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The main objectives of this study are to document
lending costs of the Jamaica Development Bank's Self-
Supporting Farwers' Development Program (SSFDP), to assess
the [inancial viability of the program, and to investigate
credit rationing behavior of the SSIPP in the ‘ace of
lnterest rate controls in an inflationary environment.

The data used in this study were obtained from the
SSEPDPL. I ospent & total of nine months (July 1980-March 1981)
inside the Jamaica Development Bank collecting data. The
principal sources are audited and unaudited financial
statements; monthly expenditure statements, including indi-
vidual employee salary expense accounts: loan account files;
2ndoother records, documents and files of the bank.

A najor part of the objectives were met by descriptive
or tabular analysis. In addition, a cost function was
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estimated using a Cobb-Douglas type regression model
employing the ordinary least squares (OLS) estimation
technique,

The results of the study showed the SSFDP experienced
high lending costs that increased substantially from 1974 to
1980. The total cost of lending ranged from about 23 per-
cent of loans outstanding to almost 49 percent for a period
average of 26 to 35 percent.

The high cost of lendiny, coupled with administered low
interest rates and high levels of inflation, have compro-
mised the financial viability and growth potential of the
SSFDP.

It was hypothesized that high costs of lending and
interest rate ceilings, would force the SSFDP to alter the
growth and composition of its portiolio so as to minimize
its losses and contain the rate of increases of subsidies
needed to function, or actually reduce them. The findings
of this study show that this was not the case. It is
concluded that either through choice or through political
pressure from the government (and possibly the Inter-
Americen Development Bank--the $SIFDP's external source of
funds) or some combination of all, there was not a concerted
or consistent effort on the part of the SSFDP to ration
credit by non-price means in an attempt to reduce the risks

and costs in its portfolio,
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PREFACE

Many low income countries have formed rural development
banks and related agricultural credit programs during the
past three decades. These credit programs were expected to
accelerate increases in agricultural output and incomnes,
reduce reliance on importation of food ana improve welfare
of rural dwellers by hastening development.

Many of these programs have followed a similar pattewrn,
That is, sooner or latecr, they begin to face massive repay-
ment problems, which coupled with high operating expenses
make them flounder. Policymakers in these countries usually
force these institutions to charge fixed and low interest
rates on their loans, compromising the ability of the insti-
tutions to earn adequate revenues to cover their lending
costs. The rcsult has been that the initially large port-
folios of these programs begin to decline or stagnate and
the programs eventually implode. This usually leads to
declines in the quantity and quality of the loan services
of the credit institutions and thereby undermines their
original objectives.

When this happens, scapegoats are usually sought to be
blamed for the programs' demise; managers are either fired

XV



or the programs themselves uare transferred to other viable
financial institutions. Yet another common practice is to
legally dissolve the institution and initiate another one
with a difterent name and/or staft.

The supervised agricultural credit program of this
study--the Jamaica Development Bank's (JDB) self-Supporving
Farmers bevelopment Program (SSKFDP)--has followed a similar
pattern.,  The parent institution, JDB, was dissolved in June
of 1981 (atter the data for this study was collected by the
government of Jamalca. 1Two new institutions were created in
its place, a National Development Bank to cater to industry
and tourism, and an Agricultural Credit Bank Ltd. (ACB
Ltd.). The ACB Ltd. has taken over the assets of the SSFDP.
lt 1s expected that all agricultural credit programs in
Jamaica will, in the Cuture, be brought under the direction
and control of the ACB Ltd. as a result of a policy to
"rationalize" agricultural credit in the island.

It 1s pertinent, therefore, for the reader to keep in
mind that, even though, the institution studied is referred
to as the JbB's SSPDLP (or SSFDP for short) it is now part of
the ACB Ltd. For the ACB Ltd. to do a better job in
achieving the objectives of this new rationalized agri-
cultural credit delivery system, it must be cognizant of the
importance of tight financial management and financial
viability. This will require some degree of autonomy with
which will come accountability on the part of the managers

Xvi



of the proyram. Critical to this goal of viability is
interest rate reforms. No matter how good or efficient a
manager 1s, he cannot run a viable institution when his

revenues are consistently less than his costs.
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CHAPTER T

INTRODUCTION

Many low income countries (LICs) have rapidly expanded
financial services in rural areas during the past three
decades. This expansion in rural Ffinancial markets {RFMs)
has been spurred through projects funded by the World Bank,
regional development bankg such as the Inter--American
bevelopment Bank (IDB), and the Agency for International
Development (AID)[1].1/  These projects have included
substantial increases in the number of institutions pro-
viding formal loans, as well as increases in amounts lent
tor agricultural credit [1,3].

Academics and policymakers have recently evaluated
many ol these projects and also assessed the performance
ol some rural financial markets. As part of this effort,
rescarchers from The Ohio State University and the
University of the West indies - Mona, under the sponsorship
of the Rural Develcopmen. Office of the AID Mission in
Jamaica, and of the Rural Development and Development

Administration Office of the Development Support Bureau in

1/ Refers tc citations in the Bibliography.
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AID Washington, completed a report on the state of rural
financial markets in Jamaica. This report, titled: "Rural
Financiel Markets in Jamaica: Analyses of Performance,
Problems and Recommendations," reviewed the size, structure
and recent performance of RFMs in Jamaica [31].

Two other studies were recently done on RFMs in
Jamaica. The first, a field survey conducted during the
last half of 1979 produced an interim report, titled:
"Farm-Household Credit Behavior: A Case Study of the
Jamaican Experience," which analyzed farm level credit,
savings and rural off-farm employment [33]. A second study
by Begashaw dealt with the farm level impact of the
Seli-Supporting Farmers' Development Program (SSFDP) [17!}.
The first study found that the SSFDP performed better than
other public sector agricultural credit institutions and
programs in Jamaica [31].

Followihg these studies, it was felt that additional
work was needed on formal agricultural lending costs and the
borrowing costs of farmers. While a considerable amount of
information has been gathered by the previous studies, none
directly addressed the 1mportant question of lending costs
and the viability of financial institutions. Begashaw
raised the question of lender viability and pointed our that
only "research which guantifies the costs associated with
financial and extension services" can definitely answer the

lender viability question [17]. “The Farm-Household Credit



Behavior" study after presenting arguments for the need to
study lender and borrower costs concluded that "in the end,
both studies would add considerably to our knowledge of the
nature and functioning of rural financial markets in
Jamaica" [31]}.

The purpose of this research is to document lending
costs using data from the Jamaica Development Bank's
Self-Supporting Farmers Development Program and assess the
tinancial viability of the prog.2m. An attempt will also be
made to assess the role these costs play in the behavior of
the bank, particularly in its credit rationing. Lending
costs are those direct costs incurred by credit agencies in
graitang, monitoring and recovering loans. These may
wreliude costs involved in loan supervision or uxtension of

technical information to farmers by the lending institution.

Objectives of the Study

The main objectives of the study are:

l. to identify and measure the main components of the
costs of lending to farmers,

2. to evaluate the factors influencing these costs,

3. to asscss the influence of the structure and level
of lending costs on the financial viability of the
credit agancy,

4. to assess the adequacy of internal informatisn

flows [lor the effective control and management of



lending costs,

5. to investigate the existence of credit rationing,
and

6. to estimate a cost function for institutional

lending to agriculture,

Justification

The role of finance and financial deepening in economic
growth and development is now well documented in the litera-
ture. The works of Shaw [93] and McKinnon [66] are but two
of these, if the most famous. These studies were preceeded
by the works of Gurley and Shaw [36,37,38) and Patrick [72].
There is a growing consensus that financial decepening can
accelerate the development process by promoting efficient
resource allocation and in lessening income and wealth ine-
quality.

This view is, in part, responsible for the prepon-
derance of "supply leading” finance in LICs' agriculture.
The "supply-leading" phenomenon has involved the "creation
of financial institutions. . . and related financial
services . . .," as pointed out by Patrick [72]. ‘“his is
in an attempt to increase agricultural output and incomes,
reduce reliance on importaticn of food and improve the
welfare of rural dwellers by hastening rural development,

Financial intermediation brings together these financial



institutions, the suppliers of their liabilities, and the
demanders of thelr assets to form rural financial markets.
The participants in RFMs are constrained by the trans-
action and other costs they incur. There are costs to
savers or the suppliers of funds, be it the opportunity cost
of their funds or negative real interest rates. The finan-
cial institutions also incur costs. Some of these costs
arise from 1its lending operations and others arise from the
acquisition of funds for onlending to borrowers. The
borrower on the other hand incurs both interest and non-

interest costs.

Ve

Underscanding the nature and magnitude of these costs
v¢owrucial because they influence both lender and borrower
“ihavior which, in turn, affect the performance of RFMs.
This performance includes access to credit by farmers and
the concentration of loans.,

Apart from influencing lender behavior, costs affect
the viability of tinancial institutions and therefore make
cost studies important. Viability is crucial if the insti-
tutions are to continue te be an impetus to development.
The 1ssue of the viability of these institutions becomes
even more prominent given policies in LICs that underprice
agricultural credit and force an inverted interest rate -
lending cost structure on bhanks; i.e., forcing banks to
charge lower rates to the high cost portion of their port-

tolic and higher rates on their low cost portion [30].



An important factor in the viability of the institu-
tions in RFMs is financial innovation. Group lending, for
example, has been suggested as a means of reducing both
lender and borrower transaction costs [23,92]. Any attempt
to reduce these costs of intermediation through financial
innovations will require knowledge of the nature of these
costs and the factors that affect them.

As important as costs are in understanding the nature
and functioning of RFMs as argued above, very little is
known about the real cost of providing institutional credit
to farmers [99]). The benefits to be derived from such a
study are both practical and academic. In particular, &t
~#d3t seven benefits might result:

(1) This study should provide information for judging
and improving the cost-cffectiveness of this supervised
agricultural credit program (SSFDP) in Jamaica. This
feature is particularly important since rates of interest
have been kept low on agricultural loans by domestic policy-
makers and foreign donor agencies.

(2) Since the SSFDP is a supervised credit program, the
findings of this study will give a clearer understanding cf
the cost implications of technical assistance and super -
vision through supervised cradit. This should assist
policy-makers in clarilfying the cosis and benefics of these

services and result in the design of better vrourams.



(3) By documenting the relative importance of the
various costs, e.g., administrative cost vs. risk cost, the
study will assist in directing the attention of decision
makers to critical cost areas and furthermore provide some
insight into the kinds of policies that might be appropriate
for better cost management.

(4) The results of this study might also provide guide-
lines for the design of improved cost information systems
for use by the management of agricultural credit institu-
tions.

(5) Cost studies are useful if they provide managers
data from which they can estimate the marginal cost (MC) of
siweiflec activities, MC informaticn would enable the insti-
tation to operate more efticiently in making loans and
providing other scrvices,

(6 As part of the loan contract between the Government
of Jamaica and the Inter--American Development Bank for the
S5FDP, four socio-oconomic evaluations of the SSFDP have
baeen done to date: in 1972, 1975, 1977 and 1980 [83,85,88,
91]. ‘These are in addition to the Begashaw study mentioned
above [17]. All these studies show a positive impact of the
SSFDF on their farm clientele. But at what cost? This
study will address this guestion and allow us to understend
more completely the “"costs and benclits" of the SSIDE,

{(7) More gencrally, this studv can serve as a basis for

Lurther studies of this aspect of ruval financial markets in
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countries other than Jamaica. It is also hoped that the
findings of this study will increase understanding of this

vital industry and stimulate further inquiry.

Organization of the Study

The discussion that follows is organized as follows:
Chapter II presents an overview of the Jamaican economy and
its formal rural financial institutions, highlighting the
SSKFDP. In Chapter III the theoretical underpinning of the
costs of lending is explored and related empirical evidence
that exists in the literature is reviewed. Chapter IV
investigates the behavior of the financial intermed.iary in
cost minimization and credit rationing. Chapter V discusses
t.he data used in the analysis, describes the methodclogy
used, and presents a definition of variables and statistical
methods utilized. Chapters VI and VII present the results
and analyses of the study while the final chapter presents

the summary, conclusion, and policy implications.



