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TEZ CJSTS OF CREDIT DILIVERY, THD INSTITUTIONAL STRUCTURZ

07 RURAL FIJNANCIAL MARKETS 45D POLICIES TO REACH

by

Terry R. Ladman*

This er uses a theorziiczl Framework to snow the imporiant role
of £y t,OA zosts e.oodzed in credit delivery systems and their
influzn.ze on lender and borrover beravior, and how these behaviors
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Raczztly, convineinzg arzanis have bean made by Adams (1971), Gonzalez-

veza (1575, 1277), Laziman and Tinmermeier (1231) arnd others that a major factor

contriduiing to this lack of succass is the concessionary interesy rate, because it
ls2ds to credi* Ziversicn, low lander revenuss and the politisal use of cradis.
e m~.

rurther, that thszse rasults ars s2xzcerbated when inflation is prasent. The
7 aztion is ©o raise tha rzal intersst r fe. Such an aprroasch
concentrzias on tie rsles of intarest rates in resource allocation, income

sutizsn, and intarest charzas as revenuies to tae bank and costs to the

Meny zuthors have recognizad the role o transaciiens costs as infliuencin
¥ o g

2 success of

3%

landing 228 borrowing dz2cisions and conssaqusntly influsncing t
Trogoams.  Tor axample, TJonzalez-YVega (1976) demcnsirazes

how trans=2:2ticns 2235 encourazs tanxs to x:Ex2 larger rather than smaller

rovlems with the credii delivery
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izcluding sransactiens costs, rathar than just interast costs, as Is traditicnally
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the case, Tz2y Trasent enmpirical avidence Trem several countriass showing
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20w the lzrz2 Yraoszotions ¢os5%s of agriculiiwrzl banik credit iead o hizgh

o

borrowing costs Irca those instisutions. Thzy conclude that tha largs transactions

p-4

cost componant discoursages the rural poor frez borrowing from thase banks.

Tza Treszat sTuldy gresants 2 theoreticzl analysis of lendsr and berrowar
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tezavior zhal suTtrorts this cozclusicn. Furtharmore, the

indeed, z=ay nave rainforced tzeir business.

The =znalysis is undertaksn in the context of ths credit da2livery systen

L=



a conceptualization of a CD3, and models explaining lender

z=i teorrowas T2havior and their influence on market structure. Second, is

3olivia about C2S8s and tha structure of rural financial markasis in

Ta

=i

rd, are ccnclusions and poliey racommendations.

Credit D=llverv Svstenm

L 022 23 definzd =25 the set o7 rroceduras and conditions of credit that are
Tzllow2d Ty & lender in the proc=ss of caking, servicing and collecting a loan

ith its Lorrowers. In the orozia2st sens: a CDS includes all of the processss

tz2t Tha Lander zust undergo not only in its direct relations with borrowers
o v ’

oanable funds and maintaining

L2 More narrowly, a CiS refers to those operetions, basically
tzwesn lindar and torrover, that are directly invelved in extending crelli.

efinition will be used because of the emphasis on
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tions cosis; referenca wiil be made, however, to the importance »f the

izdirzect rrocesses as they influsnce the lending and borrowing decisions.
For purpes2s of analvsis, the CDZ fs separated into tares phases: (z2) lcan

azrliczzizn, (o) loan disbursement and servicing, and (c¢) loan repayment.

A lzzding institution takes the active role in establishing a CDS in

zzcordéancs wiin certain criteria that are imposed upon it by law, mendate ard/or

vroczduras. The prosrgective bor:riwer, who takes a

» musi be willing tc zccept both the prescribed procedures and lean
czdizionz i he is to become 2 2lient. From his perspective, these conditions

ezl proesliuras a3 well a3 any otzer acts that ha must undertake to satisfy the

s of his C28. Al*hough the lendar and

cradit delivery, the elements zad

rrocedures of their respective CISs ar2 not mirror images, but may be gquite

édirferent., Tror exanple, a borrowar may have to vresent docunents that might
T N T g
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sy are distursed In kxind. There are sften farm visits by the lander. ZFesrayment

ok

3

{5 usuzlly med2 z% th2 bank in one or more narts. The set of procedures involves
J = &

»apie TTans

cos=s for both th= lender and the torrower. In the
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2 +ime cost in interviewing Tarmer:

