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Why is there a price curve for
micro-loans?
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(And as they approach the lower limit, \
the price they charge gradually
increases. For example, large housing
loans are inexpensive, medium loans
are slightly higher, and the smallest

\Ioans they offer are higher. )
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to increased risk of loans with less
collateral. This is one factorin
commercial loans, but a second factor

-| becomes pronounced with micro-loans -
- the operating costs of managing the
- \Ioan, as we shall see....) j
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Microfinance was created with the
commitment to provide smaller loans to the
poor, who were excluded from commercial

finance.
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Market Price by Size of Loan
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notions of usury limits. Countries that pass
7| price caps on lending generally set a limit f
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Market Price by Size of Loan
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Market Price by Size of Loan
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Market Price by Size of Loan

A loan of $1 would have its price
limited to 30% interest.
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If costs to manage a $1 loan for 1 year were a )
very efficient $24 - or $2/month - the institution
would need to charge a breakeven interest rate

of 2400%! This would be well above the usury
limit and far off the top of this chart.
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Therefore, at some point, the "slope” that we assumed for
smaller and smaller loans must transition into a “curve” as
it approaches the y-axis, i.e., as the loan size gets smaller
and smaller. Higher prices are necessary just to cover
efficient delivery costs, let alone to generate a profit.
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Market Price by Size of Loan
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Market Price by Size of Loan
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Market Price by Size of Loan
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ﬁrst, "flat interest” is quite common in microﬁnan(h

using a price method that sounds much lower in
order to hide the true cost.

Two products can be advertised at 20% interest. The
$5,000 loan has a true price of 20%. The $1000 has a
true price of 38%.

Flat interest nearly doubles the true price and inhibits
price competition. Regulation in several countries

has banned the use of flat interest. /
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@cond, there is no "single market price” for micro-loans. Twm
loans — one of $200 and one of $2000 -- may both have the
same price - 50%. The $200 loan is at a competitive "market
price” for loans of that size. The $2000 loan is priced
significantly above market price for similar loans and generates
high profits for the lender.

Making prices transparent for comparison of similar productsis

. Qecessary for all stakeholders to make good decisions. /
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True Price Caps and Enforcement
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What is a True Price Cap?
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South Africa Self-Regulatory False
Price Cap
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Table A: Maximum Prescribed Interest Rates

Sub-sector Maximum Prescribed Interest Rate

Mortgage agreements [(RR x 2.2) + 5%] per year
ICredit facilities [(RR x 2.2) + 10%] per year
Unsecured credit transactions [(RR x 2.2) + 20%] per year
Developmental credit agreements

I:;or the development of a small [(RR x 2.2) + 20%] per year

usiness

for low income housing (unsecured) [(RR x 2.2) + 20%] per year

Short term credit transactions 5% per month \p
C: ’ p /
ther credit agreements [(RR x 2.2) + 10%] per year

Incidental credit agreements 2% per month

mftransparency.org
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The True "Price Cap" in South Africa Hiding behind
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Table B:

Sub-sector

Initiation fee

Mortgage agreements

greement in excess of R10,000

(a) R1,000 per credit agreement, plus, 10% of the amount of the
Izb) But never to exceed RS5,000.

ICredit facilities

l(@) R150 per credit agreement, plus, 10% of the amount of the agreement
in excess of R1,000
|(b) But never to exceed R1,000.

Unsecured credit
transactions

la) R150 per credit agreement, plus, 10% of the amount of the agreement
in excess of R1,000
|(b) But never to exceed R1,000.

Developmental credit
@agreements

or the
evelopment of

small business |(b) But never to exceed R2,500.

fa) R250 per credit agreement, plus, 10% of the amount of the agreement
in excess of R1,000

ousing

or low income
unsecured)

|a) R500 per credit agreement, plus, 10% of the amount of the agreement
Y gr P gre

in excess of R

hort term credi
ransactions

a) R150 per credit agreement, plus, 10% of the amount of the
in excess of R1,000
But never to exceed R1,000.

agreement

ther credit
ransactions

odit 2 i€ agreement
in excess of Rl 000
|(b) But never to exceed R1,000.

Incidental credit
agreements

Nil
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The True "Price Cap" in South Africa Hiding behind
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The True "Price Cap" in South Africa Hiding behind

an "Interest Rate Cap"
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The True "Price Cap" in South Africa Hiding behind
an "Interest Rate Cap"
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Extreme Distortions

.

“We find some potential
for banks to even offer
negative interest rates and
still maintain very
profitable total prices”

- Africa Bank representative

ftransparency.org
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