CHAPTER II
THE JAMAICAN ECONOMY AND ITS
RURAL FINANCIAL MARKET
In this chapter a brief overview of the Jamaican
economy is presented. Next the formal rural financial
institutions in the country will be described and the
Jamaica Development Bank's Self-Supporting Farmers

Develcopment Programme 1s highlighted.

Tne Jamalcan Economy: 1974-79

noenomic Growth

Jamaica's cconomy declined steadily from 1974 to 197%.
Real Gross Domestic Product (GDP) fell by 0.7 percent in
1974, the smallest decline within the period, declining to a
rate of -8.3 percent by 1976 and -2.3 percent in 1979 (Table
1). The average annual decline for the period was 3 per-
cent., This dismal performance 1s in contrast to the
"respectable" growth c¢f about 6 percent per year in real GDP
during the late sixities and early seventies [34].

Bconomic decline occurred in all preductive sectors of
the economy except agriculture. The agricultural sector had
an average goowth rate of about 2 percent per year over the
period,  However, its growth rate has ranged from a low of

9



TABLE 1: Macroeconomic Indicators, Jamaica, 1974-79

Year
Item 1974 1975 1976 1977 1978 1979
Rate of Growth of GDP -0.7 -2.6 -8.3 ~-1.9 -1.7 -2.3
Inflation Rated/ 20.6 15.7 g.1 14.1 49.4 19.8
Unemployment Rateb/ 21.2 20.5 22.4 23,2 24.5 27.8
a/ December to December.
b/ Averaye of April and October figures.
Source: National Planning Agency, Jamaica, Economic and Social Survey

(Kingston, Jamaica, various years) [68].

01
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abcut -6 percent in 1979 to a high of about 9 percent in
1978 (Table 2). Table 2 shows an increasing share of
domestic agriculture and a declining share of export agri-
culture. The value of domestic agriculture rose from J$70.2
million in 1974 to JS81.6 million in 1979, In contrast, the
value of export agriculture was lower in 1979 than it was in
1974: J$31.7 million vs. J$36.5 million. fThe value of
livestock and hunting rose from a low of J$37.2 millicn in
1974 o a high ot J$46.4 million in 1977. 1t declined,
however, in the years 1978 and 1979 to J$44.3 million and

J543.8 million, respectively,

Lnployment

The decline in economic activity has exacerbated the
unezmployment situation in the economy. The April and
Octover average rate of unemployment increased steadily from
avout 21 percent of the labor force in 1974 and 1975 to
about 24 percent in 1979 (Table 1). The incidence of these
high rates of unemployment 1s not symmetrical with respect
te the various social groups within the economy. In October
1979 rfor example, the unemployment rate was about 44 nercent
for the female labor force wnile thie male unemployment rate
was about half of that. This asyumctry was true for April,
1979 and the October-aApril figures for the other years

within the perioa [6€(1979)}.



TABLE 2: Gross Domestic Producct (GDP) by Sector in Constant
(1974) Pprices, Jamaica, 1974-79.3/
Year (Million Jamaican Dollars)

Sectors, Item 1974 1975 1976 1977 1978 1979
Agriculture and Fisheries 162.7 165.0 158.3 170.8 186.6 175.5

Export Agriculture 36.5 32.4 35.9 29.5 33.4 31.7

Domestic Agriculture 70.2 72.3 60.4 75.6 90.7 8l.6

LLivestock and Hunting 37.2 41.2 42.8 46.4 44.3 43.8

Other Agricultureb/ 18.8 19.1 19.2 19.3 18.2 18.4
Other Sectors 2,107.2 2,046.9 1,870.C 1,817.8 1,768.7 1,735.6
Toral GDP 2;,269.9 2,211.9 2,028.3 1,988.6 1,955.3 1,911.1
Rate of Growth of

Agriculture in GDP 2.0 1.4 4.1 7.9 9.3 -5.9

a/ Sec Appendix A for the Implicit GDP Deflator used in deflating the current

values, and the U.S.
b/ Fishing, Forestry and Logging
Source: Extracted

(1) ard calculated (2)

exchange rate for Js.

»

from National

Planning Agency,

Jamalca, Economic and Jocial Survey (King -ton, Jamaica, various

vears)., [63]

cT
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Price Level

The rate of inflation fluctuated substantially between
1974 and 1979. Measured by the December to December changes
in the All Jamaica Consumer Index, inflation declined from
about 21 percent in 1974 to about 16 percent in 1975 and
then to 8 percent in 1976. In 1978 it shot up to almost 50
percent, and then dropped to about 20 percent in 1979 (Table
1). This price instability clearly adds to the risk and

uncertainty of farming as well as financing.

Balance of Payments

Jamalca's current account balance was consistently in
deficic foc the period 1974-79. As can be seen in Table 3,
the current balance fell from about minus JS152 million in
1974 to about minus J$257 million in the following two
years. It improved to minus J$31 million but deteriorated
again to minus J$60 million in 1978 and got even worse in
1979, when the deficit recorded was minus JS107 million.
The bhalance on services was largely responsible for these
detflcits. Lt deteriorated from about minus JS8¢ million in
L9974 to about miaus J$232 million in 1979. The balance on
merchandise improved from about minus J$107 million in 1974
Lo anout J$55.7 million in 1979. There was a considerabhle
increase in the balance on transter payments whicl: moved

Lrom about J$21 million to J$€9 millicn durina the period.



TABLE 3: Balance of Payments in Jamaica: Current Account
Balance and Net Capital Movements, 1974-79

(Million Jamaican Dollars)

Current Net

Transfer Account Capital
Year Merchandise Services Payments Balance Movements
1974 ~106.9 - 79.5 21.3 -151.8 221.1
1975 ~-144.8 -136.0 23.8 -257.0 189.9
1875 -119.9 -i75.5 36.2 -257.2 43.9
1577 85 -134.6 18.2 - 31.4 51.7
1978 47 .1 -130.1 23.3 - 59.7 8.9
1979 55.7 ~-231.5 9.0 106.8 -30.4

Source: National Planning Agency, Economic and Social Survey (Kingston,
Jamaica, various years). [68]

PT
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The consistent deficits in the current account balance
have generally been covered by capital movements, but even
that has deteriorated fro. a high of about J$221 million in
1974 to a deficit of J$30 million in 1979 (Table 3).

During this period, the foreign exchange reserve posi-
tion was also unfavorable. It declined from about JS130
million in 1974 to minus J$394 1rillion in 1979, The deficit
between 1978 and 1979 was J$128 million (Table 4).

In summary, the Jamalcan economy has been beset with
decliining economic activity for the past six years., It has
experienced severe uncmployment and intlationary pressures,
defteriorating balance of payments and acute devletion of
Tovéelgn exchange reserves.,  The overall poor performance of
the Jamalcan eoconomy 1s not all that unusuval for a non-oil
producing, open-cconomy LIC in the post-OPEC oil price hike
world envivonment, [t 1s the megnitude of the poor perfor-
mance that makes Jamalca stand outt. The average rates of
econonic yrowth for the non-oil producing LICs have been
agpreciably lowzr in the last six years than during the late
1560s and early 1270s. As a group, their growth of real
GbP, ofter averaging € percont a yoear during the period
1967-72 and approachinjy 7 pereent in 1973, has eased tc
arouns 5 percent since 1976.  In 1979 it averaged 4.6 per-
cent [511. S5tili this growtiy performance stands out in

sharp contrast te the uniformly negative record of Jamaica.
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TABLE 4: Jamaica's Net Foreign Exchange Reserves,
1974-79 ($ million)

Net Foreign

Exchange
Year Reserves
1974 130.2
1975 56.6
1976 -181.4
1977 -195.3
1978 -265.8
1979 -393.9

Scurce: National Planning Agency, Jamaica, Economic and
Social Survey (Kingston, Jamaica, 1975 and 1979).
[68]
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Rural Financial Markets in Jamaica

In this section a hrief description of the formal rural
financial institutions in Janaica is presented.l/ This is
followed by a closer lock at the institution to be studied,

the Self-Supporting Farmers' Development Program (SSFDP).

Structure and Growth of Jamaica's RFMs

There are five principal formal sources of agricultural
credit in Jamailca {31].2/ They are the Commercial Banks,
the Jamaica Development Bank (JDB), the Self-Supporting
Farmers' Development Program (SSKFDP), the Agricultural
Credit Board with the Pcople's Cooperative Banks (PCESs), and
the Crop Lien Proyram of the Ministry of Agriculture.

The Commercial Banks are the only private sector source
oi formal credit to agriculture. They are also the single
largest source of credit and their loans are mostly short-
term. 'They lend mainly to medium and large sized farmers.
In recent years, however, the commercial banks have become
involved in lending to large government agricultural
cooperatives (31,32, 34,

The remaining agricultural credit sources are public
scctor institutions or programs. The Agricultural Credit
Board, the first of these public institutions was

1/ For further deraile see Graham and others [31]. Some of
the material 1n this section Is drawn from this report.

2/ The olher minos sources of credlt are: (1) ‘The commodity

T boards SCrv g Foev o wtoCrops, Tug., cocoa, eoffes,
sugar, etoe., (27 oir Loans by the Ministey of
Agriculture to favwmors ic ite Land Lease Program,
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established in 1960. It has two portfolios: one line of
direct loans to larg: farmers, and the other line for small
farmers through the People Cooperative Banks. The term
structure of the ACB loans are largely short term [31,32,34!

The Crop Lien Program was the last of these public
programs to be created in 1977. It is administered by the
Ministry of Agriculture through their extension agents who
work with the Peoples' Cooperative Banks. Crop Lien loans
are mainly for small, domestic food producing farmers

(31,32,34].

The Jamaica Development Bank

The Jamaica Development Bank started operations in
L1969, It was an autonomous government sponsored institution
and succeeded the Development Finance Corporation which was
established in 1959. The principal role of the Bank was to
foster economic development by assisting in the establish-
ment and growth of productive enterprises. The JDB was
designed to meet four main objectives; to fill various gaps
in Jamaica's existing financial system by increasing the
avallability of medium and long term financing in certain
sectors; to supplement scarce domestic funds with loans from
overseas scurces; to assist in the establishment and expan-
sion of devclopment enterprises by participating in shave
capital, granting loans to industry, tourism, and agricul -

ture and orther forms ¢f financial assistance {547,
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As of June 30, 1980, the JDB had a loan portfolio of
just over J$80.35 million with the largest portion, JS38
million (47 percent) in industry. Agricultural loans
comprised about J$21 million or 26 percent of the total
portfolio with tourism accounting for J$15 million or 19
percent. The remalning & percent or Js7 million were in
Insurance Premiums and Guarantees. These are largely medium

to lonyg term ioans to mainly medium to large farmers.,

The Self supporting Farmers' Development Program

The Self Supporting Farmers' Development Program
(SSFDP) was =stabiished in 1969. 1Its aim is to provide a
combination of short, medium and long term credit, as well
A3 technical assistance to small farmers (mainly in the 5 to
25 acre category) to make them viable and improve their
standard ol living. The program also aims at increasing
agricultural production to provide food for domestic necds
and tor the export market,

The Program is jointly sponsored by the Government of
Jamaica (GOJ) and the Inter-amcrican Development Bank (IDB).
To date it has been the berceficiary of four separate loans,
A breakdown of the sources for all four loans ise presented
in Table 5, In addition to thesce funds, the SSFDPP also
operates Aa ”Recovefy” Loan Progran to finance three
cnterprises, namely: banana, sugar canc. and cocoa, far

which loans are aot normally available in the DB (man
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TABLE 5: Self-Supporting Farmers' Development
Program: Sources of Funds.

Million U.S. Dollars

Contract No. Contract Date IDB Loan GOJ Loan Total
269/SF-3JA Dec. 18, 1970 6.20 3.70 9.90
317/SF-3A March 9, 1972 3.00 1.80 4.80
359/Sr-JAa Sept. 1, 1973 7.90 7.85 15.75
516/SF-3A Dec. 14, 1977 6.00 3.00 9.00

Source: Jamaica Development Bank, Self-Supporting Farmers’
Development Program, "Socio-Economic Evaluation
Report," September, 1980.
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Program. The source of this "Recovery" loan fund is made up
from the repayments made by the beneficiaries of the IDB/GOJ
lnans.

