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Agenda

· TheContextςTheneedfor pricingtransparency
globally
ƁDiscussion

·MFTransparencyςHowMFTransparencyfacilitates
pricingtransparencyin microfinance
ƁDiscussion

·YourParticipationςExplanationof how your
institution can submitdata

· Discussion& Questions

·UnderstandingInterest RatesςMore explanation
on interest rate calculations



The Role of Transparency in the 
Health of an Industry

·MFIs sell products

·Products have prices

·Micro-credit prices are extremely confusing

·LŦ ōǳȅŜǊǎ ŘƻƴΩǘ ƪƴƻǿ ǘǊǳŜ ǇǊƛŎŜǎΣ ǘƘŜ ƳŀǊƪŜǘ ŘƻŜǎƴΩǘ 
work

·If buyers get abused, microfinance becomes a tarnished 
industry

·Transparent pricing protects the poor and protects the 
microfinance industry



The Good News in October 2006



Χ ŀƴŘ ǘƘŜ ōŀŘ ǇǊŜǎǎ ŀ ȅŜŀǊ ƭŀǘŜǊ



ΧǘƘŜ ƳŜŘƛŀ ŎƻƴǘƛƴǳŜǎ ǘƻ ōŜ ǎƪŜǇǘƛŎŀƭ



¸ŜǎǘŜǊŘŀȅΩǎ CǊƻƴǘ tŀƎŜΣ b¸ ¢ƛƳŜǎ



Moneylenders
From 1000 BC - Present

ά/ǊŜŘƛǘ ¦ǎǳǊȅέbDh άǇǊƻƧŜŎǘǎέ
мфтлΩǎ ςмфулΩǎ
Credit-and-training
Very low interest

Double-Bottom Line MFIs
мффлΩǎ-нлллΩǎ

Sustainable
Credit-led
Moderate interest
Double-bottom line

Single-bottom Line
The temptation
Maximize interest
Maximize profitSome activity is now blurring the lines 

between microfinance and moneylending

¢ǊŀƴǎŦƻǊƳŀǘƛƻƴ ōŜƎƛƴǎΧΦ²ƘƛƭŜ ǎǳǇǇƭȅ ŘƻŜǎƴΩǘ ƳŜŜǘ 
ŘŜƳŀƴŘΧΦ

Financial Services for the Poor
3000 Years on One Slide



The Poor and Credit

·¢ƘŜ ǇƻƻǊ ƘŀǾŜ ŀƭǿŀȅǎ ƘŀŘ ŀŎŎŜǎǎ ǘƻ ŎǊŜŘƛǘΧ ŦƻǊ ŀ 
price!

·Microfinance was born to provide a low-cost 
alternative to the moneylenders

·Ironically, we have unintentionally created a 
confusing environment where nobody knows the 
true price of microcredit products

·Non-transparent pricing creates a major market 
imperfection, impeding competition and consumer 
choice
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MFT Launched at the Microcredit 
Summit in Bali July 2008



Four Key Points on Pricing 
Transparency

·Interest rates vary significantly relative to loan size, making 
transparency difficult

·We operate in an industry where non-transparent pricing is 
common

·Non-transparent pricing creates a serious market 
imperfection, resulting in poor choices by consumers and 
generating the potential for high profits from lending to the 
poor

·Pricing transparency is essential to well-functioning markets, 
promoting efficiency, healthy competition, and better prices 
for millions of poor people
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A Fundamental Issue:

There is no one price for all loans:
Prices vary according to loan size, changing 

dramatically as loan size decreases















A Fundamental Issue:

/ƻǎǘǎ ŀǊŜ ǊŜƭŀǘƛǾŜƭȅ ŦƭŀǘΧ
Whereas

Income is directly proportional



Costs are relatively flat relative to loan size.  It 
costs nearly as much to make a $100 loan as a 

$1000 loan.



Income is generated as a percentage 
of the loan amount and therefore 
highly correlated to loan size.



For a given interest rate, there is a point where income from a 
single loan will be equal to the costs of that loan.  This is the 
άbreakeven pointέΦ



Loans larger than this 
amount will generate 
profit. 



Loans lower will 
generate financial loss.



If an institution wants to deliver smaller loans at the 
same interest rate, they will lose money.  What must 
they do if they want to make these smaller loans 
financially sustainable?



They need to raise the 
interest rate, say from 30% 
to 40%.



As the loan size decreases, 
the interest rate must 
continue to increase in order 
to have a viable loan 
product..



Higher costs for smaller loan amounts require significantly 
higher interest rates for sustainability

We can create a graph correlating loan size to 
financially sustainable interest rates and it 
forms a distinct curve.