1

case of =h2 lander there is il
recording and riling documents; and meking Tarm visits.
azplicacions must be reviewed 0¥ several authoritiez at different lovels iz

t=a hierarchy of the bank. There are also the costs of maintzining 2a 0

eni othar public sary. He also must te praparad O
meat tha reguired cui-oi-pocket expénses Tor the transportaticn axgensas,
charges ror éozumeais, Laxss oo documents, brives, lawyers and notories =223,
ata, Olaarly such a CDS involves considerabie transactions costs for beih Iha

n costs, way have ths bauks developad such high CDSs?
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First, and foremost, is to protect +ne banx's funds by determining
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trospective borrower's creditworthiness. This
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~scumantztion attasting to land tenure and collateral is oftzn raguirad. In
2 -
the losn sarvicing rhase 1t consists of arover.y documented Aistursaerenis and
> - - -
fa visits b7 the bank agent to ensure the funds have Dbeen invested in

sccordance wi-n the lsan purpose. In the loan repayment phase it consists ¢
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araumed ©o have ons source of revenue (), whien is derived Trom a fixed
irterass nominal rats (r) times the loan volume. Thare are four catezorias of
¢as5ts. Tirst, ars tne financial costs (MC) associated with acquiring funds.

Tresz2 zre assumel to be a funesion of the cost of obtaining the loanable

!

}—~

oanzhla funds are assumad to be

5 27 2 canstz=nt interest rzte, Ald

"

T, ) Lma sed ol R, =) - i Sy A o N PRI S ~
Tmird, are Tz risk CoO3T3 (72) repraseniing the provabilziy thaei a loan
.ol -~ . <3 L < - T = ~ 3 - - o . - L
=221 m3t Be razpaii.  An averass PC is assumel por ounit ol monay lomnel.

Fourth, are tha lender transactions costs (L7C) that are direcily dus o

the eradit ds=livery system. 1t is very rezlistic to assume that transactions
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costs par loan ers constant (LTC) Zor 21l sizes of loans, since the procedursas

sizplizity it is zssumed that all loans are the same size.
2 rzvenuz =2nd cost Munetions are diagramed in Figure 1. The %otal
lznding cost Tnetion (C) is the vertical sunm of the four costs. IF Cl and Rl

rzlavant total cost and revenue funciions the lender would break aven

-
o
]

&7 loen vzlume Lo, At lesser iczn volumes the lender suffers a loss and atb
greater lcan veolumas a profit

jon- Y

rmzximize zrotit (D= R-C), or minimizs loss, it will prefer to operate as

ways. TFirst, r can be raised, say

Prolizanii

& revenue fuaction R.; tie treakeven loan volume would be lowarsd %o

R
(93
3
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L. and prcilzabilizy increased. 3econd, C czn be reduced, say to C2, which
would achizva the seme result. Third, = combination of the first two could
o2zur, Il 32 and T, were the relevani functions then the hreakeven level

-

C mar b2 lowered by reducing one or any ccmbtination of the fouwr coss3s.

owering LTC, say from LTC, to
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f3 shown above, such action would raise the lenders profitabil

Figuwz 2 illustrates how LTC could be lowered. L’Z‘C1 shows the transaction

funztion is derived as the average slope of a discontinuous, step-wise

CI5% 23sctlated With each loan, and the horiconta ngth of ezch ster is zha
lozn size, Since all loans are assumad to be of a fixed size the TC function

At lin2. To reduce the level of LTC the lender has four options.
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First, to expend thie size of ih= loan as shown in the left portion of LTCZ.

It is lixely thaz 17 the lendar expanded loan size that it might also want

tropic2lly associated with lozgzr-term type investments, as in cattle, machinary
and irrigation systzns, whereas smaller and short-term loans are uy.ically

usad for orerating =2wrenses liks seed, fertilizer and labor. If the

lendar wera to cheoss this option Tewer shori-tara credic needs of the farmers

Tha s2cond ortuica 1s to rzduce the size of the LTC as shown in the right
Tartion o L2C.. I zhe lender wara to streamline the CDS in order to reduce

LZC then mora Tarmars could T2 reachad, albiet with smaller loans, with the

0 be for opsrating e=xpanditures
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The third optioz is to r2zuc2 LTC by dealing with repeat borrcwers rathar

Thoses seeking credit for the first time require much
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more eifort on the t=rt of the baznx. In contrast, nmuch of the information and
docupments toliactad Tor a2 previous loan can be used by the lender for a repeszt

orrover.
The fourth cozticn is sc=2 combination of the above three. This would also

lead to lcnger-term lcans, bt 2ven lower LTC compared to the other two options.

et g Y e ha Y 1 - EI o | b P -
riguliural Tavsisrment Zznk and Monevrlander Casszs

