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Microfinance is the provision of financial services such as loans, savings, insurance, transfer services, payment facilities to low income groups. Microfinance could be used for productive purposes such as investments, infusion of additional funds to working capital of microenterprises and starting new microenterprises. On the other hand, it could be used for provident purposes for the purpose of smoothening consumption patterns such as expenditure for food, education, housing and health. 
Microfinance institutions expect and to some extent impose that loan proceeds in microfinance should be solely used for income generating activities. On the contrary, in a research conducted in the Philippines, all microfinance clients use their loan proceeds to purchase food; 54% used the loan for the education of their children; 31% used the loan to pay utility bills such as electricity, mobile phone credits and water; and 27% used the loan for house repairs.

The Asian Development Bank has cited the achievements of microfinance. For one, microfinance has shattered the myth that the poor cannot and do not save. It has also shown that the poor are credit worthy. Microfinance has also triggered a process toward broadening and deepening of rural financial markets and generated positive developments in microfinance policies and practices. It has also strengthened social and human capital of the poor.

The propensity of the poor to save and their ability to fulfil credit obligations is largely due to the understanding of the financial needs of microfinance clients. This understanding has been translated to effective and efficient financial product designs that cater to the financial needs of the poor at its core. 
It was not until the late 1990s that central banks have begun to recognize the development impact of microfinance and started formulating enabling policy environment for microfinance to thrive. In the Philippines for example, the chief executive has made microfinance as one of the ten strategies and priorities of the government in its fight towards poverty eradication.
Access to financial services reduces social exclusion due to the indirect benefits of microfinance. These indirect benefits include improvement in nutrition; access to education; access to health services; higher purchasing power; increased participation in the community and a lot more.
Microfinance Clients: Who are the grassroots?
There are multitudes of definitions of the poor or the grassroots. According to the MicroBanking Bulletin, 78% of the world is poor; 11% is rich; and 11% belong to the middles class. With the vast magnitude of poverty in the world, it is therefore worthwhile to take a look at the characteristics of the grassroots in specific dimensions of development. The different dimensions of development would include nutrition, housing, health, education, employment, financial access, access to legal services, socio-cultural dimensions.
The poor usually experience food deficit, food insecurity and at its worst, experience hunger. Vast literature on the study of the impact of microfinance depicts that microfinance increases food intake of the poor consequently improving their nutrition. The United Nations’ Millennium Development Goal Report stated that progress have been made against hunger, but slow growth of agricultural output and expanding populations have led to setbacks in some regions. 
Housing at the grassroots level is usually in poor conditions and is located in high risk zones. In terms of health, the grassroots typically have household members that are ill; child malnutrition prevail; have low levels of immunization; and have high level of mortality. Having low educational and high level of adult illiteracy is a characteristic of the grassroots. As a consequence, they land in unsteady jobs; get involved in low-salary self-employment. Indeed, microenterprises are forced to be entrepreneurs due to lack of employment opportunities. Most of the grassroots use informal financial services that charge exorbitantly high interest rates. They are also oftentimes the victims of harassment and experience ownership issues. On the whole, the grassroots lack the voice and influence in the community.
Formal Financial Institutions and the Grassroots 
Traditional formal financial institutions perceive high risks are involved when banking with the grassroots. This is mainly due to the vulnerabilities to which the poor are exposed to as described earlier. However, the perception has changed shown by the rapid influx of local and international commercial banks getting involved in microfinance. The recent tremendous financial success of Compartamos’ initial public offering in Mexico and the AAA securitization of BRAC in Bangladesh to access domestic capital markets are just two examples of the commercial/formal financial sector embracing microfinance.
Due to the small amount and huge number of transactions involved, traditional formal financial institutions consider microfinance as costly and thereby contribute low profitability to their portfolio. Traditional formal financial institutions have business culture not geared towards to serve the poor and low-income households. This is largely due to the inability of the grassroots to provide physical collateral as security for their loan. These are probably two of the most compelling reasons why large commercial banks have opted to participate in microfinance through the provision of wholesale loans rather than directly retailing financial services to the grassroots. Microfinance institutions recoup or cover high transaction costs by charging sustainable interest rates. Although the level of interest rate is high compared to commercial banking rates, it is far lower than the interest rate that informal sources of credit charge. Global interest rates in microfinance have fallen in the last two years as a result of increasing efficiency in microfinance operations.
Providing Financial Services to the Grassroots
Poor people use loans, savings and other financial services to reduce their vulnerability, seize opportunities and increase their earnings. Due to the improved economic situation of the microfinance clients, they are better able to access health services; send their children to school; and leads to women empowerment.
There are three broad strategies that formal financial institutions adopt to be able to reach out to the grassroots. These are (1) outreach and profitability; (2) borrower selection and retention; and financial product designs; and (3) efficient administration and operations. 

When microfinance stakeholders converge, a debate always emerge whether to prioritize outreach over profitability. Rather than looking at this two as opposing each other, they do have complementary functions. Profitability ensures the financial sustainability of a microfinance institution that enables it to unceasingly provide much needed financial services to the poor. With sound and morally acceptable profitability, microfinance institutions are also able to expand their outreach providing financial services to more poor households. Morally acceptable profitability is defined herein as charging reasonable interest rates that the poor are willing to pay and does not encourage or promote creation of wealth in spite of the poor. With adequate financial product designs and collection strategies, increasing outreach provides more profitability to the microfinance institution.
Two of the critical success factors in successful microfinance operations are borrower selection and retention. Both could be addressed through market-led financial product designs that fit the financial preferences of the poor. Borrower selection is one of the most difficult challenges in microfinance. Due to the poor’s lack of ability to provide adequate security to the loan, they are deemed risky clients. Microfinance uses character and capacity-based lending to overcome this obstacle.

