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Financial Sector Linkages Training Course 
 
SESSION ONE 
 
 

What kind of institution should an MFI be? 
 
 

Objective: to enable participants to identify the range of possible legal forms which an 
MFI can take, and to select the appropriate form for a particular institution 
at a particular stage in its evolution. 

 

Time:   Two hours. 
 
 
Materials: Handout 1: Legal forms for Microfinance Institutions: prepare one copy 
    per participant. 
 
 
Notes: 
 
i. This session may be omitted if all participants are familiar with the subject. If they are 
not, however, it must be included, since the legal form of an MFI is fundamental to its 
sources of funding and any choice of alliance partners. 

ii. The session is designed mainly for staff of MFIs and those who work with them, rather 
than for bankers or staff of the other financial institutions which may be involved in 
partnerships. It is very useful if some bankers can participate and share their points of 
view, and it is also important for MFI participants to realise that partnerships with MFIs 
must and can serve the interests of the banks as well as the MFIs. A partnership will not 
be sustainable if it the benefits are uneven or if it is based only on ‘social’ or 
‘charitable’ motives.  

iii. If the participants in the programme all come from one country, you (the instructor) 
must before the session obtain information about the specific legal forms which are 
available to MFIs in that country, and what the national regulations allows each type to 
do and not to do. If the participants are from different countries, you should try to 
obtain such information for these countries or at least for one important country from 
which a number of them come, so that other participants can discuss the differences in 
their respective situations. Summaries of many countries’ regulations can be obtained 
from the 'Microfinance Regulation and Supervision Resource Centre' in the Microfinance 
Gateway (http://microfinancegateway.com/resource_centers/reg_sup).    

iv. Find a lawyer or accountant who is familiar with microfinance and with the law as it 
applies to financial business, and who can talk intelligibly to people who are not 
familiar with these subjects and invite him/her to assist in the session as a resource 
person to respond to questions regarding legal issues about various institutional forms. 

v. It is important to ensure that all participants have the opportunity to contribute, and 
thus to learn. The subject matter of this session is technical, and can involve legal 
complexities; you must avoid the danger of one or two more knowledgeable members 
of the group discussing relatively obscure points while the others are left behind.     
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Session Guide: 
 
1. Ask participants to think about all the different kinds of institutions which they know to 
be involved in microfinance. What are their legal forms?  List the basic forms which 
MFIs can take, under the five broad general categories: 

• NGO 

• Bank  

• Non-bank finance company 

• Co-operative or community owned institution 

• Informal groups 
 
Ensure that all participants understand what these are. Each can take different forms 
or be known by different names in different places, e.g.: 

• NGO – Charity, Society, Private voluntary organisation 

• Bank – Commercial bank, postal savings bank 

• Non-bank finance company – leasing company, hire-purchase company, chit fund, 
finance company 

• Co-operative – Credit and savings Society, Credit Union, Association  

• Informal groups – self-help groups, roscas, village savings and loan associations  
 
If the regulations in participants’ countries make an important distinction between 
NGOs and not-for-profit companies, which may be known as ‘companies limited by 
guarantee’ or ‘section 25 companies’, or by many other names, this should be included 
as a sixth category.   
 
Some countries, such as Pakistan, Uganda and others also have a special legal category 
for microfinance institutions. If some participants come from such countries, this 
category should also be included.   
 
In Ecuador, Jordan and an increasing number of other countries, banks have set up 
special service companies to manage their microfinance activities. These companies 
usually originate the loans and manage and recover them, but the actual financial 
operations are undertaken by the bank. The service company may be partly owned by 
other institutions or wholly owned by the bank.  This approach is used to overcome the 
staff and customer problems which can arise when a bank tries to mix microfinance 
products and clients with their traditional business. It can overcome regulatory 
constraints such as those which may prevent banks from opening new branches. 
 
Ask participants to state into which category their own institution falls. If they do not 
work for micro-finance institutions, name some well-known institutions in their 
countries and ask them to suggest what types of institutions they are. If there are many 
large international institutions working in their countries, ask them to place examples 
such as the following in each category:  

• Save the Children, CARE, World Vision - NGOs 

• Citibank, HSBC  - Banks 
 
There are few if any international non-bank finance companies working in 
microfinance, but participants may be familiar with large multinational companies of 
this type such as GE Capital. Co-operatives are also usually local or national rather than 
international, but many countries’ co-operative sectors such as those of the United 
States, Canada or Sweden have national bodies which assist similar institutions in other 
countries.  
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Some participants may not know the legal form of their own institution; ask others to 
suggest what they are and ensure that this is clear before the session proceeds.  