The SSEDP has experienced several administrative
changes since it was established. From 1969 to 1972 it was
coordinataed by the Ministry of Rural Land Development, while
the Agricultural Credit Board was responsible for loans to
farmers. In 1972, cthe Ministry of lural Land Development
was abolished and the coordinating responsibility was trans-
ferred to the Ministry of Agriculture. In 1974, the JDE
became the main administcator responsible for ioan appro-
vals, disbursem=nts, and loan recoveries, while the Ministry
f Agriculture provided cxtension services to the
povrrowers.,3/  To promote an elticient operation of the
program, the JDB'took over the extension services and in May
of 1975 becamz the sole administrator of the program.

With the JbDE now in complete control of the program, it
established 1) Arca Oifices, covering the entirce island.

These werce grouped into six Regilonal aceas and placed under
the supervision of six Reglonal Project Officers {RPO;,
assisted by Assistant Project oflficers (APO), Dovelopment
Officers (DC), Area Recovery Ofticers (ARO), and secretarial
stall.  The APOs were given the responsibility of pro-
cessing, assessing, and submitting loan applications for
decislon, while the DUs superviscd farmeag operations and

3/ e JDBTIS pald a management fee of | percent of loan
Solstanding for its management function.
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gave technical assistance to the farmers. The Recovery
Officers have the responsibility of collecting outstanding
loans. 1In 1976, the RPOs were given the authority to
approve loans of up to J $5,000, as a move towards decen-
tralization.

In March 1979, the Bank abandoned the area boundaries
classified as Land Authorities. Arca boundaries were tl.2n
made to equate with the 13 parish boundaries, under Parish
Project Officers (PPOs). The field staff of the SSFDP con-
scequently consisted of PPOs, Assistant Parish Project
Officers, Parish Recovery Officers, DOs, and the secretarial
staff.

The field staff are linked with the SSFDP Central
Otfice in Kingston through the Agricultural Department
headed by an Agricultural Officer who is assisted by
Assistant Agricultural Officers. The remainder of the
Central Office consists cf a Technical Support Unit, an
Internal Audit Department, a Legal Department, a Finance
oepartiment, an BEcenomics and Statistics Depariment, and an
Administrative Department. The overall activities of the
SSEDP were directed by a coordinator who is an employee of
the JbB.

The SS¥DP continued to change administratively. The
Central Office staff, which was housed a few blocks frcm the
Jamaica Development Bank Bu:ilding, moved into the JDR

building in February 1980. As part of thesc changes, and
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also as a part of an attempt to reorganize the overall
structure of the JDB, the SSIKDP came under the authority of
the Vice President for Agriculture and SSKDP (of the .IDB)
efte~tive January 1, 1980,

The s5EDP was fully integrated into the JDB in October
1980 as the "Small Farms Project" Department of the JDB.4/
Since then the lLegal, Finance, Administrative, and Technical
units report to the respective Vice Prosidents in the JDG.
The Internal Auditor reports directly to the President of
JDB, while the Agricultural and Bconomics sections repocted
directiy in the small Farms Project Department.

sumnary statistics about the SSPOP from 1974 to 1980
are given in Table 6. As can be seen in the Table, the
Pregram ineveascd its numbor ol leans made per year from 219
in 1974, vo 1,519 in 1977, with the 1980 fiqure dropping to
756.  The value of these loans for these years was more than
JSL million, about 4$7 willion, and more than Js5 million,
respectively.  Disburscments were aboul "$458 thousand in
1974, peaked at close to J$6 million in 1977 and dropped to
less than J$5 million in 1980. The $SSIFDPs overall loan
outstanding to agriculture also increased from about J$974
thousand in 1974 to more than J$25 million in 1980.

Tne S500P nas hecome one of the most important sovrces
ot agricultural credit in Jamuaica. SSFDP loans consti:ute a
major proportion ci Lhe total loans Lo agriculture ir

4/ For ehe purposes of this study, 1 will still refer “o the
program as the SSEppP,



TABLE 6:

Self-Supporting Farmers bDevelopment Progyram:

Loan Approvals,
Balanced/

at Year End,

Disbursement, and Loan
1974-1979.

(Thousand Jamaican Dollars)

Year No. of Amount  Disbursements Loan Balance
1974 219 1,046 458 9,739
1975 1,059 5,277 2,764 11,764
1976 1,213 6,649 4,538 15,782
1977 1,519 6,913 5,969 20,912
1978 753 3,777 5,547 24,939
1279 798 4,361 2,870% 24,437
1980 756 5,631 4,581 25,618

2/ loan Portfelio

* Does not include disbursements on Recovery Loan.

Source:

Unpublished data, Jamaica Development Bank.,
Development Program,

Self-Supporting Farmers'
Kingston, Jamaica.
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Jamaica, and it represents one of the most rapidly growing
agricultural programs in the island [31l]. Since the SSFDP
and the JLB commercial agricultural window are largely
responsible for the increase in agricuitural credit in
Jamaica during the 1970's, the SSEFDP represents a good
choice tor a study the lending costs of agricultural credit

in Jamaica.

Various studies have called for reform of the public
sector agricultural credit programs duc to overall unsatls -
factory pertormance (7,351, 34§ . Among the deficiencies iden-
tificd by these studies are (a) "a plethora of credit
institutions and schemes resulting in inefficiencies, dupli-
caticn, waste of resources and confusion in the minds of
farmers" [7); (bh) "organizational .n® administration
problems associatod witn some crodit agencles" [7}; (c)
"lack of management and technical expertlse In the admi-

nistration of credit" (7] (d4) "limited aceess to formal

~e

credit by a majority of small farmcers” [34]; (o) "weak loan
ronitoring and collection procedures leading to high
delinguency and thereby affocting adversely the viability of
the programs” 134); (f) "interest rate vestrictions and lack
of any sustained effort to mobilize savings in the rural

areas" [34;).,
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The government, in response to this poor performance,
sought to revamp the agricultural credit system in the
island. This led to the strateqgy of "rationalizing" agri-
cultural credit by consolidating existing programs. The JDB
was originally suggested as the oversecer of the "rational-
ized system but was found to be an unacceptable choice due
to its negative image with the World Bank, IDB, and the
Caribbecan Development Bank.

in June 1981, the qgovernment dissolved the JDB and in
its place created two new institutions; the National
Development Bank to cater to industry and tourism and the
Agricultural Credit Bank Ltd. (ACB Ltd.) ‘The ACB Ltd. is
the institution designated to carry cut the rationalization
of agricultural credit in Jamaica. it is to take over the
SSFDP and upgrade the pPCBs. It will be solely responsible
for attracting international financing for agricultural
development in the country. It is expected that all agri-
cultural credit programs in the country will, in the future,

be brought under the direction and control of the ACB Ltd.



CHAPTER I1t

COSTS OF LENDING TO FARMERS

In this chapter the theorctical underpinning of the
costs of lending to agriculture will be explored. Related
empirical evidence from the literature will also be
reviewed.,

Very little is reported in the literature about the
real cost of providing institutional credit to farmers sn@
especially to small farmers [99]. lowever, it is generally
accepted that agricultural credit programs are costly to
adrinlster [27,63,98]. This is becauso of the uncertain
ratore of tarming, because farmers usually require more
attention due to their lack of experience in the use of bank
services, becaus: they often lack suecure collateral, and
hecause they ave widely dispersed, Agricultural lending
costs are also high becausc of the lack of management and
technical expertise, in tho administration of credit, of
some of the financial institutions operating in the formal
cradit market [27),

The financi.al cost of agricultural credit consists of
direct and indivect costs or private and social costs ..t/

Vega defines Financial costs to mean interest
bayaent o7 loanable funds (26 . Reghavan also used
financial coscs to reproesent Lihe cost of funds [771. Foxr
the purposcs =L Lhis study, financial coste (g defined s
stated abowve,

N
~J
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Direct costs can be defined as those reflected in the income
statement (income and expenditure account) of the lender
without subsidies. 1Indirect costs are those incurred by
soclety. This includes the government costs and exter-
nalities in activities directly associated with credit
operations [i15,99]. But as Benston [15] explains, there are
relatively few externalities in the production of financial
services, which leaves the indirect or soclal costs to basi-
cally those incurred by government and its agencies.

The cost of lending has traditionally [20] been defirzad
to include threc main components: the cost of loanable
funds, the costs of administration of the loans, and the

losses due to default (risk cost). These, in addition to

'

taxes, constitute the direct costs of lending. The erosion
of the purchasing power of the loan portfolio, by inflation,
could be considered a further category of direct cost [99].
This, however, will not be the case where the lender can
charge variable rates. That is, where the loan rate is
indexed to inflation or the lender can charge a premium for
expected inflation. The three main components of the cost

of lending are examined in detail below.

Cost of [Funds

In most low income countries, a larye part of the funds
for agricultural credit institutions are provided by govern--

ments, a central bhank or a refinancing agency. Trese funds
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are often made available to the government by extcrnal
sources. 'These sources include foreign governments, multi-
lateral development agencies, particularly the World Bank,
and regional development banks such as the Inter-American
Development Bank and the African Development Bank
{21,63,99]. ‘These external funds may carry concessionary
prices., Most funds made available to the ultimate lender
are priced at rates below those that would have to be paifd
to mobilize deposits Lrom the public (v9].

The economic cost of loanable funds consists not only
of the interest payments on deposits and on borrowings, but
also of some "administrative" costs associated with the
asquisition and management of the funds [26] .2/ these may
«nclude labor and non-labor costs incurred in negotiating
loans and scrvicing loanable funds and contracts,

There is yet another component of the cost of funds
associated with toreign loanable Funds. Thesoe funds are
usually denominated in foreign currency. A devaluation of
the domestic currency or a revaluation of the foreign
currency will change the domestic currency value of rhese
Liabilities. local governments sometimes assume these
foreign exchange risks. Sometimes, however, external donors
stipulate thac the sub-borrowers bear the foreign exchange
costs associated with their leans 122}, To the extent that

2/ The Intercst payments may also include cservice chazges
and commitment fees,
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these costs are borne by the local government or the sub-
borrowers, it does not constitute a cost to the lending
agency. However, it is also not uncommon for the ecredit
institution to be saddled with these costs. If and when
this occurs, it should be correctly accounted for as a com-
ponent of the cost of loanable funds. Raghavan has
suggested several broad gqguidelines for allocating foreign
exchange risk [77]. My intention here is not to indulge in
the debate about who should bear the foreign exchange risk
but rather to point out that, to the extent that a lendiing
institution hears part or all of this kind of cost, it
should be treated as a cost in calculating the economic
costs of loanable funds,

The World Bank in its Agricultural Credit Sector Policy
Faper of 1975 suqgested, as appropriate, the use of the
opportunity cost of using funds for agricultural credit,
rather than for some alternative program, as the cost of
funds [Y8]. The statement noted that estimates of oppor-
tunity cost of capital in low income countries in the
literature are "seldom less than 8 percent in real terms,
approximately the level required to mobilize savings
effectively."

The cost of funds will vary, depending upon the country
and the sources of funds. One study found that the average
nominal cost of funds was ahour 5 percent of loan values for

a group of agricultural hanks €3 . Gonzalez~Veyga found the
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cost of funds in the rural banking system in the Phillipines
to have ranged between 1.5 and 3.2 percent between 1964 and
1971 (26]. A VWorld Bank study estimated the cost of ftunds
in the Indian three~tier cooperative banking system to be 11
percent of loans outstanding [(99]. Ahmed [5]), found this
component of cost toe be 3 percent 1n the Sudan while
Pokharel assumed 1t to be 2 percent in a group lending pro-

ject in Nepal [74].

