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For a full year, I have seen consistent confusion over what interest rate Compartamos charges its clients.  

They generally claim to charge approximately 82%, a figure they claim to base on their portfolio yield.  

This 82% figure is not the interest rate paid by the clients.  Even ōȅ /ƻƳǇŀǊǘŀƳƻǎΩ ƻǿƴ ǿŜōǎƛǘŜΣ ŎƭƛŜƴǘǎ 

pay an annual interest rate of 105%, including the 15% government tax.  LΩƭƭ ŜȄǇƭŀƛƴ ƘŜǊŜ Ƙƻǿ ƛƴǘŜǊŜǎǘ 

rate calculations work, why there is so much confusion over what the interest rates really are, and how, 

from the perspective of the clients, the interest rate is actually 129%. 

Loan pricing can be extremely confusing 

Recent discussion and debate about interest rates and profits has fallen mostly into two camps.  One 

group says that excessively high profits earned off excessively high interest rates are inappropriate and 

unfair.  The opposing group says that ς in line with standard market theory ς when two parties enter 

into an agreement to sell-and-buy, that both parties are benefiting and it is a fair transaction.  The 

interest rate may be high, but the client knows that and determines that the benefit of the loan exceeds 

the cost.  

The significant limitation of the άfree marketέ argument is, in my opinion, that product pricing in 

microfinance is anything but transparent.  Judging the price of a loan is extremely difficult except in the 

simplest of cases, and very few loans that we are offered are simple cases.  [ŜǘΩǎ ƭƻƻƪ ŀǘ the example of 

Compartamos.  Compartamos advertises loans at an interest rate of 4% per month.  Moneylenders are 

known to charge at least 10% per month.  Compartamos looks better.  LetΩs look at some actual 

numbers:  Which of these two loans would you believe to be a better price? 

Loan Option A: Receive a loan of 3,000 Pesos, for 16 weeks, with payments of 221 Pesos per week.  

The total cost of that loan is 547 Pesos, as your repayment schedule shows total 

payments of 3,547 Pesos.  You can then get another loan immediately. 

Loan Option B:   You are given a loan of 1,300 Pesos for 12 months.  You make interest payments 

weekly, but you keep the entire principle for the entire year and then repay it all.  

During that year you are to pay 1,800 Pesos in interest payments.  You repay a total of 

3,100 for a loan of 1,300 for a year. 

Loan Product Initial Loan Amount Total Cost Length of time 

Loan Option A 3,000 Pesos 547 Pesos 16 weeks 

Loan Option B 1,300 Pesos 1,800 Pesos 12 months 
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Which looks like the lower cost alternative to you?  To most people, Option A seems like a bigger loan 

for a lower cost.  hǇǘƛƻƴ . ƭƻƻƪǎ ƭƛƪŜ ȅƻǳΩǊŜ ǇŀȅƛƴƎ ƳǳŎƘ ƳƻǊŜ ƛƴ ƛƴǘŜǊŜǎǘ ƛƴ ƻƴŜ ȅŜŀǊ ǘƘŀƴ ǘƘŜ ŀŎtual 

amount of the loan (and, in fact, you are).   

Interestingly, these two loans are exactly the same loan when looked at from a financial perspective.  

Option A is the standard Compartamos loan.  Option B looks like it may be a moneylender loan at 10% 

interest a month.  However, it is the financial equivalent of what a client would have if she continued to 

borrow from Compartamos for a full year.   

Both loans ς Option A and Option B ς have an equivalent annual interest rate.  This article will explain 

why this is the case.  It will explain Annual Percentage Rate (APR) calculations and will also propose the 

ǳǎŜ ƻŦ ŀ ƴŜǿ άōǊŜŀƪŜǾŜƴ Ǉƻƛƴǘέ ŦƛƎǳǊŜ ǘƻ ƘŜƭǇ ŎƭƛŜƴǘǎ ǳƴŘŜǊǎǘŀƴŘ ǘƘŜ ǘǊǳŜ Ŏƻǎǘ ƻŦ ƭƻŀƴǎ. 

What do Compartamos clients actually pay? 

