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After discussing about the different type of consumer loans and the different factors consider 

for evaluation of the consumer loans.  
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And today's session, we will be discussing about certain concepts like whenever the 

consumer loans are evaluated, mostly all the commercial banks follow a credit scoring system 

that every consumer assessment will be made through a particular scoring or particular 

scoring system and the commercial banks can use that particular score to understand or to 

evaluate that the whether the loans will be given to them or not, that is number 1.  

And on the basis of this particular score, the pricing also can be made and there is a pricing 

differences can be also always or resolved or can be considered depending upon the 

creditworthiness. So, because of that in today's discussion, we  will be discussing about what 

are those different type of credit scores, the commercial banks use and what are those 

different techniques are used to construct this particular credit score for the different 

individuals and as well as the different models which are used for the pricing of the loans.  
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Coming to this, whenever you talk about the credit scoring that already we have discussed 

that the credit scoring basically used by the lender to evaluate the loan applications they 

receive from the consumers. And once this loan applications have come, there are different 

assessments have to be made by the commercial banks for this disbursement of or maybe 

sanction of this particular loan.  

So, in this context, they have to evaluate the loan applications through different methods. 

And one of the methods is basically the credit scoring method. So, major credit card systems 

such as master cards, VISA, they use these systems routinely to evaluate their credit card 

applications. So, looking at the past history about this particular consumer, particularly the 

credit history of the consumer, and the pattern of the repayment of this particular loan, what 

the consumer has made and as well as the financial condition of that particular consumer.  

The mostly the credit card companies can go for evaluation that whether the particular person 

has the credit worthiness and how much limits should be given to this particular consumer 

against that particular credit card. How much loan, the consumer can take. So, all kinds of 

systems routinely all those bigger companies worldwide existing companies like VISA and 

master cards they always use before they go for providing credit card to any kind of 

individuals.  

So, generally the credit score models, credit scoring is based upon the different kind of 

discriminant models or different kind of mathematical or the statistical models or statistical 

techniques are used to analyze that how this particular credit scoring is made or what kind of, 



the credit scores can be analyzed. So, the techniques can be logit, can be a probit, can be 

neural networks, where they consider different variables jointly to establish a numerical 

factor for each credit applicant.  

I hope, you might have idea, I can give one example, for example, whenever you talk about 

the logit analysis. So, here our, it is just like a function that if whenever you go for y is a 

function of x, that here x is the independent variable and y is the dependent variable. So, here 

what we are trying to find out, whenever you go for the logit or the probit analysis, we use y 

as a categorical variable.  

Categorical variable in the sense, y is not observable or not quantifiable directly. We are 

putting like 1 and 0 kind of variable for the y and 1 is says that the particular consumer will 

repay or consumer will not repay, for example. So, here the consumer’s credit worthiness is 

their credit worthiness is not there. So, like that if you categorize then there are many factors 

will be considered.  

So, if your dependent variable is either 1, 1, 1, 0, 1, 0, 0, 1 like this thing, then we can have 

the independent variable like your income, your credit history, your previous defaults, all 

kinds of factors will be considered. Then all those factors will we considered into that and 

then after that we can re-estimate that model. And whenever you go for estimating that 

model, what we are trying to find out that what is if your income level is increased by 1 

percent or income level will decrease by 1 percent.  

What is the probability that or what is the probability of that particular consumer will not 

repay the loan? Or if there is a credit history says that this particular consumer has already a 

huge amount of loan against this account, then still what is the probability that the consumer 

will again repay that particular loan? So, in this particular fashion, different probabilistic 

models are always we formulate.  

And on the basis of the formulation of the probability models, we decide that whether this 

particular consumer what is the probability that consumer will repay the loan in the future 

and his or her creditworthiness is there for this particular loan which has to be repaired back 

with both principles and interest forms in the future time period. So, because of that, we have 

the logit or probit analysis, you can go for a little bit further the dynamic or the nonlinear 

models like neural network.  



