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PROSPECTS AND PROBLEMS OF FINANCIAL INCLUSION IN INDIA
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India is one of the largest and fastest growing economies of the world, but what has been the most disturbing fact about its growth is that its growth has not only
been uneven but also discrete. The need of the era is thus inclusive growth across the nation keeping in mind all the sections of the society. With respect to
inclusive development financial inclusion can play a very important role. Financial inclusion is importantfor improving the living conditions of poor farmers, rural
non-farm enterprises and other vulnerable groups. Financial exclusion, in terms of lack of access to credit from formal institutions, is high for small and marginal
farmers and some social groups. Apart from formal banking institutions, which should look at inclusion both as a business opportunity and social responsibility,
the role of the self-help group movement and microfinance institutions is important to improve financial inclusion. This requires new regulatory procedures and
depoliticisation of the financial system.

KEYWORDS

financial inclusion, Indian economy.

INTRODUCTION

ur country India is one of the fastest growing and largest economy of the world, but the matter of the fact about its growth is that its growth has not

only been uneven but also discrete. In this regard the nationalisation of banks in 1969 and subsequent developments led to expansion of the

geographical and functional reach by commercial banks, regional rural banks (RRBs) and cooperative credit institutions. Public policy aimed at "social"
and "development banking" by meeting rural credit needs and reducing the role of informal sector credit. It may be noted that despite the vast expansion, a
large number of groups remain excluded from the opportunities and services provided by the financial sector. Such excluded groups include small and marginal
farmers, women, unorganised sector workers including artisans, the self-employed and pensioners. P Chidambaram, union finance minister, indicated in Budget
2006-07 that "out of the total number of cultivator households only 27 per cent receive credit from formal sources and 22 per cent from informal
sources"(Mahendra Dev,2006). The minister proposed appointing a committee on financial inclusion. Based on this announcement, the government of India has
set up a committee on financial inclusion under the chairmanship of C Rangarajan to suggest ways and means to extend the reach of the financial sector to cover
excluded groups by minimising the barriers to access financial services. The Reserve Bank of India (RBI) and the National Bank for Agriculture and Rural
Development (NABARD) are also concerned about financial exclusion of many households. Against this background, the objective of this note is to bring out
issues and challenges for reducing financial exclusion.

FINANCIAL INCLUSION

Considered as an effective tool for inclusive development, financial inclusion may be called as delivery of banking services at an affordable cost to the vast
sections of disadvant-aged and low-income groups, which vary in terms of credit which states households who are denied credit in spite of their demand. One of
the defination given by Rangarajan Committee, 2008 is “the process of ensuring access to financial services and timely and adequate credit where needed by
vulnerable groups such as weaker sections and low income groups at an affordable cost”. The most important component of financial inclusion is credit but it
covers different aspects like savings, insurance, payments and remittance facilities by the formal financial system to those who tend to be excluded (Thorat,
2006). In the rural areas many households are being exploited by moneylenders at very high interest rates (50% to 60%) and, therefore, these households should
not be seen as being financially excluded. Since people find it convenient to borrow money from moneylender then approaching banks the banking regulatory
authority may think of using moneylenders as agents. As a whole financial inclusion means households accessing institutional credit including commercial banks,
cooperative banks, RRBs, NABARD, SHG-linkage and other self-help groups, and credible micro-finance institutions focusing on increase in productivity and
sustainability of farmers and other vulnerable groups. Opening bank accounts can be one probable solution in this regard. The Prime Ministers concept of Jan-
Dhan Yojana is a step towars realizing the goal of financial inclusion and making efforts towards covering small and marginal farmers and vulnerable social
groups. Given below (Figure 1) is the diagram which briefly describes the essential contents of financial inclusion.
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FIGURE 1: ESSENTIAL CONTENTS OF FINANCIAL INCLUSION
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PROSPECTS AND ROLE OF FINANCIAL INCLUSION IN INDIA