Compartamos tells their clients that loans are charged an interest rate of 4% per month.  This has been 

reported to a number of journalists who have interviewed clients.  Compartamos also (I expect) tells 

them what their weekly payment would be.  The Compartamos website also has repayment schedules 

posted.  The following figure is a clip from the Compartamos website of a loan of 3,000 Pesos, or 

approximately US$300.  (Note that in the figures throughout this document all amounts are really values 

in Mexican Pesos and the exchange rate is approximately 10 Pesos to 1 US$).  All Compartamos group 

loans are for 16 weeks, with weekly payments.  The repayment schedule shows that the client makes an 

even payment of 221.68 Pesos per week.  Doing the math, one sees that makes a total payment of 3,547 

Pesos, or 547 Pesos more than the loan principal.  In fact, that 547 Pesos also includes a 15% value-

added tax in addition to the interest and principal.  That seems not-so-bad for a 3,000 Peso loan.  But 

ǿŜΩƭƭ ƭŜŀǊƴ considerably more as we dig deeper. 
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[ƻƻƪ ŀǘ ǘƘŜ ŦƛƴŜ ǇǊƛƴǘ ŎƛǊŎƭŜŘ ŀōƻǾŜ ŀƴŘ ȅƻǳΩƭƭ ǎŜŜ ǘƘŀǘ /ƻƳǇŀǊǘŀƳƻǎ ǎǘŀǘŜǎ ŀ /!¢ ό{ǇŀƴƛǎƘ ŦƻǊ ά¢ƻǘŀƭ 

!ƴƴǳŀƭ /ƻǎǘέύ ƻŦ млр҈Σ ƛƴŎƭǳŘƛƴƎ ǘƘŜ ǾŀƭǳŜ-added tax.  Compartamos does this calculation is done by the 

¦{ ά!twέ ŦƻǊƳǳƭŀ (APR will be explained further below).  And note that this CAT calculation is not done 

with the legal CAT formula required in Mexico.1  Compartamos has since changed their CAT calculation 

on their website to match the Mexican legal definition. 

How does 4% per month become 105% per year? 

Now, one curiosity that people ask me about constantly is:  How does a stated 4%-per-month interest 

rate become a 105% interest rate?  Few people understand, let alone the clients.  I have had to explain 

this to industry practitioners, journalists, industry leaders, and the donor community.  What I will do in 

the following explanation is to walk you through this logic, in fact ŘŜƳƻƴǎǘǊŀǘƛƴƎ ǘƘŀǘ /ƻƳǇŀǊǘŀƳƻǎΩ п҈-

                                                           
1
 The Mexican CAT law follows the European Union definition of APR calculations and includes compounding 

effects.  Interest paid in the first week is more valuable than interest paid in the sixteenth week, because you could 
have been using that money for another fifteen weeks. 
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per-month rate is actually even higher than the 105% figure we have been using.  It is actually 129% 

from the perspective of the client.  

¢ƻ ōŜƎƛƴΣ ƭŜǘΩǎ Řƻ ŀ bit of background on what interest rates mean.  The textbook definition of interest is 

άǘƘŜ ŎƘŀǊƎŜ ŦƻǊ ǘƘŜ ǳǎŜ ƻŦ ƳƻƴŜȅ ƻǾŜǊ ǘƛƳŜΦέ  ¢Ƙƛǎ ƛǎ ŀ ǊŜŀǎƻƴŀōƭŜ ŀƴŘ ƛƴǘǳƛǘƛǾŜ ŀǇǇǊƻŀŎƘ ǘƻ ǘƘŜ 

calculation of interest.  However, many finance institutions use a variety of techniques to mask the 

actual cost of the loan.  In response, governments have passed consumer protection laws, such as the 

¦{ άǘǊǳǘƘ-in-ƭŜƴŘƛƴƎέ ŀŎǘΣ ǿƘƛŎƘ Řƛǎǘƛƭƭ ǘƘŜ mixture interest and fee calculation methods down to a basic, 

consistent measure ŎŀƭƭŜŘ ǘƘŜ ά!ƴƴǳŀƭ tŜǊŎŜƴǘŀƎŜ wŀǘŜΣέ ƻǊ !twΦ  Lƴ ǘƘŜ ƳƛŎǊƻŦƛƴŀƴŎŜ ƛƴŘǳǎǘǊȅΣ ǘƘƛǎ ƛǎ 

