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Introduction 

 Interest rates charged by MFIs vary greatly across countries, product types and target 
markets.  APR benchmarks are still few but developing.   

 A double bottom line institution needs to balance profitability and social mission. 
Profitability can come at the expense of clients’ well being.  

 The appropriate level of interest rate depends from a complex mix of elements 
including social mission, costs, competition, regulation, etc.  There is little transparency 
on how MFIs define their pricing. 

 Interest rates have in the last years come under closer public scrutiny. Very little 
attention so far paid to the question of how interest rates charged by MFIs relate to the 
business margins of MFI end clients. 

 TJ introduced its first version of the Interest Traffic Light in 2010 and a revised version 
in February 2013 

 Use as asset selection criterion: Tool to evaluate whether Interest Rates charged 
by MFIs and their Profitability are justified or not 

 Focus on putting Interest Rate and Profits in context of (1) value added to end 
clients, (2) MFI costs and (3) beneficiaries of profits of the MFI 

 
 
 

 



A possible framework for looking at interest rates 

1 2 3 The client’s 

business 

The costs 

for the MFI 

Profit and 

Beneficiaries 

Is the client better 
off after provision of 
the loan? 

Taxes 

Operating expenses 

Provisions 

Funding cost 

Profit 

Does the MFI have a 
reasonable cost 
structure? 

Is the profit level 
acceptable and who 
benefits? 

Revenues 



TJ Interest Traffic Light Follows a Two Step Process 

 For all MFIs: 3 key screening criteria to establish if rates and/or profitability 
is above the norm and therefore MFI needs to be analyzed in detail 

 For “Qualifying” MFIs: analysis of 9 factors to evaluate how rates and 
profitability compare to costs of the MFI and business margins of the end 
clients 

 Scoring is done according to the following logic: 
• Each factor gets an individual score  
• Factors are weighted differently 
• Overall score determines red, yellow or green traffic light 

  

 Result of Interest Rate Traffic Light can indicate: 
• Green: Investment without additional conditions 
• Yellow: Investment under condition to reduce Interest Rate 
• Red: No investment 

 

Part 1 

Part 2 



Part I screens 3 criteria to establish if deeper analysis is needed 

Weighted average APR > 
50% 

APR 
What is the average APR(1) of the MFI? 
• APR of each of the MFI loan products 
• Volume of each product 

Average APR > 1.2x peer 
average 

APR relative 
to peers 

How does the APR compare to APR of peers? 
• Average APR as calculated under (1) above 
• APR of 3 most similar MFIs in the country 

RoA > 5% 
RoE > 25% 

Profitability 
How profitable was the MFI over last 3 years? 
• Return on Assets (RoA) 
• Return on Equity (RoE) 

Threshold Criteria Question asked / Input factors 

A 

B 

C 

(1) Annual percentage rate (non-compounded) 

If one of the three Criteria is above the Threshold, then Part II needs to be filled 



Part II analysis looks in more details at APR and profitability… 

> 80% 50-80% < 50% APR What is the average APR of the MFI? 

> 5% 2-5% < 2% Profitability What is the level of RoA? 

> 1.2x 0.8 – 1.2x > 0.8x 
APR relative to 

peers 
How does the APR compare to APR of peers? 

> 1.1x 0.9 – 1.1x < 0.9x 

APR vs loan sizes 

How does the APR relate to average loan size? 
• Use  approx. “universal” APR vs. loan size curve 
• Divide APR of MFI / APR indicated by curve  

Dimension Question asked / Input factors 
Scoring 

1 

4 

3 

2 



<2% 2-10% >10% 5 
Added value to 

clients 
Spread between APR charged by MFI and end borrower’s 
net business margin 

… compares interest rates to business returns of end clients… 

Dimension Question asked / Input factors 
Scoring 



no 1  factor 2+ factors 6 

Cost in the 
operating 

environment 

Are there specific factors in the environment that 
contribute to higher than usual costs for the MFI?  
• High salary levels 
• Very rural MFI with large distances  
• High administrative costs 
• Inflation 10% or above 
• Infrastructure constraints (e.g. no electricity)  
• Regulatory requirements (Security, Insurance…) 
 

No 

Has 
lowered 
rates or 

has plans 
to do so 

both 

7 

Efforts to lower 
rates 

Did the MFI lower APRs and/or has credible plans to do so 
in the near future? 

no 1 factor 2 factors 9 

Equity cushion 

Are there factors in which make it necessary to build up an 
equity cushion? 
• Below standard solvency  
• Specific regulatory requirements which the MFI struggles 
to fulfil  
• Currency fluctuation 15% or above  
• Significant political instability 
• Recurring natural disasters… 

> 33% 
dividend 

< 33% 
dividend 

No 
dividend 

8 Use of profits 
Does the MFI distribute its profit or reinvest it in the 
institution? 

… and considers a number of mitigating factors 

Dimension Question asked / Input factors 
Scoring 



Outcome of traffic light influences TJ investment decision 

GREEN: No specific actions required, general monitoring of situation 

 

YELLOW: The following set of actions should be implemented, taking into 
consideration the sustainability of the MFI: 

• Approval of the loan subject to a commitment in writing from the MFI to lower 
effective rates within a 12-18 month period (e.g. the MFI agrees to pass on 
reductions in the total cost ratio to clients) 

• Loan Tenor reduced to a maximum of 24 months 

• TJ Investment Officer to review effective interest rate annually and result to be 
included in annual progress report to the fund under management. 

• TJ to contact other lenders of the MFI initiate a joint effort in ensuring the MFI 
fulfills its commitment 

 

RED: Not eligible for investment 



Download the Interest Traffic Light at: 
 

www.interesttrafficlight.org 
 

10 

http://www.interesttrafficlight.org/