(Note that figures and interest rates in this curve serve only as 
examples and are not figures specific to the microfinance industry.)



Cost Components that Affect 
Pricing

Component

Financial Costs 10%

Loan Loss 2%

Operating Costs 20%

Profit 3%

TotalPrice 35%



Efficiency: Operating Cost Ratio

Theformula:

AnnualOperationalCost

AverageLoan Portfoliio



The data without loan size correlation

Operating Cost Ratio
There appears to be no concentration 
of operating cost ratio.  The 
percentages range from 5% to over 
100%



Dƭƻōŀƭ Řŀǘŀ ŘƻŜǎƴΩǘ ǎƘƻǿ ƳǳŎƘ ŎƻǊǊŜƭŀǘƛƻƴΦ  
The curve generated does not match the 
theoretical curve.  But there are dramatic 
macroeconomic differences among all the 
countries represented on this graph.



Filtering to show data for countries in East Asia 
and the Pacific shows information much more 
closely matching our theoretical curve.

But still, there are many differences between 
the countries represented.



Now showing data for just one country, the 
Philippines, we find a curve very close to our 
theoretical curve.  And notice the Operating 
Cost Ratio range.



Common industry benchmark of 15-20% 
OpCostRatio is appropriate for larger loans



But smaller loans generate an Op Cost 
Ratio well in excess of 20%





Pricing for Different Products

Component $100 Loan $1000 Loan

Financial Costs 10% 10%

Loan Loss 2% 2%

Operating Costs 50% 15%

Profit 10% 10%

TotalPrice 72% 37%





Four Key Points on Pricing 
Transparency

·Interest rates vary significantly relative to loan     
size, making transparency difficult

·We operate in an industry where non-
transparent pricing is common



Option Amount Term Interest Method
Upfront 

Fees

Upfront 

Savings

Savings 

Interest
Total Cost

Option 1 $1,000
6 

months
3% declining 2% 0% 0% $125

Option 2 $1,000
4 

months
2% flat 2% 0% 0% $94

Option 3 $1,000
4 

months
3% declining 0% 20% 5% $56

Option 4 All loans have the same APR.

Which loan has the lowest price?



Option Amount Term Interest Method
Upfron

t Fees

Upfront 

Savings

Savings 

Interest

Total 
Cost

APR
Poll 

Results

Option 
1

$1,000
6 

months
3% declining 2% 0% 0% $125 43% 22%

Option 
2

$1,000
4 

months
2% flat 2% 0% 0% $94 57% 16%

Option 
3

$1,000
4 

months
3% declining 0% 20% 5% $56 54% 50%

Option 
4

All loans have the same APR. 12%

Interest Rate Quiz - Answers



The Downward Spiral

·All MFIs have 
transparent prices

·MFI 1:  
ƁInterest: 2.5% decl.

·MFI 2:
ƁInterest: 3.0% decl.
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The Downward Spiral

·All MFIs have 
transparent prices

·Some MFIs shift to 
flat interest

·All MFIs shift to 
non - transparent 
pricing

·MFI 1:  
ƁInterest: 1.75% flat

·MFI 2:
ƁInterest: 2.0% flat



The Downward Spiral

·All MFIs have 
transparent prices

·Some MFIs shift to 
flat interest

·All MFIs shift to 
non - transparent 
pricing.. And it 
continues

·MFI 1:  
ƁInterest: 1.75% flat

·MFI 2:
ƁInterest: 1.6% flat, 

2% upfront fee



The Downward Spiral

·All MFIs have 
transparent prices

·Some MFIs shift to 
flat interest

·All MFIs shift to non -
transparent pricing

·Consumers 
struggle to 
chooseé. Which 
would YOU choose?

·MFI 1:  
ƁInterest: 1.75% flat

·MFI 2:
ƁInterest: 1.6% flat, 

2% upfront fee



The Downward Spiral

·All MFIs have 
transparent prices

·Some MFIs shift to 
flat interest

·All MFIs shift to non -
transparent pricing

·Consumers 
struggle to 
chooseé Because 
the prices are far 
from clear

·MFI 1:  
ƁInterest: 1.75% flat

ƁAPR: 37%

·MFI 2:
ƁInterest: 1.6% flat, 

2% upfront fee

ƁAPR: 57%



The Downward Spiral
·All MFIs have 

transparent prices

·Some MFIs shift to 
flat interest

·All MFIs shift to non -
transparent pricing

·Consumers struggle 
to choose

·Profits are 
correlated to 
price

·MFI 1:  
ƁInterest: 1.75% flat

ƁAPR: 37%

ƁROE: 10%

·MFI 2:
ƁInterest: 1.6% flat, 

2% upfront fee

ƁAPR: 57%

ƁROE: 40%



The Downward Spiral
·Prices are far from clear, and thus:
ƁConsumers over -consume

