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Financial Sector Linkages Training Course 

 
SESSION TWO 
 
 

Types and sources of finance for MFIs 
 
 

Objective: to enable participants to identify and describe the different types and 
sources of on-lending finance which are available for MFIs and to select the 
appropriate type for particular institutions in the stages of their 
development. 

 
Time: One to two hours 
 
Materials: Participants will require their copy of: 
  Handout 1 "Legal forms for Microfinance Institutions". 
  Handout 2 How should they get the money?  Prepare one copy per  
    participant.  
 
Notes: 
 
i. As with the previous session, this one is primarily designed for staff from MFIs, not for 

the bankers or other prospective parties in partnerships. The content should be 
adjusted if bankers are included in the participants. 

 
ii. The first two items of the session may be omitted altogether if participants are 

already very familiar with the different sources of funds for MFI and their advantages 
and disadvantages. 

 
 
Session Guide: 
 
1. Ensure that all participants are fully aware of the differences, advantages and 

disadvantages of each type of funds which a financial institution, of any kind, may 
choose as a way of getting money to on-lend to its clients.  

 
First elicit each type and list them on the board as follows: 

• Bulk loans 

• Client short term savings deposits 

• Client long term deposits 

• Equity investments 

• Grants 

• Retained earnings (sometimes known as ‘reserves’) 
 

Participants may mention sub-categories within each type, particularly if there are 
special funds available to MFIs in their regions. Treat these separately, or group them 
under one of the above categories, as appropriate.  
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2. Some participants may have heard of more specialised variants of debt and equity, or 
may have practical experience of them. If they are relevant, go over the following 
variants asking volunteers to explain what they are, clarifying the definitions as you go 
along: 

 

• Preference shares 
These are a compromise between debt and equity, and are often convertible to 
‘normal’ debt or equity after certain periods or after certain conditions have, or 
have not, been met.  

     

• Portfolio securitisation 
This is a form of debt, where the MFI sells a portion of its outstanding loan portfolio 
to a financial institution, in order to recover the cash more quickly than the loan 
schedules allow, and thus to re-lend the money more quickly. The MFI remains 
responsible for collecting the loans, and is paid a part of the interest for this 
service. The MFI also provides some sort of guarantee against default.  The 
financial institution may in turn sell on the debt to yet another institution; this is 
widely practised with mortgages and other types of debt for which there is a large 
‘secondary market’ of this kind, but is at a nascent stage in microfinance, and has 
only been practised in India.   

 

• Loan management or partnership facilities 
This is similar to securitisation, except that the loan is from the outset made by the 
financial institution to the final borrower (group or individual, depending on the 
micro-finance methodology being used) and the MFI is only the manager. The MFI is 
paid a fee for originating, supervising and recovering the loan, and provides some 
sort of guarantee against default.  The loan never appears on the MFI’s books. This 
is very common with other forms of consumer finance such as credit for vehicles or 
appliances, where the purchaser’s credit is arranged by the retailer but the 
agreement is actually with the finance company. Again, it is at a nascent stage in 
microfinance.    
 

These forms of finance are in effect very little different from normal debt, and 
participants should not be so confused or impressed by the terminology so that they 
think these are radically new ways for MFIs to raise money.  Ask any participants who 
do have personal experience of any such forms of alliance to describe why it was 
chosen and how it worked out.  These forms of alliance should only be included in the 
discussion and the subsequent exercise if they are relevant and available in 
participants’ countries.  

  
 
3. Divide participants into six groups, allocate a type of funds from the list on the board 

(see item 1 above) to each group and allow the groups ten to fifteen minutes to list the 
advantages and disadvantages of each type.  

 
 
Reassemble the participants, and ask a spokesperson for each group to present their 
findings.  Summarise these on the board as follows: 
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Type of funds Advantages Disadvantages 

Bulk loans One transaction secures a 
large sum of money 

Term can be negotiated and 
is usually fixed 

Cost is usually known 
throughout the period 

Sources of bulk loans usually 
confer prestige and open 
doors to other sources   

May be expensive 

Cumbersome, lengthy 
procedures to complete 

Long term commitment may 
restrict flexibility 

Lender may impose covenants 
on borrowers’ use etc. 

