
IJRFM  Volume 4, Issue 3 (March 2014)  (ISSN 2231-5985) 

International Journal of Research in Finance & Marketing 
 http://www.euroasiapub.org 1 
 

MICROFINANCE AND ECONOMIC DEVELOPMENT IN INDIA: 

GROWTH AND CHALLENGES 
Dr. Madan Lal Singla* 

 

ABSTRACT 
Most of the countries in the world are making an improvement in prosperity in varying degrees 

but still the problem of poverty is severe in third world nations especially in Asia and Africa. 

It is estimated that 2.5 billion people around the world live in poverty, struggling to survive on 

less than 2 US dollar a day. There are more than 400 million people in India who are struggling 

to ensure income security. However, there is some improvement in prosperity in India but the 

people living below poverty line in urban areas has increased in recent years as more proportion 

of poverty in urban areas is transmitted from rural areas. Poor Families are unable to afford 

adequate meals, clean drinking water, education, proper shelter and even medicine when they 

are sick. Most of the economies have not got much expansion mainly due to poor accessibility to 

the credit market. For smooth and overall development of Indian economy, it is necessary to 

stimulate the banking system at micro level so that banking services can be insured easily 

accessible to the vast sections of disadvantaged and low income groups at affordable cost in a 

fair and transparent manner.  It will also help to protect the poorer from harsh moneylenders 

who charges unexpectedly high rate of interest and exploit them. In other words, it is possible 

only through durable microfinance system with well-equipped resources which can help to 

stimulate the economic growth from very basic level. 

The financial sector reforms in India with financial inclusion emerging as a major objective for 

the policy planners to search for products and strategies for delivering financial services to the 

poorer and small entrepreneurs mainly of rural area in a sustainable manner who generally lack 

direct access to the banking services. NABARD was the first organization to introduce the 

concept of microfinance to enhance the agriculture and rural development activities in India. 

After that the spread of microfinance is steadily growing through SHGs. Government of India 

and RBI has also done a lot for easy accessibility of financial services to poorer and small 
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businesses. Microfinance sector has made substantial progress over the past few decades and 

brought number of people above poverty line in India. This sector play an important role in 

beginning and expanding the small business by offering small loans to lower income groups 

which generate income and employment to local communities. Thus no doubt, microfinance has 

been treated as an important tool for economic development. However, there are huge masses of 

people especially in rural areas who are still remaining out of the ambit of the outreach 

programmes. Further, with phenomenal growth in microfinance, there are some glaring 

challenges also reality of this sector. Thus, the main objective of this paper is to study the role of 

microfinance in economic development and the challenges of this sector in India. 
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INTRODUCTION 
The problem of poverty can be seen substantially in many developed economies such as in 

Europe and America but this problem is severe in third world nations especially in Asia and 

Africa. However, most of the countries in the world are making an improvement in prosperity in 

varying degrees but still poverty exists. It is estimated that 2.5 billion people around the world 

live in poverty, struggling to survive on less than 2 US dollar a day. There are more than 400 

million people in India who are seeking an opportunity to reduce their vulnerabilities, create 

assets and ensure income security. However, the percentage of population living below poverty 

line has declined but the number of people living below poverty line in urban areas has increased 

in recent years. The maximum proportion of poverty in urban areas is transmitted from rural 

areas in India. Poor Families struggle to afford even their most basic needs. They are unable to 

afford adequate meals, clean drinking water, education, proper shelter and even medicine when 

they are sick. Most of the economies have not got much expansion mainly due to poor 

accessibility to the credit market.  For smooth and overall development of Indian economy, it is 

necessary to stimulate the banking system at micro level so that banking services can be insured 

easily accessible to the vast sections of disadvantaged and low income groups at affordable cost 

in a fair and transparent manner.  It will also help to protect the poor households and small 

businessman from harsh moneylenders who charges unexpectedly high rate of interest and 

exploit them. In other words, it is possible only through durable microfinance system with well-

equipped resources which can help to stimulate the economic growth from very basic level. 