ƻŦǘŜƴ ŎŀƭƭŜŘ ǘƘŜ άŜŦŦŜŎǘƛǾŜ ƛƴǘŜǊŜǎǘ ǊŀǘŜέΦ  .ƻǘƘ ǘŜǊƳǎ ǿƛƭƭ ōŜ ǳǎŜŘ ǘƘǊƻǳƎƘƻǳǘ ǘƘƛǎ ŜȄǇƭŀƴŀǘƛƻƴΣ ōǳǘ ǘhey 

are considered synonyms hereΣ ŜǾŜƴ ǘƘƻǳƎƘ ŜŎƻƴƻƳƛǎǘǎ ŎƻƴǎƛŘŜǊ άŜŦŦŜŎǘƛǾŜ ƛƴǘŜǊŜǎǘ ǊŀǘŜέ ǘƻ ōŜ ŀ 

different calculation. 

In the figure below, you will see that in the table to the left, we have a $3,000 Peso loan for 16 weeks, 

ǿƛǘƘ пу҈ ŀƴƴǳŀƭ ƛƴǘŜǊŜǎǘ ŎƘŀǊƎŜŘ ƻƴ ŀ άŘŜŎƭƛƴƛƴƎ ōŀƭŀƴŎŜέΦ  ¢ƘŜ ƎǊŀǇƘ ƻƴ ǘƘŜ ǊƛƎƘǘ ǎƘƻǿǎ ǘƘŜ άƴet loan 

ōŀƭŀƴŎŜέ όƛƴ ǊŜŘύ ŀƴŘ ǘƘŜ άƛƴǘŜǊŜǎǘ ǊŀǘŜ ōŀƭŀƴŎŜέ όƛƴ ƎǊŜen).  As you can see, each week, interest is 

calculated on the amount actually held by the client in the previous month.  Interest in the first week is 

charged on $3,000.  Interest in the second week is charged on $2,813.  Interest in Week 16 is charged on 

$188.  This is both logical and intuitive, matching the textbook definition of interest. 

 

The next figure shows an expected repayment table for such a loan.  The circled column displays the 

άŎŀǎƘ Ŧƭƻǿέ ŦǊƻƳ ǘƘŜ ǇŜǊǎǇŜŎǘƛǾŜ ƻŦ ǘƘŜ ŎƭƛŜƴǘΦ  {ƘŜ ǊŜŎŜƛǾŜǎ ϷоΣлллΦ  {ƘŜ Ǉŀȅǎ нмрΦмф ǘƘŜ ŦƛǊǎǘ ǿŜŜƪΣ ƻŦ 

which $27.69 is interest.  The interest amount is calculated as:  48% annual interest rate / 52 weeks * 

$3,000 = $27.69.  The total payment is 213.46 the second week, and continues until the loan is repaid.  

The bottom line shows that пу҈ ƛǎ ǘƘŜ !tw ŦƻǊ ǘƘƛǎ ƭƻŀƴΦ  Lǘ ƛǎ ŎŀƭŎǳƭŀǘŜŘ ǳǎƛƴƎ ŀƴ άLƴǘŜǊƴŀƭ wŀǘŜ ƻŦ 

wŜǘǳǊƴέ όLwwύ ŦƻǊƳǳƭŀΣ ŀ ǿŜƭƭ-known approach in finance to determine what the break-even return is for 
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ǎǳŎƘ ŀƴ άƛƴǾŜǎǘƳŜƴǘέΣ ŀƴŘ ƛǘ ŘƻŜǎ ƎƛǾŜ ǿƘŀǘ ǿŜ ŜȄǇŜŎǘ ς 48% -- since we were calculating a 48% annual 

interest rate charge consistently in every week,. 

