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Background
In recent years, discussions on microfinance policy and regulation in India have tended to be centred on the extent to which small borrowers understand their loans and the financial liability implicated therein. Lack of financial awareness can lead to over-indebtedness and greater economic vulnerability for the very clients that microfinance seeks to help. Indeed, the voluntary code of conduct developed by Sa-dhan
 after the Andhra Pradesh crisis in 2005 recommends that MFIs be fully transparent in the communication of loan details, interest rates and the calculation thereof. Thus, financial literacy has become a key policy focus in microfinance.

The Loan Contract Information Study aims to understand how MFI clients understand their loan contract and exactly what it means for an MFI client to be informed. This study goes beyond assessing whether an MFI client knows the terms of his loan. Rather, this study explores which aspects of their loan terms are important to MFI clients and what are the implications thereof for regulation.    
Methodology

For this study, two hundred first-time borrowers were randomly surveyed on their understanding of their loan contract from two microfinance institutions in two locations in India, one in the north and one in the south. While a first preliminary round of surveying, we plan to complete a few more rounds based on the results from the first round.     
Findings

a)  What clients already know:
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An overwhelmingly majority of respondents were able to state correctly the size of the loan and duration of the loan. At first glance, the numbers seem to indicate that only 43% of the respondents were able to state their weekly repayment amounts accurately. This is, in fact, misleading. One of the MFIs in this study collects Rs. 12 from its clients over and above the loan payment, Rs. 10 as member savings and Rs. 2 as an insurance premium. When this amount is added to the weekly interest payment, the total number of respondents able to state their weekly loan payment correctly rises to 66%. About 85% of the respondents are within the 10% range of the correct weekly repayment amount they owe. 

b) What clients do not know:
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As suggested by the tables to the left and the graphs above, clients are not able to accurately state the interest on the loan either as a percentage or as a Rupee amount. They are also not able to correctly recall the total interest paid on the loan. In spite of this, almost 47% of the respondents say that the low interest rate was the reason why this source of credit was picked over others. In the North study site, in answer to the question on annualized interest rates, 48% of the respondents gave the answer as 1.5% which is the monthly non-declining interest rate on the loan.   
c) Client perspectives on collection practices:
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The table above shows reactions from respondents to four hypothetical situations where MFI staff use coercive collection practices to enforce repayment. Interestingly, in all except the third scenario, the most popular answer choice was ‘Yes, it’s all right.’
Policy Implications

While this data may come as no surprise, this data provides us with some interesting leads to answer the question of what it means for a client to be informed. In this instance, small borrowers are able to identify the size and duration of the loan and their weekly instalment on their loan. Many of the borrowers also recognize that non-repayment can have potentially harmful consequences. However, they know very little about the interest rate and total interest expense on the loan. 

Implications of the Study 

This study argues for regulation which would require financial institutions to provide that information to clients, which they are able to understand and use. The data here shows that clients are able to understand the liability on their loan in terms of weekly repayments, rather than in terms of interest rates. A majority of the clients seem to find what is commonly viewed as coercive collection practices to be acceptable. 

In conclusion, the results of this survey would indicate that the way we currently think about how clients understand the loans may not be reflective of ground realities. Firstly, clients think about their loans not in terms of interest rates and interest expense but rather in terms of how much they actually owe on a weekly basis. Secondly, it is both unreasonable and unrealistic to expect small borrowers to have a deeper understanding of their loans than borrowers who have greater access to information and finance. Thus, top-down regulation which works on the assumption that borrowers should be able to calculate and understand their interest rates, would not succeed in protecting small borrowers. 

Finally, this study, while useful for preliminary understanding of how small borrowers think of their loans, is limited in scope. While this study indicates a limited understanding of their loan contract, further research may demonstrate that a survey of middle-class borrowers would elicit a similar level of financial literacy. As such, there is much greater research which is required in this area examining in greater depth how small borrowers understand their loans and how they use this understanding to make financial decisions. 
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� Sa-dhan is an association of microfinance institutions in India.  The voluntary code of conduct is available here: http://www.sa-dhan.net/corevalues.pdf
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	These studies were conducted as part of CMF projects. The following CMF RAs managed these projects: Minakshi Ramji, Anvesha Khandelwal, Shwetambara, and Elizabeth Khoshy.  For more information, see http://ifmr.ac.in/cmf/?page_id=445 for the debt study.
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