Cost of Loan Administration

Administrative costs avise from evaluating loan appli-
cations, monitoring loan performance of borrowers,
collectinyg loans and managing delinguencies. These costs
taclude wages and salaries, occupancy expenses, costs of
materials and other aiscellancous expenses. The administra-~
tive cost of agricultural credit institutions tend tn be
higher than those of other types of lending institutions
(27,63,98]. Credit distribution 135 more costly in rural
areas than 1n urban areas because borrowers in rdral areas
are widely dispersed (98],

It 1s difticult to comparce administrative costs hecause
there i3 little comparability in what credit institutions do
and what they report as administrative costs (63]. Some
credit institutions provide only credit, while others pro-
vide anclllary scrviees and technical assistance in addition

to loans. The size and Jduration aof loans also have an
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effect on administrative costs [98]. The World Bank found
the median administrative cost for a group of institutions
to be around 5 percent of the total loan portfolio. The
same study estimated the administrative cost of an efficient
institution making wmedium and long term loans to large
farmers to be about 3 percent. For an institution providing
short and long term credit to small farmers the estimate was
between 7 percent and 10 percent of the total portfolio
[98].

The estimated administrative cost of the Indiar threc-
tice cooperative credit systo was about 6 percent of loans
outstanding [99). Ahmed [5] found the cost of loan admi-
nistration 1n the headquarters of the Agricultural Bank of
sudan to have ranged between 2 percent and 8 percent and at
one branch oftlice to be between 2 percent and 23 percent
from 13965 to 1977. VFor the rural banking system in the
Phillipines, the average administrative costs of operation
declined steadily from 7 percent in 1960 to 5.2 percent in
1973 {26]. In a different study, Saito and Villanueva [79]
found the administrative costs of lending to small-scale

fFarmers in the Phillipines to be between 3 and 4 percent.,

Risk Cost
[n many cases, a considerable percentage of loans made
by agricultural credit institutions to farmers are not

repald on time or are never repaid [63]. Various reasons
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have been given as to why these credit programs have and are
experiencing serious arrvears problems.3/ Whatever thesc
reasons are, delinguencies and defaults entail a cost to the
tinancial institution. These are risk costs. They are
costs because default risks concern the probability of
losses of interest and principal owing to borrowers' failure
to meet their contractual obligations to a bank and of
nonrecoverable costs that the bank must incur when
attempting to enforee contractual compliance.

The World Bank = .udy of the Indian cooperative credit
system [99] estimated the risk cost o be 1.5 percent of
toans outstanding. The study enumerated the main elements
in the cost of risk as follows:

a) The time of management and staff, and their
assoclated overhead, devoted to collection efforts
beyond the normal process of accounting, bhilling
and routine reminders, including the administration
of penal interest charges and the cost of legal
action to enforce recoveries after default.

n) The cost of erosion of confidence and Joodwilil on
all sides that results from such conditions.

c) The cost of malntaining bad debt reserves in excess
of legal requirements.

d) A Joss of acoess to Funds in some cases whevre these
vould be available 1f delinquencies and defaults

ere better controlled,

7

- .

ea, Lor exanple, Boekys-dapkwa t19; and Vvon Pischke [97]

i Wi
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e) The cost of postponing income because of delinquen-

cies, and eventually the cost of writing off had
debts. The former miyht be lost earnings from
additional investment, while the latter is erosion
of the assets of the institution.

Ahmed's Sudanese study [5] found the risk cost to have
ranged from 9 percent to 22 percent. The Nepalese study
[69] using default rates as a proxy for risk cost found this
component of cost to be 2.7 percent in one branch of the
Small Farmer Development Program (SSFDP) and 31.0 percent in
another,

There is often a trade-off between administrative costs
and loan arrcars [58,98]. Quality of service, more careful
scrutiny of applicants, supersision and pursuit of
delingquents can lower the delinquency and default rates but
also increasc administrative costs. The cost of loan admin-
istration is the main component of lending costz over which
management. can exercise some control.  Sound and efficient
management can reduce these costs to some cxtent. Bhatt
also argues that innovations in rural financial markets can
reduce lending transaction costs, a majcr portion of which

is administrative cost [18}.

Total, Average and Marginal Costs
The foregoing discussion has identified three main com--

ponents ot costs, i.e,, onot of funds, administrative costs,
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and risk cost. These costs constitute the total cost {TC)

fFunction for a lender, which can be expressed as:

1l

TC P+ K + R {3.1)
where,

TC

Lt}

total cost
F = cost of funds
K = Administrative cost
R = Risk cost

In this scction [ will postulate a relationship between
this cost function and the size of loan yranted. To Ffacili-
tate this, the administrative cost (K) will be divided into
Lwo parts: handling cost (H) and risk reducing costs (D).
Putrting these 1n (3.1) yives:

TC = I + U + D + R (3.2)

The lender's cost of funds (F) is fixed and does not
vary with loan size. 'The two parts of the administrative
cost behave difterently. The handling costs (H) are
generally fixed and independent of loan size. The risk-
reducing costs (D) on the other hand are not fixed, They
may vary positively with size of loan. The bank will nor-
mally put in more e¢ffort and resources in gathering infor-
mation about, and monitoring, a large loan than it will =
small loan. This 1s beocause if the borrower defaults, the
detault is greater or the larger loan.  For this samoe
reason, tne delault costs vary pesitively with size of

loans.
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The average cost function (costs per unit) can be
reprsesented as:

AC = f£f +h +4d +r (3.3)
From the above discussion, this furction consists of Average
Fixed Costs (AFC) which comprises f + h, and Average
Variable Costs (AVC) comprising d + r. These and the margi-
nal cost curves are depicted in Figure 1.

AFC takes on the characteristics of a hyperbola. This
is because the fixed costs are spread over a larger number
of units as loan size is increased, and therefore AFC decli--
nes monotonically. AVC and AC first decline and then
increase as loan size is increased. The ccrresponding MC
curve lncreases as the size of loan increases. MC is equal
to £ when the size of the loan is equal to zero. The
foregoing discussion will not change if the number of loans
(not the size of loans) was used as the unit of output.

These costs and their relationships to output will
serve as the backdrop of the theory of the behavior of the

lender (the bank) which is explored in the next chapter.
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MC AC = Fthtdtr
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Size of Loans

Figure 1.  Average and taryinal Leading Cost Curves



CHAPTER IV

LENDER BEHAVIOR

In this chapter the behavior of financial intermediaries
is investigated. The costs of lending, developed in the
previous chapter, will serve as a backdrop for the following
discussion. This chapter deals with two main issues,
namely, cost minimization and credit rationing. ‘The
discussion is based on the premise that managers of rural
financial institutions are raticnal and that they attempt to
optimize some utility function which includes financial
viability. Financial viability requires that revenues cover
costs and that the real value of the loan portfolio is

sustained or expanded over time.

Cost Minimizing Behavior

™o different approaches have been employed in the
literature to model financial intermediaries. The
Markowitz-Tobin [65,95] portfolio theory has been adcpted by
some writers as their analytical framework. The portfolio
theory approach assumes thet the lender's utility function
is quadratic in expected return and risk and that his beha-
vior can bhe explained by the expected return-risk (E~V)

33
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trade-off, A portfolio is efficient if it is impossible to
increase its expected rate of return without raising its
risk (variance) since the lender is usually assumed to
exhibit risk aversion.

The expected return of a portfolio E(P) and the

variance of the portfolio V(P) can be defined as:

N
E(P) 2121 u; Ky (4.1)
N N
V(P) ziil jil Oij X4 xj (4.2)
where,
u;, = return on the ith asset in the portfolio
X; = percentage of the portfolio in the ith asset
oij < the covariance betgeen the returns of assets i
and j, and 0;j T 04 represents the variance in
the return of asset i.
N = number of assets in the portfolio

The utility function for a profit-maximizing, risk-averse

lender is given by

N N N
U = £ [E(P),V(P)] = & u.,x. - , & L 0. X, X (4.3)
i=1 t1 i=1 j=1 Y 1 3
where p = degree of risk aversion of the lender,
§u S u p
-~—6—E‘TI-)--)—'- > 0 ’ _B.ET\—/)_. N O ( 4 . 4 )

The general portfolio problem of the lender is to

N N N
Maximize U= i u. X. = p s L Oi. N. X
i=p *+ ¢t i=1 g=1 Yt 0
N
subject to z x; <01
i=1
X i 0 i = l, e 0 0 1 N (405)
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Given values for the uj's and Oij'sr an optimal selection
portfolio will be determined as a function of p. This maxi-
mization for the risk-averse lender will normally imply the
sclection of a diversified portfolio.

Diagramatically, the (E-V) framework can be represented
by Figure 2. The efticiency frontier consists of efficient
asset portfolios. I} to I3 are iso-utility curves. Each
iso-ut1ility curve represents different combinations of E and
V that will give the lender the equal utility. I, repre-
sents a higher level of utility than I, and I3. The optimal
portfolio 1s at point P, where the iso-utility curve I is
tangent to the efficiency frontier.

Prominent among the portfolio theory approach are the
works of Hart and Jaffee [44], Hyman [50), Kane and Malkiel
[55], Parkin [71], and Pyle [76]). Robison and Barry {78]
nave also applied portfolio theory to rural banks.

The main advantage of this approach is its explicit
treatment of risk and uncertainty, an important feature in
any tirm's behavior. However, portfolio theory has
drawbacks. Most importantly, it does not deal with the
production and cost constraints of intermediary operations.
The role these constraints play in determining equilibrium
output and its quality is thus ignored. The portfolio
theory apprcach also assumes perfect competition 1in the

asset and liability markets of financial intermediaries, an
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"igure 2. The Optimal E-V Strategy
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assumption which has been criticized by Klein [59,60), among
others,

Other authors have used the neo-classical theory of the
firm in attempts to improve upon the deficiencies in the
portfoiio theoretic models of financial firm behavior. Bell
and Murphy [11lj, Kareken [56], Klein [60], Pesck [73), Shull
[94], Towey [96], and Gonzalez-Vega [27,28,29] are examples
of this approach. The theory of the firm approach
appropriately consider production and costs in describing
the operations of profit-maximizing financial firms in an
imperfectly competitive market. However, they mostly disre-
gard risk and uncertainty., But as Baltensperger [10] has
pointed out, "There are important links between a bank's
cperating expenses and its tinancial risk characteristics so
that thesc two aspectsg should not be looked at separately,
but in conjunction." Sealey [8l] does that by developing a
model of intermediary behavior that inteqrates risk con-
siderations with market conditions and cost considerations.

The theocy of the firm deals with costs and production.
The firm-thecretic models have encountered obstacles in
applying this theory to intermediary behavior due to incon-
sistencies in, and a debate about, what constitutes a bank's
output. At the heart of this debate is whether deposits in
financilal institutions should be considered as inputs in
"produecing® loans or as oultput 10 themselves. Benston [15]

in his 1972 encyclopedic study, enunciates thuree, somewhat
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interrelated reasons for these differences. "One is basic
to the nature of the industry: financial institutions pro-
duce services rather than readily identifiable physical pro-
ducts, and 1t 1is not clear how one might measure the output
of services. A further complication of this problem (not
limited to cost studies of financial instituticns) is how to
define output for a multi-product (or service) firm. A
second reason 1s the different purposes for which the stu-
dies were undertaken and the way in which cost is related to
the multiple services produced. 'Thirdly, the availability
of data has forced some researchers to use a pragmatic defi-
nition of output."

Benston (13,14] and Bell and Murphy [11] defined output
i terms of what banks or savings and loan associaticens do
that cause them to incur costs. Even though the basic ser-
vices provided are in the form of funds, a majoricy of their
operations deal with handling decuments and dealing with
prople.  The dollar amount written on the document affects
tine eost ob handling and the customers in a way, but the
operating costs are rselated primarily to the number of docu-
anents nandloed and customers served rather than the dollars
deposited or loaned., ‘Thes¢ resevarchers, therofore, measure
output In teras of the number of depesits and the number cf
loans produced [15).  CGreerbaum '35] and Powers, on che

other hand, considereo deposits -s inputs in the production
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process and not as output. The former used average yield as
a measure of output while the latter used operating income.

