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Access to the financial services remains a dream to the poor who needs credit rather than 
subsidies. Absence of the sources of income make them non `bankable'. This forces them to 
borrow from local moneylenders at much higher interest rates. Many innovative institutional 
mechanisms have been developed financial instruments and services across the world to reach to 
the poor and enhance credit facilities to them without any mortgage. The present paper discusses 
conceptual framework of a microfinance institution in India. The successes and failures of 
various microfinance institutions around the world have been evaluated and lessons learnt have 
been incorporated in a model microfinance institutional mechanism for India. This paper tends to 
discover the gap in functioning of MFIs such as practices in credit delivery, lack of product 
diversification, customer overlapping and duplications, consumption and individual loan demand 
with lack of mitigation measures, less thrust on enterprise loans, collection of savings/loans and 
highest interest rate existing in micro finance sector.  

--------------------------------------------------------------------------------------------------------------------- 

1. INTRODUCTION 

Microfinance is a financial service to individuals with low income or to those who do not have 
access to banking services.  

Microfinance provides a chance to low-income individuals and making them capable of lifting 
themselves out of poverty if given access to financial services. While some studies indicate that 
microfinance can play a role in the battle against poverty, it is also recognized that is not always 
the appropriate method, and that it should never be seen as the only tool for ending poverty. [1] 

Poor people, all the time, have the tendency to save the money and try to invest in the assets 
which will be beneficial for them in future or in agricultural activities. Microfinance is an idea 
which can be helpful to uplift these people who have the access to the banking services or do 
they try to contact with the banks. 

Micro-finance economically disadvantaged segments of society, for enabling them to raise their 
income levels largest in term of population after China. India's GDP ranks among the top 15 
economies of the world. However, around 300 million people or about 80 million households 
are living below the poverty line, i.e. less than $2 per day according to the World Bank and the 
poorest are which earns $1 per day. It is further estimated that of these households, only about 
20% have access to credit from the formal sector. Out of these 80 million house hold, 80% takes 
credit from the informal sources i.e. local Zamidars, Chit Funds etc. With about 80 million 
households below MFIs include non- governmental organizations (NGOs), credit unions, non-
bank financial intermediaries and even a few commercial banks. [2] 

Abstract 
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Microfinance has been a development and economic tool which has helped in bringing about 
financial inclusion in India. It has been viewed as an important tool of women empowerment and 
to alleviate poverty. It has served to provide financial services and credit to the unprivileged and 
unbanked sector in India thereby bringing about financial inclusion. The loans provided by 
microfinance institutions serve the low -income population in various ways as follows: 

� They provide working capital loans for business purposes. 
� They provide loans for accessing necessities such as food, clothes, shelter and education. 
� They serve as alternatives to the loans provided by money lenders. [3] 

2. GROWTH OF MICRO-FINANCE IN INDIA 

2.1 History of Microfinance 

The microfinance initiative in the private sector in India can be traced back to initiative 
undertaken by Shri Mahila SEWA (Self Employed Women’s Association) Sahakari Bank in 
1974 for providing banking services to the poor women employed in the unorganized sector in 
Ahmadabad in Gujarat. This Bank was established at the initiative of 4000 self employed women 
workers who contributed a share of Rs10 each with a specific objective of providing credit to 
these women so as to empower them and free them from vicious circle of debt. Currently SEWA 
Bank has over 318,594 account holders with total working capital of Rs 1291.89 
million(Mar’09).MYRADA(Mysore Rehabilitation and Development Agency ) of Karnataka 
was another NGO to start in 1968 to foster a process of ongoing change in favor of the rural 
poor. While the objective is to help the poor help themselves, MYRADA achieves this by 
forming Self Help Affinity Groups (SHGs) and through partnership with NGOs and other 
organization in 1984-85. At present it is managing 18 projects in 20 backward districts of 
Karnataka, Tamil Nadu and Andhra Pradesh. These initial initiatives had a much localized 
operation and were limited to their members only. Hence it failed to take the shape of a mass 
movement. In India, initially many NGO microfinance institutions (MFIs) were funded by donor 
support in the form of revolving funds and operating grants. But it is only after intervention of 
National Bank for Agriculture and Rural Development (NABARD) in 1992 in the field of 
microcredit, the movement of microfinance got a boost in India. In India around 70% of landless 
and marginal farmers did not have a bank account and 87% of poor had no access to credit from 
a formal source (NCAER Rural Financial Access Survey 2003).The share of formal financial 
sector in total rural credit was 56.6% compared to informal finance at 39.6% and unspecified 
source at 3.8%(RBI Report 1992). There is a huge potential of microcredit in rural India. The 
Reserve Bank of India has advocated for financial inclusion of majority of population for 
economic development of our country. Access to affordable financial services specially credit 
and insurance enlarges livelihood opportunities of poor. Apart from social and political 
empowerment, financial inclusion imparts formal identity and provides access to the payment 
system and to saving safety net like deposit insurance. Hence financial inclusion is considered to 
be critical for achieving inclusive growth (U Thorat, 2007). The RBI Governor, Y.V.Reddy 
(2007) gave a simple definition of financial inclusion as “Ensuring bank account to all families 
that want it”. He said it would be the first step towards reaching the goal of bank credit as a 
human right as advocated by Nobel laureate Professor Mohammed Yunus. [4] 

