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ABSTRACT

Financial exclusion, which is among the causes and consequences of poverty, also leads to social exclusion
of people. Providing financial help to the people for improving their living condition is very crucial as it
will automatically lead toward economic development. Therefore, the significance of an inclusive financial
system is widely recognized in India and in other countries. Measuring financial exclusion is important in
the context of development through financial inclusion with formal entities. At the same time, evidences
suggest lack of sustainability of inclusion after some time in the inclusion process. That is to say many
included accounts (be it loan or savings) remain dormant or defunct or inoperative having a similar feature
of exclusion. This article aims to comprehend the trend of financial exclusion in India.
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INTRODUCTION

An inclusive financial system facilitates efficient allocation of productive resources and thus
can potentially reduce the cost of capital. In addition, access to appropriate financial services can
significantly improve the day to day management of finances. It can also help reducing the growth of
informal source of credit (such as money lenders) which is often found to be exploitative. Thus an all-
inclusive financial system enhances efficiency and welfare by providing avenues for secure and safe
saving practices and by facilitating a whole range of efficient financial services (Sarma, cited in Swain
and Singh, 2008).

Providing the poor with financial services increases their income and productivity, thereby
reducing poverty. But in many countries traditional financial instructions-which require physical
collateral have failed to reach the poor (Khandker, 1998). Inclusive finance, including safe savings,
appropriately designed loans for poor and low-income households and for micro, small and medium-
sized enterprises, and appropriate insurance and payments services can help people to enhance
incomes, acquire capital, manage risk, and come out of poverty (United Nations, 2006). Exclusion from
the banking system excludes people from all benefits that come from a modern financial system.
Financial exclusion also includes financial discrimination and financial exploitation.

This paper is arranged in six sections. The definition of financial exclusion is presented in
Section I. Dimensions and target groups of financial exclusion are presented in Section II. Reasons of
financial exclusion are discussed in Section III. Section IV presents the extent of financial exclusion in
India. Section V presents consequences of financial exclusion and section VI presents conclusions.

Financial exclusion:
Financial exclusion is the denial of access to the most basic financial services / products. In the
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narrower terms it is the restrictive access to financial services, through merely banking services for
deposits and with drawls of money. If a person’s bank account is dead or inactive due to absence of
transaction for the stipulated period, the person may be considered as financially excluded. Even the
non-issuance of the pass-books to the small customers of saving bank account by the bank can
indirectly lead to their financial exclusion (RBI, 2006).

Ravichandran and Alkhathlan signify financial exclusion as lack of access by certain segments
of society to low-cost, fair and safe financial product and services from main stream providers. It is
mainly denial or inaccessibility to some basic financial services due to various factors like social and
economic position, financial literacy, and distance in travelling, hours of operation etc. Though there
are nearly 33000 bank branches situated in rural areas, extent of financial exclusion is such that around
41per cent of the population is unbanked or denied of financial services. In rural areas the coverage is
39 per cent (against 60 % in urban areas).

According to Gupta ( 2008) financial exclusion could be looked at in two ways: lack of access to
financial services which could be due to several reasons such as: lack of sources of financial services
in rural areas, which are popular for the ubiquitous money lenders but do not have (safe) saving
deposit and insurance services. Inadequate access to formal financial institution that exist to the
extent that the banks couldn’t extend their outreach to the poor due to various reasons like high cost
of operations, less volume and more number of clients etc.

Dimensions of financial exclusion:

Dimensions of financial exclusion are as follows:

— Access exclusion- restriction of access through the process of risk management (by financial
services providers). For example, limited availability of or difficulty in securing appropriate services;

— Condition exclusion- conditions attached to financial products which make them inappropriate
for the needs of some segments of population. For example, deposit or balance levels, identity
requirements, etc,

— Price exclusion- some people can only gain access to financial products at prices they
cannot afford. For example, unaffordable charges for services or penalties;

— Marketing exclusion- some people are effectively excluded by targeted marketing and sales.
For example, the way in which products are promoted their image or mode of delivery;

— Self-exclusion- people decide not to opt for a financial product because of the fear of refusal
to access by the service providers. For example, disengagement as a result of negative experience or
discouragement (Sinclair, 2001 and Chatterji, 2009).

