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Abstract 

Despite India boasting economic growth rates higher than most developed countries in recent 

years, a majority of the country’s population still remains unbanked. Financial Inclusion is a 

relatively new socio-economic concept in India that aims to change this dynamic by 

providing financial services at affordable costs to the underprivileged, who might not 

otherwise be aware of or able to afford these services. Global trends have shown that in 

order to achieve inclusive development and growth, the expansion of financial services to all 

sections of society is of utmost importance. As a whole, financial inclusion in the rural as 

well as financially backward pockets of cities is a win-win opportunity for everybody 

involved – the banks/NBFC’s intermediaries, and the left-out urban population. Banks will 

handle core infrastructure and services while intermediaries known as Business 

Correspondents (BC’s) will be the executors and act as the face of these banking & financial 

institutions in dealing with end-users. The Business Correspondents (BC’s) shall be carrying 

handheld terminals like Tablets (GSM enabled) coupled with portable biometric scanner, 

smart card swipe machines as well as thermal Bluetooth printers for carrying out their online 

banking activities on the field. Authentication and customer information is provided by the 

UIDA through NPCI or NSDL once the institution becomes an authorized UIDAI user. As 

income levels and consequently, savings in rural areas increase, it is essential to help earners 

manage their funds and facilitate incoming and outgoing payments. Allowing people to 

create simple, no-frills current and savings accounts, relaxing KYC norms and directly 

crediting social benefits to account owners will bolster an inclusive approach to finance & 

banking in rural areas. 
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Introduction 

Financial outreach has assumed a significant place in the narrative on inclusive economic 

growth, especially in emerging market economies (EMEs), over the last few decades. 

Financial outreach, which aims at bringing excluded segments of society into the mainstream 

economy, leads to reallocation of resources through financial intermediation, thereby 

contributing to equitable growth. It is a well-established fact that finance/capital is one of the 

key factors of production and financial outreach would provide access to this factor to the 

economically excluded segments. Demirguc-Kunt and Levine (2009) make a similar 

argument and underline that financial system could also affect the allocation of capital and 

bridge the gap between the rich and poor by influencing certain capabilities such as 

entrepreneurship, education, etc. Financial outreach could lead to more allocation of credit to 
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the excluded segment and provide them an opportunity to become an innovator, eventually 

leading to more productive economic activities by this group of people. Along similar lines, 

Townsend and Ueda (2006) highlight the changes in the financial system that can affect both 

aggregate production and the share of credit, which may shift the demand for low and high-

skilled workers with commensurate implications for distribution of income
1
. Financial 

outreach also inculcates saving habit in the masses and enhance national savings and 

investment. 

 

India embarked on the banking outreach journey way back in the 1970s, with the 

nationalisation of 14 commercial banks in 1969, when branch opening by the commercial 

banks was regulated with special dispensation for the unbanked and rural areas. Banking 

outreach, however, got a renewed fillip in the second half of the 2000s when the Reserve 

Bank of India (RBI) urged banks in its mid-term review of the „Annual Policy Statement for 

2015–16‟ to make available a basic banking „no frills‟ account either with „nil‟ or very low 

minimum balances as well as with low charges that would make such accounts accessible to 

vast sections of the population and ensure greater financial inclusion. Another milestone in 

banking outreach was the announcement of the Pradhan Mantri Jan Dhan Yojana (PMJDY) 

by the Government of India in 2014 aimed at providing basic financial services (such as 

banking/ savings and deposit accounts, remittance, credit, insurance, pension) to the masses 

in an affordable manner. These efforts have changed the landscape of banking outreach with 

monumental success both in terms of bank accounts and deposits accrued. 

 

In theory, various models show that financial intermediaries, instruments and markets help to 

reduce transaction costs and encourage saving habits, investment decisions and promote 

economic growth. Another set of theoretical literature shows the dynamic interactions 

between finance and growth where the financial system influences economic growth, and the 

economic growth transforms development of financial system. Miller (1988) argues that 

financial markets contribute to economic growth, while Bagehot (1873), Schumpeter (1911), 

Gurley and Shaw (1955), Goldsmith (1969), and McKinnon (1973) have all supported the 

idea that finance leads to economic growth. Despite the fact that there is a substantial 

literature demonstrating that financial outreach and economic growth assumes a positive 

relationship, there are however, a couple of papers that question the relationship (Ardic and 

Domar, 2006). 