Microfinance sector has grown rapidly over the past few decades. The financial sector reforms in 

India with financial inclusion emerging as a major objective for the policy planners to search for 

products and strategies for delivering financial services to the poor households and small 

entrepreneurs in a sustainable manner. As a result, microfinance has occupied centre stage within 

a fast growing Indian economy as a hopeful medium for extending financial services to the rural 

population who generally lack direct access to the banking services. Nobel Laureate Muhammad 

Yunus is credited with laying the foundation of modern Microfinance Institutions (MFIs) with 

establishment of Gramin Bank, Bangladesh in 1976. National Bank for Agriculture and Rural 

development (NABARD) was established in 1982 which had taken this idea and became first 
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organization to introduce the concept of microfinance to enhance the agriculture and rural 

development activities in India. After that the spread of microfinance is steadily growing through 

the Self-Help Groups (SHGs). 

The SHG-Bank Linkage Programme, a bank-led microfinance intermediary was initiated by 

NABARD in 1992 to make the traditional and formal banks to extend financial services to 

deprived sections through informal SHGs. It has been recognized as a decentralised, cost 

effective and fastest growing microfinance initiative in the world, enabling over 103 million 

marginalized asset-less and resource deficient poor families access to a variety of sustainable 

financial services from the banking system by becoming members of nearly 8 million SHGs till 

March 2012. Similarly, Govt. of India has set up a Rural Infrastructure development Fund in 

NABARD in 1995-96 with an allocation of Rs. 2000 crore to facilitate the completion of on-

going project of rural infrastructure. A Kisan Credit Card (KCC) scheme was introduced by 

NABARD in 1998 to provide credit for production requirements of farmers like purchase of 

seeds and inputs for agriculture through cash credit limit. KCC holders were also provided an 

accidental insurance against death or permanent disability. General Credit Card (GCC) scheme 

was also introduced for non agricultural client of banks in rural and semi-urban areas to provide 

credit up to Rs. 25000 as indirect finance to agriculture preferably to women clients. All such 

schemes have provided easy credit to the bank customers without insisting on security and 

indirectly helped in linking more population with banks.  

The direct approach of financial inclusion was started in Nov. 2005 when RBI had directed the 

banks to open “No-Frills Account” with zero or minimal balances. The basic objective of this 

approach was to allow the unbanked households to maintain an account with minimal balances 

and permit limited number of transactions per month. Such accounts were used overtime by the 

government to make welfare payments like pensions, cash subsidy, social security benefits and 

wage payments under MGNREGA. The “No-Frills Account” increased from about 5 lakhs to 

over 5 crores presently. However, Skoch development foundation in its study stated that out of 

total “No-Frills Account” opened between April 2007 and March 2009, only 11 % were 

operational which an issue of concern was. Further, on the recommendations of Financial 

Inclusion Committee headed by Dr. Rangarajan in 2006, two funds i.e. Financial Inclusion Fund 
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was established to meet the cost of development and promotion of financial inclusion and 

Financial Inclusion Technology Fund was established to support the technology efforts in the 

process of financial inclusion. These funds with a corpus Rs. 500 crore each were operated by 

NABARD. The other institutions which provide microfinance in India are Small Industries 

Development Bank of India (SIDBI), Rashtriya Mahila Kosh, Commercial Banks, Regional 

Rural Banks, Cooperative Banks and Non Banking Financial Companies (NBFCs). These 

institutions provide finance through the concept of Joint Liability Group (JLP). A JLP is an 

informal group comprising of 10 to 15 individual members who come together for the purpose of 

availing bank loans either individually or through the group mechanism against a mutual 

guarantee. Presently, these institutions constitute the 42% of the microfinance sector in terms of 

loan portfolio and dominated by NBFCs which cover more than 80% of the total loan portfolio 

through MFI channel. 