It is very much imperative for inclusive growth of India, with more than 25 % of its population living in abject poverty government’s onus towards their growth
and development is huge, and inclusive finance is one such measure which if targeted and attained in right manner will provide an apt solution to the severe
problems of poverty and unemployment. Providing access to financial services has significant potential to help lift the poor out of the cycle of poverty. Financial
inclusion promotes thrift and develops culture of saving and also enables efficient payment mechanism strengthening the resource base of the financial
institution which benefits the economy as resources become available for efficient payment mechanism and allocation. Poors are typically more vulnerable to
financial exclusion this is simply because their major problems arise from the need for finances. The formal banking services, by exploiting economies of scale
and making judicious use of targeted subsidies may reduce or remove market imperfections and facilitate financial inclusion of the poor, ultimately leading to
higher incomes. The access to financial services by poors would lead to their consumption smoothing and investments in health, education and income
generating activities, thus expanding growth opportunities for them. Inclusive growth if targeted systematically may lead to financial stability, asset building and
economic mobility and empowerment of the low income group people. However one need to understand that inclusive finance is a long run phenomenon which
can not be achieved overnight, especially with regard to developing country like India where the access to financial products is constrained by several factors
such as lack of awareness, unaffordability, high transaction costs, and inconvenient, inflexible and low quality of products. In a nation where about 60% of the
population is poor has immense scope and need for financial inclusion in the long run. The idea of financial inclusion if implemented successfully can bring about
the desired and much neede changes in the Indian economic system. Effective implementation of financial inclusion can be fruitful in lifting up the down trodden
and the vulnerable economic section. If we look at the geographical and spatial variation across the nation it would be a tedious task at hand to reach far flung
areas and bring about the easy credit system for their economic growth and long term sustainable livelihood option by loaning and investing the their respectiev
field. Diverse country like India today faces many such issues and problems in terms of effectively implementing financial inclusion. Some of the issues and
problems can be seen the following paragraph.

PROBLEMS OF FINANCIAL INCLUSION

Financial Inclusion is imperative for inclusive growth of India, with more than1/4™ of its population living in poverty. Government’s role towards their growth

and development is huge, and inclusive finance is one such measure to soluve the severe problems of poverty and unemployment. Like any other schemes in

India application of financial inclusion have many problems. They can be seen in the following paragraphs.

. Indebtness of Farmers and other vulnerable group: The most important problem in Indian economic set up, the driver of the economy is always under a
severe burden of indebtness. Credit to farmer households is one of the important elements of financial inclusion. Here we must take a note of number of
household who are denied credit in spite of demand in order to know the extent of credit inclusion. As it is a difficult task to obtain relevent datas and not
much data is availabe from the secondary sources, the basic problem at the lowest level, i.e indebtness of farmers has been taken into account. The latest
survey report of the National Sample Survey Office (NSSO) further confirms India’s worsening agrarian crisis. More than half of the agriculture households
are in debt, and the worst affected states are southern states like Andhra Pradesh, Telangana, and Tamil Nadu, says the 70th round of NSSO survey. The
survey report says about 52 per cent of the agricultural households in the country are estimated to be in debt. Among the major states, Andhra Pradesh
had the highest share of indebted agricultural households in the country (92.9 per cent), followed by Telengana (89.1 per cent) and Tamil Nadu (82.5
percent). The report states nearly 40 per cent of households take loan from non- institutional sources like money lenders. Nearly 60 per cent of total
outstanding loan is taken from institutional sources. The banks’ share is (43 per cent), followed by cooperative societies (15 per cent). The survey also
showed that a very small segment of agricultural households utilised crop insurance because of lack of awareness. A report on indebted household from
NSSO can be seen from Figure 2.
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FIGURE 2: INDEBTED HOUSEHOLD (NSSO), 2014
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The new National Sample Survey Organization (NSSO) report, released in December 2014, has suggested that Gujarat has one of the highest proportions rural
households reporting outstanding cash loan at a very high interest rate compared to most Indian states. Titled “Key Indicators of Debt and Investment in India”,
the report, based on NSSO’s 70" survey round, has suggested that, in all, there are 260 rural households in Gujarat out of every 1000 which reported
outstanding cash loans. A large majority of these households, around 64.6 per cent — 30.8 per cent at the interest rate between 25 to 30 per cent and per 33.8
per cent at the interest rate 30 per cent and above — have taken loan at more than 25 per cent rate of interest. There is just one state out of the 21 major ones,
selected for the sake of analysis, which has a higher proportion of rural households reporting cash loans at the high rate of 25 per cent or more than Gujarat —
Jammu & Kashmir (69.3 per cent).
No doubt, the report suggests, Telangana and Andhra Pradesh are two states having the highest proportion rural households which reported highest number of
outstanding cash loans — 591 per 1000 and 541 per 1000 respectively. However, clearly, being indebted is one thing, and being indebted at a very high rate of
interest is totally another. Any economy in transformation — especially the rural economy of India which is fast moving from a feudal setup into a market
framework — should mean that farmers would need loan in order to better their economic status by improving the quality of their agricultural output by going
in for necessary inputs such as seeds, equipment, fertilizers, transportation, and so on. However, for this, formal banking sector should be effective enough to
offer loan, which does not seem the case in Gujarat.

