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Executive Summary

The paper explores an innovative way of achieving financial incléisioot just in terms

of access but in usage as well. It presents the prospect of coupling financial inclusion with

social security schemes. The underlying assumption is thatfwesition of financial

inclusion drives by banks upon prospective clients who have no reliable income stream

will simply yield substandard outcomes. A social security scheme such as the National

Rural Employment Guarantee Programme (NREGP) provides alaegqand steady

stream of income to the poor, although for a limited period of time in a year. We believe

that the drive towards f i nanc Hrélsaccountdor usi on ¢
every individual wh o wa n hesbeneficiariés if wis tiedtob e mor
schemes such as NREGP that ensures a reliable stream of income.

The proposed model, currently being pitested in Karimnagar districin Andhra

Pradeshby Financial Information Network & Operations Ltd. (FINO), a teclogy

provider, tries to facilitate financial inclusion over the channel and reach created by
NREGP. This model can be put into practice in a number of ways. In a district where
NREGP is operational and there exists a microfinance institution (MFI) or a@, N

have explored the possibility of the MFI/ NGC
the local bank. The government can partner with the bank in ensuring that the weekly
wages are directly credited to the savings accounts that have been creatiee for
beneficiaries. Post offices (POs) as an existing infrastructure can also play the role of a
0Business Correspondentd for this medel. A
financial) can then be provided to the beneficiaries once such a chainheking

financial inclusion with NREGP has been established.

In addition to presenting various ways through which financial inclusion can be tied with
NREGP, we also illustrate how technology can facilitate efficient and effective financial
inclusion This is based on findings from the Karimnagar pilot study where the state
government, with the help of FINO, has used smart cards, biometrics, andhkihd
devices to digitize the disbursement of NREGP wages. Examples of the use of technology
in providing various financial and neimancial services have also been assimilated to
support our model.
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1. Financial Inclusion

Accordng to a United Nations report, financial inclusion encompasses two dimensions of
customer access. First, it refers to a customitbraccess to a range of formal financial
services, from simple ones like credit and savings to more complex ones likeénsura
and pensions. Second, it implies that customers have access to more than one provider of
financial servicesthus increasing access to a variety of competitive options (United
Nations, 2006).

The Finance Minister of India inhe 200708 Union budgetspeech defined financial
inclusion as oOthe process of ensuring acces
services by wvulnerable groups at an afforda
definition reveals the bias that has historically edisbwards provision of credit services

over other financial services. The exclusive focus on credit has meant that policy and
practice has thus far ignored the provision of a safe place for savings for rural households
(Ghate, 2006).

The Reserve Bank dfdia (RBI) has advocaldinancial inclusion in a different manner.

This can be better understood by some of the recent speeches by the RBI Governor and
Deputy Governor. In a speech recently delivered in a village of Andhra Pradesh, the RBI
Governor, Y.\ Reddy, gave a simple definition of
accounts to al | Hdsaidi woulele thérst steap towaads teaching . 0

the goal of bank credit as a human right as advocated by Nobel Laureate Professor
Mohammaed Yunus (Reddy, 2007).

According to Smt. Usha Thorat, the RBI Deputy Governor, financial inclusagnbeen
definedin terms of exclusio® exclusion from the payments system and exclusion from

formal credit markets (Thorat, 2007). Exclusion from the payisystem is measured in
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terms of not having access to a bank accatnile exclusion from formal credit markets

is measured in terms of number of loan accotints.

The RBI Annual Policy Statement of April 2005 first highlighted the issue by stating that
Abanking policies tended to exclude rather

( RBI Circul ar, 2005) . Thr ee maj-forri Inhosvoe sb ansei r
banking account was extended to all unbanked households where the minimuce balan

required was nil or extremely low. Secorinow Your Customey (KYC) norms were

relaxed so that the needs of rural households that could not establish their identity or their
address formally could be accommodated. Lastly, banks were urged to emasuheith

charges were reasonable and transparent (Ramii,2007)

The first pilot project that implements these three recommendations, and thus facilitates
financial inclusion, was conducted in the Union Territory of Pondicherry, led by Indian

Bank and wasompleted in December 2006. Since then, several projects have been
completed in different parts of India. 100 per cent financial inclusion is reported to have
been achieved in the state of Himachal Pradesh and in Gulburga district, a backward

district inKarnataka.