 

Against this backdrop, this study attempts to analyse the nexus between banking outreach and 

economic growth at the sub-national
2
 level in India. Several researchers (Chakraborty, 2010; 

Giri and Mohapatra 2012; Kumar, Sarkar and Bonnerjee, 2014; Pradhan et al., 2014) have 

studied various aspects of banking outreach in India in some form or other. A study by Ghosh 

(2011) examines the impact of financial outreach on per capita income growth at the sub-

national level in India during 1973 to 2004. Thereafter, two important policy interventions 

(i.e., no-frills account and PMJDY) have taken place and, therefore, a re-examination of the 

financial outreach in the recent period makes eminent sense. This study differs from Ghosh 

(2011) both in terms of coverage of period as well as explanatory variables. This study covers 

the sample period of 1996–2015. It has also considered state-level control variables including 

fiscal and human development indicators, which are different from the control variables 

https://rbi.org.in/Scripts/bs_viewcontent.aspx?Id=3620#F1
https://rbi.org.in/Scripts/bs_viewcontent.aspx?Id=3620#F2
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(share of manufacturing in GSDP) used by Ghosh (2011). Financial outreach and banking 

outreach terms have been used interchangeably in the study. 

 

Although there is no clear distinction in the literature between financial outreach and 

financial deepening, most studies have taken number of bank branches, Automated Teller 

Machines (ATMs) and number of accounts as financial outreach/access variables. Credit and 

deposit, which indicate borrowing and saving, respectively, are used as financial deepening 

indicators. Five variables have been used for construction of the Banking Outreach Index 

(BOI). These are standard variables considered in the literature for measuring banking and 

economic development. One thing that is common amongst all these variables is that an 

increase in their values indicates an improvement in banking outreach. The presence of a 

bank branch in the vicinity acts as an important indicator of banking development as it can 

facilitate people to do banking, i.e., save and deposit money in their account and also avail 

credit. In recent times, the advancement of mobilephones, finternet banking and presence of 

e-wallets have helped to overcome the hassle of having a physical (brick and mortar) branch. 

The data on the technology driven banking services, however, are not available for the entire 

sample period, as these technologies have gained momentum recently. Besides, taking 

branches in terms of population (i.e., number of branches per lakh population) may not be the 

appropriate indicator for some of the sparsely populated states of the country, especially the 

north-east where branches per geographical unit of area (say, per 1,000 sq. km.) may be a 

more appropriate indicator. But for the sake of uniformity, we have considered number of 

bank branches per lakh population as the indicator of financial outreach in this study. 

 

The number of credit and deposit accounts standardised with population have limitations as 

the indicators of financial outreach, as these not always reflect the intensity of banking 

activity. Thus, at times, the credit-deposit ratio is regarded as a better indicator of banking 

development. However, with a view to ascertaining the effects of credit and deposit on 

economic growth separately, both the variables have been considered instead of one (credit-

deposit ratio). The paper measures the impact of the banking outreach variables, viz., number 

of credit accounts per lakh population, per capita credit, per capita deposits, and number of 

deposit accounts per lakh population on per capita income growth. It also examines the 

impact of per capita development expenditure and literacy rate of the states on economic 

growth. 

 

The possibility exists that a financial system may leave out the less-privileged in benefiting 

from the synergy created by the bridging of the financial gap between providers and users of 

finance in an economy. The importance of financial systems and by extension, financial 

inclusion to economic growth has become even more pronounced in recent years because the 

development of a financial system is determined by the extent to which it improves access to 

financial services for poorer sections of the population. It is against this backdrop that the 

research has been carried out, using empirical data, to study the link between financial 

system, financial inclusion and economic development in India. Correlation and regression 

analyses were applied to explore relationships among study variables. The research found out 

that financial inclusion has a positive impact on economic development. It is the 

recommendation of this research that more financial institutions should be established in rural 
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areas. Financial products that address the peculiarities of the financially disadvantaged should 

also be introduced in order to further reach the unbanked public. The study also makes a case 

for financial inclusion as an important corporate social responsibility and sustainable 

development perspective that financial institutions should embrace. 