 

Understanding tƘŜ άŦƭŀǘ ƛƴǘŜǊŜǎǘέ ƳŜǘƘƻŘ 

Unfortunately, what we show above is not what Compartamos does.  Like many MFIs, they do not 

calculate interest rate charges based on the actual amount owed by the client.  They instead use a 

ƳŜǘƘƻŘ ƎŜƴŜǊŀƭƭȅ ŎŀƭƭŜŘ άŦƭŀǘ ƛƴǘŜǊŜǎǘΣέ ŀ ƳŜǘƘƻŘ ƴƻǘ ƛƴǾŜƴǘŜŘ ōȅ ǘƘŜ ƳƛŎǊƻŦƛƴŀƴŎŜ ƛƴŘǳǎǘǊȅ ōǳǘ ƻƴŜ 

that has been very commonly utilized by the microfinance industry.  In this approach, the quoted 

interest rate is charged on the original loan balance, even though the client does not have (and often 

never had, as we will see) that much money at her disposal.   

The next fiƎǳǊŜ ǎƘƻǿǎ ǘƘŜ ƎǊŜŜƴ άLƴǘŜǊŜǎǘ wŀǘŜ .ŀƭŀƴŎŜέ ƭƛƴŜ ŀǎ ŀ Ŧƭŀǘ ƭƛƴŜΦ  Lƴ ²ŜŜƪ 1, interest is charged 

on $3,000 and the client has $3,000.  Each week, the client pays back part of the loan, but interest is still 

charged on the original loan amount.  In Week 16, the client has only $188 to invest in her business, but 

she is still charged interest on $3,000.  Clearly, there is no textbook definition that can rationalize why 

interest should ever be charged this way in a fair system.  Why did such a system appear in lending?  The 

answer is obvious and cannot be debated:  it allows the institution to charge nearly twice as much 

interest for the same nominal quoted interest rate as with the declining balance method.  It is in the 

interests of the institution to advertise a low nominal interest rate and charge a much higher APR.  As 

shown in the table to the left, 48% flat interest results in an APR of 86.8%.  In other words, charging 

86.8% using the declining balance method would generate an equivalent cost of the loan. 
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A general rule known by financial managers is that when flat interest is used, the APR is almost twice as 

much as the quoted interest rate.  In looking at the above graph, you can see why.  APR interest is the 

charge for the use of money over time, or the diagonal red area ς the area shaded red shows the length 

of time that the client has different amounts of money.  With the green, flat interest line you can 

visualize a rectangular box.  If you visualize the red area as a diagonal straight line, then you can see that 

the line divides the green rectangular box in half.  Thus, interest is being charged on twice the amount 

actually held by the client.  However, because of the stair-step approach of the red area, the area of the 

red area is slightly more than half the area of the green, rectangular box.    Thus, the APR is slightly less 

than double the nominal rate. 

One way to ǘŜǎǘ ǘƘƛǎ ƛǎ ǘƻ ǎŜŜ ǿƘŀǘ ǿƻǳƭŘ ƘŀǇǇŜƴ ƛŦ ǘƘŜ ŎƭƛŜƴǘ ǿŜǊŜ ƎƛǾŜƴ ŀ άƎǊŀŎŜ ǇŜǊƛƻŘέ ƻŦ ŦƻǳǊ ǿŜŜƪǎΣ 

and then have payments distributed over the final twelve weeks.  As shown in the figure below, the red 

area is significantly larger as a proportion of the green, rectangular area.  The APR drops from 86.8% 

without a grace period to 71.1% with the grace period.  As might be expected, grace periods are rare in 

microfinance when flat interest methods are employed, because the MFI earns less interest by allowing 

the client the use of more money for more time. 
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Below is a repayment schedule for the 48% flat-interest loan with no grace period.  It shows how 

principal and interest amounts are constant throughout the sixteen weeks.   