In her recent speech, Thorat spoke on why financial inclusion is important to India:

Limited access to affordable financial services such as savings, loan, remittance and
insurance services by the vast majority of the population in the aveak and
unorganized sector is believed to be acting as a constraint to the growth impetus [in
the primary and SME sector]. Access to affordable financial sefvicespecially

credit and insurancé@ enlarges livelihood opportunities and empowers the fmor

take charge of their lives. Such empowerment aids social and political stability. Apart
from these benefits, financial inclusion imparts formal identity, provides access to the
payments system and to savings safety net like deposit insurance. Hamoal fin
inclusion is considered to be critical for achieving inclusive growth; which itself is
required for ensuring overall sustainable growth in the country (Thorat, 2007).

1Going by the available data onetmumber of savings bank accounts and assuming that one person has only one
account, we find that on an all India basis 41 per cent of the adult populatioioeisked In rural areas the coverage is

61 per cent as against 40 per cent in urban areasIMhdia ratio of the number of loan accounts to adult population
(2005) constituted only 14 per cent. Regional differences in the number of loan accounts are significant; while the
figure is 25 per cent for the southern region, it is as low as 7, 8 qed &ent respectivelfor the North Eastern,
Eastern anthe Central region.

2 For more details, se&nnex1.
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We adopt the RBIO&s definition as sibnda i niti a

family is said to be financially included if at least one member of the family has a savings
account with a bank. Adopting this definition, we proceed towards linking of financial
inclusion with social security schemes such as the National Ruphb¥ment Guarantee
Programme (NREGP).

2. Linking Social Security Schemes with
Financial |nclusion

Povertyis directly connected tihe lack of resources to generate an income that enhances

an individual 6s standard of cidl sesurihsghemesn a p o
assume central importanae poverty alleviation progras They tend to supplement the
meagelincome base of the poor either through direct transfers or through schemes where

0 n eldbesr can be traded for food or money the latter ato ensures that some

community assets are built in the process.

We believe that financial inclusion drives, when linked to social security schemes such as
NREGP can complement each other. NREGP can create an opportunity for the poor to
save surplus cashA.financial inclusion drive offering ffdlls bank accounts can provide

the poor asecure interest bearing plamesave that surplus cash. We present below the

three primary benefits of linking the two.

a) The Supply Imperative: Higher Usage of the Bank  Accounts

The Centre for Microfinance (CMF) at the Institute for Financial Management and
Research (IFMRIn Chennaj conducted a study on the impact of the financial inclusion
drive in Gulbarga district (Ramji, 2007). The experience in Gulbakgadx 1) suggests

that a financial inclusion drive by itself (defined as opening-&iliscbank accounts by
banks) is not received with enthusiasm either by its beneficiaries or by the banks. Banks
see it as a social commitment, which they are forced into makmagindividuals are not

able to comprehend the utility of a sawdb@nk account and hardly ever use it.
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In Gulbarga district, it was observed that the usage of accounts was \nigterthey

were linked to NREGPAIso, experiences in the Karimnagargpi(presented in Section
4) suggest that while the waggrnerin NREGP was expecteby its desigiio withdraw
the entireearningeach week, the ground realighowsthat she/he doesiot want to

withdraw the full amount and would rather save part of it.

The findings from the Gulbarga study and the Karimnagar pdonhfirm conventional
understanding that the imposition of what policy makers think is important for the poor
may not necessarily lead to desirable usage unless the poor perceive the benefit or
necessity of the program. By coupling the financial inclusion drive with NREGP, it is

possible to expect higher usage.

b) The Demand Imperative: Steady Stream of Income for Beneficiaries

A scheme like NREGP creates a steady stream of income, thouglinideed number of

days. Once the beneficiaries are assured of a fixed payment every week, they can plan
their savings. Thus accounts linked to the NREGP would provide higher usage and banks

may find maintaining them commercially viable.

The Integrated Rual Development Project (IRDPgould, if properly implemented, have

also led to financial inclusidri.arge number of people were given credit and linked to
banks. However, the scheme did not take off and those linked to banks dropped out of the
financialnet over time. One of the reasons for its failure was that the credit linkage was
not supported by other critical inputs like market linkages and even if they were, poor
infrastructure made the businesses unviable. In other words, beneficiaries wéite twt a
generate a steady stream of income for themselves. On the other hand, the income from
NREGP comes in the form of direct transfers based on their wesit@ninsulated from

the inefficiencies of the market and infrastructure bottlenecks.