Who are the excluded? :

The financially excluded sections largely comprises of marginal farmers, landless labourers, self
employed and unorganised sector enterprises, urban slum dwellers, migrants, ethnic minorities and
socially excluded groups, senior citizens and women. The majority of the group included those people
living in rural areas and inaccessible to financial services (Ravichandran and Alkhathlan, 2009).

According to Swain and Singh (2008) the financially excluded sections largely comprises of
marginal farmers, landless labourers, oral lessees, self employed and unorganised sector enterprises,
urban slum dwellers, migrants, ethnic minorities and socially excluded groups, senior citizens and
women. While there are pockets of large excluded population in all parts of the country, the North
East, Eastern and Central regions contains most of the financially excluded population.

Reasons for financial exclusion:
There are a variety of reasons for financial exclusion. In remote hilly, desert and sparsely populated
areas the physical and communication infrastructure are insufficient. As a result access to financial
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services / institutions is severely restricted. The barriers of financial inclusion on demand side are
illiteracy, lack of awareness and financial literacy, low income, pre-owned collateral / assets and social
exclusion.

Supply side :

The reasons for exclusion from the supply side are long distance of branch from the residence,
unsuitable timings of the branch, complicated procedure and intricacies of documentation, unfamiliar
language, unsuitable products and staff attitudes. The requirements of documentary proof of identity
and residential address are the most important barrier in opening not only the bank account but also
in post offices for availing the financial services.

Newly married, women and migrants in rural areas suffer the most .The women cannot borrow
from the bank due to lack of pre-owned collateral (as the women do not have the property rights)
despite having the bank account. Even an account holder in the bank cannot borrow if he fails to
mobilize a guarantor. These are the numerous constraints of financial inclusion.

In general financial exclusion arises from (H M Treasury, 2007).

— Problems with the supply of appropriate financial service products and

— Problems with demand for financial services among potential customers supply problems.

— The market not supplying products to appropriate consumer needs.

— The market not supplying products with adequate consideration of consumer interest.

— The market not making appropriate products easily accessible.

Demand side:

Even when financial products do meet the needs of excluded customers; people may be unaware
that these products exist. Often, lack of demand results from believes of people that they will not be
served by financial services providers.

Extent of financial exclusion in India:

The 11th Five Year Plan (2007-12) documented that significant segments of the Indian population
had been excluded from the growth over the previous decade. The extent of financial exclusion
remains staggering. Out of 600,000 villages in the country, only about 30,000 have a commercial bank
branch. Till recently, more than 50% of India’s population did not have any bank account and more
than half of the total farmer households did not seek credit from either institutional or non-institutional
sources of any kind (Khetarpal, 2015).

CRISIL Inclusix is a unique tool that measures financial inclusion based on branch penetration,
credit penetration and deposit penetration. The report highlights that all India level score is 40.1 (on
a scale of 100) which is relatively low. The report also highlights that under penetration of banking
facilities in most parts of the country. There is wide disparity exist across India with in the states in
terms of access to financial services (CRISIL, 2013)

According to NSSO 59" Round Survey (2006), 51.4% of farmer households are financially excluded
from both formal and informal sources. Of the total farmer households, only 27% access formal
sources of credit; one third of this group also borrowed from non-institutional agencies. Overall 73%
of farmer households have no access to credit from institutional agencies. Disparity in terms of
financially excluded population is very high in the regions like eastern region, central region and
north-eastern region which accounted for 64%.

The non-institutional agencies played a vital role in advancing credit to the household’s
particularly rural India. But in the urban areas both have played a vital role in advancing credit. All
over India non-institutional agencies advanced credit to 15.5% households in rural and 9.4% in urban
areas. Whereas, institutional agencies advanced credit to 13.4% households in rural and 9.3% in
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urban (NSSO 59" Round Survey, 2006).