RBI in January 2006 introduced Business Correspondents/Business Facilitators (BC/BF) models 

for providing financial and banking services.  The activities performed by BCs include disbursal 

of small value credit, recovery of principal/collection of interest, collection of small value 

deposits, sale of micro insurance/mutual fund/pension products/other third party product, receipt 

and delivery of small value remittances/other payment instruments. Similarly, BFs perform the 

activities like identification of borrowers, collection and preliminary processing of loan 

applications, creation of awareness about savings and advise on managing money, Debt 

counseling, processing and submission of loan applications to banks, post sanction monitoring, 

promotion, nurturing, monitoring and handling of SHGs, and follow up for recovery. 

Initially, only insurance agents could act as BFs but with time retirees such postmasters, 

teachers, bankers etc. could also act as BFs. In July 2009, Government of India identified 91 

unbanked blocks of North-East states and 38 unbanked blocks of other states to provide banking 

facilities to them and making them financially inclusive. With continuous efforts these unbanked 

blocks were reduced to 71 as on March 31, 2011. In December 2009, RBI permitted the 

commercial banks that after analyzing the position of financial exclusion in the North- East 

states; they can open their branches in rural, semi-rural and urban areas without taking the 

permission of RBI. RBI also advised the banks to come up with a road map to provide banking 
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facilities to the unbanked villages having a population of over 2000 by March 2012. As a result, 

State-Level Bankers’ committee identified 700 unbanked villages and allotted to them various 

banks. 

Recently Government of India introduced a scheme to directly transfer the government subsidies 

and social security benefits to the accounts of the beneficiaries; who in turn could draw the 

money from BCs in their village itself. For the effective implementation of scheme, banks are 

asked to provide banking facilities to areas with population of 1000-2000 in North-Eastern states 

and hilly states; and with population of 1600-2000 in all states/UTs by March 2013.  

Microfinance industry is considered as a tool of financial inclusion as well as poverty reduction 

for the marginalized and disadvantaged people of rural areas. Thus, it has considered as a 

significant and emerging issue in developing countries and generated a great deal of interest 

among academicians, researchers, policymakers and economists. The main objective of this 

paper is to study the role of microfinance in economic development and the challenges of this 

sector in India.  

ROLE OF MICROFINANCE IN ECONOMIC DEVELOPMENT 
 In the world where almost half population lives in poverty, microfinance play an important role 

in beginning and expanding the small business by offering small loans to lower income groups 

which generate income and employment to local communities. Thus, microfinance has been 

treated as an important tool for Economic Development. Poorer people have to wait much longer 

to get the benefits of the economic growth as they are separated by distance from the urban areas 

where economic activity is concentrated. It is essential to engage this section of society in the 

economic mainstream to achieve balanced growth which is critical for the long term 

sustainability of social development and economic prosperity. For the social economic 

empowerment, financial services should be delivered to people living in rural areas and lower 

income strata. Only then full potential of the country’s physical and human resources can be 

realized. Microfinance plays vital role in economic development through following ways: 

Poverty Alleviation: According to World Bank report 1.4 billion population in developing 

countries is living on less than 1.25 US dollar a day. That’s why to alleviate poverty by the year 

2015 is one of the major millennium development goal announced by UNO in 2008. To eradicate 
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poverty most of the nations have been pursuing various policies and programmes. Among these 

most effective policy adopted by the low income countries in the world is microfinance because 

it has been found an effective tool for lifting the poor by providing them financial services to 

start or expand a small business that enables them to break out of poverty. In other words, it 

enables them to earn an income so they no longer have to struggle to afford food, clean water, 

healthcare and education for their children. These small businesses also create employment 

opportunities for such local communities where jobs are rare. It helps them to earn extra income.  

Women Empowerment: Microfinance is an important tool not only reducing poverty but also 

empowering women as normally more than 50% SHGs are formed by women. SHGs has proved 

to be strategic tool for organizing women in groups and promoting their saving habits to gain 

greater access to financial and economical resources. Poor women use small loans to start a long 

chain of economic activity and raise their socio-economic status in the society. 

Financial Inclusion: Microfinance has been recognized as an important tool in connectivity the 

unbanked population to mainstream institutional banking services. It has contributed to reduce 

their dependency on informal money lenders and non-institutional sources.  