Whether it is Telangana or Andhra Pradesh, the proportion of indebted households reporting outstanding loans with a very high rate of interest (25 per cent or

more) is 30.8 per cent and 23.5 per cent, respectively. At the all-India level, there are 40.1 per cent indebted households which reported taking loans at a rate

higher than 25 per cent rate of interest. Taking loan at a very high interest rate — almost double of what the formal banking sector offers — should mean the
farmer is dependent on the informal sector for loan, especially the usurious moneylender. A recent analysis, referring to the NSSO study, suggests that financial
inclusion drive appears to be “failing rural India”, with rural households increasingly depending on informal sector for borrowings in a significant way, adding
these are mainly “private moneylenders”, instead of “the organized financial sector”. If this is true of rural India, it is even truer for states like Jammu and

Kashmir and Gujarat.

. Supply and Demand Side Issues: It is being increasingly recognised that addressing financial inclusion requires a holistic approach addressing both supply
and demand side aspects. Although there has been significant expansion in banking in the last few decades, there are many supply side problems for
commercial banks, RRBs and cooperative banks. Some of the criticisms on the trends in rural credit in the 1990s are:

- ( a) narrowing of the branch network in rural areas;

- (b) fall in credit-deposit ratios in rural areas;

. (c) dispro-portionate decline in agriculture credit to small and marginal farmers;

- (d) Worsening of regional inequalities in rural banking -steepest decline in credit-deposit ratio in eastern and north-eastern states; and
- (e) Crippling of the RRBs.

Political inter-ference including loan waivers and write-offs also resulted in unviability and sick-ness in some of the formal rural credit institutions. One issue is

whether we need separate institutions for promoting financial inclusion. Existing formal institutions may be sufficient for this purpose. It is true that commercial

banks have their own problems such as manpower shortage, an unfavour-able attitude towards rural services, infra-structure and technology problems in rural
areas, etc. Rural banking has to be friendly to small and marginal farmers and other vulnerable groups. Quoting the NSSO report, the analysis says, “Between

2002 and 2012, the number of rural households with bank accounts more than doubled in number. Yet, rural households increased their borrowings in a

significant way from private moneylenders, and not the organized financial sector.” It says, despite a 120 per cent increase in rural households with bank

accounts in the decade in question, “Indebtedness is more among poorer households, who borrow more from moneylenders and more for non-business use.”

An Asst. Professor at the Jawaharlal Nehru University, Himanshu, has been quoted as saying in a recent report, on the basis of the NSSO report, that the latest

survey is “a stark reminder that little has changed for farmers in the last decade. While formal credit flow has multiplied by four times in this period, small and

marginal farmers have certainly not benefitted. The question is who has benefitted from this increased outflow to the agriculture sector.” A visiting fellow at the
prestigious Centre de Sciences Humaines, New Delhi, the scholar adds, “More worrying is the absence of minimum support price operations and extension
services for most farm families- what it means is that the agriculture sector which sustains half the country is still out of the radar of government policy.” While

Gujarat may have targeted around 1.02 crore households under the Prime Minister’s Jan Dhan project for opening bank accounts, the issue at stake is: How

many of those who already had bank accounts were able to avail credit at rates offered at the normal, not to talk of subsidized, rate, which would be around 10-