Most of the studies cited have dealt with U.S. finan-
cial intermediaries, mainly commercial banks or depository
financial institutions. The structure of rural financial
markets in low income countries is somewhat different from
that in which these commercial banks operate, Rural finan-
cial institutieons, which are the focus of the present study,
arc also different from U.S. commercial banks in some wWays.
Nonetheless, they are all financial institutions and, there-
fore, a lot can be extracted from this literature in an
attempt to model the behavior of rural financial institu-

tions,

Rural Financial iInstitutions

A rural [inancial institution is usually established by
the government with the help and funding of some inter-
national financial institution or agency. It may be called
a bank, a cooperative or a supervised credit program. For
purposes ol brevity, however, let uvs call these institutions
banks. The bank typlcally does not accept deposits, relying
mainly on funds from foreign sources and budgetary appropri-
ations from the gouvernment,

These sources of funds wicld a considerable amcunt of

influence i1n the operations of the bank. The government
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usually requlates the institutions heavily, with the most
pervasive form of this regulation being interest rate
cellings. The rates that the banks are allowed to charge
are frequently fixed at low levels, and, given levzls of
inflation, are often negative in real terms. Interest rate
regulations raduce the control that the bank has on its
revenues since bank revenues result mostly from interest
income. At the same time, the bank operates in a com-
petitive input (mainly labor) market. The prices it pays
for its factors of production (labor capital and materials)
are thercfore exogenous.l/

The bank is often mandated to lend to a particular
target group, be 1t agriculture, small farmers or producers
of a specific good. The demand for the banks nroduct--
loans-~is largely dictacted by this requlation and how
broadly the target group is defined. Hence, differences in
the level of ounput, ceteris paribus, are primarily due to
local demand conditions which are exoyenous to the bank.

The above characteristics--interest rate regulation,
exogenous output and exogenous output and input prices--make
cost minimization the most plausible model of behavior for
the bank. That is, the objective of the bank would be one
of minimizing the total cdost of the ith product, subject to

1/ 7 Thi hanks prduccion tunction is assumed to include the
possibility of factor substitution.
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the production function and the prices it must pay for fac-
tors of production. It might be prudent, therefore, to look
at the production function before considernng cost minimiza-

tion.

The Producticn Function

The Constant Elasticity of Substitution (CES) produc-
tion function, ftirst developed by Arrow, Chenery, Minhas,
and Sollow [6], may be used to approximate the production
process of the banking industry since it permits factor
substitution. The mathematical form of the CES may be given

by:

N o= A [aK P + (1 - o)L ") 1/p (4.6)

where:

A = constant (efficiency parameter)

N = output (number of loans)

K = capital input

L = labor input

a = distribution parameter

p = elasticity of technical substitution,
The clasticity of substitution (o0) between the factors of

production iz
S S (4.7)

It has been snown elsewhuere [59] that when ¢ = 1, the C&s

2/ Assuming only twe factors of production for simplicity.
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production function reduces to the CzbLn-Douglas production

function. Equation (4.6), under this assumption becomes:

N = ak* LB

(4.8)

which is the two-factor Cobb-Douglas production function.

A cost identity may be established:

C = wL + rK

where,
C = total direct costs
W = wage rate
r = rental rate on capital
K,L = same as described for (4.5).

Cost Minimization

The bank may minimize cost (4,9) subject to the
tion function (4.8) for & prescribed level of output
Setting up the Lagrangian expression,

4 o= wh o+ rK + 4 [N® - AKY 1P
the first order conditions for a constrained minimum
(setting the partial derivitive of Z with respect to

and \ to zero) arc

——2 = W - Ak L= 0
vhere «%w%— = MPK and ~%—%~ = MPL' (MP is marginal

Cpraoduct ) Inseriiing these inte (4.11) and (4.12) and

(4.9)

(4.10)

(4.11)

movinyg



48
the price terms to the right and dividing (4.11) by (4.12):

M PK _ .r
M PL W

(4.14)

Bquation (4.14) is the familiar marginal productivity
conditions for cost minimization. That is, the cost minimi-
zing bank will equate the rate of the MPs of the factors of
production (the rate of technical substitution--RTS-between
the Eactors)é/ to the ratio of their prices.

A cost function can be established for the bank.
Differentiating the production function with respect to the
factor inputs vyields,

MP, = Aa K41 |

B
P : (4.15)
Mp = Ap K A1 (4.16)
Inserting (4.15) and (4.16) intc (4.14) yields
¥ _ ul ;
W K (4.17)

Rearranging (4.17) produces rfK = wal. Dividing both sides
by «B yields the marginal productivity condition or

- e (4.18)

Equation (4.9) --the cost identity--and (4.17) may be

combined to solve for the factor inputs in terms of cost.

{4.19)

l. = ,—'-"———:-:'-r (4.20)

Substituting (4..19) and (4.20) into the productior function
| 'Y
3/ RIS g = —E5HE-
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(4.18) yields a Cobb-Douglas cost tuiction or reduced form

equation,

i I IR RNV 4 B -V 4
Al/3 /3 ﬁfi/J g i (4.21)

where j = a + p (4.22)

This is the cost function of the bank. The next section
will look into the behavior of the bank as it relates to

credit rationing.

Credit Rationing

There have been extensive discussions of credit
rationing during the past three decades. This issue was
first raised as part of the "avallabillity doctrine" during
the early fifties [9,52], Since then the discussion of
Lationing has focused on two issues: the existence and

empirical verification of credit rationing and the rationa-

o

1ty of rationing credit by non-price means. Much of this
debate emanated from the assumptions the different writers
employed in modeling U.s. commercial banks. My intention
here Is not to join this debate but to gLean out the results
of some of these studies and adapt them to the structure and
institutional hasis of rural financial intermediaries in
LICs. My objective is to show why rational rural financial
Institutions will ration credit and attenpt, later on, to
test for the existence of such rationing in Jamaica.

Credit cationing onccuts 3¢ the demand for Lloans excecds

the supply at the ruling loan rate, i.2,, the existonce of



excess demand for credit as shown in Figuze 3., Given the
supply (S) and demand (D) for loans there exist an excess
demand (D - Lj) at the rate ry. 'There are scveral forms of
credit racvioning. Disequilibrium or dynamic rationing
refers to temporary or transient rationing. Equilibrium
rationing, refers to permanent rationing. Much of the
literature on rationing deals with the latter, and this is
the form of rationing that the present study is also con-
cerned with.

One can also distinguish non-interest rationing from
non-price »ationing. A loan contract has threoe attributes,
the explicit interest charged, the non-interest charges, andg
the non-price terms of the contract like the size of the
loan or the term-structure of the loan. The first two atti-
butes constitute the price vector of the loan while the last
represents the non-price vector. Non-interest rationing
deals with the use of the non-interest elements of the loan
price vector to ration borrowers. That is, even though the
contractual loan rate might not change, the lender can
imposc certain costs on the borrower which in effect
increases the horrower's transaction costs and thereby
increase his borrowing cost.4/ The literature that has
discussed this type of raticning suggests that this vsaally
results in prospective borrowers beiﬁg crowded out or

rationed out of the markec 39,41,43,64,701 . Non-price

4/ lor a discussicn Cf borrowe: chsts, sce Adams and
Netman (2] .
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rationing, which is the main focus of this study, refers to
the use of other attributes of the loan other than price to
ration. From here on, unless specified, credit rationing
refers to non-price rationing.

Jaffee [52] credits the first important advance in the
theory of credit rationing to Hodgman's [46] comment on a
paper by Kareken ([56] and Kareken's [57] subsequent reply,
Baltensperger [9] also attributes the initiation of the
"modern" credit rationing discussion iLo Hodgman [47]. Other
contributors to the development of the theory have been
Miller ([67], Friemer and Gordon [25] and most recently
Jaffee and Modigliani [53]. They show convincingly that
rational profit-maximizing banks may use some aspect of the
loan or the loan customer other than the vrice of the lean
to ration credit. These non-price characteristics of the
loan and the loan customer may include (1) size of the loan,
(2" maturity of the loan, (3) collateral required, (4)
ler.gth and value of the "customer relationship," (5) amount
of compensating balance and (6) the risk of partial or
complete default on the loan [52].

Jaffee [52], emphasizing the risk characteristics of
the customer as the rationins criterion, concluded that
"because of usury laws and other social Fressures against
high interest rates, substantial rationing of high-risk
firms is anticipated." Freimer and Gordon [(25] also

stressed the riskiness ol customer ioans as the credit
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rationing criterion. But unlike Jaffee, they 4id not con-
sider loan demand in their models. Jaffee and Modigliani
[53] also emphasized the rate constraints on the difference
between the interest rates that a bank can charge to dif-
ferent customers as justification for credit rationing,

dodgmman [48,49], Kane and Malkiel [55]), and Koskela
[6l, Chapter 6] have stressed the importance of the
"customer relationship" in determining who is rationed in
periods of tight money. These studies give different, but
somewhat related, reasons for this behavior. The custemer
relationship argument can he justified, however, if one
considers the cost of information, or screening costs, The
bank might find it costly to distinguish sufficiently
hetween the risk characteristics of new borrowers. On the
other hand, the bank already has information on its “old"
customers and might not have to spend as much screening
them. 'The rationality of a profit maximizing or cost-
minimizing bank in prefering "old" borrowers over "new"
borrowers can certainly be justified under these conditions,
All these studies point to one general conclusion; that is,
credit rationing tends to result in the reduction of loans
to small, risky borrowers rather than large less risky
borrowers, and to new as oppcsed old borrowers.

The Jaffee and Modigliana study [53] is of utmost
interest to the present study becausc of its emphasis on

constraints on price scttirg. They point out that different
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borrowers may differ with respect to their risk character-
istics and their demand functions. 1In this case, if the
bank were free to set its own price, it would charge dif-
ferent rates to these two borrowers. I1f, however, the bank
(for whatever reason) charges identical rates to these uni-
dentical horrowers, the identical rate for the two ‘groups
will be such that some customers' demands at that rate will
exceed the lender's optimal supply to them, so that they
will be rationed. This can be extended to show that given
the structure and the institutional or policy framework
under which rural financial intermediariesg operate they will
indulge in credit rationing to optimize their objectives,

The Model cf Interest Rate Restrictions
and Credit Ratloning 1n RFHs

The mocel first assumes that the bank faces two
borrowers--large and small, and that they each have a
scparate and identifiable demand for loans.5/ This assump-
tion implies two separate markets for the bank. The tenabi-
lity of market separation is well documented in the RFM
literature. Small farmers usually lack information about
alternative sources of formal credit. Lenders also usually
prefer not to lend to small farmers because of repayment
risks and ihe lack of adequate collateral. 'The small farmer

usually lacks the social and political clout that are

5/ This dichotomy could be betwern enterprises (livestock
VS. ¢rops) between regions, or between "new" and "old"
borrowers,
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sometimes important in determining who has access to inex-
pensive credit,

The lender may also prefer to lend more to old and and
established borrowers (as against new borrowers) because of
the high cost of information (screening cost) mentioned
above. In such a situation when a borrower establishes him-
self with a lender he might not want to leave for another
lender. The above suggests that the small and new borrowers
have relatively inelastic demand for credit. Larqge
borrowers, on the other hand, usuxlly have relatively more
infoimation about alternative sources of credit, are less
risky, posscss more collateral and have more socia. and
political clout. The bank does nct have to spend much to
scereen "old" or ostablished borrowers and, therefcre, favors
them over new borrowers. These usually give the large and
"old" borrowers a more olastic demand curve.

A sccond assumption in the model relates to the total
cost ob lending to the two horrowers. Given the risk
characteristics mentioned above, it might cost the bank more
to lend to the small and risky, or new borrower, than to the
large and less risky, or old borrower. Small farmers
usually require more attention and help in filling out
application forms than large farmers. This means higher
costs to the lender.  The information costs, mentioned

above, are usually veey high and sometimes prohibitive for
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lending to new borrowers. The foregoing suggest identifi-
ably different costs of lending to small and new borrowers
on one hand, and to large and old borrowers on the other
hand. It also implies that the average cost of lending may
be higher for the small and new borrower while the marginal
cost of lending to them may be higher and rises more
rapidly. The opposite holds for the large and old borrower.

