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Abstract

Microfinance has emerged as a pivotal tool for financial inclusion in India, providing
access to credit, savings, and insurance services to the underserved population,
particularly in rural areas. This abstract delves into recent developments in the Indian
microfinance sector, highlighting key trends, challenges, and policy interventions.

The microfinance landscape in India has witnessed significant growth and evolution in
recent years. One notable trend is the increasing role of Self-Help Groups (SHGs) in
microfinance  delivery. SHGs, comprising women from socio-economically
disadvantaged backgrounds, have become effective channels for disbursing microloans
and promoting community-based financial empowerment. Government schemes such as
the National Rural Livelihood Mission (NRLM) have played a crucial role in
strengthening SHG-based microfinance initiatives.

Another noteworthy development is the rise of Non-Banking Financial Company
Microfinance Institutions (NBFC-MFIs). These specialized institutions have expanded
their reach and product offerings, catering to the diverse financial needs of low-income
households.

Digitalization has emerged as a transformative force in the microfinance sector,
enhancing operational efficiency and outreach. Mobile banking, digital payments, and
biometric authentication technologies have enabled microfinance institutions to reach
remote areas and serve clients more effectively.

Despite these advancements, the microfinance sector in India faces persistent challenges,
including financial literacy gaps, vulnerability to external shocks, and the need for
diversified funding sources. Moreover, the COVID-19 pandemic has underscored the
importance of resilience and adaptability in microfinance operations, prompting
institutions to explore digital innovations and risk mitigation strategies.

This abstract provides a comprehensive overview of the recent trends and challenges in
the microfinance sector in India, emphasizing the importance of sustainable practices and
collaborative efforts to realize the full potential of financial inclusion.

Keywords: Microfinance, MFIs, Poverty Alleviation, Sustainable growth.

"Micro Finance recognises that poor people are remarkable reservoirs of energy and
knowledge. And while the lack of financial services is not just a sign of poverty, today it
is looked as an untapped opportunity to create markets, bring people in from the margins
and give them tools to help themselves"
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1 Introduction
Microfinance is not a new development. Some developed countries as well as developing
countries particularly in Asia have a long history of microfinance. During the eighteenth
and nineteenth centuries, in number of European countries, microfinance evolved as a
type of the informal banking for the poor. Informal finance and self-help have been at the
foundation of microfinance in Europe. The early history of microfinance in Ireland can be
traced back to 18th century. It is a history of how self-help led to financial innovation,
legal backing and conductive regulation, and creating a mass microfinance movement.
But the unpleasant regulations prompted by commercial banking brought it down. The
so-called Irish loan funds appeared in early eighteenth as charities, initially financed from
donated resources and offering interest free loans. They were soon replaced by financial
intermediation between savers and borrowers. Loans were granted on short—term basis
and instalments were scheduled on weekly basis. To enforce the repayment, monitoring
process was used.
Microfinance: Microfinance is an economic development approach that involves
providing financial services, through institutions, to low-income clients, where the
market fails to provide appropriate services. The services provided by the Microfinance
Institutions (MFIs) include credit saving and insurance services. Many microfinance
institutions also provide social intermediation services such as training and education,
organizational support, health and skills in line with their development objectives.
1.1 History and Evolution of Microfinance in India
o Microfinance has its origins in the mid-nineteenth century.
o The concept of providing minor credits to entrepreneurs and farmers to
alleviate poverty was proposed by Lysander Spooner in the 1800s.
o Friedrich Wilhelm Raiffeisen established the first cooperative lending bank to
assist farmers in rural Germany.
o The term "microfinancing" emerged during the growth of Bangladesh's Grameen
Bank in the 1970s, founded by microfinance pioneer Muhammad Yunus.
o Grameen Bank formalized microfinance practices after its establishment in 1976.
o Many people in developing nations still rely on subsistence farming or basic food
trading for a living, and smallholder agriculture has received significant support.

2 Literature Review

Ratan Lal Basu (2011) in the study of “Public Distribution System in India and Food
Security” observed that the basic causes of food security in India lie not in supply failure
but in declining income and employment in the unorganised sector and failure of the
TPDS that excludes a large segment of the poor because of definitions and methods of
implementation. So far as policy of introducing the TPDS is concerned, it may be said
that the policy as such is not unsound but the real problem lies in the way it is
implemented.