ƁMarket competition is hindered

ƁStrong temptation from high profits

ƁThe poor are harmed

ƁPublic image is tarnished

ƁGovernments urged to intervene

·Transparency, and particularly pricing 
transparency, is a key element to correct 
this serious problem in the microfinance 
industry



Example of Loan Pricing

·Interest rate of 3% per month

·Small closing fee of 2%

·Savings account with 15% of loan

·We pay you 5% interest on your savings

·What do you think the APR of this loan is?

·(we will calculate APR without compounding, i.e, 
using the US formula, not the EU formula)



Declining Balance interest reflects the textbook definition of interest as a charge for the 
use of money over time.  APR is equivalent to declining balance interest with no fees.



²ƛǘƘ άCƭŀǘέ ƛƴǘŜǊŜǎǘΣ ƛƴǘŜǊŜǎǘ ƛǎ ŎƘŀǊƎŜŘ ƻƴ ǘƘŜ original loan amount resulting in nearly 
double the cost of declining balance interest.  Why double?  The area of the rectangle 
under the green line is almost doublethe area under the red stair-step loan balance.



In addition, the client is often charged fees for the loan.  In this example, a 2% up-front fee, 
because of the short loan term, surprisingly adds 13% to the APR.  A loan advertised as 36% 
interest is now the equivalent of 78% APR.



Compulsory savings adds to the cost. Clients are charged interest on the original loan ($1000) 
even though they never have use of that amount.  In this example, the APR is now 107%.

The blue line shows money held in savings.

The red area shows money 
invested in business.



Clients are paid interest, but significantly less interest on their savings than they are charged on 
their loans. When earning 5% interest, the APR only drops from 107% to 105%.



In this example, the client pays a total cost of $131 for the $1,000 loan for 16 weeks.  If she were 
to renew the loan consistently for an entire year, she would pay a total of $425 for the year.



But, the client never had a $1,000.  She only received $850 because of the savings, and 
then she paid back a portion each week.  She paid $425 to have an average loan balance 
of $360 for a year, giving an APR greater than 100%.

Average net loan balance is $360



And with compulsory savings there are some months in which the client actually has more 
money in savings than invested in her business, giving a negativenet loan balance.  
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Why has microfinance practiced and tolerated 
such universal non-transparency?

Å¢ƘŜǊŜ ƛǎ ƴƻ άsingle interest rateέ ŦƻǊ ƳƛŎǊƻŦƛƴŀƴŎŜ 
products

ÅMFIs have very different productsand they need 
to be priced very differently

ÅDifficult to communicate and educate the public 
about these issues

ÅThis is the major reason for non-transparent 
pricing in microfinance
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1. Interest rates vary significantly relative to 
loan size, making transparency difficult

2. We operate in an industry where non-
transparent pricing is common

3. Non-transparent pricing creates a serious 
market imperfection, generating the 
potential for high profits from lending to the 
poor

Four Key Points on Pricing Transparency



Analysis shows that some MFIs charge interest rates outside of the normal range

Price differential leads 
to much higher profits
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Analysis also shows a very wide 
range of prices (from 38% to 90%) 

within a similarly-sized loan product

71
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Why is Portfolio YieldInsufficient?

AveragePortfolio Yieldof anMFI



AnMFI can haveTWO productswith APRs
that are verydifferent.  Theaverage

portfolio yield isverymisleading.

73

Why is Portfolio YieldInsufficient?
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1. Interest rates vary significantly relative to loan     
size, making transparency difficult

2. We operate in an industry where non-transparent 
pricing is common

3. Non-transparent pricing creates a serious market 
imperfection, generating the potential for high 
profits from lending to the poor

4. Pricing transparency is essential to well-
functioning markets, promoting efficiency, healthy 
competition, and better prices for millions of poor 
people

Four Points on Pricing Transparency



» What the industry has done up to the present:

ςDecades of innovation and testing, resulting in dramatic success

ςStrongefforts to raise a solid public image of microfinance as a 
noble means to lift the poor out of poverty

ςStrongefforts to attract investor money into the industry

ςWeakefforts in consumer protection policies and transparency

» What are the implications of our actions?

» We have laid the groundwork attracting a new contingent of 
actors to enter the industry, but we have neglected to build 
any serious checks-and-balancesnecessary to protect the poor

75

A Significant Industry Turning Point


