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Chaitanya India Fin Credit Pvt. Ltd. has formulated this ‘Internal Principals and Procedures for Determining Rate of Interest’ to be applied for determining rate of interest to be charged on loans and advances. This note is dated October 20, 2009 
Chaitanya India Fin Credit Pvt. Ltd. (Chaitanya) is an enterprise setup with a firm belief to maintain a constant and simultaneous focus on double bottom line and wants to create sustainable financial and societal value.  In a micro finance setup, a robust and dynamic policy to set interest rates is an important tool that would help in Chaitanya’s path to create the twin values which are aspired for.

As a company in micro lending it is important to strike the right balance between uniformity across customers to achieve operational efficiency and differentiation amongst loan types and customers to ensure we meet the diverse needs of our vast customer base.  We have hence decided on a policy of having a single interest rate for every product and develop multiple products depending on different needs, geographies etc.  We would have multiple products for different end use of the loan, repayment frequencies, loan duration, different modalities like secured, unsecured, individual borrowing, JLG borrowing, SHG lending etc and for geographical difference between areas and in case of specific third party funded loans.   

The interest rate for every product will be function of our judgment and actual facts on the following four aspects.

1. Cost of Borrowing for Chaitanya for the loan product

2. Operational Cost of Collection and loan administration
3. Risk Profile of the Loan Product
4. Expected Contribution to Common Overhead and Gross Margins

The following paras cover each aspect in detail

1. Cost of Borrowing for Chaitanya for the loan product

Chaitanya is a new company in the micro finance space and will make its best effort to be well capitalized.  However given the demand for micro credit we believe that we would also need to borrow a substantial amount of money we will be lending to our customers.  Our Cost of borrowing would be function of our operational effectiveness as perceived by the banks, the liquidity situation in the country’s financial markets and hence the general borrowing rates of microfinance companies, the term of the loan required for the product and the ability of the product to access privileged or special funds from financial institutions.  Constant effort would be put to ensure that the borrowing cost is the minimum possible and any reductions in these costs would be passed on to the consumers at the same time avoiding unnecessary frequent changes.  

2. Operational Cost of Collection and loan administration.

The micro finance model requires frequent collection, service at the customer’s door step, very small size of transactions, close association and frequent meetings with customers.  All these and other factors have contributed to the high repayment rate and social impact of micro finance. However these also increase the cost of collection and administration as a percentage of the loan amount.  This percentage would change with changing loan sizes, changing frequency of the collection, changing accessibility and other factors which would change with products.  Chaitanya will try its best to minimize these costs by providing good back office and IT support to its front line staff and along with that will try and work with an accurate estimate of this cost for a product.  This cost as a percentage of the loan amount would be added to the Cost of borrowing to arrive at the total cost of lending

3. Risk Profile of the Loan Product
Depending on the purpose for which loan is being used, geographical specificities, types of lending like individual, group etc, the risk profile of a loan product would vary.  The risk profiles of loans are also available within and outside the company by assessing the historical averages of repayment rates etc.  Overall the management would have to make a judgment on the risk profile of a product and factor in a risk premium in the loan pricing.  We however recognize that our customers are poor households and burdening them with higher interest rates itself could lead to lower repayment rates.  Hence as a policy Chaitanya would evolve its products around well defined and established products in the history and avoid all products where the repayment rates are perceived to be low in order to keep this part of the cost of lending as low as possible

4. Expected Contribution to Common Overhead and Gross Margins.

The above three factors cover the cost aspect of our lending, in addition to which the interest income has to cover head office expenses, managerial expenses and technological expenses and other expenses.  It also has to provide a reasonable margin to ensure that the company is profitable and the double bottom line objectives are met.  As the size of the Loan Portfolio grows and as the loan sizes increase we believe that we can bring down our net interest margin.  This aspect of the cost to the borrower is the aspect that is most directly in control of the board and the management and both of them will make efforts and keep constant vigil that this margin is kept within reasonable limits in order not to burden our customers but at the same time ensuring profitable and sustainable growth for Chaitanya.
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