 
 
2. Divide participants into four groups. Ask one group individually to write down the 
advantages and disadvantages of the NGO legal form for doing microfinance business, 
the second to do the same for banks, the third for non-bank finance companies and the 
fourth for cooperatives. 

 
Allow them ten minutes for this, and then ask for their suggestions, ensuring that each 
participant has the opportunity to make at least one suggestion.    

 
Summarise their suggestions on the board, in the following form: 
 

 Advantages Disadvantages 

NGO/ 
Society/ 
Charity 

Easy, cheap and quick to 
establish 

Can undertake more or less any 
not-for-profit activity 

Can attract donations, from 
home and abroad 

Attracts socially motivated staff 

Simple routine reporting 
requirements 

  

May not be allowed to trade, or to lend, 
or even to charge for any of its services 

Cannot take public deposits or savings 
of any kind 

May be perceived as ‘soft’ and thus not 
as a serious lender 

Staff may be un-professional and not 
money-minded 

May be suspected of ulterior motives 
such as religious conversion or political 
affiliations 

Bank 
Can take public savings and 
demand deposits 

Must maintain strong financial 
standards so can borrow from 
other banks 

Usually regarded as a serious 
lender which must be repaid 

Can offer a full range of 
financial services as clients 
‘graduate’ out of micro-finance 

Can attract staff who know 
about financial services and 
financial discipline 

  

Requires very large initial capital 
investment 

Lengthy licensing procedures, to start 
and for new branches and products  

Central bank imposes heavy routine 
reporting and inspection requirements 

May not be allowed to undertake non-
banking activities such as training or 
health services 

Foreign ownership may be forbidden or 
restricted 

Staff salary expectations are usually 
high  

Non-bank 
finance 
company 

Low initial capital requirements 

Can be a useful interim step to a 
full banking licence 

Can access market for bulk funds 
for on-lending  

Perceived as a financial 
company, not as a charity 

Not usually allowed to take small 
savings 

May be confused with unregistered 
‘fringe operators’ with suspect motives 

Regulations may prevent engagement in 
non-financial activities 

Have to pay taxes 
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Can attract professional bank 
staff 

Cooperative 
Usually quick, simple and 
inexpensive to form. 

Owned and managed by its 
clients. 

Funds are drawn from members’ 
own savings, so loans may be 
taken seriously 

Locally based, hence can evolve 
in response to local needs  

Difficult to attract professional 
management. 

Some members may believe ‘it is ours’ 
and loans need not be repaid 

Easily ‘hijacked’ by wealthier members, 
minority interests, government or 
politicians 

Capital limited to clients’ resources, 
expansion may be difficult 

Informal 
groups 

Easy to set up, locally driven 

Don’t have to be registered to 
operate 

Funds are drawn from members’ 
own savings, so loans may be 
taken seriously 

Funds are not taxed 

 

Decisions may be dominated by 
influential members of group. 

No transparency requirements 

No legal recourse in case of 
corruption/mismanagement  

Management limited by capacity of 
individuals 

 

 
3. Discuss the plusses and minuses of each legal form in the context of participants’ 
countries. If any participants’ employers have recently converted from one form to 
another, ask them to describe why this was done, and how the process was managed.   

 
Ask participants to suggest why their own institutions have their present legal form: 

• Is it the ideal form for their present microfinance activities, or has it been 
‘inherited’ from an earlier period when the institution was doing other things, when 
microfinance was only a small part of its work? 

• Was it chosen because it was the only possible legal form, even though it is not 
ideal for what the institution wants to do?  

• Is it seen as a step on a ladder towards a ‘better’ form, which can be attained when 
the institution has accumulated enough capital, or a track record, or some other 
critical milestone has been reached? 

 
Ask any participants who have experience of partnerships between MFIs and banks 
whether the legal form of the MFI had any impact on the partnership. Do some legal 
forms make partnerships with banks difficult or even impossible? 
  
