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ABSTRACT 

  The extraordinary growth recorded by microfinance in India in recent years 62% per 

annum in terms of numbers of unique clients and 88% per annum in terms of portfolio over 

the past few years – and around 27 million borrower accounts, India with the largest 

microfinance industry in the world is suddenly taken the world by surprise with the crises 

looming large on the very existence of this sector. An industry that grew at 90% on an annual 

basis from 2002-03 to 2009-10 was reduced to just 7% growth in 2010-11 with its portfolio 

over the period October 2010 (when the crisis started) to the end of the year 2011 estimated 

by M-CRIL to fall by around 33%. The objective of the research is twofold first, to analyses 

the financial performance of independent microfinance institutions (MFIs) in terms of cost 

efficiency cash constraints and net portfolio in India providing microfinance services to low 

income clients secondly, this research helps to understand the role of microfinance in the 

Indian economy and to focus on the current performance of the sector in relation to financial 

services in general. The paper concludes that primarily, the regulations improvisation which 

is caught in the headlights of draconian regulation is uncertain which way to go. This is a 

dangerous situation that the sector has to deal with and come out successfully. Secondly, the 

crisis not only had the effect of bringing microfinance in India to a halt, it also caused a 

sudden rash of prudence in commercial bank lending to MFIs resulting in an increase in 

lending rates.  
 

KEYWORDS: Microfinance, Microfinance Models& Features 
 

INTRODUCTION  

 The traditional strategy in India of improving financial inclusion was through 

intensive government intervention in banking. After a half-century of application of such 

policies failed to deliver satisfactory results, it has become increasingly clear that this 

approach has many limitations. In recent years, a fascinating new phenomenon has come 

about: a dramatic growth of lending to the poor over the last decade through a new channel of 

for-profit micro finance institutions. These reforms tap into equity capital in the formal 

financial system, and the priority sector lending requirements of Indian banks. They deliver 
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loans to households from the 80th to the 60th deciles in the distribution of household income, 

delivering credit to households where, previously, bank loans were essentially non-existent. 

Globally as well as in India, the rise of this new micro finance industry has made some 

observers uncomfortable because profits were being made by serving the poor. There was 

discomfort when some of these firms listed with high valuations, such as the IPO of SKS 

Microfinance in India. The role of priority sector lending, at the foundation of the business 

model of these rimes, was also a source of criticism. Microfinance refers to all types of 

financial intermediation services (savings, credit funds transfer, insurance, pension 

remittances, etc.) provided to low-income households and enterprises in both urban and rural 

areas, including employees in the public and private sectors and the self employed (Robinson, 

2003). Effective, long-term provision of these services occurs through microfinance 

institutions that adhere to the key principles endorsed by the Consultative Group to Assist the 

Poorest (CGAP). Microfinance emerged in the early 1990’s to provide credit and savings 

services to the poor as a possible alternative to conventional bank lending. Many developing 

economies have developed and have been providing credit to the poor through microfinance 

schemes. The experience of several Asian, African as well as Latin American countries could 

be a typical example for this (Meyer 2002). It received further boost with involvement of 

several non- governmental organizations and microfinance institutions. These efforts led to 

the formation of Self Help Groups(SHGs), where poor from homogenous backgrounds 

formed groups of around 20 each and pooled money that was lent to the needy in the group. 

With huge potential and low NPA’s, several private and foreign banks, unveiled their plans to 

enter the Indian Microfinance sector. The government and RBI have announced several 

measures to boost micro finance activities in the country. However, there is lot to be done by 

the regulator in the light of the recent developments in this sector. The few specific 

developments worth mentioning here are the exponential growth, witnessed in the Micro 

Finance Industry lately, with more and more institutions coming in everyday, secondly with 

more and more funds required for the established MFI’s to scale up and because of the 

regulatory prohibition on raising deposits, the profitable MFI’s are offering there equity 

stakes to bank and FI’s, who are more than willing to put their money in these more or less 

established and highly profitable MFI’s in return for an Equity stake. Last but not the least, 

with alternative models, being proposed now to further Financial Inclusion, including agent 

based banking , Mobile based banking, the next big question would be the “transaction cost”, 

as to which of the alternative models would have the lowest transaction cost. 
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CONCEPT OF MICROFINANCE 

In early 1980’s, the existing banking policies, procedures and systems were not suited to meet 

the requirements of poor. For borrowings poor people usually resort to unorganized sector. 

NABARD recommended that alternative policies, systems and procedures should be put in 

use to save the poor from the clutches of moneylenders. Thus microfinance was introduced in 

banking sector. Microfinance is the provision of a broad range of financial services such as 

deposits, loans, payment services, money transfers and insurance to the poor and low income 

households and their micro-enterprises. Microfinance is defined as “Financial Services 

(savings, insurance, fund, credit etc.) provided to poor and low income clients so as to help 

them raise their income, thereby improving their standard of living”. Micro-financing is 

regarded as a tool for socio-economic up-liftmen in a developing country like India. It is 

expected to play a significant role in poverty alleviation and development. Mohammed 

Yunus was awarded the Noble Prize for application of the concept of microfinance, with 

setting up of the Grameen Bank in Bangladesh. Micro credit and microfinance are 

different. Micro credit is a small amount of money, given as a loan by a bank or any legally 

registered institution, whereas, Microfinance includes multiple services such as loans, 

savings, insurance, transfer services, micro credit loans. 