12 per cent. The NSSO report, prepared on the basis of the data collected in 2012-13, suggests that there are in all 76.5 per cent of the rural households in

Gujarat which bank accounts, which was lower as many as nine major states of 21 — Haryana (84.3 per cent), Himachal Pradesh (95 per cent), Jammu & Kashmir

(86.8 per cent), Kerala (89.8 per cent), Punjab (78.1 per cent), Rajasthan (77.3 per cent), Tamil Nadu (77.1 per cent), Uttaranchal (79.4 per cent), and Uttar

Pradesh (77.9 per cent). Bank accounts in most of these states have not meant the ability to use the banks for what they meant — to offer loans for investing in

agriculture. Number of Rural household with bank accounts can be seen from Figure 3.
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FIGURE 3: RURAL HOUSEHOLD WITH BANK ACCOUNTS

Rural households with bank accounts (per 1000)
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There is a need to address the supply side problems in commercial banks, RRBs and cooperative banks. As the last year's union budget admits, "the cooperative
banks, with few exceptions, are in shambles". This institution has to be revived as many farmers are dependent on the credit from these banks. The
Vaidyanathan Committee's recommendations may be helpful to revive cooperative sector. So far we have been discussing mainly the issues relating to credit.
Savings, in-surance and other financial services are also important. NSS data shows that around 88 per cent of rural households in 2002 reported one or the
other form of financial assets under "deposits" which include deposit accounts with banks, government, certificates, post office deposit accounts, private
deposits, insurance policy and cash in hand. However, it may be noted that only 6.82 crore households out of a total of 19.9 crore households (around 36 per
cent) availed of banking services to have a deposit account in 2001. Therefore, there is a lot of scope for business opportunities for banks to include deposit-
excluded households. The poor face many individual and covariate risks such as droughts, floods, cyclones, fires, theft, pest attacks, sharp falls in prices, health
problems, accident, death of a family member, etc. They need some kind of insurance to cope with these risks. The supply of insurance mechanisms has
increased in the last decade. With the opening up of insurance to the private sector, the pricing of insurance services will see some changes. Too much under-
pricing of these schemes by the government may not be sustainable for both the public and private sectors. On the demand side, some of the con-straining
factors for financial inclusion in rurala ndu rbana reasa rel ow productivitya nd risk and vulnerability of small and marginal farmers, low skill and poor market
link-ages for rural non-farm and urban workers. Vulnerability to risk for rural landless and urban poor, inadequate awareness and low financial literacy. In order
to improve demand, the suitability of existing finan-cial products for the farmers/poor must be assessed. For example, the rural poor do not even have a safe
place to keep their savings, let alone thinking about the demand for credit. Suitable mechanisms have to be explored for addressing the risks faced by farmers
and other poor, risks such as weather, price, yields, technology, etc. Moreover, financial instruments have to be developed in such a way that they promote
economically viable activities. The financial institutions have to educate the poor and vulnerable by giving wide publicity to their financial instruments, e g, and
no frills bank accounts