So, all kinds of models can be used to find out a numerical value of that particular consumer 

which a representation of his creditworthiness, which is considered to understand to analyze, 

whether the loan should be repaid or not. So, here in this context, what the lender specifically 

do, if the score exceeds a particular critical level, then the loan can be approved. So, if the 

particular cutoff level is not reached by this consumer or the score is not basically up to that 

particular cutoff level or below the cutoff level, then the particular loan request can be 

denied.  

So, in this context, what we can say, that credit score is a quantifiable measure of 

understanding or quantifiable measure which can gives the idea that what kind of 

creditworthiness, the consumer has and the consumer is really able to repay the loan in the 

future or not. And accordingly, the commercial banks or the lenders can decide whether the 

loan should be given to this particular individual or not.  
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So, whenever you are using this credit scoring techniques for assessing the loans, whether the 

loan should be given or not. This particular technique has certain advantages and certain 

disadvantages or certain drawbacks. So, whenever you talk about the advantages, it has the 

ability to handle a large number of credit applications at a time in a short span of time with 

minimal labor.  

Which is basically always helpful to reduce the operating cost of the lenders, because if the 

machines always responsible for deciding or maybe is useful for getting the score and 

accordingly we have to decide yes or no, that whether the loan should be given or loans 



should not be given. Then there is no such kind of assessment by the individual level is 

required to provide that particular loan or to assess that particular loan.  

So, maybe an effective substitute for the use of judgment among inexperienced loan officers. 

If loan officer’s abilities not very high or exceeds that much experienced, then the 

quantifiable measure of this credit score will be helpful for them. It also removes the personal 

judgment from the lending process and reduces the lender’s decision from time from hours to 

the minutes.  

Obviously, it is because there is no such kind of personal or behavioral issues involved in 

that. Although in today's context, you have the artificial intelligence and all these things 

people are trying to use, which is able to capture some of the behavioral factors. But still in a 

traditional credit scoring system, here we do not have to consider those psychological or 

behavioral issues or your biases what the loan officer has or personal judgment is not going to 

play a role whenever the loans request are basically assessed.  

So, if we talk about the drawbacks, the scoring system uses the financial, economic or factors 

for the different type of loans from the observations of the past data. The most important 

thing is we are using the past data. But if you think of in a very practical sense, past may not 

be repeated again and again. But depending upon the past data, we are predicting something. 

So, as per our market efficient hypothesis means the market is inefficient in that sense.  

But it assumes that the same factors will hold in the future that may not hold good always 

with an acceptable risk or the error. If there is some changes happens in the market abruptly 

or some kind of incident, some kind of happening have taken place which is very much 

random in nature. Then that cannot be controlled by the credit scoring models which is 

completely based upon the available historical data about this particular consumer.  

So, there is a danger that whenever the discrimination is made according to the gender, this 

race, this marital status and all these things, these are also the factors where it is considered 

while assessing loans, then there is a probability that somebody can take some legal action on 

these things. But anyway that is not the case in this particular context is not much factor, but 

mostly they reliance upon or dependence on high dependence on the past data is very 

important limitations of this particular module.  

And, as well as it also does not consider the behavioral issues related to the consumer and as 

well as the loan officer, while assessing this particular loan. Frequent verification or revision 



of credit scoring system are not only wise from a legal and regulatory point of view. But also 

it mitigates the biggest potential weakness of such lifestyle. So, these are generally the 

common things always we observe, but that does not necessary that always this as totally 

error free judgment, what does the particular commercial banks do, whenever they assess this 

particular loans using the credit score.  

So, because of that, although this gives a kind of threshold value or to give you a kind of idea 

that whether the particular person or individual is able to repay the loan in the future or not, 

but still it is not a foolproof or complete kind of modeling which can give you the idea. 

Obviously, we have we should have some kind of behavioral or the personal judgment 

analysis is required whenever the loan will be disbursed to this particular consumer.  
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So, whenever you talk about the credit scoring system, we have many types of scoring system 

which works in the market. We have a FICO scoring system, which mostly used worldwide 

maybe mostly in the US and other countries. So, this is developed by the Fair Isaac 

Corporation. And it basically calculated the scores of millions of consumers worldwide and 

provide these scores of credit bureaus, lending institutions and individuals who file a request.  