 

The International Growth Centre recently brought out a synthesis paper (Singh 2017) that 

lays out the basic concepts surrounding financial inclusion, and reviews a wide range of IGC 

and other studies on financial inclusion. At a workshop organised by the IGC in collaboration 

with Ideas for India and Indian Statistical Institute, Rohini Pande (Harvard Kennedy School), 

S. Krishnan (State government of Tamil Nadu), Ashok Bhattacharya (Business Standard), 

and R Gopalan (ex-Ministry of Finance) discussed the key lessons emerging from research, 

implications for policy, and areas where further work is needed. 
 

Financial inclusion or access is a component of financial development, along with depth, 

efficiency, and stability. Financial development is important for economic growth, and 

financial inclusion in particular, has a bearing on equity as well. 

Access to a transaction account is a first step towards broader financial inclusion as it serves 

as a gateway to other financial services like credit or insurance; lowers transaction costs for 

daily economic activities; allows for planning for longer-term needs; and enables the creation 

of a buffer for emergencies. 

 

Other potential benefits of financial inclusion include: improving efficiency and targeting of 

government welfare programmes; reducing corruption and terrorism more broadly, through 

better monitoring and regulation of financial transactions using digital technology. 

 

Why financial inclusion is important: The macro context 

Elaborating on Prof. Singh‟s presentation, Rohini Pande highlighted some of the key macro 

trends in India that should influence how we think about financial inclusion. Roughly 70% of 

the world‟s poor now live in middle-income countries, including India. Public social 

protection spending in these countries is low, and health shocks remain one of the most 

important reasons why households re-enter poverty once they escape it. Thus, people need to 

be given a long-term ability to deal with shocks, and to make the human and financial capital 

investments required to enable steady income. Moreover, India is experiencing „jobless 

growth‟; entrepreneurship, particularly for women, has been the key form of employment 

outside agriculture – and that depends heavily on access to finance. 

 

There is agreement that while access is a first step towards inclusion it does not necessarily 

lead to inclusion. According to Ashok Bhattacharya, the Indian experience bears this out very 

well: by giving access to people through bank nationalisation in 1969, inclusion was not 

achieved. In Prof. Pande‟s view, we currently run the huge potential danger of doing for 

financial capital what we did for human capital for several years: similar to school enrolment 

or number of hospitals in a district, we are now going to start counting it up by bank branches 

or PMJDY (Pradhan Mantri Jan Dhan Yojana) accounts. It is important to note that access is 

not usage. 

https://www.theigc.org/wp-content/uploads/2017/05/Singh-2017-synthethis-paper.pdf
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Prof. Pande said that one reason for the focus on access is that it can be measured: “We need 

to begin obtaining metrics from administrative data that tell us about impact – while 

maintaining citizen confidentiality.” 

 
COMPONENTS OF FINANCIAL INCLUSION 

Banking 
Banking is the foundation of much of financial inclusion. While studies in other countries 

show mixed results, the impact of increased access to banking in India has been found to be 

mostly positive. A national state-level study shows positive impacts of bank branch 

expansion on the poor and disadvantaged (Burgess and Pande 2005; Burgess, Wong and 

Pande 2005). Expanded bank access leads to increased economic activity (Young 2015), as 

well as savings (Somville and Vandewalle 2015). Research shows that organisational 

structures within lending institutions matters. Cole et al. (2015) and Field et al. (2016), in 

very different contexts, highlight the importance of organisational innovations that improve 

incentives within the sector. 