From the above Table 1 as per census 2011, 58.7% households are availing banking services in
the country. However, a significant proportion of the households, especially in rural areas, are still
outside the formal fold of the banking system. As compared with previous census 2001 (35.5%) in 2011
only 58.7% households are availing banking services which is relatively low growth. In the case of
rural areas availability of banking services significantly increased.

Table 1 : Number of households availing banking services
As per Census 2001 As per Census 2011
Households  Total no. of No. of Percentage  Total no. of No. of Percentage
households households households households

availing availing

banking banking

services services
Rural 138271559 41639949 30.1 167826730 91369805 54.4
Urban 53692376 25590693 49.5 78865937 53444983 67.8
Total 191963935 68230642 35.5 246692667 144814788 58.7

Source: Department of Financial Services, GOI, 2006

According to Global snapshot of financial exclusion 2014 (Centre for Social Impact, 2014) India
has low level of access to all financial products. Informal borrowing from family and friends is very
high as formal credit is very low. Out of 23 countries India has least favourable ratios of formal lending
(7.7%) to informal lending (6.6%) (Table 2).

Table 2 : India’s rank in accessing financial products and credit

Product Access (%) Rank ( Out of 23 countries)
Bank Account 32.8 20

Formal Savings 11.6 20

Loans (Total) 30.6 13

Loan (Formal) 7.7 18

Loan (Informal) 6.6 3

Credit Card 1.8 19

Source: National Australia Bank

Consequences of financial exclusion:

Financial exclusion is a serious concern among low income households as well as small
business, mainly located in semi urban and rural areas. Consequences of financial exclusions will vary
depending upon the nature and extent of service denied.

In low income households, the absence of access to bank accounts and other saving opportunities
results in lack of savings; low investments; lack of financial planning and security for old age;
difficulties in gaining access to credit or getting credit from informal sources at exorbitant rates etc.

The small business may suffer due to loss of access to middle class and higher- income consumers,
high cash handling costs, delays in remittances of money, lots of reliance on private money lenders for
small credits. It may thus be concluded that financial exclusion not only widens the “Rich-Poor
divide”, it also leads to “Social Exclusion” (Agarwal, 2013).

The two major consequences of financial exclusion, are first, it complicates day- to- day cash
flow management and second it leads to lack of financial planning and security in the absence of
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access to bank accounts.

From the macro economic stand point, being without formal savings can be problematic in two
respects. First, people who save by informal means rarely benefit from the interest rate and tax
advantages that people using formal methods of savings enjoy. Second, informal saving channels are
much less secure than formal saving facilities. The resultant lack of savings and savings means
recourse to non- formal lenders, like money lenders. This, in turn, could lead to two adverse
consequences- a) exposure to higher interest rates charged by formal lenders; and b) the inability of
customers to service the loans or to repay them. As loans from non- formal lenders are often secured
against the borrower’s property, this raises the problem of inter- linkage between two apparently
separate markets. Financial exclusion is a serious concern among low income households, mainly
located in rural areas (Mohan, 2006).

Conclusion:

A sound financial system is considered as an essential prerequisite for economic growth and
development of any nation. It has been observed historically that banks formed a major part of
financial system and this still holds good for most developing nations, including India. However,
access to banking services is not available to a large section of the society and, in India it is seen to
be lower for the urban poor than their rural counterparts. So as to provide credit facilities to the poor,
it is important that they are brought under the canopy of formal financial services of the economy
through a financial inclusion drive, which is defined as “the process of ensuring access to timely and
adequate credit and financial services by vulnerable groups at an affordable cost” (Union Budget,
2007-08).

The significant initiatives taken by the Indian banking sector include introducing a no-frills
account, insurance, general credit cards, etc. While acknowledging the role of such instruments, it
needs to be recognised that the drive has been primarily rural-centric. But the problem of financial
exclusion exists not only in rural regions but also in urban areas. So attempts are required for ensuring
financial inclusion in both rural and urban regions. Thus the barriers should be overcome and reaching
out the people lying at the bottom of the pyramid has become the order of the day so the financial
sector is one that has the most important role to play in unleashing this potential.
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