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Context

The microfinance sector in India has been crucial in promoting financial inclusion, particularly for the
underserved and economically weaker sections of society.

However, it has faced numerous challenges over the years, along with remarkable resilience and adaptability.

Evolution & Current Landscape of the Microfinance Sector in India

1970s: Self-Employed Women’s Association (SEWA) Bank in Gujarat (established in 1974) was aimed to
empower women by providing them with access to financial services, enabling them to start small businesses
and improve their livelihoods.

1990s (Growth and Formalization): The primary objective was to extend credit to poor households, most
of whom were outside the formal banking system.
¢ Self-Help Group-Bank Linkage Programme (SHG-BLP) initiated by NABARD;

+ Establishment of Microfinance Institutions (MFIs) such as SKS Microfinance and Bandhan, along
with the emergence of Self-Help Groups (SHGs);

+ Swarnajayanti Gram Swarozgar Yojana (SGSY);

Current Landscape: MFIs collectively serve 12-14 crore households, with an outstanding portfolio of about

Z7 lakh crore, of which approximately ¥4 lakh crore is contributed through joint liability group (JLG) lending.

+ The key players include NBFC-MFIs (Non-Banking Financial Companies - MFIs), Banks, Small Finance
Banks (SFBs), and Non-Profit Institutions.

+ MFIs primarily serve women entrepreneurs, small farmers, and micro-entrepreneurs, enabling them to
access credit without collateral.

Key Challenges Facing the Microfinance Sector in India

Over-Indebtedness & Loan Defaults: The lack of financial literacy and aggressive lending by some
institutions lead to high debt burdens, increasing loan defaults.

High Interest Rates & Operational Costs: MFIs typically charge higher interest rates (ranging from 18% to
26%) compared to traditional banks, primarily due to high operational costs.

+ Servicing small loans, particularly in rural areas, involves high transaction costs, workforce expenses,
and risk management.

Regulatory Challenges & Policy Uncertainty: The sector is regulated by the RBI, but frequent policy

changes create uncertainty. The introduction of interest rate caps, lending restrictions, and compliance

burdens affect the operational efficiency of MFls.

¢+ Challenges such as the lack of documentary proof for household income and delayed or missed

uploading of data in the Central Information Commission (CIC) hinder accurate liability assessment.
Loan Repayment Crisis During Economic Shocks: Economic disruptions like COVID-19, natural
calamities, demonetization in 2016, disruptions during GST implementation, and financial crises at IL&FS,
DHFL, or inflation resulted in high non-performing assets (NPAs) in the sector.

Competition from Digital Lending Platforms: The rise of Fintech and digital lending platforms has
introduced a new challenge to traditional MFls.

+ While digital lenders provide quick, collateral-free loans, many operate with limited regulation, potentially
posing risks to borrowers.

Limited Financial Literacy & Awareness: Many microfinance clients lack financial literacy, leading to poor
financial decisions, excessive borrowing, and improper utilization of credit.

Opportunities for Growth & Development

Expanding Digital & Fintech Integration: The use of Artificial Intelligence (Al), machine learning (ML), and
data analytics can improve credit assessment, reduce risks, and enhance operational efficiency.

¢ The rise of UPI, Aadhaar-linked banking, and digital KYC has already streamlined microfinance
pProcesses.
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¢ Focus on Rural & Agricultural Financing: With the government’s emphasis on rural development and
financial inclusion, MFls can expand their services to agriculture, allied activities, and rural businesses,
providing customized financial products for farmers and small traders.

e Women-Centric Microfinance Models: WWomen make up a significant portion of microfinance borrowers.

+ Strengthening women-centric lending models, self-help groups (SHGs), and women entrepreneurship
programs can drive social and economic empowerment.

e Sustainable & Impact-Driven Microfinance: MFIs can diversify into green finance, supporting renewable
energy, water conservation, and sustainable farming initiatives.
+ |t aligns with the global focus on impact-driven finance.

e Strengthening Risk Management & Credit Bureau Coordination: Enhanced coordination with credit
bureaus (like CIBIL and Equifax) can prevent over-indebtedness, ensuring responsible lending.

+ Risk-based pricing models and Al-driven credit monitoring can further reduce defaults.

Government & Policy Support

e Regulatory Support: The Reserve Bank of India (RBI) regulates NBFC-MFIs, ensuring fair practices and
stability in the sector. The introduction of the Microfinance Institutions (Development and Regulation) Bill has
further strengthened the industry.

¢+ The government passed the Microfinance Institutions (Development and Regulation) Bill in 2012
to provide regulatory oversight and recognition to MFls, ensuring transparency and accountability.

¢+ The RBI and Microfinance Institutions Network (MFIN) have introduced stricter lending norms to
mitigate risks and ensure sustainable growth, and protect the interests of borrowers.

+ New RBI Framework (2022): To harmonize microfinance lending across different categories of lenders.
¢+ The Malegam Committee report and subsequent regulatory framework helped restore stability of MFls.

¢ Financial Inclusion Initiatives: Government schemes like Pradhan Mantri Jan Dhan Yojana (PMJDY), Micro
Units Development & Refinance Agency (MUDRA Yojana), M SVANidhi and SHG-Bank Linkage Programme
have boosted microfinance outreach.

+ Other key initiatives are Stand-Up India Scheme, National Rural Livelihood Mission (NRLM) - Aajeevika,
Credit Guarantee Fund for Micro Units (CGFMU), Interest Subvention Scheme for Women SHGs, and
Deendayal Antyodaya Yojana - National Urban Livelihoods Mission (DAY-NULM) etc.

Conclusion

e The microfinance sector in India has transformed millions of lives by providing access to credit and promoting
entrepreneurship among underserved communities.

e While challenges such as over-indebtedness, regulatory uncertainty, and digital competition persist,
emerging opportunities in Fintech, rural financing, women empowerment, and sustainable microfinance can
drive the sector’s future growth.

e By leveraging technology, policy support, and innovative financial models, the Indian microfinance industry
can strengthen its role in achieving the country’s financial inclusion goals and economic development.

Source: BL

Mains Practice Question

[Q] Considering the challenges and opportunities faced by the microfinance sector in India,
what specific measures and policy interventions are necessary to ensure its sustainability
and growth, while maintaining financial inclusion and protecting the interests of
economically weaker sections of society?
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