2.2 Recent Trends 

Growth of micro finance in india picked up speed with the financial inclusion policies started by 
the government of many states with in the country. At the end of August, state-run banks sweat it 
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out in their efforts to connect with the poor to make a success out of the Prime Minister Narendra 
Modi's Jan Dhan programme to open bank accounts for the unbanked poor.  

Many state-run banks got in aggressively in this drive and set up camps across the country with 
senior staff keeping an hourly tab and all at a cost. As one banker pointed out, most banks would 
have had to spend a minimum of  Rs 100-150 per account - think of movement of documents, 
commission/fee paid to business correspondents at remote locations, cost of RuPay card, setting 
up of camps across the country. Nationally, across banks, a total of more than two crore new 
accounts were opened quickly.  

For the moment, as is apparent, the low balance accounts for the poor cost more to service and 
would only add to costs and almost nothing to the bottom line. How the landscape will change 
for the Indian public sector banks after the Jan Dhan push, the New Year will tell.  

The Reserve Bank of India (RBI) also pitched in with measures that signaled the setting up of 
some new-generation institutions.  

The RBI issued guidelines on creating small banks, payment banks, and microfinance institutions 
(MFI) as banking correspondents. Setting up small banks is aimed to incentivize MFIs to become 
banks for small borrowers, while creation of payment banks could lead to paradigm shift as those 
entities which have huge distribution network - such as mobile-phone companies and retail 
chains - could start mobilizing deposits without getting into credit disbursements and become 
instruments in financial inclusion.  

The biggest measure among all was the RBI giving a bank license to Bandhan, India's largest 
MFI.  

The microfinance sector posted impressive growth in 2014. "Unlike earlier, flow of funds from 
banks to MFIs improved in 2014 as some banks became enthusiastic in their lending to this 
sector. As a result, we saw some leading MFIs growing between 30 to 50 per cent during the 
year," says Sanjay Sinha, Managing Director of Micro-Credit Ratings International (M-CRIL), a 
consultancy that conducts assessments and ratings of MFIs and provides research and advisory 
services.  

Data from the industry body Microfinance Institutions Network (MFIN) show that, as of 
September 30, MFIs provided loans to over 27.9 million clients, an increase of 23 per cent over 
the second quarter of 2013/14.  

The aggregate gross loan portfolio of MFIs (excluding non-performing portfolio) grew 47 per 
cent while disbursements increased by 61 per cent.  

Funding to MFIs surged 172 per cent from a year earlier. Sinha, however, cautions there is need 
to be more vigilant in the New Year to ensure players take adequate measures so that there is no 
overheating in the sector. [5] 

A New Paradigm 

A new paradigm that emerges is that it is very critical to link poor to formal financial system, 
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whatever the mechanism may be, if the goal of poverty alleviation has to be achieved. NGOs and 
CBOs have been involved in community development for long and the experience shows that 
they have been able to improve the quality of life of poor, if this is an indicator of development. 
The strengths and weaknesses of existing NGOs/CBOs and microfinance institutions in India 
indicate that despite their best of efforts they have not been able to link themselves with formal 
systems. It is desired that an intermediary institution is required between formal financial 
markets and grass root. The intermediary should encompass the strengths of both formal 
financial systems and NGOs and CBOs and should be flexible to the needs of end users. There 
are, however, certain unresolved dilemmas regarding the nature of the intermediary institutions. 
There are arguments both for and against each structure. These dilemmas are very contextual and 
only strengthen the argument that no unique model is applicable for all situations. They have to 
be context specific.  