FEATURES OF MICROFINANCE 

1)      It is an essential part of rural finance. 

2)      It deals in small loans. 

3)      It basically caters to the poor households. 

4)      It is one of the most effective and warranted Poverty Alleviation Strategies. 

5)      It supports women participation in electronic activity. 

6)      It provides an incentive to grab the self employment opportunities. 

7)      It is more service-oriented and less profit oriented. 

8)      It is meant to assist small entrepreneur and producers. 

9)      Poor borrowers are rarely defaulters in repayment of loans as they are simple and God- Fearing. 

10)   India needs to establish several Microfinance Institutions. 

 MICROFINANCE MODELS IN INDIA 

In India, the beginning of microfinance movement could be traced to Self Help Group (SHG) 

– Bank Linkage Programme (SBLP) started as a pilot project in 1992 by NABARD. This 

programme proved to be very successful and has also developed as the most popular model 

of microfinance in India.  
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In India, the institutions which provides microfinance services includes:-NABARD Small 

Industries Development Bank of India (SIDBI), RashtriyaMahilaKosh, Commercial Banks, 

Regional Rural Banks, Co. Operative Banks and Non Banking Financial Companies 

(NBFCs).  Microfinance services are provided mainly by two models: - Self Help Group - 

Bank Linkage Programme (SBLP) Model and Micro-Finance Institutions Model (MFI). 

These both together have about 7 crore clients. 

     1.    SHG - Bank Linkage Programme (SBLP) 

A Self Help Group (SHG) is a small group of 10 to 20 persons of rural poor who come 

together to mutually contribute to common fund for meeting their emergency needs. SHG - 

Bank Linkage Programme was introduced by NABARD in 1992. Under this programme 

three different models have emerged:- 

     a)    Model I: - SHGs promoted, guided and financed by banks. 

     b)    Model II: - SHGs promoted by NGOs / government agencies and financed by banks. 

     c)    Model III: - SHGs promoted by NGOs and financed by banks under NGOs / formal 

agencies as financial intermediaries. 

      2.    Micro Finance Institutions (MFls):  MFls include NGOs, trusts, social and economic 

entrepreneurs; these lend small, sized loans to individuals or SHGs. They also provide other 

services like capacity building, training, marketing of products etc.  

      MFIs operate under following models:- 

     a)    Bank Partnership Model:- 

       i.       MFI as Agent:- In this model, the MFI acts as an agent and it take Care of all 

relationships with borrower from first contact to final repayment. 

          ii.       MFI as Holder of Loans:- Here MFI holds the individual loans on its books for a 

while, before securitising them and selling them to bank.          - 

     b)    Banking Facilitators:- 

Banking facilitators / correspondents are intermediaries who carry out banking functions in 

villages or areas where it is not possible to open a branch. In January, 2006, RBI permitted 

banks to use services of NGOs, MFIs and other civil society organisations to act as 

intermediaries in providing financial and banking services to poor 

Role of Microfinance in India 

Microfinance institutions are those which provide credit and other financial services and 

products of very small amounts to poor in rural, semi-urban and urban areas for enabling 

them to raise their income and improve their standard of living. 
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1.   Credit to Rural Poor:- Usually rural sector depends on non-institutional agencies for their 

financial requirements. Micro financing has been successful in taking institutionalized credit 

to the doorstep of poor and have made them economically and socially sound. 

2.    Poverty Alleviation:- Due to micro finance poor people get employment. It also helps 

them to improve their entrepreneurial skills and encourage them to 

exploit business opportunities. Employment increases income level which in turn reduces 

poverty. 

3.    Women Empowerment:-  Normally more than 50% of SHGs are formed by women. Now 

they have greater access to financial and economical resources. It is a step towards greater 

security for women. Thus microfinance empowers poor women economically and socially. 

4.    Economic Growth:- Finance plays a key role in stimulating sustainable economic 

growth. Due to microfinance, production of goods and services increases which increases 

GDP and contributes to economic growth of the country. 

5.    Mobilisation of Savings:- Microfinance develops saving habits among people. Now poor 

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

through savings and micro credit obtained from banks are utilised to provide loans and 

advances to its members. Thus microfinance helps in mobilisation of savings. 

6.    Development of Skills:- Micro financing has been a boon to potential rural entrepreneurs. 

SHGs encourage its members to set up business units jointly or individually. They receive 

training from supporting institutions and learn leadership qualities. Thus micro finance is 

indirectly responsible for development of skills. 

