceiling for the equity investment by industrial undertakings, whether foreign or domestic, in the
SME sector, would be done away with. This would pave the way for the SME sector to bring in fresh
foreign investment in the form of equity holding. It would also give an incentive to the Ministry of
MSME to liberalize foreign investment in the SME sector.

As per paper brought out by The Associated Chambers of Commerce and Industry of India
(ASSOCHAM), SMEs contribution to national GDP is currently at 17% and is projected to go up by a
minimum of 5 percent and touch 22% share of India’s GDP by 2012, since over 55% of SMEs are
aggressively upgrading themselves technologically to reduce their input costs and increase production and
exports. The tables showing the contribution made by SMEs in the growth of the country.

Figure 1
The enactment of the Micro, Small and Medium Enterprises Development (MSMED) Act, 2006 was

a landmark initiative taken by the Government of India to enable the SMEs’ competitive strength, address
the issues and challenges and reap the benefits of the global market. SME policy initiatives at the national
and state level are aimed at strengthening the role of SMEs at the base as well as at the higher level.

Tables showing the number of SME units and total employment generated by SME units in the last 5
years

Figure 2

SME Production % share to GDP at Current prices
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SMEs growing at 35% over the last two years will register a 40% growth rate which will be
technologically-driven and contribute to manufacturing outputs to an extent of 46%. Their present
manufacturing contribution is around 40-42%. SMEs’ share to national exports currently is estimated at
around 38%, which will surge to over 44% in the next five years.

The main reason of SMEs doing exceedingly well in the next 4-5 years would be because over
55% of SMEs would have absorbed technological up-gradation to their units. Currently, this sector
accounts for 95% of industrial units and it’s contributing about 40% on the value addition in the
manufacturing sector. More than 32 lakh SMEs have spread over the country producing about 7500
items and providing employment to more than 400 lakh people.

CONTRIBUTION OF SMES IN THE ECONOMY
Table 1: Performance of Micro, Small and Medium Enterprises

2002-03 2003-04 2004-05 2005-06 2006-07 2007-08P
1 2 3 4 5 6 7

Number of Units (Lakh numbers) 15.91 16.97 17.53 18.71 20.98 24.68
Employment (Lakh people) 264 275 288 300 313 322
Fixed Investment (Rupee crore) 1,69,913 1,79,306 1,85,821 1,96,186 2,13,219 2,38,975
Value of Output (Rupee crore) 3,14,850 3,64,547 4,29,796 4,97,842 5,85,112 6,95,126

Exports from MSMEs (Rupee crore) 86,013 97,644 1,24,417 1,50,242 1,77,600 P N.a.
n.a.:Not available P: Professional
Source: Ministry of Micro, Small and Medium Enterprise Government of India.

In view of present economic development effort in India, the SME sector plays an important role.
These are reflected in the following performance/activities of this sector:

● Contribution of SME sector to GDP remained around 17% during the last decade and is
projected to go up to 22% in the following years despite decline in the amount of advances
by the banking sector to this sector.

● SME sector employs 25% of the total labour force. As a result, this sector is the present
available sector for creation of jobs.

● SME sector helps alleviate poverty, increase income level of rural people and promote agro-
industrial linkage in India.

● SME sector requires lower energy supply, lower infrastructure facilities and this sector
imposes less environmental risk.

● They contribute towards better utilization of local resources and skills that might otherwise
remain untapped.

● They are necessary to maintain and retain traditional skills and handicrafts.
● They are the only medium for diversification of rural economy and for peaceful and

concurrent socio-economic development of all classes of \people.

From the above discussion, we can say that SMEs are playing an important role in our economy
in various ways.
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