Dilemmas 

Community Based Investor Owned 

• Community Managed  
• Community (self) 

financed  
• Integrated (social & 

finance)  
• Non profit / mutual 

benefit  
• Only for poor  
• 'Self regulated'  

• Professionally managed  
• Accepting outside funds for 

on-lending  
• Minimalist (finance only)  
• For profit  
• For all under served clients  
• Externally regulated  

The four pillars of microfinance credit system (Fig. 1) are supply, demand for finance, 
intermediation and regulation. Whatever may the model of the intermediary institution, the end 
situation is accessibility of finance to poor. The following tables indicate the existing and desired 
situation for each component.  

 
DEMAND 

Existing Situation Desired Situation 
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• fragmented  
• Undifferentiated  
• Addicted, corrupted by capital & 

subsidies  
• Communities not aware of rights 

and responsibilities  

• Organized  
• Differentiated (for 

consumption, housing)  
• Deaddicted from capital & 

subsidies  
• Aware of rights and 

responsibilities  

 

SUPPLY 

Existing Situation Desired Situation 

Grant based (Foreign/GOI)  

Directed Credit - unwilling and 
corrupt  

Not linked with mainstream  

Mainly focussed for credit  

Dominated  

Regular fund sources (borrowings/deposits)  

Demand responsive  

Part of mainstream (banks/FIs)  

Add savings and insurance  

Reduce dominance of informal, unregulated 
suppliers  

 

INTERMEDIATION 

Existing Situation Desired Situation 

Non specialized  

Not oriented to financial analysis  

Non profit capital  

Not linked to mainstream FIs  

Not organized  

Specialized in financial services  

Thorough in financial analysis  

For profit  

Link up to FIs  

Self regulating  

 

REGULATION 

Existing Situation Desired Situation 
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Focussed on formal service providers (informal 
not regulated)  

regulating the wrong things e.g. interest rates  

Multiple and conflicting (FCRA, RBI, IT, 
ROC, MOF/FIPB, ROS/Commerce)  

Negatively oriented  

include/informal recognise 
e.g. SHGs  

Regulate rules of game  

Coherence and coordination 
across regulators  

Enabling environment  

[6] 

3. Credit Delivery Methodologies used by Microfinance Institutions 

Microfinance Institutions use two basic methods in delivering financial services to their clients. 

These are: 

(1) Group Method   

(2) Individual method 

3.1 Group Method  

This is one of the most common methodologies for providing micro-finance. Group method 
primarily involves a group of individuals, which becomes the basic unit of operation for the 
MFIs. As we have discussed earlier, MFIs have to provide collateral free loans, group 
methodologies help in creating social collateral (peer pressure) that can effectively substitute 
physical collateral. Group becomes a basic unit with which MFIs deal.  

3.1.1 Advantages of Group Method 

� Groups are trained to own joint responsibility for loans that are taken by individuals in the 
group. 

� Groups ensure repayments from all individuals in that group and incase of a default 
� Groups functions as the forum where the credit discipline and other related issues are 

discussed. 
� Group may have to jointly own the responsibility of defaults and pay on behalf of defaulting 

client. 
� Group also help credit appraisal and provide opinion on creditworthiness of each individual 

in the group. 
� Groups methodology also helps in controlling cost 

MFIs actually deliver the financial service at the client’s location which could be a village in 
rural areas or a colony/slum in urban area. Having a group helps the MFIs in getting all clients at 
one spot rather than visiting each individual’s house. This helps the MFI in increasing the 
efficiency of staff and controlling the cost. Group methodology creates a forum where 
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individuals come and discuss, can provide opinion, and exert social pressure. 

Group methodology is also important because in case of larger loan defaults a financial 
institutions can take recourse o legal action but in small loans legal recourse is not an 
economically sound option. An MFI who may have an outstanding or Rs 3,000 at default cannot 
apply legal pressure as the cost of recovery through that method can be higher than the amount to 
be recovered itself. 