Das .H.C.L (2011) observed in the study of “Inevitability of Public Distribution System
for Food Security in Bihar vis-a-vis India” that in India the need for a public distribution
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system as an effective instrument of price stabilisation in the national economy was felt
for the first time during the Second World War. The Food grains policy committee in
1943 recommended setting up of a procurement and rationing machinery by the
government to meet the war time situation. With the current situation of price rise in food
grains and general inflation accompanied by limited and low wage jobs, the role of the
government for providing affordable food grains is extremely crucial. To be able to do
so, food security needs to be maintained with efficient and universal public distribution
of food grains. This requires adequate allocation of food grains for distribution under
PDS economically and financially viable, programmes to augment the purchasing power
of the people.

3 Objectives and Research Methodology

The objective of this study is

1 To Know how microfinance works, by using group lending methodology for reducing
poverty and

2To study Challenges faced by the MFIs

4 Research Methodology:

The present study is a descriptive study. This study is mainly based on secondary data
only. Secondary data is collected from various sources like journals, magazines and
reports.

S Microfinance Institutions in India

Microfinance institutions in India organize a variety of groups to provide credit,
insurance, and financial instruction to the rural population

Microfinance Group Description

Self Help Group (SHG) e A Self-Help Group is a collection
of people who share similar
socioeconomic backgrounds.

e These small business owners band
together for a limited time to form a
shared fund for their mutual
business needs. These organizations
are classified as non-profits. The
debt collection is handled by the
group.

e This type of group lending does not
require any kind of collateral. In
addition, interest rates are often
cheap.

e Several banks have formed
partnerships with SHGs in order to
increase financial inclusion in the
country’s rural areas.

Joint Liability Group (JLG) e This is usually an informal group of
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4-10 people who seek loans on the
basis of a mutual guarantee.

e The loans are typically used for
agriculture or related operations.

e This group of borrowers includes
farmers, rural workers, and tenants.

e Each member of a JLG is equally
liable for the timely repayment of
the loan.

e This institution does not require any
financial administration.

Grameen Model Bank e Nobel Laureate Prof. Muhammad
Yunus developed the Grameen
Model in Bangladesh in the 1970s.

e [t prompted India to establish
Regional Rural Banks (RRBs).

e The major goal of this approach is
to grow the rural economy from
beginning to end

Rural Cooperatives e At the time of India’s
independence, rural cooperatives
were formed.

e Through this fund, Poor people’s
resources were pooled, and
financial services were offered.

5.1 Regulatory Framework

The Reserve Bank of India (RBI) is the regulatory body for Micro Finance Institutions
(MFIs) operating in the country. The RBI has issued guidelines vide Master Circular on
‘Non Banking Financial Company-Micro Finance Institutions’ (NBFC-MFIs) dated
01.07.2014 containing regulatory framework for NBFC-MFIs. RBI has issued detailed
regulations for NBFC-MFIs covering inter alia, eligibility for registration, qualifying
assets, transparency, prevention of borrower over indebtedness, privacy of client data,
complaint resolution, pricing of credit, Fair Practices Code etc. This has provided
necessary legitimacy and impetus to the sector. MFIs in general comply with the
regulations, take care of client protection issues, adhere to the Industry Code of Conduct.
These factors go a long way in infusing confidence among all the stakeholders.

5.2 Business Models Under Micro Finance Sector in India,

micro finance operates through two main channels as under: -

Self Help Groups (SHGs) Self Help Groups (SHGs)3 are informal homogenous groups of
10-20 members which function democratically with participative management. SHGs are

Volume 13 Issue 09 September 2024 ISSN 2456 - 5083 Page 264



International Journal for Innovative

€ngineering and Management Research

PEER REVIEWED OPEN ACCESS INTERNATIONAL JOURNAL

www.ijiemr.org

overwhelmingly constituted by women. The members of the SHG carry out savings
amongst themselves and then become eligible for obtaining credit. The process of
obtaining credit links them to formal banking institutions and hence this programme is
referred to as Self Help Group-Bank Linkage Programme (SHGBLP). SHG-BLP model
currently links 87.44 lakh SHGs catering to more than 10 crore rural households to the
formal banking system. National Bank for Agriculture and Rural Development
(NABARD) plays a key role in developing and supporting SHG-BLP. Banks provide
credit to SHGs.