A third assumption relates to the structure of the
market. Tt will be assumed that the bank has some monopoly
power, This assumption is also plausible because there are
usually few banks that lend to ayriculture in LICs due to
the perceived risks and costs of lending to this industry.
This reluctance to lend to agriculture has, in part, been
responsible for the recent establishment of agricultursl
banks in most LICs and the freguent mandating of existing
commercial banks to lend to agriculture.

A fourth assumption is that the bank attempts to maxi-
mize expected profits., Profit maximization is consistent
with che optimization of a utility function that is convex
in "viability" because, as defined above, viability requires
not only that the bank covers costs but also to maintain the
real value of its portfolio over time. Profit maximization
is also not inconsistent with the earlier assumed behavior
of cost minimization, since cost minimization i the "dual"

of profit maximizaticn, i.e., for the bank to maximize
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expected profits to safeguard viability, it must produce
each output at minimum cost.

A fifth and final assumption, which has already been
stated, 1is that price rigidities or administered prices
prevail in the market for agricultural loans. Lenders are
usually forced to charge a uniform rate on all agricultural
loans. Another restriction which is often imposed on the
bank is a ceiling on this uniform interest rate.

The underlying assumptions are represented in Figure
4.3 and Figure 4.4, where MCl and Dl are the marginal cost
and demand curves for the swall or new borrower; MC2 and
D, are those for the large or "old" borrower. Size of loan
granted to the borrowers are on the hcrizontal axis and
interest rate is measured on the vertical axis.

Given the two separate markets with separate demands
and costs, the banks' profits will be the difference between
cotal revenues and total costs in each market, i.e,,

=1, + L, +r, L, - C, (L

1 1 2 72 1 )= Gy (L

1 2 2

where n is total profit, r is the interest rate charged in

) (4.23)

the respective market, L is the size of loan and C cost in
the respective market. The first order conditions for

profit maximization are:

d ou 1
—————— = L = e—_t o= (4.24)
) Ll 1 9 Ll
o C.
3 T 2 N
= - - e e I ')
L Ly 3T, u (4.25)
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That is, the profit maximizing bank will equate marginal
revenue and marginal cost in each market, which will result

in two different rates being charged each borrower.

Rationing

Given a uniform interest rate ceiling r, r becomes the
(horizontal) marginal and average revenue curve for the
bank. The possibility of rationing will depend on three
factors: the level of the ceiling, the marginal costs of
lending (which determines the supply curve), and the
demand.é/ As shown in Figure 4,1/ at a ceiling of El no
one 1s rationed because the marginal revenue, ;l' is above
marginal cost in both markets. At a ceiling of E2' however,
the small borrower is rationed becauce, at that rate, there
exist excess demand (Dl - Ll) in market 1 and the bank
grants him a loan of size Li which is less than he is
demanding (Dl)'

The large borrower, on the other hand is not rationed
because his demand is satisfied with a loan

-

of L At yet a lower rate, E3, both borrowers are

9
rationed because there is cxcess demand in both markets at
that rate., In the first instance, (El) the ceiling is not
effective with respect to either borrowers, i.e., it is

above the rate that the bank will normally charge if it were

6/ Rationing herc refers to the granting of a Loan smaller
than the size of loan cemanded at the requisite interest
rate,

1/ This discussicon draws heavily (rom Gonzalez-Vega [27,29].
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free to do so. 1In the second instance (52), the ceiling is
effective only with respect to the small borrowers; and in

the third (r it is effective in hoth markets.

3)!

The scenario that is more representative of RFMs is
presented in Figure 5. fThis is the situation where the
ceiling is such that some borrowers (small and new) are
rationed while others (large and "old") are not. At the

ceiling, fl, the small borrower is rationed (D, - Ll) but

1

the large borrower is not. It can also be seen that as the
ceiling is lowered to E2 (becoming more restrictive), the
size of the loan to the small (rationed) borrower hLecomes

even smaller (L, < L while the size of the loan to the

L l)

large borrower yets larger (I

iy > IL,). The small horrower's
loan size gets smaller becadse his excess demand widens.
The widening of this excess demand is due to the besic laws
of supply and demand, i.e., at a lower rate the borrower
demands more but the lender is willing to supply less. The
above is what Gonzalez-Vega [27, p. 397} calls the "iron
law of interest rate restrictions," i.e.,

"As a celling imposed on loan rates becomes

more restrictive, the size of the loan granted

to borrowers who are rationed declines and the

size of the loans granted Lo borrowrs who are

not rationed increases."

It 1s also concelvable that when this ceiling rate
talls balow the average cost of lending to a bherrower at all

nutput levels (loan sizes), the barnk will drop (raticn out)

the particuler borrower from his clicntele. This implies
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that the smaller borrower is more likely to be rationed out
first since the marginal and average costs of lending to him
are higher than is true for the large borrower.

The reviewed literature on non-price rationing, and
the above model, sugyests that it is rational for rural
financial institutions to ration credit to remain viable
institutions, given interest rate ceilings. The character-
istics of the loan or the loan customer that might be used
as the ratiening device may include size of the loan,
maturity of the loan, collateral required, whether a
borrower is a new or old customer, and risk of partial or

complete default on the loan.

A liypothesis

The foregoing discussion logically leads to the
hypothesis that with rising inflation (and therefore rising
costs of loan administration and negative real rates of
interest) and interest rate ceilings (restricting the capa-
city to mect those rising costs), lenders will alter the
qgrowth and composition of their portfolio so as to maximize
their objective function (i.e., profits) or minimize their
losses (i1.e,, contain the rate of increasces of subsidies
needed to function or actually reduce them).

bven 1f the lender 1s a public entity expected to
service some broader social goals, one can reasonably assume

that; in time, whatever source is granting the subsidies to
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this lender (e.q., "foreiagn source or a government" budge-

tary fiscal transfers) would expect to see and demand some

reasonably elfticient management of these subsidies so as to

contain their growth and drain on the public purse. This

implies that the

into redacing the

lender will be driven, sooner or later,

risks and the costs in his portfolio so as

to limit the growth of subsidies.

This suygests that lenders over time would want to

engage in the following behavior.

L. Reduce the growth in the number of loans made.

2. Increase

the number and amount of multiple loans

to established cliients.

3. Reduce the rate of growth of loans to new clients.

4. Concentrate the loan portfolis into larger sized

loans (where administrative costs are less per unit

of moncy lent).

o
.

Concentrate the loan portfolio into larger sized

Farms (where presumably risks are less and returns

pore certain).

6. Shorten

losses as

7 [ncrease
8. Allocate

risk and

the term structure of loans (to reduce

socrated with inflation).
the collateral Jdemanded (to reduce risk).
loans on a regional or branch basis where

COosSLs are less,

9. Shift the new loans into enterprise types that

reduce r

isk or lawer cost

7]

.
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This behavior could be expected to reduce the delin~-
quency or arrears rate; increase the rate of loan recoveries
(as a percent of operating expenses); and contain the rise
in operating expenses and the growth of required subsidies
(or in unusual cases perhaps lower them).

If for come reason, the change in the portfolio com-
position does not reflect the changes suggested above in (1)
through (9), then one would expect to see a rise in costs
and subsidies, an erosion in the real value of the total
portfolio, a rise in arrears and a decline in loan reco-
veries. This would in time create tensions between the
lender and the subsidizer and, very likely, a deterioration
in statf morale and individual or yroup initiative or effi-
cieacy within the lending agency.

This scenario also suggests that some kind of political
pressure wou.d have been brought to bear on the lender to
force him to behave in a cost increasing fashion contrary to
its normally expected hehavior to maintain viability or
survival in a highly inflationary setting with interest rate

controls,



CHAPTER V

DATA AND METHODOLOGY

This chapter presents the sources of the data, and the

methodology used to meet the objectives of the study.

Source of Data

The data used in this study were obtained from the
SSFDP. I spent a total of nine months (July 1980 - March
1981) in the Jamaica Development Bank in Jamaica collectinag
the data. The principal sources are audited and unaudited
financial statements, monthly expenditure statements,
including individual employee salary expense accounts, loan
account files, and other files in the bank.

Extensive interviews with bank officials and staff were
conducted in the central office in Kingston and some of the
pavish (branch) offices. These interviews, a survey of the
hank's borrowers in St. Catherine, and informal discussions
with bank staff and borrowers were helpful in gaining an
appreciation of the operations of the institution.,

Al" monetary units are 1n Jamaican dollars. Exchange
rates L,r the various yeare< are presented in Appendix A,

65
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Methodclogy

This section outlines the procedures used to achieve
the objectives of the study. By its nature and scope, a
major part of the study's objectives is met by the use of
descriptive or tabular analysis.

The first objective of identifying and measuring the
main components of lending costs is met by breaking the
total cost of lending into cost of funds, cost of loan
administration and risk cost. Each component is measured as
a percentage of loans outstanding for the years 1974 tc
1280.

The cost of funds is further broken down into direct

and indirect costs. The direct cost of funds is a weighiad
average of interest charges. Loan programs 269 and 317
carry an explicit interest charge of 2.25 percent and a
service charge of .75 percent for a total of 3 percent.

Loan programs 359 and 516 both carry an interest charge of 2
percenc. Bach of thesc four loan tranches carry an addi-
tional .5 percent commitment fec for the portion of the com-
mitted loan not drawn down by thz SSFDP. The commitment fee
is ommitted from the interest charge calculations due to
lack of knowledge of how much of a loan program is drawn
down at any pcint in time. For a particular vear, the per -
centage of each loan program's fund in the portfolic is used
as a welght and multiplied by the i1nterest charge. The

resultant costs are summed for all the different loan



67
programs to get the weighted average cost of funds, Fy, for

the ith year.i/ Mathematically this is:

5
Foio= 0w PLoLL (5.1)
1 j=1 J 7]
where,
P. = percent of the jth loan program's funds in

J the portfolio

I. interest charge of the jth loan program.

J

The indirect cost of funds is mainly personnel time expended
in servicing the IDB loan contracts. The economics depart-
ment of the bank ig in charge of collecting information and
writing reports to the IDB. The time cf the economist and
his staff expended in this function are multiplied by their
respective annual salaries and summed. The sum is divided
by the value of loans outstanding to come up with the

indirect cost of funds, in, for the ith year, i.e.,

Tt
%_ Tej 5ej
N S st e - (5.2)
2 Value of Loans Outstanding in the ith year
where,
T,. = percent of eccnomics and statistics department
<J employ2e time spen% on scrvicing IDB loan funds,
and
5,5 = wages and salacies of the economics and
ej A Lo T - oA
statistics department caployees, including the

travel and subsistence expenses of the economist.
The nen-lacor costs incurred by the bank in servicing th-
loans and the iabor and non-labor costs incurred in

1/ A chacge ST 3 percear is assignod to the Recovery loan

Sunds.,
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negotiating the loans could be included in F. but are not

2

due to inadequate information.

The administrative costs are comprised of salaries and

wages, travel and subsistence expenses, supplies and
materials, rental of property {occupancy expense), utili-
ties, furnicure and eguipment, management fees to JDB, and
other operating and maintenance expenses, which include
audit fees, stamp duty and registration, stafft training,
insurance, and advertising. The salaries and wages and
travel and subsistence expenses (and therefore administra-
tive costs) do not include the portions of the operating
expenses charged to the cost of tunds (FQ) and those charged
to risk cost (R2) explained velow. The administrative costs
(Ki), so adjusted, arce divided by the value loans out-

standing 1in the respective years, i.e.,

n
Y, .
K, = =1 ] 5.3
i 7 value of Loans outstanding (5.3)
in the ith ycar
where,
Eﬁ = the jth operating cxpense adjusted to exclude
- F, and R..
2 2
C. Risk ¢92st is broiken down into two parts. Default

cost (Rl) which 1is an estimate of the probabilistically
endangered vart of the portfolio and an administrative
portion (RZ), comprising the alioscated personnel salaries
and wages and travel and subsistence expenses exbendaed in

trying to collect delinguent loans. This is 100 percent of
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the above expenses attributable to the loan recovery offi-

cers, Computationally R2 is:

n
) S .
D rj

Ryi = o - (5.4)

2 Value of Loans Outstanding *

in the ith year
where,
Srj = salaries of the loan recovery officers.