Discuss their experiences, and summarise what has been learned. Stress that managers 
should be aware of the broad principles involved in choosing an appropriate legal forms 
for an MFI, but stress that the opinion of a lawyer or accountant with experience in this 
field must be taken before any decisions are made.   

 
 
4. In order to confirm participants’ understanding, distribute the handout. Allow them ten 
to fifteen minutes to read it, and then ask them to suggest what legal form would be 
most suitable for each of the interventions which are described. 
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5. Their answers will depend on the particular regulations and practices in participants’ 
countries, including the particular government departments under which different 
agencies fall, and their assumptions about the cases. The following suggestions are 
reasonable, unless there are strong local reasons for alternative suggestions: 

The Departing NGO: 
� The loan programme should be incorporated as a non-bank finance company, and 
its management should work towards building the equity through suitable local or 
foreign investors, and accumulating the profits, so that the institution can become 
a full-fledged bank in due course. 

The Ambitious Village Women: 
� The community should constitute this activity as a community owned savings and 
credit co-operative, preferably using a legal form which protects it from 
government or other political interference.  

The Multi-Millionaire Migrant: 
� He should try to set up a fully-fledged commercial bank, focused on rural micro-
finance, but also offering a full range of savings and credit services for rural 
people, so that its clients can grow with bank rather than having to look elsewhere 
as their needs outgrow micro-products and services.  

The Good-Hearted Priest: 
� This small loan fund should be owned and managed by a local NGO, set up for the 
purpose, and with local trustees from within and beyond the religious community. 
Alternatively, it could be the basis of a local co-operative society, so long as 
sufficient local people are willing and able to manage it.    

 
6. Ask participants what other single financial service poor rural people need in addition 
to or perhaps more important than credit; do they only want loans?   Elicit the response 
that such people need secure, accessible and if possible remunerative savings facilities, 
as much or probably more than they need to borrow.   

 
Some participants may suggest insurance rather than savings. This will be dealt with in 
a later session, but stress that savings are a simple form of insurance, in that savers 
can use them in emergencies. Ask any participants whose employers are allowed to 
take small savings deposits how many savings accounts and how many loan accounts 
they have.   

 
Stress that those micro-finance institutions that are allowed to take small savings 
deposits, and which promote this service, usually have four or five times as many 
savers at a given time as they do borrowers, and total sums saved may equal or exceed 
borrowings.    

 
Ask participants which of the four examples would be able to offer a savings service 
which is suitable for poor people who save frequent small amounts, not usually on a 
regular basis, and who may want to withdraw their savings at short notice. 

� The bank and the savings and credit society should be able to do this, if they are 
properly managed. NGOs and non-bank finance companies are quite correctly not 
usually allowed to take small deposits, because they cannot offer the same level of 
safety as a properly regulated and supervised bank.  
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What would be the implications of this for the non-bank finance company and the NGO 
if they wished to expand and offer loans to more people or larger loans to their existing 
clients? 

� They would have to try to access funds from other financial institutions, because 
they could not use their clients’ savings as a source of funds.  

 
 
7. Ask participants to assume that they are investors, or lenders, who want to put their 
money to productive use in a microfinance institution which can in turn lend it to 
deserving but reliable clients. They also want to avoid losing their money, and to earn 
a modest but reasonable return on it.   

 
To which of the four proposed new institutions would they prefer to entrust their 
money? With which of them would they most likely to be able to forge mutually 
profitable and beneficial long-term strategic alliances?  

 
Their opinions will differ, depending on participants’ balance between social and 
commercial goals, but their order of preference will probably be as follows: 

� Bank; non-bank finance company; savings and credit co-operative; NGO 
 

Demonstrate the mismatch. Lenders and investors are more likely to be willing to 
provide funds to banks, which actually need it less than other types of institution 
because they can use their clients’ deposits.     
 
As micro-finance managers, or as managers of institutions which want to invest in or 
lend to micro-finance institutions, part of their job must be to identify suitable 
partners for financial alliances of this kind, to negotiate and finalise the ‘deals’ and to 
build and sustain the relationships for as long as they are mutually profitable. 

 
8. The remaining sessions are designed to improve their ability to do this.  