 

Microfinance 
Across the developing world, the evidence on microfinance is mixed. A review of six 

randomised evaluations of microcredit by Banerjee, Karlan and Zinman (2015) suggests that 

there is a “consistent pattern of modestly positive but not transformative effects”. Over a 

period of several years, microcredit by SEWA Bank in India has helped integrate women into 

the labour force, through greater participation in household business activity. Possibly, there 

are broad impacts on fertility as well (Field et al. 2016). 

 

Some studies have analysed the financial sustainability of the microfinance model. For 

example, Cull et al. (2016) find that subsidies, while common, may not always be necessary. 

Details of design of microfinance interventions are found to be crucial. Looking at contract 

design, Field et al. (2013) show that allowing for a grace period between loan disbursement 

and beginning of repayments increased short-run business investment and long-run profits. 

While it did raise default rates, the net welfare effects seemed to be positive. 

 

Small-firm   
Small firms are typically credit constrained and they tend to do better when the constraint is 

eased (Banerjee and Duflo 2008). In a comprehensive analysis of very small firms in 

India, Raj and Sen (2013)find that finance constraints play an important role in firm transition 

from family-labour-only firms to small firms that use hired labour, and even more so for the 

growth of the latter beyond six workers. Current government policies do not seem to be 

helping in this regard. 

 

Research implies that there is much to learn in India about the specifics of relaxing financial 

constraints for microenterprises, up to more substantial small and medium firms, including 

contract design, monitoring and enforcement, and training (see, for instance, Barboni 2016). 

 

http://econ.lse.ac.uk/staff/rburgess/wp/aer.pdf
https://epod.cid.harvard.edu/publications/banking-poor-evidence-india
https://epod.cid.harvard.edu/publications/banking-poor-evidence-india
https://www.bu.edu/econ/files/2015/05/Young_Banking_20150429.pdf
http://ideasforindia.in/article.aspx?article=Can-bank-account-based-payments-boost-savings
https://www.theigc.org/project/improving-access-to-finance-for-entrepreneurs-in-developing-countries/
https://www.theigc.org/project/access-to-credit-and-female-labour-supply-in-india/#outputs
https://economics.mit.edu/files/10475
https://www.theigc.org/project/access-to-credit-and-female-labour-supply-in-india/#outputs
http://documents.worldbank.org/curated/en/404501470669620154/The-microfinance-business-model-enduring-subsidy-and-modest-profit
https://www.theigc.org/project/long-run-effects-of-repayment-flexibility-in-microfinance-evidence-from-india/
https://www.theigc.org/wp-content/uploads/2013/02/Natarajan-Sen-2013-Working-Paper.pdf
http://economics.ucr.edu/pacdev/pacdev-papers/repayment_flexibility_in_microfinance.pdf
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Agricultural credit tends to be a political issue, and the overall evidence suggests that it is 

inefficiently and insufficiently allocated (for example, Sharma and Kumawat 2014). 

 

How can the effectiveness of agricultural credit be enhanced? Details of market institutions 

and incentives are important. For instance, in a field experiment with trader-agent 

intermediated lending (TRAIL), Maitra et al. (2014) find that TRAIL loans were more 

successful than conventional group-based loans (GBL) in increasing production of leading 

cash crops and farm incomes. This is because farmers selected by agents were more able than 

those who self-selected into the GBL scheme. 

 

Another study (Mitra et al. 2012) found that integrating credit with better information and 

access to markets may improve the bargaining power of farmers. Hence, Interlinking of 

markets matters in agricultural credit. 

 

Studies from various countries indicate that farmers‟ insurance can have positive impacts if 

attention is paid to details such as farmer liquidity (Gine 2009) and price sensitivity of 

demand (Takahashi et al. 2016); and possibly if interactions between insurance and credit 

markets (Karlan et al. 2011) are taken into account. There is recent evidence from India that 

well-designed farmers‟ insurance can be sustainable and effective, and benefit landless 

agricultural labourers as well (Mobarak and Rosenzweig 2013). 

 

In an experiment with different methods of marketing rainfall insurance to small-scale 

farmers in Gujarat, only a money-back guarantee had a consistent and large effect on 

farmers‟ purchase decisions (Gaurav et al. 2011). This implies that building trust in concrete 

ways matters. 