%In IRDP, a massive amount of credit was targeted towards socially excluded groups and women.
4 Based on a discussion with Ramesh Arunachalatimeoficrofinance Consulting Group
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c) The Efficiency Imperative

The wide outreach of NREGP, which is soon to be extended to all districts of the
country, also makes it a good candidate for coupling with financial inclusion drives.
NREGP provides a channel to reach the poorest of the poor. Oncechhisnel is
established a number of other services can be superimposed on it to provide other
services, financial services being one of them. The physical channel provided by the
NREGP coupled with thdinancial inclusiondrive of RBI can aid in bringing fmal
banking to the poor.

Furthermore, governmeded poverty alleviation programs are often criticized for their
inefficient targeting mechanism where actual beneficiaries are often better off than those
intended. This is partly due to the tolown seletton process which leaves space for
government officials to use the program as a political tool. NREGP, however, is a self
selection based program. The relatively low wages offered and the physical labor required
by these programs act as a-t@ifjeting nechanism and discourage participation of the
lesspoor households. Such programs attract only those with a low opportunity cost of

time.

3. Implementation of NREGP

As mentionedearlier NREGP is not a targeted programme but seeks to provide a
minimum of hunded days of employment to those willing to do marakbr Those

who are willing to participate in the program send an application to the Gram Panchayat
of their village Verification of these households confirms their local residence and
number of adultan the household. Verification is followed by registration and every
household is provided with a unique registration number. Job cards are then issued to the
registered households by the Gram Panchayat. Information on new applications is

conveyed once week to the programme officer at the block level.
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Muster rolls provided by the programme officer are maintained by the Gram Panchayat

and so is the consolidated househsoise employment data in the employment register.
The compensation anthe number of days for which payment is made are recorded on
the job cards. Coordination of employment data lies with the Gram Panchayat at the
Panchayat level and with the programme officer at the block level. The programme
officer should make arrangements for thdemtion of data on thelabor employed and

material received on a weekly basis from the respective NREGP work sites.

Wages are calculated either on a tim& or piecaate basis. Measurements are to be
made in a standardized and transparent manner by dtwgervising authority. They
involve a panel of accredited engineers constituted by the state government at the block
and district level. Wages are paid in accordance to the minimum wages fixed by the state
governments. Wages are to be paid on a weeklig basn any case within a fortnight

from the date on which work was done. The disbursement is made orspquiéied day

of the week.

While wages can be transferred to a bank or post office savings account of individuals,
currently, the Gram Panchayatsithe most common means of wage disbursement as
many beneficiaries do not have a savings account. When wages are disbursed through the
Gram Panchayatmmoney comes to a Gram Panchayat bank account jointly held by the
sarpancand the Panchayat secretary. &Hdisbursement of wages is done in a public

place and muster rolls are read aloud and displayed at the time of payment.

Bank Savings
Account

Muster prepared and
finalized at the
field/worksite

—)>

Data consolidated
village wise at the
Mandal level

Post Office Savings
Account

Beneficiaries

Gram Panchayat

N

Figure 1: Modes of wagdisbursement under NREGP
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The diagram below (Figurel) illustrates the existing channels for the disbursement of
wages of the NREGP.

4. Use of Technology for the Disbursement
of Wages: Case of Karimnagar

Presented below is a pilot projectdarimnagar District undertaken by the government

of Andhra Pradesh (GoAP) in partnership with the technology prqvieiaancial
Information Network and Operations Private Limited (FINO). In this project, biometric
smart cards are used by the GoAP to disburse wages under NREGP as well as pension
schemes. As will be discussed in Section 5, the use of technology is ah eleseatit in

our proposed model that seeks to combine financial inclusion drives and NREGP. In this
section, we demonstrate the process through which wages from NREGP are disbursed
usingbiometric smart cardsand then, in the section that follows, wel wrbpose our

model using this pilot as a prototype.

The channel of disbursement in this pilot project involves a number of players: the GoAP,
FINO, Tata Consultancy Services (TCS), Krushi (NGO/MFI), the Villa@eganization
Representative (VOR) and thadividual beneficiary. How each of them plays a role in

the disbursement process is described below.