Rl is further broken into upper and lower limits reflecting
the highest and lowest estimates of the probability of
defaults used. The upper limit is derived from the probabi-
lity that all loans in arrears more than 180 days will never
be recovered; and the lower limit from Lhe probability that
50 percent of the arrears greater than 180 days, and 50

percent of the 91 to 180 days arrears will not be reccovered,

i.e.,
B Arr. > 1890

Ry oupper = oo Outstanding (5.5.1)
where,

Arr., > 180 = Value ol loans in arrears for more than

186G days,
. e o Le5 (Arr. > 180)] + [.5 (91 < Arr. < 180) ]

Rl tower = Loans Outstanding (5.5.2)
where,

9. < Arr. < 180 = Value of loans in arrears between 91

and 130 days.
Due to this dichotomy, the total cost of lending is

prasented es & range of uvpper and Lower limits.
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Two alternative measures of average cost are computed.

The first is cost per dollar lent and the second, cost per
loan. This is achieved by dividing the administrative costs
(operating expenses) by the amount (value) of loans and the

number of loans respectively for each year. Computationally,

ALli = (5.€)
i
where,
ACli = Average (administrative) cost per dollar lent
in the ith year,
Ki = Operating cxpenses for the ith year, and
Li = The value of loans made in the ith year;
Ky
AC,, = —g=— (5.7)
i
where,
AC = Average (administrative) cost per loan in the
ith year, and
N, = Number of loans made in the ith year.

The above approach impiicitly assumes that administrative
costs incurred in o particular year accrue as a result of
only the loans made in that yecar; thercby disregarding the
influence on cost of previous years loans still in the port-
folio. A corollary to this assumption is that the costs of
a loan should be charged to the period during which the loan
was made.,  Thce assumption obviously introduces a kias in
these estimates of average cost. This bias is largyer the

Taster the loan portfolio is growing and the i .. the
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share of medium and long term loans in the portfolio. ‘The
average cost estimates are, however, important because they
give one an idea about relative efficiency, and the above
mentioned bias may not be that great since administrative
costs tend to be high at the time the loan is made.

Part of the evaluation of the factors influencing costs
(objective two) is achieved by objective one. By'breaking
the cost of lending into the three components for the period
1974 through 1980, the contributions, to total costs, of
cost of funds, administrative costs and risk cost over time
can be verified, Of prime importance here are the admi-
nistrative and risk costs. The salaries and wages, and the
other operating expenses are perused tc ascertain how their
leval and percentage contribution to administrative costs
have changed from 1974 to 1980.

The last and most important feature in evaluating the
factors behind administrative costs lies in disacgregating
these costs into the Functional categories of loan pro-
cesslng, disbursement, monitoring/collection and supervision/
technical assistance., This is achieved by estimating the
percentage contribution of the functions to administratcive
costs (K). [dcally, this should involve the allocation of
all the elements of operating exnenses to these functions.
This is pnot possible, therefore, only the salaries and wages
and travel and subsistence expenses are allocated to che

functions., This should not unduly affect the results gince
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these two elements of operating expenses constitute the
major part of total administrative costs (i.e., they
averaged 70 percent of operating cxpenses from 1974 to
1980) .

Procedurally, a work sheet was used to develop a repre-
sentation of the annual activity of management to supplement
the official job descriptions of the bank's officers.
Another work shect was used to develop a representation of
the annual activity of the stafl.2/ ‘the management time
allocation developed and the staff time allocation were sub-
scquently used as the basis for allocating personnel,
salaries and wages, and travel and subsistence eipenses to
the different tunctions of loan processing, dishursement,
monitoring and collection, and supervision and technical
assistance. The procedure used to compile data for the two
work sheets was identical except that staff time distribu-
tron was made by Uirst level supervisors and the stnff
members themsclves.3/  The dollar total for cach function is
divided by the total allocated salaries and wages, and tra-
vel and subsistence expenses to come up with their represen-
tative percentage contribution to administrative costs, tor

the 1975/76 and 1979/80 tiscal vears. The arrcers sltuation

AN

-

This procedire iz similar to the techniques employed in
the tormation of the Functional Cost Analysis [24] of
the PFederal Reserve System.  These entailed extensive
interviews with managqement, stalf and selected parish
oftices,

e
~

Management here celfers to all officers, and staff refers
to «ther employecs,
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of the SSFDpP is critically reviewed to ascertain its impact
on risk costs.

To assess the influence of the structure and level of
lending costs on the financial viability of the credit
agency (Objective Three) requires knowledge of the income
side of the income statement. This will be checked to sec
i1f the institution generated enough income to cover costs.
If not, what are the subsidies that keep the institution
"afloat"? Administrative and risk (default) costs reign
very high in this area because they are the main components
of costs over which management have some control.

My overall experience in the collection of the data is
drawn upon to make a judgement about the adequacy of inter-
nal information flows for the effective control and manage-
ment of lending costs {(Objective four).

A basic cost function will be estimated to neet

Objective six.

Form of the Cost lunction
The general cost funceion tor which output and other
variavles must be specified is:

¢C =1£f (y, &, P, 1) {5.8)

where,

[

administrative cost per pcriod (year)

{ = rate oif output per period
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@]
]

output homogeneity variables that account for the
fact that Y is not a homogeneous measure

P = factor prices

o
i

other unspecified factors

Output

Following Benston {13,14) and Bell and Murphy [Ll1;,
output 1is defined as what the SSFDF does that causes it to
incur costs, namely, making loans. The number of loans,

therefore, is used as the measure of output.

Output Homogeneity (C)

Bell and Murphy in yet another study [12] arqgue that
for many bank functions, the "account" is not a homogencous
unit of output; accounts differ in gize, activity and com-
position. For example, large accounts are usually afforded
more secervices and hence, are more costly to handle,
Similarly, accounts that are more active requlire ygreater
resources to process and, thus, incur higher costs. 'This
might be true in commercial barkina, but in the RFM litera--

ture the argument is that costs decreasce as the size of leoan
increases. This 1s basically because small loans arc
usually granted to small and inexperienced farmers while
large loans ave usually assocliated with Large and cxperi-
enced farmers,  Sonzalas-Vega [27] argues that adminiscra-

tive costs are higher for smeller farmers because they

usually necd a lect of assistance in preparing an i1nvestment
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plan and in completing loan applications. He also contends
that costs of collecting from small farmers tend to be
higher partly because small farmers usually lack collateral
and own resources of lower quality. To test this proposi-
tion, the average-size-of-loans per period is added as an

output homogeneity variable,

Factor Prices (P)

Banks use bhoth labor and non-labor resources in pro-
ducing loans and other services. Two variables are used to
account ior this, namely a wages index and materials price
index per pericd. IPor the wages index, the average wages
and salarics pec period (year) is used. The ilmplicit GDP

deflator is used as the materials price index.

Other Factors (4)

lt scems advisable to consider various conditions under
which cost might be higher or lower alker adjustment for all
the varitables discussed above. Given Lhe nature of lending
to agriculture. one such category should be increased cost
due to loan risks. The main component of risk in lending to
auriculcure is default. Therefore, the riskiness variable
should be constructea with some mcasuce of defauli or
delinquency.  One such measurs is the arrzears race. Aniother
measure could bz the allowance for bad dobt ., Lf one assumes
that the figure sct aside by the bank truly refblects the

riskiness of the loan portfolio, then this becomes a gyooil
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indicator of risk. 1In reality, however, banks, for obvious
reasons, tena to underestimate this. Consequently the usc
of this measure might underestimate risk. This and the case
of the measurement of arrears rates make the use of arrears
rates a bett:r choice as the riskiness variable.4/

Basca i the theoretical model presented in Chapter IV
and the studies cited above, (11, 12, 13, 14, 15, l6) it
will bhe assumed that the endogenous variables have a
multiplicative relationship. A Cobb-Douglas type function
is, therefore, used as the functional relationship (form) of

the model,

The HModel
Based on the foregoing the cost function to be esti-
mated for the institucion is:

ANul GaZ a3 ped RuS pu (5.9)

[
i

C = administrative cost of lending to agriculture

N = number of loans

S = average size of loans
W = wage index

M = materials price 1ndex
R = arrears ratce

Ayuf = parameters

U} = erroc tuerm,

4/ Arrzarcs as a percentage cf loans outstanding.



This cost function can be transformed into a 1. .aear
model by taking logarithms. The result is:

Log C = logA + allogN + a,logs + a3logw + a4logM +

77

aSlogR + U (5.10)

Using Equation (5.9) the cxpected siyns are:

1) _%_%_ 5 0
2) __3___(‘::‘” <0
3) = >0
5) _%_%- > 0

The hypotheses to be tested, therefore, will be:

l, 3, 4. 5,

HO: u, < 0, i

il

Ha: 0 > O, i l, 3, 4; 5,
HO: (e, _)_ 0

< 0

One-tailled t-tests are used to test these hypotheses.

Marginal cost, 21'C , can pe calculated as follows:
dN

Using Equation (5.9):

s -1 a QA « o
are “ L2 3 4 5
-m—" - = U.l !\N b W M R
* TC
= . e 1
oy N (5.11)
N * . .
where @ 15 “he estimated value of A and TC and N are che

mean values of the respective variables.
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Time series data for 1974-80 are used in the
regressions.

Objective five, investigating the existence of credit
rationing, 1is met by looking at changes in the loan port-
folio characteristics whose changing growth and distribution
is hypothesi.=d to reflect lender behavior to reduce risks

or lower costs.

Stock vs. Flow

In measuring the changing loan porticlio character-
istics over time one can usc stock or flow measures. Stock
measures refer to the total accumulated percentage distribu-
tion in some end of year balance sheet. This includes not
only the accumulation of that vyear's allocation of loans {(by
loan size or enterprise Lype or farm size, etc...) but all
the previous vears as well. Flow measures reveal only that
allocation assocliated with the year (or quarter) in
quescion. The latter measure captures the ¢hanging port-
folio (and lender behavior) mix more sharply and more
quickly than the former., One's choice of using one or the
other may depend on data availability but, in general, the
Elow data are preferable since they suow more visibly, the
changing lender bLehavior (i.e.. the changing pcertfoiic mix)
year by year, free from che influence of previcus years!

allocations, For these reasons, flow measures are used in
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this study. The selected periods of time will be 1975 vs.
1980.

Ypecifically, I look at changes in:

1. number of loans,

2. number of farmers serviced,

3. multiple loans to old farmers vs. new loans to new
farmers,

4. loan size distribution,

5. enterprise type distribution,

6. number of amount of total loan portfolio by farm
size categories,

7. length of term structure of loan portfolio,

8. regional (or branch) distribution of number and

amount of total loan portfolio, and

O
.

collateral required.

Loan Size Distribuiiion

When measuring chanaing loan size distributions in an
inflationary sctting, one has te be careful in using the
nominal loan size distributions by loan size categories over
two points in time. Two methods erxist to deal with this:
(1) deflate the total portfolio in the latter year, loan by
loan, a~d then allocate within the previously established
loan size cateqgories; (2) use the percent of loans
accounting for percent of lo#n value method. The former is

a cumbercome and difficult procedure. The latter is more
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simple and feasibie. By the latter method one first makes
sure one has a sufficient number of disaggregated loan size
categories so that one does not have tco .iarge a percent in
any cne class. Also, one has to be sure one has a suf-
ficient number of larger size categories to capture the
possible shiilt into these categovies in the latter years.
Then one can point out, tor example, how the lowest three,
tour or iive percent of the number of loans in the carlier
years account for a given percent of the total amount {$) of
loans (say, four percent); then one can compare this with
the latter year to sce if the percentage of number of loans
is assoclatea with a greater or lesser percent of the amounc
of loans. This latter method is what is employed in this
study.