 

Commenting on the issue of farm loan waivers, Mr S. Gopalan said that if the loan amount is 

adequate; consumption loans are provided to farmers; there is robust insurance to address 

crop failure; and structures are in place to enable farmers to access markets and get the right 

price for their produce – perhaps the demand for waivers would not arise. 

 

Both in India and other countries, the evidence on the benefits of community-based health 

insurance for the poor is mixed; it varies by time, location and implementation of 

interventions. Banerjee et al. (2014) conducted an experiment with the largest microfinance 

institution in India, which suggested that bundling microcredit with health insurance did not 

seem to work. On the other hand, a Bangladesh study (Islam and Maitra 2012) indicated that 

microcredit by itself provided a cushion against health shocks by reducing the need to sell 

livestock. Here too, there are a great deal of complexities and interactions. 

 

Health insurance is a credence good, making trust important. Debnath and Jain (2015) show 

how caste networks may be used to drive acceptance and adoption of health insurance. 

 

There are several other digital payments schemes across countries: more research is required 

on infrastructure, regulation, and design. In India, digital payments are conceptualised as one 

component of a three-part strategy for financial inclusion using digital technologies, namely, 

http://ndpublisher.in/admin/issues/EAV59I2n.pdf
http://ideasforindia.in/article.aspx?article=Financial-inclusion-for-agricultural-growth-An-alternative-approach
https://www.theigc.org/wp-content/uploads/2012/03/Mitra-Et-Al-2012-Working-Paper.pdf
https://www.theigc.org/project/selling-formal-insurance-to-the-informally-insured/
http://www.people.hbs.edu/scole/webfiles/journals/07-gct-2011-06-23.pdfhttp:/
https://www.ncbi.nlm.nih.gov/pmc/articles/PMC4159356/http:/
http://users.monash.edu/~asaduli/pub/JDE.pdf
http://ideasforindia.in/article.aspx?article=Public-health-insurance-for-tertiary-diseases-Lessons-from-Andhras-Aarogyasri-programme
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JAM – Jan Dhan (banking), Aadhaar (identity), and Mobile (transactions). While there is 

evidence that biometric identity cards can reduce corruption (example, Muralidharan et al. 

2016), there are concerns that the JAM framework may be too restrictive in thinking about 

financial inclusion via digital innovation (Ravi and Gakhar 2015). 

 

Mr Bhattacharya said that the current focus on JAM in India needs to be reviewed in the 

larger context of how it is playing out. Lack of financial literacy seems to be coming in the 

way of JAM becoming a success. According to Mr S. Krishnan, in distributing government 

benefits directly through bank accounts, there are convenience issues in terms of last-mile 

connectivity. Hence, outreach is one area that needs to be addressed in the review of JAM. 

Technology can also be used to address the issue of behaviour of loan officers in the context 

of loan appraisal, said Mr Krishnan. The decisions seem to be based on face value or personal 

connections. If there is a credit information linkage, loans can be given out taking into 

account the applicant‟s credit record. 

 

There is consensus that while technology can indeed do a lot, it cannot replace certain points 

along the chain where humans are necessary. Prof. Pande remarked that this is particularly 

true in the case of imparting financial literacy, and it is very important to think through 

implementation and incentives carefully. 

 

The receiving end 

On the demand side, financial literacy is an important factor that shapes financial inclusion. 

Financial literacy is complex, and remains a challenge even in industrialised countries 

(Lusardi and Mitchell 2014). Overcoming information asymmetries is not easy (Alan et al. 

2015). Financial education programmes often don‟t work (Miller et al. 2014), though rule-of-

thumb guidelines may be more effective (Drexler et al. 2014). In a study on a life insurance 

product in India, Halan and Sane (2017) find that consumers may lose focus with „too much‟ 

information and that information is more likely to be valuable if it is understandable in the 

context of prior financial literacy. The existing evidence seems to suggest that financial 

education is difficult but achievable, and more work needs to be done in this area. 