The mcdal rz223ily explains the often-observed ~onditions of agricultural
d=velorment ban¥s zni ooneylsziars, In the case of the banks the combination
T cecacessionary intsrest rate =2nd high costs contridutes 1o the nigh

rziuired o breax even, Indeed, many banks do not reszoh

w TA
P

2% pvoiny, run = 1055 and n=2d sudsidization. In particular the high L
associatad with tha C23 a2nd the high FC associated with the centralized and

bureaucratic operazticns contribute to this rssult. Where loan repayment is poor
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ther imgortant factor. a afors <o reduce C, banks nigh: trr o

9y increasing the average size of lo2n. In some casas they =ay v

L7C by reducing the LTC; for exzapls, lendéing to groups and csoparatives,

23 0 a low breeskeven teint which axpizains why most rural financial

o

zve numarous anoneylenéders, =—any o7 whoz maxe few lcans and for small

Tarm enterprises and assoziztad
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i%y of the resources ancioyed as a rasult of
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2r ¢redii scheduwle, UD', is shown iz FTigure 2. It consists of the locu
F

< wvalues of the marginal revenua troducts of credit (MVP) resilizing

resources amployed usinz succassive units of credis. The dscand is
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trnt cause %the farmer costs in the Tora or lost reveauss. I35 should
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i2aling with lendar: that have ccaplex and time consuming CDSs such as

<=332 tnas reguirs multiple losn reviews of 1oan applications before disdburse-

cost {A3C) by dividing =11 terms by the size of loan, L.

T L) = LR - (I + ETC)) = LIAR - (r + A3TC)] = L[AR - A3C)

Figura 3 shows the prcfit mexinicing condition. The farmsr would want o

. Second, there is a minirmun
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ware at least equivalent to THQ. If ne did not have TZQ e would
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Figure 3. 3Borrower Credit Demand and Costs
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irst-time borrowers may have larger BTC,
%, and TXZ, than reraat borrowars bacausa they must present infermation and

documen<s that n22d not b2 Turnished again by repeat borrowvers.

low =z3sume thera are two lenders (I aud II) in the market and that any
Tzemer Will chooss S0 operate with one lender at a time., Tha decision criterion

lect the lender that offers him the largest
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T’ BTCII and DD', subject to the constraints

a27C

Th,. anl Ti, __. Thus zt any L, the Tarmer would cnoose I, be indifferent
2T oIl
- + T R + A N . s - . -
T and II, or cheoss T depsnding upon’ii iy subject to covaring TH,
for the preferrad lesnder. 7 2e cculd not cover TE  for that lender he would
o
. . N A m . . .
5= forzad to z second best (lover M) situation hy borrowing from the “her

lznder i ne could covar THE Tor that lender. IT h2 could not cover T52 for that
lznder he would be foreod to go withcout credit.
For any L the adbove ineguality showing preference for borrowing from the
two lendisrs can De rawritten 23 a function of borrowing costs, i.e.,
(=, + A3TC_ i __ + ABTCI_}. The level of L where the Parmer is indifferent

Tatwean I and IT is the point of indirferenca and where e would

Trafer 1o use oue lender or the .ther should L rise or fall.

not chaeose to opszratz with A lander because TH1> Ll' Therefore, the particular

Lol

izznder is rnot withip the farmsars feasible set of lenders. In this sitzation

ne Tzrmer weuld 5tTill 1likely want to work with a lender that had a CPS =atodying
W 732 even thougz it might zean paying a high r. Work by Ladman (1971)

shows this in Mexieo.

gvlendar and Azricultural 3Bank

Assume I and II are a moneyleader and ‘an agricultural bank respectively.

Further, as is ccmmonly the case, that ry greatly exceeds Tr1 and that BTCI is
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and prefer to work with the

moneylendas>» at loan sizes lass than L wnere l > . I1° if he hes funds to c

over

= Farmers praferring ths bank would want to borrow L, cradit Decause at

Toye ree 5
that level of crsdit thay would maximize their profits. Likewise, those
¢ want to borrow Ll'

If +he farmsr rrefsrs %he bank, but. can not cover TH_. then he would
ha forced £5 bhorraws Srom the wmonaylander, but would not use meore than Ll cr

P75 farmer were 10 Lorrcw fren the monsylender, bui could rot cover TIH_ L,
>

It is possibla zhat due t> the shape of DD' the farmer would b2 exclud:

froz operating with the banx tzciuse '“lTI> LlII' In other Words, the high

C excluie the farmer Trom inciuding the Tank within his feasible set of

The previous <wo szctions
landers in rural areas, as reprasanted by the loan ceonditions as well =s
_rrocedures and processes, heavily influence both lender and borrower behzvi
Thus, the CDS, as manifested in borrower and lender interaction, has an
important impact on the operations and structure of