 

How many weeks in a month? 

bƻǿΣ ǿƛǘƘ /ƻƳǇŀǊǘŀƳƻǎΩ ǎǘŀǘŜŘ п҈ ƳƻƴǘƘƭȅ ƛƴǘŜǊŜǎǘ ǊŀǘŜ ς ŜǾŜƴ ǎƘƛŦǘƛƴƎ ǘƘŜ ŎŀƭŎǳƭŀǘƛƻƴ ǘƻ άŦƭŀǘ 

ƛƴǘŜǊŜǎǘέ ς we still fall short of what we see in the actual repayment schedule they assign to their clients, 

and we are short of the 105% interest rate that Compartamos notes on that repayment schedule.  There 

ŀǊŜ ƳƻǊŜ ƛǎǎǳŜǎ ǿŜ ƘŀǾŜƴΩǘ ȅŜǘ ǘƻǳŎƘŜŘ ƻƴΦ  CƛǊǎǘΣ /ƻƳǇŀǊǘŀƳƻǎ ŘƻŜǎ ƴƻǘ ŎƘŀǊƎŜ п҈ Ŧƭŀǘ ƛƴǘerest per 

month.  They charge 4% flat interest every four weeks, and four weeks does not a month make.  A 

month is 4.3 weeks, and if one uses the άconvenienceέ of saying that a month is four weeks, there are 

ŀŎǘǳŀƭƭȅ ǘƘƛǊǘŜŜƴ ƳƻƴǘƘǎ ƛƴ ŀ ȅŜŀǊΥ  мо άƳƻƴǘƘǎέ x 4 weeks/month = 52 weeks.  Thus, Compartamos is 

charging an additional month of interest from what they tell their clients.  The figure below shows that 

with 52% annual flat interest, the APR increases to 93.7%. 
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Commission fees and taxes 

Fees and commissions are very common in microfinance, and they often have a significant impact on the 

total cost of the loan.  To my knowledge, Compartamos does not charge any fees.  (They may, but the 

fees do not appear on the repayment schedules they show on their website.)  However, they do charge 

a value-added tax.  This is required by Mexican law and is calculated as 15% of income.  Thus, it is 

charged on the interest income, and the client must pay this in addition to the interest payments.  The 

figure below shows that this VAT adds an incremental 13.4% to the APR, now raising it to 107.1%.   

 

Summarizing how we got to an APR of 105% 
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We are now very close to the stated rate of 105% given by Compartamos.  Why the slight difference?  I 

attribute this partly to some rounding errors.  But the more likely reason is that Compartamos does not 

actually calculate flat interest in their repayment schedule.  They actually are calculating interest based 

on a declining balance calculation, as you can see if you go back and analyze the first figure showing the 

repayment schedule Compartamos uses.  Interest charges decline each week.   In other words, 

Compartamos advertises ŀ ƭƻǿ άŦƭŀǘ ƛƴǘŜǊŜǎǘέ ǊŀǘŜ ǘƻ ǘƘŜ ŎƭƛŜƴǘΣ ŀƴŘ ŀŘǾŜǊǘƛǎŜǎ ƛǘ ŀǎ ŀ άƳƻƴǘƘƭȅέ ǊŀǘŜΦ  Lǘ 

then applies a completely different interest rate internally, when generating the repayment schedules 

that the clients must legally follow.  I have never seen this done in other MFIs.  In my experience, an MFI 

claiming to charge a flat interest rate calculates interest using the flat interest rate method.    

This brings us to a deeper understanding of how an advertised 4% monthly interest rate would actually 

officially ōŜ ŀ млр҈ ƛƴǘŜǊŜǎǘ ǊŀǘŜ ƛŦ ǘƘŜ ƛƴǎǘƛǘǳǘƛƻƴ ŦƻƭƭƻǿŜŘ ƭŀǿǎ ǎǳŎƘ ŀǎ ǘƘŜ ¦{ άǘǊǳǘƘ-in-ƭŜƴŘƛƴƎέ ŀŎǘ, 

which was passed in response to deceptive pricing tactics by parts of the financial industry in the US. 