Lender acquires substantial 
influence on MFI 

Collateral may be needed 

Short term 
deposits 

Provide much needed 
service to clients 

Give MFI track record 
knowledge of savers for 
future loan decisions  

Cheap, low or no interest 

High transaction costs 

Can be withdrawn without 
notice, difficult to manage  

Susceptible to ‘runs’ in case of 
loss of confidence 

Only regulated deposit taking 
banks can legally take them 

Long term 
deposits 

Useful service to clients 

Provide security for loans 

Terms can be matched to 
loan terms  

Only regulated financial 
institutions can take them  

Can be expensive 

Small amounts require high 
transaction costs 

Equity shares Allows ‘leverage’ to access 
more low cost debt 

Need only be paid for when 
profits are earned 

Does not have to be repaid 

Investors may bring new 
expertise, and contacts  

Creates a market in the 
shares for later realisation 

Involves some loss of 
management control 

Investors may demand board 
seats and influence the 
direction of the MFI 

Small shareholders can make 
unrealistic demands and waste 
management time 

Grants No repayment needed 

No interest or dividends 

Usually have to be spent on 
whatever donors require 

May be ‘tied’ to uneconomic 
suppliers of goods or services  

May involve high ‘transaction 
costs’, such as onerous 
reporting requirements 

Unreliable   

Retained earnings Can be used as MFI wishes 

No dividends or interest 

Slow in coming 

Uncertain and variable  

Have to pay out dividends 
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If participants are not fully familiar with these issues, it may be useful to produce and 
distribute a handout summarising their views, on the above lines, and using their words 
when possible. They are more likely to feel some sense of ‘ownership’ of such a 
handout than of a pre-prepared one and thus to take more notice of its contents.   

   
 
4. Remind participants of the previous session and ensure that they all have copies of the 

"Legal forms for Microfinance Institutions" handout.  Distribute copies of Handout 2, 
"Where should they get the money?" and allow them five minutes to consider the 
NNBFC case. 

 
Ask for their suggestions, invite comment and discussion, and try to reach some sort of 
consensus within a maximum time of ten minutes. 

 
One reasonable view might be as follows: 

� NNBFC should try to forge a link with an institution that can quite quickly provide 
bulk loans in order to finance the demand for loans, but which can also evolve into 
a partner which could make equity investments to help NNBFC reach banking 
status. This might be a large local or international bank or development finance 
company.    

 
 
5. Proceed as above with each of the three following cases.  
 

Reasonable suggestions for each might be as follows: 

� AVC should encourage members to make more savings, if necessary by increasing 
interest rates on deposits and by making loans conditional on regular savings of a 
certain amount.  AVC should also investigate the possibility of joining a local apex 
or third tier co-operative federation, which might be able to provide bulk finance, 
so long as such a federation would not involve undesirable political or other links.  
A strategic alliance of this sort could also include access to expertise and capacity 
building for the future growth of AVC. 

 
� UPB should ask the bank’s founder and present owner to sell at least 25% of his 

shares, if possible to suitable resident local investors or perhaps to one or more 
‘social venture capital’ investors from his present country of residence or 
elsewhere.  The UPB’s management should also plan towards an initial public 
offering of its shares on the local stock exchange, within the five year deadline 
demanded by the Central Bank.  Preferential share purchase terms might be 
offered to customers at that point.  In the meantime, UPB’s staff should be offered 
a generously priced employees’ share purchase scheme, in order to facilitate 
recruitment and also to diversify the ownership and to create the beginnings of a 
market in the shares.  Management should consider offering saving products to its 
clients and also start to build alliances with smaller MFIs such as NNBFC, AVC and 
SFMI, as a means of increasing its outreach.  

 
� SFMI should try to obtain grants from donor organisations with links to their 

founder’s community.  These organisations should also be able to provide capacity 
building services to enable the SFMI to formalise its operations on a sustainable 
basis.  SFMI might also approach the local branch of any national commercial bank 
which has a corporate social responsibility section and might be able to assist with 
grants, ‘soft loans’ and capacity building.  Alternatively, it might be possible to 
persuade a friendly bank manager to advance a small trial loan on the security of 
the SFMI loan portfolio.   
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In some countries such as Bangladesh and the Philippines special funds have been 
set up to provide loans to MFIs which cannot access formal finance. SFMI should 
approach such a fund if one is available.  They should also start to increase interest 
rates so that they can afford to pay the cost of the commercial finance or clients’ 
deposits on which SFMI will sooner or later have to rely for funds.   

 
   
6. After dealing with all four cases, remind participants that each of the MFIs they have 

discussed needs to link with one or more other and usually larger financial institutions, 
in order to access funds and other services.  

 
The other partners to alliances of this sort also have their own different needs, which 
must be satisfied if the alliances are to be mutually satisfactory and sustainable for as 
long as is necessary. The following session will help participants to identify suitable 
partner institutions and to design and manage alliances which satisfy all parties’ needs.     

 