4

rural areas. Indead, thea CDS, can provide a rational oxplanation of why se

ditferant credit institutions can operate side by side in a rural arsa even
=ay sach charge consideradly dilffsrent rates of interast.
Tne borrower model showed a farmer would prafer to borrow fro:d a

roneylender or an 2gricultural bank depending upon ©D', the two CbDSs and TH

end L. It was shown that, given the typical CDS for both lenders, farmers

el

orafer to work with the bank for larger and longsr-ternm loans and with the

v

2dit.
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or.

veral
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would
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~sneylanéer for zmallas ZuZ vl te.-S2. ~Cal3. yne Lendt: model shows that
-ua bpank prefers o lend for larger lozns =223 that tae acneylender is very

1ending for the smaller loans.
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competistisn oravail, r_ will de kept at some leval allowing the moneyleadsr <o
ebstract -oncpoly profits. In such @ manner the partitioning ol the market

transactions costs =and

It is ©o tha oonsylendars advantage to keep EEEi as low as possible. I?
5 Wwould prefer to borrow from the bank. Low g?EI
ture more of the total aggregate demand leading
would enabla the bank to
by mora effectively competinag

Indead, this would

= an imToriant mesasurs for the bank to employ in order to serve largsr

prudent, to employ cum-

burasucrasy micht resist ib,

Taird, iz is clear, *hat given She strengoh of the [irst Lwo factors that it is

(BN

very convanient Tor the bank to empioy a CDS ithat has high embodied BTC.__ Zo ration
b =

~redit a—onz vorrowars when an excess demand for bank credit exists dus to

I 4+

“na Role o7 Interast Rates

It r_ and/or r.. Wwere changad the market structure would be affected.

< 1 Wers raisad, fewer farmars would want to borrow f{rom moneylenders ari



cora wouli wont IO Dorrow roz= <2 bank, If r; vere lovwered the moneylender

3

czuld cagpzure more of the marxei. Coopetitive forces will determine the level

sl r
45 noted previcusly, strong arguments have been raised in support of
eiiminating the ccncessionary iniesrast rate of the bank. The cresent analysis

shows a2 2czsagusncas of such z22ticn on lender and torrower tehavior and
. If tha Tazk wsr2 10 railse TIT the individual {armer would

~2nt to Torrow lass Troxm the bank, The level of L at the point of indi?

would risa and consaguantly =—ore Jarzers would prefer to work with noneylendars

a=i fewar with thes barnk., Tharafore, if r,. Wara2 raised, and i “hs bank wanted

-~

tz2 land reform., 3Data rom three provinces of the Upper Valley illustrate

on lernier anj borrowar bahavior =2ad the structura of financial markats in
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landars that had rigistared lozns in the capital cities of the three provinces
that zade 1,079 loans, valued at 10.5 million pesos, for agricultural purposes.
Th2 singis office of the Bank mads 209 loans valued at 15.2 million Desos.

The2 3Sznk szrved 1.2 percent ol the farm families in the provinces and the

A3 3hiwm o In Tghig an
for the Zuni and monzylenders respectively. Bank loans, commoaly for invesiment

3 b
1

ttle, were typically 60 months in length. Monavlender loans wers typ Dic

3 monias in length and v-re directad to a wida array of purposas. It is clea
thal tha mineylendar tended o meX2 loans for smzall amounts and shorier Lerms
wnerezs the Zanx's loans were Tor much largsr amounts and longer terms. The

ateve zmodals Ior lender and bYorrowar bohavior explain why these patterns o

B,

speetively.  Lorrower transaciions costs for new Bank clients are 3,850 r2so0s

PRIV aST

tnise for clients ol fhe onoylander ars 87, Civen these c¢osts the farmer
trefers $5 borrow Irom the monaylendar for small loans and the Bank for large

lzzns. Th2 borrowsr's point of Indifference tztwaen tha two lenders is

Up T2 that point a Tarmer would prefer o borrow f{rom tha money er
avan thouzh 1t means paying tha L3 percent interesi because ths high average

borrcwing cost of working with the Bank would exceed the averazs borrowing

Y]

cost o working with zhe monerlandar., At the point of indifferance average

20553 arz L2,8 percant. Tor those borrowing from the moneylendar
most 15 due Lo transactions costs, 35.8 percent. In order to nmaxiniza

rrofits ths Tarmer will want {o obtain a size of loan that is equivalent to

1 the mean sizes of loan ware 72.7 and 9.6 thousand pesos

a2lly



- Averaga Terms of

Bank

the Upper

and Costs for Moneylenders and 3olivian Agricult

“2llsy, Cochabamba, 1979.