Mobilization of Savings: Microfinance develops the saving habits among the people. Now poor 

people with meager income also save money and are bankable. The financial resources generated 

through saving of group members and micro credit obtained from banks are utilized to provide 

loans to its members.  

Financial Stability: Microfinance has also played a greatest in providing financial stability to 

people which contributed to local economies in substantial extent. Small loans have offered 

opportunities to earn extra income, so that people can pay for their extreme necessities.  

Global Poverty: Financial stability to poor and low income families through small loans may 

break the poverty cycle for future generation. As many of these communities started growing, the 

local economies are started flourishing. The gross domestic product of the country started 

increasing and gap between the poorer and wealthiest people has also decreased. 

Development of Skills: Microfinance has helped in identifying the potential rural entrepreneurs. 

SHGs encourage its members to set up their businesses jointly or individually. They receive 
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training from their supporting institutions and learn leadership qualities. Thus, microfinance 

helps indirectly in the Development of Skills.  

CHALLENGES AND SUGGESTIONS  
Microfinance in India has made substantial progress and has brought number of people above 

poverty line. However, there are huge masses of people especially in rural areas who are still 

remaining out of the ambit of the outreach programmes. Thus, with phenomenal growth in 

microfinance, there are some glaring challenges also reality of this sector and some of them are: 

Low Coverage and Regional Disparity: Microfinance has become a major instrument for 

financial inclusion providing access to credit to the poorer which helps in their poverty 

reduction. But the coverage of MFIs is just 8% which is very low. The main focus of these 

institutions is to provide credit to the rural poor and less attention to urban poor. However, now-

a-days urban poverty is very serious issue with increasing population and migration. Further, 

growth of MFIs is unequal among various regions as well as limited growth in poorer states of 

India. Almost 54.8 outreach of microfinance is distributed in southern region while west, north 

and northern east account for 6.75%, 4.27%, and 1.75% respectively. There is a need to take 

more efforts to utilize the potential of microfinance in poorest states like Bihar, Uttar Pradesh, 

Assam, Jharkhand etc. The main reason for success of microfinance in southern is that NGOs 

and MFIs are more active in this region than the northern areas especially. The major issues for 

the growth of microfinance are high literacy, supportive culture, financial infrastructure and 

existence of NGOs etc. Government should also take more steps for creating effective banking 

structure in backward region. The poor section should be the main target without any difference 

in to utilize the potential of microfinance rural or urban poor.  

Inability of MFIs to Generate Sufficient Funds:  Inability of MFIs to raise sufficient funds 

remains one of the important concerns in Microfinance sector.  However, NBFCs are able to 

raise funds through private equity investments which are for profit motive. These MFIs are 

restricted from taking public deposits. Not for profit companies which constitute a major chunk 

of the microfinance sector have to primarily rely on donation and grants from government, 

NABARD and SIDBI. Apart from this, generally the major sources of funds for MFIs are bank 
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loans. To increase their borrowings further, MFIs need to raise their equity through outside 

investors. 

Staff Training: The quality of microfinance services depends on the capability of human 

resources involved as service providers.  Incompetent staff and undiversified credit leads to the 

poor performance over the period. Poorly trained or untrained human resources affect the 

functioning of MFIs. However, NABARD is promoting technical assistance for the staff of 

banks, NGOs and SHGs. To increase the efficiency of MFIs, an effective sub-sector information 

system should be developed and consultancy services should be viable for the staff.  

Need of Proper Checking: MFIs provide credit to small businesses, dairy/poultry farming, 

farmers, education loan, housing loan etc. There is need of proper check for what the credit 

approved and really used with timely performance report. The outcome in terms of production 

and income is the major challenge for the sustainability of MFIs. Uneducated and untrained 

groups are the customers of these institutions. Thus, they impose a risk of inefficient 

management and improper planning. The training programme will boost the confidence of 

beneficiaries in their business and helps to enhance the income generation capacity. It will enable 

them to repay the loan and to extent their business. 