So, they basically gather the information about the consumer and using certain models they 

calculate that how this, what is the credit score of this model and what is the probability that 

the consumer is going to repay the loan in the future or not. And other lenders can use that 

particular information which is developed by this particular corporations and which is 

basically a scoring system. 



It also provide this program for consumers that suggest how they can improve their FICO 

score. So, that also they here in this context, not only this gives the rating, they also provide 

the idea that what the consumers should do by that their credit score basically can improve or 

they can assess the credit more cheaply.  

Because if the credit score is higher, quite high then the probability of getting low interest 

rate against your loan is very high. And the banks are ready to provide the loans in lower 

rates in comparison to the other customers who are very low FICO score. So, the FICO score 

varies from 300 to 850.  

So, higher values denote less credit rates to the lenders. So, higher the value, it is good for the 

lenders. So, depending upon the values, the loan rates can be fixed and as well as the 

consumer also can get the idea from this particular context that what are the things they 

should look at this would consider to improve their credit score by that the cost of credit for 

them will be less.  

So, all the lenders do not add up the same cutoff score. The cutoff score can sense because at 

the range from 300 to 850. But some banks can make their cut off 600, some banks may 550, 

some banks may be 700. So, depends upon the banks basically what kind of cutoff they will 

decide whenever they use this particular FICO score for assessing their consumer loans.  
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So, then the next thing is that whenever you want to talk about the FICO scoring system, the 

FICO scoring system basically is based upon the 5 different types of information from most 

important to least important ranked. So, all those information’s are what? The borrower’s 



payment history, they always gather. The money whatever they have own means whatever 

money the particular consumer own.  

And the length of the prospective borrowers credit history, up to how much years the credit 

history of this borrower exist in the market. And the nature of credit, new credit being 

requested, whatever new credit, new loan the particular consumer is requesting and what is 

the nature of this for what purpose the loan is requested or how this particular money is going 

to be used in the system, used in the market.  

And the type of credit the borrower has already used. Whatever loans already the borrower 

has taken, then how they have used it or what kind of loan it was and whether the borrower 

has really used this loan in adequate or maybe useful manner and as well as what kind of loan 

it was. So, if whether the borrower has the experience of utilizing that particular loan in 

improper way in the market whatever loans they have taken in the past.  

So, because of that, they always gather the information about the borrower’s background 

specifically age, gender, residential localities. Whenever we talk about this, although these 5 

points they have considered. The FICO score basically do not include these kind of personal 

characteristics like what is the age of this consumer, what is the gender of this consumer and 

the residential localities where the consumer is staying.  

So, these elements are not considered by the FICO score, whenever the FICO score as 

measured. So, those factors are not there in the part of this particular scoring system. So, this 

particular score confines the list of factors which are available for each consumer’s credit 

information bureau or credit bureau report.  

So, whatever report the information they get from this credit bureau report on credit 

information bureau, this same information can be utilized by these in this particular 

development of this particular score. So, that is why this personal background or personal 

characteristics are not assess, are not considered whenever you go for making this particular 

score. And scores are recalculated as the new information comes in.  

So, it is not a static measure. So, periodically the scores are revised again and again. And this 

course will be revised whenever any kind of new events or new occurring or new kind of 

information comes to the market and that is reflected through the credit informations what the 

consumer has. And accordingly, the score of that particular consumer can be revised.  
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Coming to the credit scoring in India that whenever you talk about the credit score system in 

India, how the credit scoring is made? There are 4 credit companies basically which is 

licensed by the Reserve Bank of India to operate as credit information companies. And they 

have the license to gather this information about the consumer and making this scores which 

can be used by the lenders whenever they can provide the loan to the different individuals. 

The most important one is the Credit Information Bureau that is Limited that is CIBIL.  

And we have Experian, we have Equifax, we have CRIF Highmark, there are different kind 

of companies which provide this credit scoring system. But you might have heard this CIBIL 

score, this Credit Information Bureau Limited that particular score is popular way of or 

popular kind of scoring system, which prevents in the Indian market. And the lenders always 

use that particular score whenever they provide the loan or they assess the loan to the 

different type of consumers.  