Besides, there are behavioural factors such as difficulties of commitments in savings 

(example, Ashraf et al.2006, 2010); myopia or procrastination (Duflo et al. 2011); and 

inefficiency in business decisions (example, Beaman et al. 2014). These studies from Africa 

imply that careful attention needs to be paid to behavioural distortions while designing 

financial inclusion programmes. Gangadharan et al. (2014) analysis of Bihar‟s rural 

livelihood project JEEViKA provides the lesson that it is important to factor in social 

considerations and individualistic anomalies. 

 

Prof. Pande said that the mixed evidence on the impact of the instruments of financial 

inclusion is partly a reflection of the fact that instruments function very differently for 

different populations. A bank branch is going to have a very different effect for middle class 

vis-à-vis the poor. We may think of informal sources of finance as bad for the poor but the 

rich prefer may prefer them due to the flexibility – not because they lack collateral. 

 

 

http://ideasforindia.in/article.aspx?article=Building-state-capacity-for-better-programme-implementation-Lessons-from-the-Andhra-Pradesh-Smartcard-Programme
http://ideasforindia.in/article.aspx?article=Building-state-capacity-for-better-programme-implementation-Lessons-from-the-Andhra-Pradesh-Smartcard-Programme
http://gflec.org/wp-content/uploads/2014/12/economic-importance-financial-literacy-theory-evidence.pdf
http://https/www.dartmouth.edu/~jzinman/Papers/overdraft_turkey_2015_postv1c.pdf
http://https/www.dartmouth.edu/~jzinman/Papers/overdraft_turkey_2015_postv1c.pdf
http://documents.worldbank.org/curated/en/297931468327387954/Can-you-help-someone-become-financially-capable-a-meta-analysis-of-the-literature
http://www.isid.ac.in/~tridip/Teaching/DevelopmentMicroeconomics/Spring2012/Readings/07Credit&Savings/14Asharf&Karlan&Yin-QJE2006.pdf
http://www.people.hbs.edu/nashraf/FemaleEmpowerment_WorldDev.pdf
https://www.theigc.org/project/community-driven-development-and-elite-capture/#outputs
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Regulation 

In a fast-growing, increasingly unequal country, the process of providing citizens access to 

financial instruments is complicated. In a scenario where there are different populations with 

different needs for financial inclusion, and private players are mainly focussed on the middle 

class and rich, it is important to carefully think about the role of regulation. 

 

Mr Gopalan said that regulation for big, formal financial institutions needs to be totally 

different from that for small and informal institutions. The light-touch regulation for 

microfinance institutions in India did not go well with market forces that were propelling 

these institutions to generate returns. As a result, the interest rate shot up, leading to protests 

by society. Hence, societal regulation comes into force as well and this needs to be accounted 

for in research studies. Financial literacy can help in this context. Besides, when thinking 

about regulation, we also need to consider the various informal financing structures that exist, 

such as social groups or communities that lend and borrow amongst themselves, local money 

managers, etc. 

 

Benefits of financial inclusion: 

 The rural masses will get access to banking like cash receipts, cash payments, balance 

enquiry and statement of account can be completed using fingerprint authentication. The 

confidence of fulfilment is provided by issuing an online receipt to the customer. 

 Reduction in cash economy as more money is brought into the banking ecosystem 

 It inculcates the habit to save, thus increasing capital formation in the country and giving it an 

economic boost. 

 Direct cash transfers to beneficiary bank accounts, instead of physical cash payments against 

subsidies will become possible. This also ensures that the funds actually reach the intended 

recipients instead of being siphoned off along the way. 

 

Conclusion 

Availability of adequate and transparent credit from formal banking channels will foster the 

entrepreneurial spirit of the masses to increase output and prosperity in the countryside. 

Hence, it is believed that financial inclusion can initiate the next revolution of growth and 

prosperity. In the 21st century, India has been pulling all the right levers to advance financial 

inclusion and economic citizenship by channeling its own transactions to lubricate the 

system. India‟s journey towards economic ascension relies on how the 65% unbanked 

population of India (conservative 2017 estimate by World Bank) is enabled with financial 

infrastructure. 
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