Moreover, the clients that the MFIs are dealing with are generally poor and may face genuine 
problems at times. Rather than taking an aggressive/legal approach, which such vulnerable 
clients it is always better to have more constructive and collective approach, which is provided 
by the Groups. 

Due to the various advantages, as indicated above provided by groups, this methodology is 
widely accepted and used in micro-finance across the world. 

Self-help Group and Joint Liability Groups (Grameen model and its variants) are two 

common credit delivery models in India. 

 

 
Picture - 1 

3.2 Self –Help Groups (SHGs) 

Self-help Group concept has its origin in India. SHGs are now considered to be very important 
bodies in rural development and are therefore found in almost all parts of the country and their 
number is still rapidly growing. SHGs are formed by Non-Government Organisations as well as 
Government agencies and are used as channels for various development programmes. 

A Self-Help Group is an association of generally up to 20 members (not exceeding 20 members), 
preferably from the same socio-economic background. SHGs are facilitated by Government 
agencies or NGOs for members to come together for discussing and solving their common 
problems either financial or social through mutual help. An SHG can be all-women group, all-
men group, or even a mixed Group. However, it has been the experience that women’s groups 
perform better in all the important activities of SHGs. Mixed group is not preferred in many of 
the places, due to the presence of conflicting interests. 
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Some of the distinct features of SHGs are :-  

(i) Recognized by government: SHGs are well recognized and accepted by government, SHGs 
can open bank accounts in the name of SHG. They can also receive government grants and funds 
for development activities. 

(ii) SHGs are social intermediaries: SHGs do not restrict their functions only to financial 
transactions. SHGs are often involved in many social activities. There are example where SHGs 
have taken up social issues and fought against social evils like alcoholism, violence, against 
women, dowry, getting into village politics and being elected as Sarpanch. 

(iii) Books of accounts: SHGs maintain their own books of accounts. These are simple books to 
keep records of their savings, loans income and expenditures. Strong SHGs also make their 
Balance sheets and Income statements. 

(iv) Have office bearers: SHGs gave a structure where there is a Group President, Secretary and 
Treasure. They are elected by the group. 

(v) SHGs are more autonomous as they decide their own rules and regulations. 

(vi) SHGs mobilize thrift and rotate it internally. 

(vii) SHGs can hold bank account and can also borrow from banks and other financial 
institutions. 

We see that SHGs are groups, which are more autonomous. While they are involved in financial 
transactions, their role is not just restricted to it. SHGs are also involved in various social issues. 

As more SHGs are formed they have started federating themselves into clusters and clusters in 
turn as SHG Federations. The Federations are able to channelize funds to the SHGs and also help 
in improving the managing and financial skills of SHGs. 

3.3 Joint Liability Group – Grameen Model 

Grameen model is based on the concept of joint liability. It is the brainchild of           Prof. 
Muhammad Yunus, founder of Grameen Bank in Bangladesh. Grameen model is the most 
accepted and prevalent micro-finance delivery model in the world today. Many MFIs have 
accepted the model as it has high focus on standardization and discipline 

Meetings also take place only at the Central level and individual groups do not meet. Group 
meetings take place only in front of the Field staff of the MFI. A Grameen model is focused on 
financial transactions and other social issues are generally not discussed. The Group and Center 
are Joint liability Groups, which means that all members are jointly responsible (‘liable’) for the 
repayment. MFI recovers full money from Center, if any member has defaulted: the group 
members have to pool in money to repay to the MFI. If Group members are unable to do it, 
Center as whole has to contribute and share the responsibility. 
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Some other features of Grameen Model are: 

(i) The group meeting take place every week 
(ii)  Interest rate are charged on flat basis 
(iii)  MFI staff conducts the meeting 
(iv)  All transactions take place only in Center meetings 

Grameen model is focused on providing financial services to the clients and hence there is an 
emphasis on standardization and discipline. The model suggests weekly meeting for frequent 
interaction with the clients to reduce credit risk. The meetings are conducted for carrying out the 
financial transactions only. The meetings are conducted systematically in a short-time and other 
social issues are not discussed. Flat interest is charged again for making the system standardized. 
In flat rate system installment size of repayment remains small for all weeks and hence is 
convenient and easier to explain. Also, it is easy to break the loan installment into the principal 
and interest component. 

