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I.  Introduction 

 

In recent years, the concept of microfinance has attracted the attention of researchers, academicians, 

market participants, policy makers and regulators. Microfinance by providing required capital, contributes to 

capital formation in an economy, its gross national product, process of industrialization, employment generation 

and poverty alleviation. Robinson (2001) defines microfinance as “small-scale financial services—primarily 

credit and savings—provided to people who farm, fish or herd” and adds that it “refers to all types of financial 

services provided to low-income households and enterprises.”In India, microfinance is generally understood but 

not clearly defined. For instance, if an SHG gives a loan for an economic activity, it is seen as microfinance. But 

if a commercial bank gives a similar loan, it is unlikely that it would be treated as microfinance.  

Microfinance is an activity undertaken by the alternate sector (NGOs). Therefore, a loan given by a 

market intermediary to a small borrower is not seen as microfinance. However, when an NGO gives a similar 

loan it is treated as microfinance. It is assumed that microfinance is given with a laudable intention and has 

institutional and no exploitative connotations. Therefore, we define microfinance not by form but by the intent 

of the lender. Microfinance is something done predominantly with the poor. Banks usually do not qualify to be 

Microfinance organizations (MFOs) because they do not predominantly cater to the poor. However, there is 

ambivalence about the regional rural banks (RRBs) and the new local area banks (LABs). Microfinance grows 

out of developmental roots. This can be termed the “alternative commercial sector.” MFOs classified under this 

head are promoted by the alternative sector and target the poor. However these MFOs need not necessarily be 

developmental in incorporation. There are MFOs that are offshoots of NGOs and are run commercially. There 

are commercial MFOs promoted by people who have developmental credentials. The Reserve Bank of India 

(RBI) has defined microfinance by specifying criteria for exempting MFOs from its registration guidelines. This 

definition is limited to not-for-profit companies and only two MFOs in India qualify to be classified as 

microfinance companies.  

Microfinance in India started in 1974 in Gujarat as Shri Mahila SEWA (Self Employed Women‟s 

Association) Sahakari Bank. Registered as an Urban Cooperative Bank, they provided banking services to poor 

women employed in the unorganised sector. Microfinance later evolved in the early 1980s around the concept of 

informal Self-Help Groups (SHGs) that provided deprived poor people with financial services. From modest 

origins, the microfinance sector has grown at a steady pace. Now in a strong endorsement of microfinance, the 
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National Bank for Agriculture and Rural Development (NABARD) and Small Industries Development Bank of 

India (SIDBI) has committed themselves to develop microfinance. The microfinance sector has been 

"witnessing a tremendous growth" during the last few years in India in terms of loan portfolio, geographical area 

and outreach.  

II. Microfinance & Poverty Alleviation 
 

Former World Bank President James Wolfensohn said “Microfinance fits squarely into the Bank's overall 

strategy. As you know, the Bank's mission is to reduce poverty and improve living standards by promoting 

sustainable growth and investment in people through loans, technical assistance, and policy guidance. 

Microfinance contributes directly to this objective”.  

Indian public policy for rural finance from 1950s to till date mirrors the patterns observed worldwide. 

Increasing access to credit for the poor has always remained at the core of Indian planning in fight against 

poverty. Financial services could enable the poor to leverage their initiative, accelerating the process of building 

incomes, assets and economic security. However, conventional finance institutions seldom lend down-market to 

serve the needs of low-income families and women-headed households. They are very often denied access to 

credit for any purpose, making the discussion of the level of interest rate and other terms of finance irrelevant. 

Therefore the fundamental problem is not so much of unaffordable terms of loan as the lack of access to credit 

itself. The lack of access to credit for the poor is attributable to practical difficulties arising from the discrepancy 

between the mode of operation followed by financial institutions and the economic characteristics and financing 

needs of low income households. For example, commercial lending institutions require that borrowers have a 

stable source of income out of which principal and interest can be paid back according to the agreed terms. 

However, the income of many self employed households is not stable, regardless of its size. A large number of 

small loans are needed to serve the poor, but lenders prefer dealing with large loans in small numbers to 

minimize administration costs. They also look for collateral with a clear title - which many low-income 

households do not have. In addition bankers tend to consider low income households a bad risk imposing 

exceedingly high information monitoring costs on operation.  