. Role of Self-Help Groups: The RBI recognised the problem of financial exclusion in the annual policy statement in 2005 and since then has initiated several
policies aimed at promoting financial inclusion of especially pensioners, the self-employed and those employed in the unorganised sector (Usha Thorat,
2005). The self-help group (SHG)-bank linkage programme of NABARD is an innovative programme. It started as a pilot programme in 1992. We now have
22 lakh SHGs under this programme, comprising more than three crore poor households who are accessing credit through commercial and cooperative
banks. Every year six lakh SHGs are added. The programme is no longer confined to southern states. The non-southern states have 46 % of the groups.
Thus, the SHG movement is now a national movement. There have been several institutional innovations in financial services by including civil society.
Followed by the success of SHG-bank linkage programme and the Bangladesh Gramin Bank model, many of the NGOs have taken to financial
intermediation by adopting innovative delivery approaches. As per RBI guidelines 2000, commercial banks including RRBs have been providing funds to
micro-finance institutions (MFIs) for on-lending to poor clients, whose number is incresing continously. A large majority of MFls operate on much smaller
scales with clients, with the latter number ranging from 500 to 1500 per MFI. However, a few non-banking financial companies (NBFC) MFIs have an
outreach of more than one lakh. MFIs have been playing an important role in substituting moneylenders and reducing the burden on formal financial
institutions (Reddy, 2005). The competition created in the form of developing several non-banking financial institutions in rural areas and the SHG
movement has also reduced the interest rates in the informal credit market (Mahajan,2004) With the objective of ensuring greater financial inclusion and
increasing the outreach of the banking sector, banks have been allowed to use the services of NGOs, self-help groups, MFls and other civil society
organisations as intermediaries in providing financial and banking services through the use of business facilitator and correspondent models. Provisions for
this kind of financial intermediation have opened new and diverse avenues to address the issue of financial inclusion by banks. NABARD also has some
other initiatives like thejoint liability group approach, Rytu Mitra Groups in AP. One can also learn lessons from success-ful experiences in and outside India.
Within India, we have good and successful practices for credit like the Kudumbasree programme in Kerala and the Velugu (Indira Kranti Padhakam) SHG
programme in Andhra Pradesh. We also have good practices in SEWA (health) and BASIX (livelihoods) for insurance, while the Pondicherry pilot project
offers lessons for bank accounts. We can also learn from the successful practices in countries like Bangladesh, Thailand, Indonesia, Mexico and Brazil. There
are some issues, which have to be sorted out regarding the SHG movement and MFIs. Some of these are: Are the SHGs really self-help groups or is they
receiving lot of subsidies from the government or donors? What will happen if the subsidies are removed? Are the interest rates of 24 per cent to 36 per
cent charged by MFIs justified? What types of terms and conditions are needed for better functioning of MFIs?

. Productivity of Small Farmers and Other Vulnerable Groups: At the end of the day the success of Financial inclusion is dependent on the productivity of
the small and marginal farmers, rural non-farm enterprises and other vulnerable groups is sustained with viable economic activities. We have to recognise
that financial inclusion for farmers cannot be sustained by the banking system alone as there is a need for other measures like public investment in
irrigation, research and extension, infrastructure in rural areas, proper seeds and fertilisers, a good mar-keting system for better price etc. Small and
marginal farmers face many risks in cultivation. Financial inclusion should take into account the risk elements experienced by farmers while framing
policies. Banks should provide credit plus services to the farmers and the rural non-farm sector. The agricultural officers must provide "farm advisory"
services that will help in making agriculture an integrated activity with appropriate backward and forward linkages. Rural banking has to be restructured so
that credit will be supplemented with farm and non-farm advisory services.
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CONCLUSION

Inclusive growth attainment depends a great deal on equitable distribution of growth opportunities and benefits and financial inclusion is one of the most crucial
opportunities which need to be equitably distributed in the country in order to attain comprehensive growth. It needs to be understood by the state that in
order to bring orderly growth, order needs to be developed with regard to inclusive finance. The percentage of financial inclusion in the different states of the
country varies differently. For instance Kerala, Maharashtra and Karnataka accounts for higher rate of financial inclusion but the states such as Gujarat, Manipur,
Assam, Bihar, Uttar Pradesh, and Madhya Pradesh, etc stand poorly on the grounds of financial inclusion. The purpose of this note is to flag the importance of
financial inclusion in im-proving the living conditions of poor farmers, rural non-farm enterprises and other vulnerable groups arid discuss a few important issues
and challenges. It does not cover all the issues due to space constraints. The concept of financial inclusion covers wider financial services such as credit, savings,
insurance, etc. Banks should look at financial inclusion both as a business opportunity and as a social responsibility. Apart from formal banking institutions, the
role of the self-help group movement and MFIs is important to improve financial inclusion of people. However, some regulatory procedures for MFls may have
to be evolved by having consultations with MFls, consumers and the government. Depoliticisation of the financial system is needed for maintaining the viability
of formal financial institutions. The risk elements of small and marginal farmers and other vulnerable groups have to be taken into account in framing policies for
financial inclusion. For improving the productivity of small and marginal farmers and improving the skills of rural non-farm workers, the banking system may
have to undertake credit plus advisory services.
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