7.    Mutual Help and Co. Operation:- Microfinance promotes mutual help and co. Operation 

among members. The collective efforts of group promote economic interest and helps in 

achieving socio-economic transition. 

8.    Social Welfare:- With employment generation the level of income of people increases. 

They may go for better education, health, family welfare etc. Thus micro finance leads to 

social welfare or betterment of society. 
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Financial Performance 

Exhibit 4. India Financial performance Index.... March 2003=100 

 
Source- M-CRIL 

FINEX – the M-CRIL India Financial Performance Index is a composite index of the 

performance of microfinance institutions in India. It uses information on the portfolio at risk 

(30 days) and the return on assets of 24 leading MFIs (based on financial information self-

reported by the MFIs to the MIX) FINEX has declined to -466 (March 2003=100 in the 

figure above) compared to the 40% increase in 2008-09 and a 10% increase in 2009-10. 

 

PROBLEMS 

1)  Regional Imbalance: - The success of SHG programme is limited. The Southern States 

account for 70% of funds. There is a need for better linkage efforts in northern, central, 

eastern and north eastern states. These states have high concentration of rural poor. 

2)   Poor Management:- Many SHGs suffer due to poor management. In many cases internal 

controls are lacking. There has been poor management of cash flows. Roles and 

responsibilities of members and office bearers are not defined properly. 

3)   Problem of Micro Enterprises: - Many micro enterprises developed by SHGs lack skills 

and strategy to survive. Even the NGOs fail to provide them with necessary linkage and 

market survey report. 

4)  Dropouts: - There are many incidences of dropouts from groups. The main causes are 

migration for employment and inability to make regular savings. The dropout rate is 11% for 

very poor and 7% for non-poor. 
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5)  Lack of Business Attitude: - Many banks supporting SHGs treat the projects as a social or 

developmental programme and not as a business proposition. This has restricted the spirit of 

entrepreneurship among members. 

6)    Regulations: - SHGs are governed by multiplicity of regulations. This makes their 

formation and functioning difficult. Micro Financial Sector Bill 2009 is expected to sort out 

this problem by making NABARD the single regulatory body for SHGs. . 

7)    Lack of Political Support: - Usually political parties are after Co. Operative Societies as 

they serve vote banks. A SHG does not contain enough votes to be inspired by politicians. 

8)   Sustainability: - Sustainability of SHGs depends on the quality of SHGs and the support 

given by Self Help Promoting Institutions (SHPIs). Many SHPIs have been supporting SHGs, 

but only to achieve targets. This affects its sustainability in long run. 

 

RECOMMENDATIONS 

 Proper training to be provided to the employees of MFI’s especially in disbursing 

loans and collection of the loan amount so that the cost per borrower can be more efficiently 

managed. Greater engagement with the political economy of the regions in which the MFI’s 

operate so that bureaucracy, politicians and media are all kept aware and sympathetic to the 

MFIs’ operational practices and goals. A very conscious effort to ensure that there is a 

diversity of sources of funds not just in terms of numbers of lenders/investors but also the 

type of such fund providers commercial banks, development banks, social equity investors, 

private equity investors and, equally, clients as depositors. Wherever the deposit option is 

available it’s been experienced that it provides an additional anchor of stability to the micro 

financial system. 

 

CONCLUSION 

 The financial viability of rated microfinance institutions in India, apparent in the 

2005, was under threat in 2007. While this situation was dramatically reversed in 2009-10, 

the current crisis in Indian microfinance has caused a substantial moderation. This is apparent 

in considering the returns MFIs earn net of all costs – operating and financial. The significant 

moderation of the past year has been caused by the substantial write offs necessitated by the 

collapse of microfinance in India. The high efficiency (low OER) of Indian MFIs played a 

key role in their profitability as did the significantly increased portfolio yield since 2007. 

However, current write offs have increased the total expense ratio quite significantly and 
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caused the weighted average return on assets for 2010-11 to fall to 3.0%.The crisis not only 

had the effect of bringing microfinance in India to a halt, it also caused a sudden rash of 

prudence in commercial bank lending to MFIs (at the same time as a hardening in 

inflationary conditions in the country) resulting in an increase in lending rates.  The 

implications of this for the long term future of financial inclusion are still difficult to predict. 

It has already resulted in a substantial decline in capital, both debt and equity available for 

microfinance and, as discussed in the research paper, has slowed down and even reversed the 

financial inclusion effect of MFI operations. What Indian MFIs need is a stable environment 

in which to deliver microfinance services deposits, remittances, insurance as well as micro-

credit in a responsible manner. Whether or not MFIs can continue to contribute to financial 

inclusion in India is now dependent on the passage of the draft Microfinance Bill by the 

Indian Parliament. Until such time, however, most low income families in India have been 

thrown back into the not so benevolent arms of moneylenders. Many low income families in 

India have also suffered collateral damage as the drying up of on lending funds from 

commercial banks has caused a reduction in MFI operations throughout the country. 
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