5.3 Micro Finance Institutions

Micro Finance Institutions4 Nobel Laureate Muhammad Yunus is credited with laying
the foundation of the modern Micro Finance Institutions with the establishment of
Grameen Bank in Bangladesh in 1976. In India, MFIs not only offer micro-credit but also
provide other financial services like savings, insurance, remittance and nonfinancial
services like counselling, training and support to start a small business activity. Under the
MFI model, loans are given through the mechanism of Joint Lending Groups(JLGs).
JLGs are informal groups of 4-10 members engaged in similar economic activity and are
willing to jointly repay the loan taken by the members of the JLG from the MFIs. Loans
given to JLG could be individual loan or a group loan.

Under the MFI model, loans are given through the mechanism of Joint Lending
Groups(JLGs). JLGs are informal groups of 4-10 members engaged in similar economic
activity and are willing to jointly repay the loan taken by the members of the JLG from
the MFIs. Loans given to JLG could be individual loan or a group loan.

5.4 Lenders under the MFI approach are broadly classified into four categories:-

a) Non Government Organizations - MFIs: NGO-MFIs are registered under the
Society Registration Act 1860 or the Indian Trust Act 1880.

b) Co-operative Societies: Co-operative Societies such as Primary Agricultural Credit
Societies (PACS), Multi State Co-operative Society etc. registered under relevant laws
dealing with Co-operative Societies extend micro credit

¢) MFIs incorporated under Section 25 of Companies Act, 1956 (Section 8 of Companies
Act 2013) : These are not for profit entities which extend micro credit.

d) Non-Banking Finance Company (NBFC)/MFIs: These MFIs are incorporated
under the Companies Act and registered with RBI.

MFIs as lending institutions essentially raise money from their own resources or obtain
bulk loans from Banks/other Financial Institutions for extending micro credit to JLGs.

5.5 Benefits of Microfinance

o People can use microfinance as a source of capital. It also empowers women,
potentially leading to greater family economic stability.

o In addition, the International Finance Corporation (IFC) projected that over 130
million people benefited directly from microfinance activities as of 2014.

o However, only about 20% of the world’s poor, or three billion individuals, may
benefit from these microfinance enterprises.

o In addition, the IFC assisted in establishing or improving credit reporting bureaus
in 30 developing countries.
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o According to World Bank data, more than 500 million people have benefited from
microfinance-related organizations.

5.6 Challenges Faced by MFIs in India

o Impact of COVID-19: It has impacted the MFI industry, with collections initially
losing money and leads.

o The quality of SHGs (Self-Help Groups) has been questioned due to the rapid
expansion of the SHG-Bank Linkage Program.

o Geographic Constraints — Around 60% of MFIs think that geographic factors
make it difficult to engage with clients in remote places, posing a problem for the
organization’s growth and expansion.

o Scalability Issues — Smaller microfinance systems sometimes struggle to maintain
profitability and performance in these markets due to strong growth rates seen by
Financial Institutions as a result of getting service delivery correctly.

o Diverse business models — Supporting many features and loan activities is
complex and expensive.

o High Transaction Costs — Microfinance institutions have a significant transaction
cost burden.

o Safety and KYC issues: Customers served by Microfinance instructions
frequently need more official identification or the ability to provide actual
security, making it extremely difficult for institutions to offer banking services.

o Budget constraints — Most MFIs are unable to make big upfront investments.

o Funding: Banks often feature various products and an assured deposit structure.

o Overborrowing: The largest danger confronting the microfinance industry today is
borrowers’ proclivity to overborrow.

o Unfavourable policies: While microfinance institutions have been lucrative in
India, they have faced laws and populist politics that have been detrimental.

o Missing of Targets: MFIs frequently overlook the urban poor in favour of
concentrating their efforts on the rural poor.

o Loan Default: Risk management remains ineffective.

o Lenders charge high-interest rates: MFIs charge a high rate of interest on loans
ranging from 12 to 30 per cent of the principal amount.

6 Conclusion

Micro Finance programme has played a significant role in the Indian economy. It has
proved its viability as a business model as well as in its ability to reach out to a
significant section of the population comprising the poor, the marginalised and the
unbanked. Acting in complementarity to the banking system, it has striven to provide
sustainable micro finance services to the un-privileged, thereby providing more inclusive
development and economic parity in the country.
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