Character based lending examines the credit worthiness of a borrower by examining his or her mental and ethical traits. The process relies on information from the borrower and peer group and involves the assessment of the following areas: stability and responsibility; entrepreneurship; repayment behavior; and reputation in the community. Capacity-based lending, on the other hand, is implemented through the conduct of cash flow analysis. The cash flow is based on the borrower’s present cash inflow and outflow taking into account low and high seasons. The loan amount is based on the borrower’s capacity to repay. The repayment schedule is also based on the borrower’s timing of cash inflow and outflow. Using these methods, collateral is no longer a primary consideration.

There are of course advantages and disadvantages of character and capacity-based lending. One of the advantages is the lower level of risk of default due to diversion of loan proceeds since the cash flow captures information both from the household and microenterprise activities. The financial offer to the poor is appropriate in terms of loan size, repayment schedule and loan term. The process could be tailored for short-term working capital loans or longer-term fixed asset loans. The disadvantages include the increased time needed to facilitate the process compared to asset-based lending. Most microenterprises also do not keep records that are examined by external auditors. Thus, the information gathered from the borrower is at best questionable and often leads to conservative loan size that does not address the financial need of the borrower. This is where the skills of microfinance account officers play a huge role. If account officers are equipped with the capability to validate information coming from the borrower from the actual activities observed in the microenterprise and validate these from other relevant information sources such as neighbours, suppliers and customers, then there is high probability of selecting good clients.
Reaching out to the grassroots is a challenge but retaining them in the microfinance program is a greater challenge. As a rule of thumb, it is five to eight times more expensive to attract new customers than it is to retain an existing one. The main reason behind client resignation is the inability of microfinance institutions to innovate financial products that go along with the increasing sophistication of financial service needs of existing clients. As a result, they resort to resigning from the program and try out financial services of other microfinance institutions in the area. In countries where microfinance is more advanced, competition has played a significant part in causing client resignation. Competition is a challenge to microfinance institutions but in the end, the microfinance clients benefit. The advent of competition in microfinance provided rare opportunity for microfinance clients to have a choice from different microfinance service providers.
There has been much paradigm shift in terms of designing financial products in microfinance. Overtime, the focus shifted from institution-focused products to client focused products; from supply-led to demand-led; from product-oriented to market-oriented; and from mono-product to diverse products. To be able to design appropriate financial products, microfinance institutions should offer financial services that fit the preferences of low income entrepreneurs. This means extending short-term loans; extending quick repeat loans; allow relatively unrestricted use of loan proceeds; give small loan amounts; and be customer friendly.

Microfinance institutions should also be able to streamline operations to reduce costs. This could be achieved through minimizing staff time per loan; standardizing syetems; decentralizing approval processes; maintaining inexpensive offices; and selecting staff from local communities. They should also be able to motivate clients to repay loans by providing incentives such as guaranteed access to repeat loans; increasing loan sizes; and preferential pricing. More importantly, the microfinance institution should be able to develop staff competence and public image that signal seriousness in loan collection.

Lastly, microfinance institutions should be able to charge full cost interest rate and fees. Cost per loan in microfinance is generally more expensive due to administrative costs. However, the poor are willing to pay higher interest rates than commercial sources for services that fit their needs.

Challenges in Reaching the Grassroots
There are a lot of challenges in reaching microfinance clients. In the Philippine case, which is also common in most developing countries, they typical microfinance clients are those involved at the end of the value chain – petty trading in relatively high population density areas. The next revolution in microfinance is yet to be seen in terms of reaching out to the extremely poor; remote rural villages; and agricultural finance..

Financial exclusion could also be brought about by microfinance methodologies. In the case of the extremely poor in group-based microfinance methodologies, membership in a group to access financial services is determined by the borrowers. The members may not want to increase their risk exposure by limiting or totally excluding the extremely poor in their group to reduce vulnerability in repayment of loans. Aside from this, the extremely poor do not usually have existing businesses. Thus, if they are able to access a loan, they fund start-ups that are riskier. To top this all off, the extremely poor usually need more social intermediation, specifically in the areas of health, education and nutrition, to reduce vulnerability.

Another challenge in reaching the grassroots is too much focus given to extending credit and less emphasis extended to providing other financial services such as savings, insurance, payment facilities, money transfers and the like. For example, microfinance oriented banks fail to cross-sell savings products to microfinance clients and rely heavily on compulsory savings as a requirement in most microfinance methodologies.
Providing access to financial services in remote rural villages is expensive. Microfinance, to be able to thrive should be able to innovate in their delivery schemes. Adapting village banking techniques to reach remote villages could be an effective means in reaching these areas. 

Finding the marriage of agricultural finance and microfinance remains to be another challenge. Agricultural financing typically has slower cash flows due to the seasonality of planting and harvest seasons. Much risk is also associated in agricultural financing such as weather conditions and fluctuations in prices. 
Conclusion
Although microfinance has revolutionized the delivery of financial services to the poor, much has yet to be done to reach out to more poor households. To achieve this, an enabling policy environment and adequate financial infrastructure should be present. Microfinance institutions should undergo continuing capability building to upgrade their limited retail level of institutional capacity. Through capacity building and product innovations, microfinance institutions should be able to reach out to the extremely poor; remote rural villages; and agricultural communities.

It is important to emphasize that microfinance alone will not eradicate poverty. Adequate investments in rural and agricultural developments; as well as investments in social intermediation are needed to effectively support microfinance. 
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