The Grameen Bank model has sections of same community like agriculture, retail, been a case of 
exceptional success in Bangladesh. By proper networking small scale local out that many 
organizations in India have adopted the institutions scale up and become sustainable while locals 
Grameen Bank model with little variations and good maintain ownership and control over their 
institution. The success. Some of the notable examples are SHARE organization which has been 
vastly successful in co-Microfinance Limited, Activists for Social Alternatives operative form in 
India is Sahavikasa or Co-operative (ASA) and  CASHPOR  Financial and Technical 
Development Foundation (CDF). CDF’s approach relies Services Limited. Some of the 
significant features of on the well known Credit Union model involving a Grameen bank model 
are low transaction costs, no savings first strategy. Found in 1975 by a group of collateral (peer 
pressure is sufficient), repayment of loans individuals, Sahavikasa has now emerged as the 
leading in small and short interval and quick loan sanctions with co-operative in India. Based on 
women’s thrift group and little or no paper works and no formalities. Repayment of men’s thrift 
group, CDF has built up a network of financial loans in small chunk is one of the major reasons 
of high cooperatives and had convinced the Andhra Pradesh loan recovery rate of a Grameen 
Bank. Furthermore, loans government to form legislation for proper and flexible are provided for 
all purposes like housing loans, functioning of co-operatives in the state. The legislation 
sanitation loans, supplementary loans etc. Also the is known  as Mutually- Aided Societies Act 
(MACS). interest rates are nominal making it easy for the poor The act helps the CDF to register 
the thrift groups people to repay their loans timely. promoted by CDF under it. [7] 

3.4 Co-Operative Model 

A co-operative is an organization the help of federations, an NGO with limited resources can 
owned by the members who use its services. This model have an impact on a large number of 
people. Few notable works on the principle that every community has enough examples of 
Federated Self Help Group model are human and financial resources to manage their own 
PRADAN, Chaitanya and SEWA. financial institutions. [7] 

3.5 Individual Method 

So far we have discussed the Group based lending method. However MFIs are also increasingly 
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providing loans to individuals. In Individual lending method, MFIs provide loans to an 
individual based on his/her own personal credit worthiness. Individual lending is more prevalent 
with clients who generally need bigger size loans and have the capacity to produce guarantee and 
generate enough comfort to the MFI. MFIs generally base their decision on personal knowledge 
of the client, his/her reputation among peers and society, client’s income sources and business 
position. MFIs also ask for individual guarantors or take post-dated cheques from clients. 

Individual guarantors come from friends or relatives well known to the borrower and who are 
ready to take liability of repaying the loan, should the borrower fail to do so. If the loan is 
significantly larger, then MFIs may also take some collateral security. [8] 

3.6  Hierarchy of Financial Institutions for Microfinance Disbursement  

[8] 

Table- 1 

4. Key Issues in Microfinance in India Client Retention 

Client retention is an issue that create Low Outreach: In India, MFI outreach is very low. It is a 
problem in growing the MFIs. There is about 28% client only 8% as compared to 65% in 
Bangladesh. Data show retention in the MFIs. This occurs because people are not the great 
potential of MFIs in increasing their outreach properly informed and educated about services and 
scale of operations. [6] 

4.1  Loan Default: Loan default is an issue that creates a problem in growth and 
expansion of the organization because around 73% loan default is identified in MFIs. Lack of 
understanding on the part of the clients, they also cannot correctly manage the loans given to 
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them. As a result, they are not able to pay back the loan.  

4.2  Low Education Level: The level of education of the clients is low. So it creates a 
problem in the growth and expansion of the organization because its percentage is around 70% in 
MFIs. Target population of MFIs is people of  rural areas and they have no or less education 
level. As the percentage of people who have very less education.  

4.3  Language Barrier: Language barrier makes communication with the clients (verbal 
and written) is an issue that creates a problem in growth and expansion of the organization 
because around 54% language barrier has been identified in MFIs. As the education level of 
clients is low so it is difficult to communicate with them. For this reason it is also difficult for the 
MFIs employees to make the clients to understand the policy and related details.  