Information on those workers who participate in NREGP is sent weekly to a Mandal
(block) office. This information is aggregated and uploaded by TCSintaimediary is
required as block offices are currently not capable of sending the data in the required
format. Moreover, when there are a large number of blocks, it will become more difficult
to manage the data coming in from several blocks. In Karimnagaé has uploaded a
patch file both at the Mandal and at the FINO server enabling the Mandal to send data
directly to the technology provider (FINO). The Mandal office then issues FINO a
cheque worth the total disbursement for the week, and FINO in taeposits the check

in the local bank (UBI in this case). Cash is handed over from FINO to Krushi, and then

1C
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to VORs appointed by Krushi. Actual disbursements are processed by VORs by swiping

ani ndi vi dual 6s shald device toaveriiiis or rer identityr. ahe datas

automatically sent and synchronized with the FINO server.

The technology provided by FINO involves a bautid server where consolidated data
from the Mandal is stored and the freemd devices such as the hdreld device and
individual smart cards. FINO charges the GOAP a service fetheasis othe total
disbursements. FINO in turn pays a commission to Krushi and VORs for their service of
actual disbursement. Average disbursements per week for a village may range from
Rs.10,@0 to Rs.200,000. FINO provides training to the V@R the functioning of the
hand-held device. Reconciliation of accounts amongst FINO, Krushi and the VOR are
done every 3 months. The cost of smart cards (~Rs.120 per card) and the cost of the hand
held devices (~Rs.20,000 per device) are partly borne by the GoAP for this pilot.

NREGP data consolidated village wis M fl
at the Mandal level (weekly) oney flow
mmp |nformation flow
TCS Krushi Krushi A_gent nomingteq by
Server FING - (Intermediary) agent village organization
Pensiorrecordsconsolidded at
UBI Bank L
Mandallevel (Monthly) an Beneficiaries

Figure 2: Processes in the disbursement of wages in Karimnagar District

5. Proposed Model: Linking Financial
| nclusion with NREGP

In this section, we propose a new mlodg incorporatinglessons from the Gulbarga
studyand the Karimnagar pilot: wage disbursement through afmils savings account.
The prospect of coupling social security schemes with financial inclusion is based on our

assumption that seeking financiatlusion without a reliable income stream will be of

11
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|
l ittle use to the clients (as CMFOds Gul bar ge
financi al i nclusion over the O6channel and r

NREGP. This, we beliewvcan be done in number of ways:
1. In districts whereghere is an exclusive MFI presenoeg can explore the possiltyi
of having the MFI work as the Business Correspond@&@3$ They can open savisg
banks accoustin a local banlon behalf of theclients The government can partner
with the bank in ensuring that the weekly wages are directly credited to saving
accounts thus created.
2. On the other hand, we can explorepidst office (POs}hat are being used in some
cases for disbursing tiaeeekly wages under the NREGP can be merged with the national
banking infrastructure (wherpost office can mobilize saving, issue cheques etc.).
Alternatively,they can act as a BC themselves. The potential of using POs for financial

inclusion will be eXpred in detail inAnnex5.

5.1. Mechanism of the Proposed Model

The way in which data on individuals consolidated and uploaded in the server of a
technology provider is identictd the Karimnagar pilot. The difference appears in the

way money flows tthe beneficiaries. In th&arimnagarpilot, wages are first transferred

from the Mandal office to FINO, deposited in a local bank, and then handed over to an

MFI. In our proposed model, sincdy assumptionall beneficiaries hold a savings

account in a Bnk, wages are directly transferredthei ndi vi dual 6s account

Mandal. This process is depicted in Figure 3.

NREGP data consolidated villagvise , MFI/NGO/PO
at the Mandal level (weekly) Banksavingsaccount (acting as BC)

| i

Data aggregator mmmmp| Technology provider

Beneficiaries

Money flow

mm) |nformation flow

Figure 3: Proposed model for linking Financial Inclusion with NREGP

12
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Another salientfeatureof this modelthat is differentfrom the model described in the
previous section is that an MFI, NGO, or post office acts &CgseeAnnex 2 for
descripton) Thi s i s particularly i mportant as it
inclusion. While mandatory nfrills accounts help oweome psychological or practical
barriers the poor may have with banks, there also exists a physical barrier for people in
many parts of rural Indi@ the distance to bank branches. The transportation costs as
well as the opportunity cosf timein visiting a bak branchprevent many of the poor

from visiting a bank branch on a regular baBiSscan deliver savings and credit services

to the NREGP beneficiaries at their doorstep. The NGO/MFI would be given a
commission by the bank for this service. The commissiarbe direct or indirect. In the

case of a direct commission arrangement, the N@® receives an upfront service fee
based on the volume of business. An indirect commission can be provided by the bank in
various ways; for instance, it may provide aaliat on the interest on loans taken by
these MFIs.

