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Microfinance – the road ahead

It gives me great pleasure to be here with you all this morning to inaugurate this International Conference on Microfinance India organized by CARE in collaboration with other partners. It is heartening to see such a large number of participants drawn from different organizations and countries. The objective is to learn by sharing the experience each organization has had in relation to microfinance.


The subject of providing credit to support people in rural areas has been explored extensively from time to time in India. The Indian Rural Credit System, as it has emerged, is a product of both evolution and intervention. The broad objectives of policy intervention have been: (a) to institutionalize credit, (b) to enlarge its coverage, and (c) to ensure provision of timely and adequate finance at reasonable rates of interest to as large as segment of the rural population as possible. The institutional innovations have been a continuous process with changes occurring, depending on experience.


The evolution of ideas in relation to the credit delivery system has some parallel to the evolution of thought on economic growth and development. One can see five stages in the evolution of thought on economic growth.  The sequences are not strictly chronological.  In the first stage, the major concern was simply to accelerate economic growth.  Growth was identified with the increase in the availability of material goods and services.  Better life was identified with enhanced production of goods and services.  The need for accelerating growth in this sense was felt even more strongly in developing economies which started out with very low living standards.  Eradication of poverty was to be achieved through faster economic growth.  In the second stage, a distinction was made between growth and development.  A greater concern with the distribution of income emerged.  Development was seen as going beyond economic growth and bringing about changes in the structure of the economy.  Equitable distribution of the benefits of economic growth became an independent goal.  In the third stage, the concept of equity was translated into the provision to every one of what came to be described as ‘basic needs’ which included the basic requirements of life such as education, safe water and health services.  In essence, this approach stressed the need to provide to all human beings the opportunities for a ‘richer and more varied life’ as one of our plan documents put it.  The next stage in the evolution of economic thinking was the emergence of the concept of ‘sustainable development’ which acquired importance in the context of the environmental degradation that was occurring in the process of economic growth.  Sustainable development focuses attention not only on development of the present but also the future.  In the current stage of discussions, the concept of basic needs has been widened and the objective of growth is set as “human development” which means an improvement in the quality of life of the people.  Enhancement of human development should lead on the one hand to the creation of human capabilities through improved health, knowledge and skills and on the other the opportunities for the people to make use of these capabilities. In a broader sense, human development implies human rights and participation and freedom of choice.  Under this approach, economic growth becomes one aspect of human development.  


In the case of credit delivery system, one can see a similar evolution of thought. While in the early stages, the emphasis was on providing more credit, at later stages it shifted to ensure that credit went to all segments of society. Despite the expansion of the organized banking system deep into rural areas, it was found that a very large number of the poor continued to remain outside the fold of the formal banking system. The existing banking policies, systems and procedures were not well suited to enable the poor to approach the formal system. Thus began the search for an alternative delivery mechanism which would meet better the requirements of the poor and especially the women members of such households. It was then the idea of organizing Self Help Groups (SHGs) started to take shape. SHG is a group of about 10-20 persons from a homogenous class who come together for addressing the common problems. They collect voluntary savings on a regular basis and use the pooled resources to make small interest bearing loans to their members. The process helps them imbibe the essentials of financial intermediation including prioritization of needs, setting terms and conditions and accounts keeping. Most often, there is a Self Help Promoting Institution (SHPI), which enables the SAGs to function effectively. The SHG Banking Linkage Programme was initiated in 1992 which tried to facilitate the flow of bank credits to SHGs. The pilot phase was followed by the setting up a working group on NGOs and SHGs by the Reserve Bank of India in 1994 which came out with wide ranging recommendations on SHG and bank linkage as a potential innovation in the area of banking with the poor.  I am happy to have played some role in initiating this landmark development when I was Governor of the Reserve Bank of India. As on March 2005, banks have financed more than 1.5 million SHGs (cumulatively), of which 90 per cent are women groups. These SHGs have disbursed loans of more than Rs.5,674 crore. As many as 35,294 bank branches were involved in financing SHGs spread over 563 districts. The number of families covered cumulatively is 2 crore.


The conceptual thinking behind the SHG philosophy and the bank linkage could be summarized as follows: -

· Self Help supplemented with mutual help can be a powerful vehicle for the poor's effort to socio-economic upward transition

· Participative financial services management is more efficient and responsive.

· Poor can save and are bankable

· The mismatch between the expectations of the poor and capabilities of the formal banking system needs to be minimised

· Poor need not only credit support but also savings and other services

· Small affinity groups of the poor, with initial outside support, can effectively manage and supervise micro credit among their members

· Collective wisdom of the group and peer pressure are valuable collateral substitutes

· SHGs could be a pre- microenterprise stage for a majority of rural poor

· SHGs facilitate wider outreach, lower transaction cost and much lower risk costs and

· Empowerment of poor especially of poor women, is a major outcome

NABARD has played a notable role not only in promoting SHGs but also in standing behind the SHG bank linkage programme. The total re-finance released by NABARD amounted to Rs.3130 crore. The performance of the SHGs has been extremely encouraging. Repayments by members to SHGs have been exceedingly high and on time payments have hovered around 98 per cent. Many of the expectations behind the basic philosophy enunciated earlier seem to have been fulfilled.  However, there is a concentration of SHGs in southern states. Some questions have also been raised on the quality in maintenance of books of accounts. 