=~
ct
f3

3olivrian
Afrisultural
Moneylendar Sank
ank
60

Lender Figad Costs r Low
Lzndar Transacticons Co3%s per Loan Very Low
Borrowsr Transactions Costs: 2l THQ) 337 33,350
Cut-of-Pockzt Cos:s: Total 378 32,430
Qut-or-pocka: Costs: Apoli on Fhase (TH2) Ss) 51,352
Time Costs: Total®™ 311 31,520
Time Cos3: Application Thase’ 39 3900
7 Time valusd at 330 ser 3-hour day.
Sources: loneylenders - Ladmaz 2adé Torrizo (2231) and landar and borrower samplz
survays.
Bolivian Agriculsural 3zn% - Xvaran (1931), borrower sampla zurvays and

interviaws with banx.
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wnere th2 marginzl reiurns from credit are equal to the rate of interast. Tn

the cas2 ol the clizn® of the moneylendar, this is near the point of indifiarencs
tecause o7 the low averags transactions costs. For those borrowing from the

2ank tha optimun lean size greatly excseds the loan level at the point of

indiffersnce due to the much lower interest rate. In the process of expanding

loan sizz =h2 avarage borrower transactions costs are considerably lowered apnd

of credit and in ca'.sing farmers to prafer to work with one of th= two lenders
iz clegzr. Gome farmars may 055 want to Dorrow fron the Jank because tha
borrowing threshold exceeds thelr cotimum lean siza.  Parthermore, it zhould

th2 cnoizz of lendsr., In order to complste thz recuirements to obtain a Rank
loan ths Jarmer =must cover 1,930 pases of direct expenses. lany farmers may not

wney woull prafer Lo borrow a much larger amount froa the Bank., It is doubirul
that tarzars wouwld not have the 70 pases that are required to obtain n loa2n from oa

moneylencar, and, thareiora, would not be excludad {rom crediit on thnis aczount.
Borrowar behavior coavergas with lender tehavior to determine the siructure

of the marxzzt. A saaple survey of moneylenders in the Upper Valley showed

-lencéing is = secondary occupation where pzrsons lend funcs ovtained from
saving or 2arnings in other occupations. The moneylender typically meets with

time of lozn application and again when the

cr
-
=
(19

a clian* only twice, onca at
loan i3 r2paid. Thus little time is involved in diresct transactions with <he
client. <Cver time ihe moneylsnder has accumulatad knowledge about the client and
in such 2 way can maXes a quick judgesment about his credit worthiness.

Moneylending requires no office and very simple records. Under these circumstances

& lendzr czn expact to break even with a small loan volume. The fact that 81 perceant
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armars work with moneylendsrs because of the high out-of-pocket borrowing

Conclusions
Tn recent years, when evaluaiing the pericormance of rural financial nmarkets

and their ability to reach small fzarmers, most emphasis has been placed on the

(=

& o tha inter=st rate. In larce part this has bean due tc the fact that

g

meny azriculiural credit programs have employed concessionary rates, and tne

s of this underpriczd cradit on narket performance needed to b2

(]
9]
33
u
[11]
K¢
o
11}
'1
|L)

stateé. This paper has demonsirztad, however, that while the role of the interest

that suek emshasis is too narrow for, indead, it is the

complsie CD5, including both the interzst razis as w2ll as the gmbodiesd Lorrower
amd lender Sranssctions costs, shat detarmine not only how rural finansial
markets narform, but alsd how Shey are structuvad.

CUSs ~hzt embody hign “ransactions costs are shown to exclud: some farmers
Srom borscwing. They also encourzze both lendars and borrovers itowards largsr
1szn3, ziven any rata of interest, bacause with larzer and longer-term loans both

sevower will lower the average lendinz or borrowing costs and,

i
ke
192}

le=ai %o highzr revenuss for both partizs. In contrast, loan ciz

no% nsarly as important o eitrzr thz lender or borrower for a CDS thal embodies

low transactions costs bescause, in this casz2, average transactions cosus are

2.

jquize low znd the lencing and borrowing descisions rest mora2 on the interast vat
Thus, the transaction costs component oi the CD3 explains why several
eradit instituticns can exist sida-by-sida, but charging considerably different
intevast rates. Lenders, such 25 most agricultural development banks, with
1gway intiraeszt rates bub hizh transaciions costs, will cater to farmers wanting

larzer and longev-tern loans whereas lenders with higher interest raves and low
transaciions costs, such as moneylenders, will serve the farmers with smaller

n loans. Given the structure of the two lenders' CDSs, both the

= -+
and shorter-te

’1
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