5.2. Costs Involved in the Model

There are various costs that are involved in the proposed model. First issthefc
aggregation, formatting, uploading and transmission of data from the block to the
technolog provider Secondly, ackend costs such as installation and maintenance of the
serveralso exist. Besidethere existront-end costs suchsthe handheld devices, and
smart cards to individual beneficiarieSther costsinclude that of financial liteacy
training for the clients and engaging human resources like the NGO/MFI as well as the

commission paid

5.3. Ownership of the Channel

Once developed, the channel can be owned individually by the bank or the government
or jointly by both, based on the initimvestments made. In the long run, the channel can

be a source of revenue for the owner from the commission. In case the government owns
the channel, they can utilize it for other services as well, be it social security schemes,

health or education. Oncan aggregated database of the beneficiaries becomes available

13
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to the government, then multiple utilities, beyond financial services, can be provided. It

will also help the government in policy and product design for this particular segment of
the populaton.

5.4. Perceived Benefits

From a macro perspective, the provision of a bank account to the entire population of the

country is considered a lostgrm investment for inclusive financial growth.

There are numerous benefits of usiagchannel equipped with thetateof-the-art
technology. Real time transactions not only increase the overall efficiency of the cash flow,
they also provide a secure virtual transfer of money to banks from the government, and
thus target money is not lost in the process of reachmgoor, as is often the case in
government schemes where funds leak from the system before the beneficiaries can access
them. The cash due to absent beneficiaries cannot be usurped by any other person as the
verifications are electronically procesded/ing minimum possibility of fraud by BC

agents orthe Panchayat secretary.hisical presence of the beneficiary (biometric

identification) is necessary for obtaining the payments against smart cards.

Furthermore, in case the government obtains a digitisedrd of the poor, they can
obtain an official record of an otherwise unmapped population via smart cards which
contains not only details of the household but also the authenticating fingerprints of the
beneficiary. This can be utilized in extending otlservices as well as mapping the

population intimes ofcrids such aduringdroughts, floods, and riots.

Beneficiaries can save transportatbmstas well as the opportunity cost of visiting banks,
which can be prohibitively high for the poor.

5.5. Potenti al Problems

There exists the possibility of a conflict of interests between the MFI and the bank. MFIs
may want to extend their services to the same clients as those of thArapkropriate

incentiveschememust be designed so that the commission fmattie MFI for extending

14
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the banking services to the doorstep of the poor on behalf of the bank exceeds the profit

that the MFI would have earned by servicing the clients itself.

There is another potential source of conflict of interests between thengmrdr
promoted SHG savings and the -frdls accounts. Once a personal savings account is
created, people can lose incentive to save in SHGs as the personal savings have more
flexibility. The weakening of SHGs may not be acceptable togtivernment or ciw

society organizations as SHGs are used by these institutions as a channel to deliver various

assistance schemes.

6. Role of Technology in Government
Program s and Financial Inclusion

6.1. Use of technology for financial inclusion

Technologybased solutions nabe used by formal financial institutions to provide a

range of financial services to the poor and support the drive for financial inclusion. The

effective use of technology can help standardize processes in banking and microfinance as

well as reduce theost of operations. Through technology, banks have the potential to
reach out to millions of poor and O6unbanked
machines (ATM) and Poiraf-Sale (POS) network&ccording to Ivatury:

Technology appears to be agmising solution to the problem of access. ATM
transaction costs are as much as 5 times less expensive (sic) than those of a bank
telleé . And inexpensive POS devices which read debit and credit cards can now be
used without constant telecommunicationd atectricity connections (2047.39.

A worthy international technology ased i nitiative is the O6Natic
(NBA)O6 initiative i mplemented in South Afri
known as Mzansi accounts and areaadeébased initiative that uses the existing networks

of banks (branch outlets and ATMs), government (such as post offices) and other bodies

(such as merchant POS devices). The card is available at an affordable price and provides

vital services such as s@s and money transfers between South African banks and post

1t