4.4  Late Payments: Late payments are an issue that creates a problem in growth and 
expansion of the organization because late payments   are around 70%  in MFIs. This usually 
occurs because clients are uneducated and they don’t know how to manage their debt. They are 
unaware of the fact that late payment increases their loan payments.  

4.5  Geographic Factors: Around 60% of MFIs agrees that the Geographic factors make 
it difficult to communicate with clients of far-flung areas which create a problem in growth and 
expansion of the organization. MFIs are basically aimed to facilitate the BPL population of the 
country but due to lack of infrastructure in those areas it becomes difficult to reach them.  

4.6  Debt Management: Clients are uneducated about debt management 70% of the 
clients in MFIs are unaware of the fact that how to manage their debt. Because of the lack of 
education and understanding on the part of the clients, they also cannot correctly manage the 
loans given to them. So for this reason debt management creates a problem in growth and 
expansion of the organization.  

4.7  Internal Environment High Transaction Cost: High transaction cost is a big 
challenge for microfinance institution. The volume of transactions is very small, whereas the 
fixed cost of those transactions is very high. It cannot vary with the size of the loan. The higher a 
producer’s fixed costs in the proportion of his total cost, the element of risk increases in the same 
proportion. Moreover, if the demand for the product falls or the marginal costs increases, it 
becomes very difficult to adjust  the cost  by cutting output. This cut will reduce revenue out of 
which he has to pay principal amount as  well as   interest  on  the loan. This needs to be 
rationalized.  

4.8  Lack of access to Funding: Another factor contributing to the lack of growth in 
MFIs is that requisite financial support has not been provided to MFIs by concerned agencies. 
Around 68% of MFIs response was in favor of that government and SBP don’t support them to 
meet the funds requirement as MFIs cannot alone remove the poverty from the country.  

4.9  Loan Collection Method: Loan Collection Method is found an issue that creates a 
problem in growing the organization. Around 55% of MFIs agrees that due to weak law and 
legislation they are not able to make their loan collection system as effective as they want to do 
so.  
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4.10 Fraud: Fraud is an issue that creates a problem in growth and expansion of the 
organization because its percentage is around 67% in MFIs. Mismanagement of loans on the part 
of the clients creates the problem of fraud and financial embezzlement on the part of clients.  

4.11 External Environment: Increased Competition: Increased competition is an issue  
that  creates a problem in growth and expansion of the organization because its percentage is 
around 72%. As there has been growth in the banking sector with regard to the loan facilities 
therefore there is a greater competition among such institutions.  

5. Challenges before the MFIs 

5.1  Costs of delivery have been high under traditional models 

5.2  Inadequate Infrastructure: Lack of sufficient infrastructure and consequently the 
inability of most RRBs to retain   qualified managers affect the growth and the discharge of their 
operations. Inadequate infrastructure support also translates into high project preparation costs, 
and risk aversion amongst sponsor entities. 

5.3  Credit understanding of rural people is not so good. So it lacks a roadmap as to who 
should be eligible for credit. 

5.4  Concern for profit in microfinance will lead MFIs away from poor clients to serve 
better-off clients. Conflict exists between profit and serving the very poor. 

5.5  Interest cost is very high. Interest cost has reduced a bit over the years. But 
compared to commercial banking the cost of MFI is still high. So challenge is to reduce this cost 
by bringing in the technological advancement. [9] 

6. Conclusion 

The main conclusion of this paper is that microfinance can contribute in solving the problem of 
people with low income and can become an integral part of poverty alleviation programmes with 
in the country. There are many issues and challenges involved with the area of microfinance and 
delivery of finance. The challenge lies in finding the level of flexibility in the credit instrument 
that could make it match the multiple credit requirements of the low income borrowers without 
imposing unbearably high cost of monitoring its end-use upon the lenders. Multi-purpose loans 
or composite credit for income generation, housing improvement and consumption can support 
the people to raise their income and standard of living. Consumption loan is found to be 
especially important during the gestation period between commencing a new economic activity 
and deriving positive income. There is a need for regulating framework for the MFIs in India. 
Regulation of the varied number of microfinance providers which are MFIs is largely in the 
purview of the state influencing the lives of millions of poor people. 
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