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repayment histories

Microfinance institutions face tightening pressure from

policymakers rely largely on intuition, and often presume

policymakers to eliminate their reliance on subsidies. For

that the poor are insensitive to interest rates.

many institutions, microloan terms are critically related to
their reliance on subsidies. Researchers evaluated how
microcredit clients in South Africa responded to changes in
loan terms. They found that clients adapted both their
demand and compliance based on loan terms, and were
particularly sensitive to above-average interest rates.
Policy Issue: Microcredit is one of the most visible
innovations in anti-poverty policy in the last half-century, and
in the past three decades it has grown dramatically. While
some microfinance institutions (MFIs) focus on maximizing
profits, others carry a social mission and seek to maximize
access to credit for the poor, subject to their available
budget. Regardless, nearly all MFIs face tightening pressure
from policymakers, donors, and investors to eliminate their
reliance on donor or government subsidies. Economic
modeling, policy, and practice suggest that loan pricing
(selecting interest rates and repayment conditions) is
critically related to reliance on these subsidies. Yet existing
research offers little insight into interest rate sensitivities in
MFI markets, and little methodological guidance on how to
determine optimal interest rates. Instead MFIs and

Context of the Evaluation: The cooperating Lender has
operated for over 20 years as one of the largest, most
profitable microlenders in South Africa. The Lender
competes in a "cash loan" industry segment that offers small,
high-interest, short-term, uncollateralized credit with fixed
monthly repayment schedules to the working poor
population. Cash loan sizes tend to be small relative to the
fixed costs of underwriting and monitoring them, but
substantial relative to a typical borrower's income. For
example, the Lender's median loan size of 1000 Rand
(US$150) was 32 percent of the median borrower's gross
monthly income. Cash lenders focusing on the highest-risk
market segment typically offer one-month maturity loans at
30 percent interest per month. As a comparison, informal
sector moneylenders charge 30-100 percent per month.
Details of the Intervention: Researchers test how the poor
respond to changes in interest rates using data from a field
experiment in South Africa. Researchers worked with the
cooperating Lender to randomize the interest rate offered in
"pre-qualified," limited-time loan offers that were mailed to
over 50,000 former clients with good repayment histories.

Most of the offers were at relatively low rates, and the offer

sensitivity this does not appear to be the case. A practical

rate randomization was stratified by the client's pre-

implication is that some MFIs should consider using maturity

approved risk category. The standard interest rate schedule

rather than (or in addition to) price to balance profitability

for four-month loans was: 7.75 percent per month for low-

and targeting goals.

risk clients, 9.75 percent for medium-risk, and 11.75 percent
for high-risk. At the Lender's request, 96 percent of the offers

For this particular lender, the cost of reducing interest rates

were at lower-than-standard rates, with an average discount

(lost gross interest revenue) slightly exceeded the benefits

of 3.1 percentage points on the monthly rate. The final range

(increased gross revenue from marginal borrowing,

of interest rates faced varied from 3.25 percent per month to

increased net revenue from higher repayment rates). Thus

14.75 percent per month.

this Lender, which had no social targeting objectives, had no
incentive to cut rates. Policymakers keen on avoiding

Loan price is not the only parameter that could affect

subsidies often prescribe that MFIs should raise rates.

demand. Liquidity constrained individuals may respond to

However, evidence from this study also shows that this

loan maturity as well, since longer loan maturities reduce

would have been disastrous for the Lender, as increasing

monthly payments and thereby increase the amount of cash

interest rates above standard reduced both loan take up and

available each month. To test this theory, a subset of clients

eventual repayment.

eligible for maturities longer than four months also received
a maturity suggestion as well. The suggestion took the form
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Results and Policy Lessons: Demand Response to Price:
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Among the sub-sample of clients that received interest rate
offers below the standard rate for their risk category, a price
decrease from the maximum to the minimum rate offered in
this sample increased take-up by 2.6 percentage points, or
31 percent of the baseline take-up rate. High interest rates,
on the other hand, depressed the level of take-up: clients

The Abdul Latif Jameel Poverty Action Lab (J-PAL) is a network of

that received interest rate offers above the standard rate for

194 affiliated professors from 62 universities. Our mission is to

their risk category were 3 percentage points (36 percent) less

reduce poverty by ensuring that policy is informed by scientific

likely to apply. Higher rates also reduced repayment. Taken
together, these results indicate that people's demand for
credit increases moderately when interest rates are lower
than the market price, but drops off steeply when interest
rates are above average.
Maturity Date: While the sub-sample for the maturity
estimate is small, loan size is found to be far more
responsive to changes in maturity date than to changes in
the interest rate, which is consistent with the hypothesis that
liquidity constraints affect loan size, since longer maturities
reduce monthly payments and thereby improve cash flows.
There is also some evidence that only relatively poor
borrowers are sensitive to maturity, whereas for price

evidence. We engage with hundreds of partners around the
world to conduct rigorous research, build capacity, share policy
lessons, and scale up effective programs. J-PAL was launched at
the Massachusetts Institute of Technology (MIT), and now has
regional offices in Africa, Europe, Latin America & the Caribbean,
North America, South Asia, and Southeast Asia. For more
information visit povertyactionlab.org.