So, each company has developed their individual credit scores, but most popular is the CIBIL 

credit score which range from 300 to 900. So, the minimum value will be 300 and the 

maximum value will be 900. So, depending upon that every bank can decide their cutoff that 

up to what score they can sanction this loan or the loan can be disbursed and up to what level 

the loan will not be disbursed or the loan request will be denied. So, depending upon that the 

scoring system always paid by the CIBIL and all the lenders, like commercial banks use it 

whenever they assess this consumer loans in the market.  
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There are some factors related to the consumer loans which is based upon the laws and 

regulations. They are also influenced by the regulations. The regulations are basically related 

to disclosure rules and the anti-discrimination law. So, according to the disclosure rules, the 

mandates telling the consumer about the cost and other terms of lease agreements and about 

the anti-discrimination law, we have which prevents the categorizing loan customers 

according to their age, gender, race and other relevant factors, irrelevant factors and denying 

the membership to anyone, which is based on the criteria.  

The depending upon this mostly this system works quite strict in the US market, that where 

the classifications of the consumers cannot be made on the basis of the age, gender or the race 

or any other irrelevant criteria, if anything is interesting there. But mostly all those kind of 

assessment or the rating of the consumers can be made on the basis of the credit score what 

the consumer get. And on the basis of the credit score, it will be decided, whether the loan 

should be given or should be sanctioned to that particular consumer or not.  
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If we talk about India, in India, we have very popular KYC that know your customer, that 

particular thing, the bank always strictly follow whenever they gather the information about 

the consumer and as well as that can be used always for assessing the different kind of 

banking activities for the consumers always do, including the loan activities always they' ae 

supposed to do within the system.  

So, the Reserve Bank of India in this context has advised all the banks to follow the KYC, 

Know Your Customer guidelines were in certain proposal information of account opening 

prospect or the customer is obtained. What is the objective of the KYC? The objective of 

KYC is it to prevent the banks being used intentionally or unintentionally by criminal 

elements of the money laundering.  

So, any kind of activities which should not take place, which is related to any kind of anti-

terrorist, any kind of activities is related to kind of uneven or maybe it is related to terrorism 

or it is related to money laundering or anything. Those kind of activities should not be there 

or those kind of money would not be utilized for that kind of purpose. So, that basically has 

to be very much strict, the government is very much strict about this.  

And banks should keep in mind that the information which is collected from the customer for 

the purpose of opening the account, it will be treated as a confidential and the details are not 

to be disclosed for cross selling or an any other use in this particular system or a particular 

market. So, the informations what is gathered that basically should be accurate and should be 

always, we can say that authentic by that this particular information should not be shared with 



anybody, whatever information the customer provide to the commercial banks for their safety 

and as well as the other type of reasons.  

And but the bank also should have all type of information about the consumer that whether 

the consumers information which is provided that is accurate and as well as the particular 

money which is deposited by the consumer is not going to be utilized for any kind of 

activities, which is against the rules or the law and order institution of that particular country.  
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So, then we have other things also which is related to KYC, the banks should ensure that the 

remittances of funds by way of demand draft or the mail transport or any other mode and 

issue of travelers’ cheques for value of rupees 50,000 above is affected by the debit to the 

customer’s account or against cheques, not against the cash payment. So, any kind of 

payment which has made that basically if is above this 50,000, it should be against the 

cheques and it should not be against the cash payment.  

And the banks also should ensure that the provisions of the Foreign Contribution Act 1976 as 

amended from time to time wherever applicable or strictly followed by the particular 

agencies or particular customers or particular stakeholders which are existing in this 

particular system.  
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Then we are coming to the pricing of this particular loans that if you remember in whenever 

we are pricing this business loan, we have discussed about the different 2, 3 models. We have 

cost plus model, we have the cost leadership model, there are different types of models prime, 

low, prime lending rate models and all these things. But like that whenever we talk about the 

consumer loan, mostly the consumer loans are assets to the cost plus models.  