The progress of the Self Help Group movement in India so far has been promising. It has reached out to nearly 20 million households over the last decade. It has shown that the poor can organize themselves and do things to promote their well-being. It has also had a tremendous social impact. A survey of 70,000 women in 4500 groups in Kurnoor Distt. (Andhra Pradesh) revealed the following:-

· More than 79 per cent of DWCRA women had undergone family planning operations.

· More than 60 per cent of the children availed of anganwadi facilities.

· Cent per cent of the children had been immunized in the pulse polio programme.

· Ten per cent of the women were able to approach banks on their own for accessing institutional credit.

This experiment clearly shows how a programme which is mainly intended for improving the economic conditions can spill over effectively in improving other parameters of a better quality of life.


With all these benefits, as of now the total disbursement of credit is very limited and the per-household credit made available is very small. If a serious impact on the economic conditions of the rural poor has to be made, a much larger flow of credit to support a much broader production base is required. It is towards this objective we need to take this movement forward. These groups have to graduate into promoting micro enterprises. Though micro enterprises are not a panacea for the complex problems of chronic unemployment and poverty, yet promotion of micro enterprises is a viable and effective strategy for achieving significant gains in income and assets for poor and marginalized people.


We can thus see the evolution of Self Help Groups at three levels –

· At one level households use microfinance to meet ‘survival’ requirements where small savings and loans serve as a buffer in the event of an emergency or to smoothen consumption or even service previous debt to give itself more liquidity during lean times.

· At the second level, ‘subsistence’ needs are met through microfinance, where a household begins to utilize microfinance to diversify its basket of income-generating activities, or to meet working capital requirements in traditional activities.

· At the third level as households reach a stage where they can assume a higher degree of risk, microfinance would be used to invest in setting up an enterprise or facilitating entry into employment in one way or the other in order that the household becomes ‘sustainable’.

I had seen how Self Help Groups have gone through these three stages in Andhra Pradesh. The annual exhibition of self help groups at Hyderabad has been a tremendous success. From pure thrift institutions, they first graduated to producing simple products such as pickles and papads. Then they have moved on to produce a wide variety of commodities using simple machines. The scope for expanding the productive activities remains large. For example, readymade garments have a market even in rural areas. Thus, the choice of products becomes extremely important. The SHPIs (Self Help Promoting Institutions) have thus a dual role to play. Not only should they facilitate the availability of credit from the formal sector to the self help groups, they should also help the self help groups to identify suitable products which they can manufacture and sell. They need to impart the necessary skills. These institutions are in a very real sense friends, philosophers and guides. Yet another requirement for the success of SHGs is the provision of effective marketing outlets. These are the issues which need to be addressed at this second stage in the evolution of self-help groups. There are interesting examples of successful SHGs who have graduated to the second and third levels. We need to replicate these successes, if the microfinance movement is to have a true impact. 


As the SHGs grow in number and in diversity, we need to be clear about the legal status of SHGs. At the moment, as I understand, they are not registered as any form of organization. The second is the issue of how to combine different SHGs into a much larger organization which can command greater credibility and therefore greater credit. In Andhra Pradesh, the Mutually Aided Cooperative Societies Act provides for individual groups to become members of a cooperative society. The expectation was that these societies could be federated at sub district and district levels facilitating the tapping of finance from outside sources better. These issues need to be addressed squarely, if the SHGs are to become organizations which can provide support for income generating activities. 

Banks as formal credit agencies have the necessary resources, there is also the willingness on their part to provide credit to people with limited means as the viability is not in doubt. The voluntary organizations should, therefore, provide an effective link between the formal financial system which has the ability to provide credit and the poor who need credit and have shown their ability to organize themselves. That is, in a sense there are three partners in this movement; Banks and other financial institutions who have the ability to provide credit, the poor who need credit and the voluntary organizations who can establish the link between these two. While banks have so far been the major source of credit for Self Help Groups, we may also have to think in terms of other forms of financial institutions which can provide credit to Self Help Groups.


Microfinance can change the lives of the poor. There may not be a quantum jump in the income but it is possible still to ensure a reasonable rise in the income of the poor. You who have assembled here have wide experience in dealing with many problems associated with microfinance. The experience with microfinance, so far, has been heartening and as I said earlier, encouraging. We need to take the next step forward and I am sure that this Conference will provide a road map for the future growth of microfinance in India and elsewhere. This will be the most fitting way to celebrate the ‘International Year of Microcredit’.
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