The impact of compulsory savings on APR 

Now we will move on to an analysis of how that 105% APR actually becomes a 129% APR.  Rarely do the 

discussions of Compartamos mention that Compartamos also actually ǊŜǉǳƛǊŜǎ ŀƭƭ ŎƭƛŜƴǘǎ ǘƻ άǎŀǾŜέ мл҈ 

of their loan amount.  The use of the ǘŜǊƳ άǎŀǾƛƴƎǎέ ƛǎ ǊŜŀƭƭȅ ǊŀǘƘŜǊ ƛƴŘŜŦŜƴǎƛōƭŜΦ  ¢ƘŜ ŎƭƛŜƴǘ Ŏŀƴƴƻǘ 

access those άsavingsέ until she has repaid the loan.  In fact, Compartamos does not even pay any 

interest to the client.  The client comes to Compartamos to get a loan ς say $3,000.  In order to get the 

loan, she must let Compartamos have $300 in an off-ƭƛƳƛǘǎ άǎŀǾƛƴƎǎ ŀŎŎƻǳƴǘΦέ  LŦ ǘƘŜ ŎƭƛŜƴǘ Ŧŀƛƭǎ ǘƻ ǇŀȅΣ 

Compartamos seizes the savings.  In other words, this is not savings, but rather it is partial loan 

collateral.   Again, Compartamos is not alone in this, as many MFIs require compulsory savings. 

This compulsory savings requirement results in a significant additional cost to the client.  She wants to 

borrow $3,000 for her business.  She gets only $2,700 to invest in her business, but she is charged 

interest on $3,000.  The next figure helps to visualize this.  There is now a blue line indicating the 

ά/ƻƳǇǳƭǎƻǊȅ {ŀǾƛƴƎǎέ ōŀƭŀƴŎŜΦ  bƻǘŜ ŀƭǎƻ ǘƘŀǘ ǘƘŜ ǊŜŘ άbŜǘ [ƻŀƴ .ŀƭŀƴŎŜέ ƛǎ ƴƻǿ ƭƻǿŜǊΦ  Lƴ ²ŜŜƪ 0, the 

client has $2,700, while interest is charged on $3,000.  The red area is now a smaller percentage of the 

green, rectangular area.  In fact, in the last two weeks, the client actually has a negative net loan 

balance.  She has more ƻŦ ƘŜǊ ƳƻƴŜȅ όάǎŀǾƛƴƎǎέύ ƘŜƭŘ ōȅ /ƻƳǇŀǊǘŀƳƻǎ ǘƘŀƴ ǎƘŜ Ƙŀǎ ƛƴǾŜǎǘŜŘ ƛƴ ƘŜǊ 

business.  And even with a negative loan balance, she is being charged interest on the original loan 

balance of $3,000.  There is no honest way to justify this method of charging clients as truly being 

άƛƴǘŜǊŜǎǘΦέ  The table on the left shows how this compulsory savings requirement adds 21.8% to the 

APR, raising it to 129%. 
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The next figure now shows the repayment schedule for this loan, including flat interest, the value-added 

tax, and the compulsory savings requirement.  The cash flow stream in the column on the far-right, 

which shows the savings being returned to the client in Week 16, generates an APR of 129%. 

 

How does the APR translate into what the client actually pays? 

Finally, ƭŜǘΩǎ ƭƻƻƪ ŀǘ ǿƘŀǘ ǘƘƛǎ мнф҈ !tw ǊŜŀƭƭȅ ƳŜŀƴǎ ŦƻǊ ǘƘŜ ŎƭƛŜƴǘΦ  ¢ƘŜ ŎƭƛŜƴǘǎ Řƻ ƛƴŘŜŜŘ ōƻǊǊƻǿ ŦǊƻƳ 

Compartamos and pay their loans back.  But how much do they pay?  The next table highlights the 

lower-left sŜŎǘƛƻƴ ǘƘŀǘ ǿŜΩǾŜ ǎŜŜƴ ƛƴ ƻǘƘŜǊ ŦƛƎǳǊŜǎ ǘƘǊƻǳƎƘƻǳǘ ǘƘƛǎ ŜȄǇƭŀƴŀǘƛƻƴΦ  As we stated in the first 

paragraphs of this explanation, the client borrows $3,000 and pays $552 in interest and VAT over the 16-

week life of the loan.  That seems much lower than a 129% interest rate.  But it is also much less than a 

year.  It is only 16 weeks.  If the client turns around again borrows $3,000 and goes through another 

cycle, and continues for a year, she will have paid a total of $1,794 in interest and VAT over those 52 

weeks.   