Although within the cost plus models, the calculations of the interest rate or the prices are 

different. So, many consumer loans are priced off some base rate or the cost rate already you 

know that the base rate is nothing but or the Indian context it is marginal cost of lending rate, 

MCLR. And these particular loan rate should be more than the say MCLR with the profit 

margin and as well as the risk what this particular risk premium, what this particular loan 

should have to overcome any kind of risk whatever they are going to face in the market.  

So, because of that whenever you talk about this loan rate fed by the consumer, we have to 

obviously the lender cost of raising the loanable funds. How much this lender cost is 

encoding to raise that particular loan, this is number one. The non-funds operating cost which 

includes the wages, salaries of the lender personnel and servicing cost plus the premium for 

the risk of the default, the credit risk whatever the lender is going to face against that they 

charge some premium.  

And premium for the torn breaks, torn breaks means if the particular consumer is asking for a 

long term loan, then the long term is more riskier than the short term then the long term rate 

for that one particular premium has to be added and plus the desired profit margin and from 



that how much profit margin the consumer going to always have. So, in this context, what we 

can see that these are the 5 component has to be added. Whenever we go for the cost plus 

model and accordingly the loan rate can be calculated.  
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But little bit if you expand it, there are various methods are used to calculate the actual loan 

rates, the banks offer to their customers. So, the loan rates can be based upon the annual 

percentage rate, it can be based upon the simple interest, it can be also represented through 

discount rate or it can be also presented like a method called the add on rate. So, these are the 

different ways, the different methods for calculation of the loan rates for the banks and where 

the charge to the different customers in the system.  
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So, here if you see that how basically these things work or these methods are basically used. 

For example, their annual percentage rate, if you talk about it is annual rate of return that 

equates the expected total payments with the amount of the loan. It is the internal rate of 

return which is annualized that equates the expected total payments with the amount of the 

loan. So, it basically takes into account that how much a loan is repaid and how much credit 

the customer will actually have used using this end of the life.  

If you see this example that customer has borrowed 5,000 dollar for a year, paying this 12 

equal installments let you assume that 12 percent as the interest per annum, then per month 

interest is 1 percent. Then each one, the borrower pays is how much that 5,000 and where 12 

percent interest we have 5600 then effectively per month he has to pay 444.25 dollar. Then 

actually how much total payment this customer is making, then 444.25×12 that is 5331.  

So, end of the day what basically we are getting that the total charges what they are paying 

against that particular loan that is 331 dollar. So, the borrowed amount is 5,000 dollar, and 

they are paying in the 12 equal installments and then this is annual interest rate we are 

charging 12 percent per annum, then this is the finance, total finance are the consumer is able 

to, has to pay to this particular bank.  

So, if this 444.25 will be given accordingly, you can find out the interest rate from there. So, 

that means, you know that how much loan you have taken, then how much the money you 

have to pay per month as installments, then if you can find out that how much extra 

preventive are going to make, then you can also find out that how much interest rate, the bank 

is charging against that.  

So, that is also another way you can represent or you can use it for the calculation of your 

annual percentage rate. So, here are the annual percentage rate is given. But if it is not given, 

if you are trying to calculate that, so in that case your principal amount will be given to you 

that is your PV which is 5,000 dollar, your installment will be given to you. Then your 

installment money per month will be given to you.  

So, if this will be given to you, then per month your interest rate you can calculate that is 

nothing but I / Y. So, if the per month interest rate can be calculated, then you can calculate 

your annual interest rate, this one multiplied by the 12. So, end of the day, you can find out 

that how much interest rate this particular loan has charged. So, that is basically consider as 

the annual percentage rate.  
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Then we can go for the, another a way of simple interest rate. What is simple interest rate? It 

adjusts the length of the time of a borrower which have use this particular credit. So, if a 

customer is paying off loan gradually, the simple interest approach determines the declining 

loan balance and thus reduce this loan balance and then used to determine the amount of 

interest rate owed.  

So, for example, if you see the loan amount is let 5,000 dollar and loan is taken for a year, the 

simple interest rate is 12 percent. So, if none of the principal is to be paid before 12 months, 

then how much interest to this particular consumer has to pay that is 5000 ×12 percent, time 

period is 1, 1 one year only then the 600 dollar.  