Dropouts and Migration of group members: Generally, microfinance is provided on group 

lending concept. The two major problems with group concept are   Dropouts and Migration of 

group members. Most MFIs lend on the basis of the past record of a group (SHG/JLG)/individual 

repayment performance. In absence of a decent past record, members are deprived of getting big 

loans and additional services. 

Regulation: The regulatory framework is necessary to utilize the potential of MFIs for 

upliftment of poor. The regulation of MFIs is of major concern to protect the interest of 

stakeholders/depositors, setting prudential norms, standards and promoting systematic stability to 

build public confidence in MFIs/banks. 

Quality of SHGs:  The success of microfinance movement depends on the quality and 

performance of SHGs in highly competitive environment. There is a rapid growth in the number 

of SHGs in the last decades. At present there are about 8million SHGs functioning in the 

country. Unfortunately, there quantity has grown very fast but there quality suffered the most. 
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The major factors responsible for their poor quality are inadequate resources for training and 

capacity building, shortage of staff in bank branches, improper utilization of funds, poor quality 

of products and lack of knowledge about productive investment. Therefore, now we have to 

focus on the quality of SHGs as their long term viability depend on quality. For improvement of 

their quality, there should be proper use of information technology for better monitoring and 

service delivery on cost effective basis and research centres should also be established to 

encourage focused research and training in microfinance.   

Transparency of Interest Rates: Generally, it has been observed that MFIs are followed of 

different pattern of charging interest rates and few one are also taking free deposits and 

additional charges. All this make the pricing very confusing and hence most of the borrowers 

feel incompetent in terms of bargaining power. Thus, a common practice for charging interest 

should be followed by all MFIs so that it makes the sector more competitive and the beneficiaries 

can easily make effective comparison of different financial products before buying. 

Political Interference: No doubt government is playing an important role in building legal and 

regulatory environment for MFIs. However, restrictive regulation and too much political 

interference in the working of MFIs may harm their sustainable growth. In 2010, Andhra Pradesh 

Government has passed an Act, which includes a number of measures that greatly restricts MFIs 

workings. Before this, Andhra Pradesh has been the forefront of microfinance in India but This 

Act of Andhra Pradesh Government has put a destructive impact on microfinance sector. Recent 

example of this can be taken from Andhra Pradesh crisis2010.  The act was passed on the basis 

of media and Government speculation that MFIs are earning huge profits by charging 

extraordinary high rate of interest. The media also highlighted extreme example of suicides 

linked to repayment stress. As a result of this Act loan repayment dropped dramatically and 

Andhra Pradesh which was the forefront of microfinance now became the home of one of the 

largest group of blacklisted creditors in the world. Thus, government should make a regulatory 

frame work to strengthen the microfinance movement rather than block innovation with rigid 

rules.  

CONCLUSION 
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The main objective of microfinance is to provide an umbrella of services to poor so that they can 

enrich their lives. Microfinance in India has helped a lot to bring a number of people above 

poverty line but coverage is uneven with large number of people in rural area still remaining 

outreach programme. Government can play a vital role to create a supportive environment in 

which MFIs can flourish. To boost microfinance sector in India, there is a coordinated action of 

various agencies such as government, financials, NGOs etc. As most of the population are living 

in rural areas and illiterate and have low awareness about microfinance services therefore, a 

special campaign should be started to familiarize the poor about microfinance services. The 

contribution of women can also play an active role in the growth of this sector. Banks should 

convert and build up professional system into social banking system for poor. Government 

should also provide support for capacity building initiatives, ensure transparency, and enhance 

creditability through disclosures. Delivering credit and mix of other services at lowest cost is 

only possible by increasing competition among MFIs. In nutshell, microfinance has witnessed a 

phenomenal growth in the past years. This sector is playing an active role in helping the poor in 

many ways. However, the focus of most of the MFIs has remained on expanding the outreach of 

microfinance programme with little attention of depth, quality and viability of financial services.  
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