Simanowitz & Walter (2002, p3)41 correctly observe that “Microfinance is a compromise between social 

and financial objectives. To date most emphasis has been on financial and institutional performance”. In order to 

bring the social aspect back into microfinance, policy  makers has been advocating mainstreaming of Social 

Performance Management (SPM) to  improve the effectiveness of microfinance in reducing financial exclusion 

and poverty. While microfinance may be a winning proposition for banks, the winning evidence on client‟s side 

seems doubtful. The institutional approach flowing out of past negative experiences has shifted the goalpost to 

financial solvency but in the process missed the vital link of credit usage. In this scenario, it can be said with 

certainty that potential of microfinance to contribute to achievement of MDGs in India, especially reduction of 

poverty remains suspect. Greeley (2005) rightly   notes that in absence of specific poverty targeting and 

mainstreaming of impact assessment, the claims about the impact of microfinance on the achievement of MDG 

lacks credibility. Thus to safeguard the micro borrowers the MFIs should extend the scope of the market by 

including various types of savings products, payment and remittance services, and various insurance products. 

 

III. Role of NABARD 

 

The SHG-Bank linkage programme of NABARD has emerged as the primary model for providing Micro 

Finance services in the country. It is a proven tool for extending access to formal financial services to the 

unbanked rural clientele. Encouraged by the success of the programme, NABARD promoted the linkage of 

MFIs with the banking sector and the following initiatives are taken for promotion of micro finance.  

Support to Partner Agencies: NABARD by way of financial assistance continued to support NGOs, 

RRBs, DCCBs, Farmers‟ Clubs and Individual Rural Volunteers (IRVs) for promoting and nurturing of quality 

SHGs. It continued to direct its efforts towards roping in the services of new Self-Help Promoting Institutions 

(SHPIs) while continuing to support the existing ones.  

Capacity Building of Partner Agencies: NABARD continued to play the role of a facilitator in scaling-up 

the micro-finance programme. Various training programmes are conducted for SHG/NGO/Bank officials. 

Micro-enterprise Promotion by SHGs: NABARD had launched the micro-enterprise development 

programme (MEDP) on skill up gradation and development for sustainable livelihoods for members of matured 

SHGs. Marketing support is provided by arranging exhibitions.  

Support to Microfinance Institutions: Recognizing the role played by MFIs, in extending micro-finance 

services in the unbanked areas, NABARD extends support to these institutions through grants and loan based 

assistance.  

Research and Development Activities: Research and Development (R & D) Fund was set up since 

inception by NABARD to provide financial support for conducting in-depth studies, promoting applied research 
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and technology based innovations. It also aimed at training and skill up gradation of personnel of client 

institutions and dissemination of research findings.  

The paper advocates that if SHG-Bank linkage programme has to contribute to poverty reduction, there is 

an imperative need for integrating impact assessment as a necessary design feature of the programme. The 

significance of bringing the focus back to „people‟ from „institutions‟ and adoption of localized people centric 

approach can hardly be overemphasized. In line with the tenets of commercial microfinance, it is critical that 

scarce public resources are used judiciously and with better targeting. Adequate emphasis on impact assessment 

is an integral part of the triangle of factors necessary for judging microfinance intervention. Mainstreaming of 

impact assessment in the SHG-Bank linkage programme will call for extra efforts and resources as also create 

conflict with the present focus on numerical growth. Realisation of a substantial tradeoff between sustainable 

economic impact and exponential growth, calls for courageous public policy decisions. World Bank policy 

research working paper (ibid) also points that ensuring preoccupation with achievement of numeric targets does 

not override attention to group quality will be a key future concern for SHG-Bank linkage programme. Though, 

the paper is focused on pointing the missing link of impact in the current paradigm of rural finance focusing 

mainly on institutional viability, other critical issues having a bearing on impact also merit attention. The SHG 

Bank linkage programme at present has no explicit social or economic benchmarks for inclusion of members 

into groups to be credit linked in line with the flexible approach of the programme. However, as seen above the 

extension of credit in infertile local context has negligible chances of leading to productive investment. 

Similarly inclusion of core poor in the programme, who had little experience of economic activities, also limits 

productive use of capital. Segmentation of credit demand based on economic and social status is pivotal to 

optimum utilization of scarce resources.  

 

IV. Conclusion 

 

This paper examined the critical role of microfinance in developing the rural poor and substantially 

contributing to the national objective of poverty alleviation. In this context it is important to note that the poor 

repay their loans and are willing to pay for higher interest rates than commercial banks provided that access to 

credit is provided. The solidarity group pressure and sequential lending provide strong repayment motivation 

and produce extremely low default rates. Secondly, the poor save and hence microfinance should provide both 

savings and loan facilities. These two findings imply that banking on the poor can be a profitable business. 

However, attaining financial viability and sustainability is the major institutional challenge. Deposit 

mobilization is the major means for microfinance institutions to expand outreach by leveraging equity (Sacay et 

al. 1996). In order to be sustainable, microfinance lending should be grounded on market principles because 

large scale lending cannot be accomplished through subsidies. A main conclusion of this paper is that 

microfinance can contribute to solving the problem of inadequate housing and urban services as an integral part 

of poverty alleviation programmes. 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. 
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