Then there are the maturity the costumer will pay 5,600 dollar. So, you have to remember this 

is important, none of the principal is to be paid off before 12 months. But now, for you 

assume that some of the principles are repaid, if some of the principles are repaid, then how 

this thing will work?  
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Now assume that the loan principal is to be paid off in four quarter installments, then you 

have taken 5,000 dollar then four quarter divided by 4, 1250 each, then the total payment 

basically how they will make? The first quarter, they will first pay 1250 dollar plus the 

interest they have to pay 5000 × 0.12 × 1 / 4 and period is one quarter that is 1 / 4, then it is 

you have 1400 dollar.  

Second quarter, 1250 then how much remaining principle is there? The remaining principle is 

3750 multiplied by, previously it was 5000, now it is 5000 -1250 that is 3750, 3750 × 0.12 × 

1 / 4 that will give you 1362.5. Third quarter, again 1250 has been paid then 2500 is 

remaining. Then again, we are paying that sorry it is a there is a double dollar here, we can 

remove this 1325 dollar.  

Then the fourth quarter, we have again 1250 dollar × 0.12 × 1 / 4, that is 1287. So first year it 

is 500 × 0.12 × 1 / 4, second year 5000 × 0.12 + 1 / 4 and + 1250 but basically you are 

paying, second 3750 × 0.12 × 1 / 4 + 1250. Second, 2500 × 0.12 × 1 / 4 + 1250 and 3 or 4 

quarter you have again remaining is 1250 × 0.12 ×1 / 4 + 1250.  

This much you are paying, so that basically this much is your principal and this was your 

interest. So, here there is a double dollar, you keep in the mind and here there is extra 0, you 

can remove that one, 1287. Then total basically if you add up, then you are basically paying 

5375. 5375 basically, you are paying if your principal amount are paid in the quarterly basis. 

So, previously whenever your principal amount is paid in the end, you are paying 5600.  



That means, there is no installment payment of the principal in between before this 12 

months. So, now if your principal is also taken away from this in the periodical basis, then 

your interest amount has come down, then that basically you are instead of 5600, you are 

paying 5375. So, this is what basically we can consider in terms of simple interest, and 

whether the principal amount will be paid in the end and the principal amount will be paid in 

the periodical basis. So, that is the way basically the difference works.  
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Then your discount rate method that is nothing but records customer to pay interest rate of 

front, the interest rate is reduced first and the customer receives the loan amount less interest 

owed. The loan amount let 5000, loan rate is 12 percent then how much the interest amount 

basically will be 600 then the 12 percent of the 5000.  

First this 600 will be paid, then the borrower basically receives 4,400 dollar then the when the 

loan will match out, the customer will pay back that 5000. Then effective loan rate will be 

your 600 / 4400 which is nothing worthy 13.63 percent. So, this is another way of calculating 

this loan pricing.  
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Then we have the Add-on rate, it is one of the oldest method. So, here it is very simple in that 

sense, loan amount let you assume that 2000 for a year, the add-on rate is 12 percent then the 

repayment plan, you have is 12 equal installments. Then total payment will be your total 

amount will be 240 then total payment will be there 2000 + 240 that is 2240 and each one 

they have to pay 186.67.   

The, your installment principal will be how much? 166.67, which is 2000 / 12 and loan 

installment will be 20 dollar per day. So, which was traditionally used in the market but 

sometimes also we may not use it in the practical sense in the system. So, these are the 

different methods for calculation of the loan pricing. But all are based upon the cost plus loan 

pricing models.  
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So, in the conclusion, we can say that various credit scoring models are used to evaluate the 

consumer loans. FICO in US and CIBIL score in India are most used credit scores models. 

And consumer loans are subject to the regulations and the laws imposed in the respective 

countries.  

And the cost plus model or loan pricing model is always used to price the consumer loans. 

And there are different methods for pricing it and this methods includes either simple interest 

rate or add-on or it is discount rate and all kinds of thing. So, these are the different ways the 

price of the loans are basically made. These are the references you can go through for the 

detailed analysis. Thank you.  

 