Finally, it needs to be pointed out that the approach
taken in measuring credit rationing (survey technique) is 2
sccond best approach. One needs informacion on loan supply
and demand in order to estabiish directly the existence of
credit rationing. However, as Sealey [81! has pointed out,
"even though such data are obtainable in prisciple, no such
data are currently available nor are likely to be in the
toresceable future." o circumvent this problem various
indirect apprcacnes have been adopted in the literature to
test for credit rationing. Secley points out again that
survey tcchniques  or proxy measures are amony the most suc-

cessful approaches used to date. Havris [40,42,421, for


http:npruac.es

81
example, employs survey techniques and the Federal Reserve's
"Quarterly survey of Changes in Bank L2nding Practices" in
establishing the existence of credit rationing. Given data
constraints and the success with which others have
established the existence of credit rationing with survey
techniques, 1t is an appropriate methodology in meeting

Objective five,



CHAPTER VI

RESULTS OF COSTS OF LENDING ANALYSIS

This chapter presents the results and analysis of the
costs of lending of the SSFDP. It is divided into two main
parts. The first part presents the levels and struccure of
lending costs. The next section presents analyses of the
factors affecting these costs, notably administrative and

risk costs.

Costs of Lending

Cost of Funds

The estimated cost of funds for the SSFDP from 1974 to
1980 arc presented in Table 7. The direct cost of funds
decreased continuously from 3 percent in 1974 to about 2.4
percent in 1980, for a period average of about 2.8 percent.
The indirect cost of funds also declined from .15 percent in
1574 to .11 percent in 1980, averaging .12 percent. These
add to a total cost of funds which declined from about 2.2
percent in 1974 to about 2.5 percent in 1980, for an average

of 2,9 percent.i/

1/ 'The cost of funds estimates do not include commitment

T fees, the non-labor costs incurred in servicing the loan
frinds and the labor and non-labor costs incurred in
negotiating the loans. The labor and nen-labor ccsts
are, however 1ncluded in the Administrative costs.

82



83

Table 7. Self-Supporting Farmers Development Program:
Costs of Funds as Percentaqges of Ioans
Outstanding, 1974-1980.

Costs of Funds

Direct Indirect Total
Year (A) (B) {C=A+B)
19743/ 3.00 .15 3.15
175 2.99 .14 3.13
1976 2.93 .14 3.07
1977 2.83 .11 2.94
1978 2.67 .10 2.77
1979 2.48 .11 2.59
1980 2.35 .11 2.46
Average 2.75 .12 2.87

a/ April tc December (9 months)

Source: Computed with unpublished data from the Jamaica
Development Bank's Selt-Supporting Farmers
Development Program, Kingston, Jamaica.,.
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The main reason for this decline is the fact that the
laz' two loan contracts of the SSFDP with IDB (359 and 516)
were negotiated at a lower interest charge than the previous
two loans (269 and 317). lLoans 269 and 317 carctied an
interest charge of 3 percent while 359 and 516 were nego-
tiated at a o percent rate of interest. The direct cost
(interest charge) estimates are weighted averages, and as
the percentage of the higher cost 269/317 loans decline in
the portfolio with time, the direct cost of funds is bound
to deciine to reflect the percentage increase in the lower
cost 359/516 loans. These costs of funds are highly sub-
sidized, obviously, since tliey do not reflect the oppor-
tunity cost of the funds. [t should also be noted that the
cost of funds to the SSFDP were cheaper than if the funds
wiere to have been mobilized frew. the public. The rates the
commercial banks paid on saving deposits in Jamaica, for
example, rose frca 7 percent in 197¢ to 9 percent in
February 1980, while the Bank of Jamaica Rediscount Rate
increased trom 9 percent in 1979 “5 11 percent in January

1980,

Costs of Loan Administration

The adjusted administrative costs of the SSFDP ranged
Erom about B percent of loans outstanding in 1974 to 14

percent 1n 1980, ftor « period average of a little more than
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Table 8. Self-Supporting Farmers Development Program:
Administrative Costs as Percentages of ILoans
Outstanding,8/ 1974-1980.

Year Adninistrative Costs
1974b/ 7.96
1975 12.32
1976 11.16
1977 12.24
1978 10.68
1979 11.67
1980 14.27
Average 11.47

a/ Adjusted for administrative costs charyed to cost of

funds
b/ April

Source:

(Table 2) and risk costs (Table 4),
to Deceiner (9 months)
Computed with unpublished data from the Jamaica

Development Bank's Self--Supporting Farmers'
Dev2lopment Program. Kingston, Jamaica.
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11 percent (7Table 8).2/ Dpata in Table 8 shows fluctuations
in administrative costs but the trend was clearly upward.
It is difficult to compare administrative costs between
institutions or programs for lack of comparability in what
the institutions do and report as administrative costs.
Nevertheless, the level of administrative costs of the SSFDP
appear to be relatively high. As pointed out in Chapter
IIL[, the World Bank 1975 Agricultural Sector Policy paper
estimated the administrative cost of an efficient institu-
tion making medium and long term loans tc large farmers to
be about 3 percent. It placed the estimate at between 7
percent and 10 percent for an institution providing short

and long term credit to small farwers [98].

Risk Costs

The risk costs are the most difficult to estimate since
the default cost entailed a judgement about the probabilis-
tically endangered ovart of the portfolic. Table 9 presents
the risi costs. The lower limit default cost ranged from a
little more than 7 percent of loans ouvtstanding in 1976 to
18 percent ir 1980 with the upper limit ranging trom 13 per-
cent to 31 percent for the same period. The average lower
and upper limit default costs for the period 1974 to 1980
were 1l and 19 percent of loans outstanding, respectively.,
The risk administrative cost increased from abeut .5 percent

2/ Adjusted €0 exclude administrative costs charged to cost
of funds and risk costs.



Table 9. Self-Supporting Farmers Development Program:
Risk Costs as Percentages of Loans
Outstanding, 1974-1980.

RISK COSTS

DEFAULT (A) ADMIN. TOTAL (C=2+B)

Lower Upper Lover Upper

Limit Limit Limit Limit

Year (1) (2) (B) (AL+B) (A2+B)
19743/  11.70 14.02 .45 12.15 14.48
1975 9.05 17.60 .79 9.84 18.39
1976 7.54 13.18 .79 8.33 13.97
1977 8.12 14.00 .70 8.82 14.70
1978 10.68 13.20 .66 11.34 18.86
1979 14.11 28.02 .92 15.03 28.95
1980 18.02 31.29 .88 18.90 32.17
Average 13,32 19.48 .74 12.06 20,22

a/ April to December (2 months)

source: Computed with published and unpublished data From
the Jamaica Development Bank's Self-Supporting
Farmers' Development Program, Kingston, Jamaica.
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in 1974 to .9 percent in 1980, for an averagye of .7 percent.
The total risk costs declined f[rom 12 percent (lower limit)
and 14 percent (upper limit) in 1974 to 8 percent and 13
percent in 1976 only to increase continuously to 19 percent
and 32 percent in 1980. The average lower and upper total
risk costs wiere 12 percent and 20 percent, respectively.

The risk costs ave high and, therefore, the probabhili-
ties of default used in gencrating them may seem unreason-
able. They may not be unreasonable, however, if one
compares them with the estimated uncollectable loans by the
external auditors of the SSFDP. As part of the IDB loan
agreement, the Covernment of Jamaica is reguived to reim-
burse the SSEDP for any ancollectable loans. FEstimates of
these uncollectables are made by the external auditors and
are included in the audited financial statements of the
progyram. For fiscal years 1974, 197% and 1976, when these
estimates were explicitly separated from the "loans
receivable account," it increased from $5.6 million in 1974
to $6.4 million in 1975 and $6.2 million in 1976.3/ From
fiscai year 1977 the accounts only reflected the actual
payments received from the government with respect to the
estimated uncollectables. This payment was about $630
thousand in 1977, increasing to a total of 2.4 million in
1978 and 4.7 miilion in 197Y9. The arrears situation cf the

S6FP, discussed later in this chapter, will shed more light

3/ Fiscal years end on March 31st.
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on the risk exposure of the program and show that the esti-

mates of risk cost presented above may not be unreasonable.

Total Cost of Lending

From the foregoing, the total cost of lending of the
S5FDP ranged from about 23 percent of loans outstanding to
almost 49 percent from 1974 to 1980. The average total cost
of lending for the period is in the range of 26 percent and
35 percent, as shown in Table 10.4/ Information in Table 10
shows that risk costs were the major contributor to this
high cost of lending, followed by administrative costs and
tne cost of funds for the entire period studied. It is also
evident from this table that, with the exception of the cost
of funds, total costs and its components all increased from

1974 to 1980,

Average Costs of Lending

Two measures of average costs are presented in Table
11, The first measure, cost per loan, increased steadily
from close to $1,500 in 1975 to more than $5,000 in 1980.
The sccond measure, cost per dollar lent also rose from $.30
in 1975 to $.69 in 1980. It was actually $.76 in 1978. The
1974 figures for the average cost measures are abnormally
high as should be expected. They represent the first 9
montns of the administration of thoe SSEDE by the JDB, when
only 219 loans were amade with substant.ial overhead costs.

4/ Thése o not include the cost of inflation in reducing
the purchasing power of the loan pourtfolio.
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Table 10. Self-Supporting Farmers Development Program:
Total Lending Costs as Percentages of Loans
Outstanding, 1974-1980.

COST TTERS

Risks (C) ~ Total (D=A+B+C)

Admini- Lower Upper Lower Upper

Funda strative Limet Limit Limit Limit

Year (A) () (CL) (C2) (A+B+C1l) (A+B+C2)
19748/  3.15 7.96 1,15 14.48 23.26 25.59
1975 3.13 22.32 9.84 18.39 25.29 33.84
1976 3.07 11.16 8.33 13.97 22.56 28.20
1977 2.94 22.24 8.82 14.70 24.00 29.88
1978 2.77 10.68 11.34 13.86 24.79 32.31
1979 2.59 11.67 15.03 28.95 29.729 43.21
1980 2.46 14,27 18.30 32.17 35.63 48.90
Average 2.87 11.47 12.06 20.22 26.40 34.56

a/ April to December (9 months)

Source: Tables 3 and 4.
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Table 11. Self-Supporting Farmers Development Program:
Average Costs of Lending, 1974-1980.

AVERAGE COSTS

Year Cost Per Loan Cost Per Dollar Lent
19748/ 3,807 .80
1975 1,472 .30
1976 1,573 .29
1977 1,797 .39
1978 3,789 .76
1979 3,389 .71
1980 5,171 .69

a/ April to December (S months)

Source: Computed with unpublished data from the Jamaica
Development Bank's Self-Supporting Farmers'
Development ¥»rogram, Fingston, Jamaica.
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From 1975 onwards, however, one would expect a decline in
the average cost measures as the number and value of loans
iucrease,

The number and value of loans did increase from 1975 to
1977, but so did cost per loan and cost per dollar lent.
This is an indication of the percentage increase in cost for
this period exceeding the percentage increase in the number
and value of loans. The increases in the average cost
figures from 1977 to 1980 are sharper, reflecting not only
the increase in cost but also a sharp decline in the number
and value of loans. This implies the existence of excess
capacity. Thes¢ results point clearly to a high degree of
relative inefticiency in the opcration of the SSFDP.

It has already been ascertained that risk costs and
administrative costs were the two major components of the
cost of lending from 1974 to 1980. The next section probes

the factors that influenced these two cost items.

Factors Affecting Costs of Lending

Factors Influencing Administrative Costs

Total operating expenses (adninistrative costs)
increascqd steadily from $834 thousand in 1974 to about $4
millior in 1980 (Table 12). The most important component of
administrative cost was salariez and wages. Not only did
salaries and wages grow in absolute terms, glightly more

than $350 thousand in 1974 to alaost $2 million 1n 1960, buat



Table 12.

Self-Supporting Farmers'
Total Operating Expenses,

bevelopment Program:
1974-1980 ($Thousand)

— YEAR EXPENSES ™
19748/ 834
1975 1,559
1976 1,908
1977 2,729
1978 2,853
1979 3,104
1980 3,909

a/ April to December

Source: Same as Table 8

93
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their relative importance also rose from 42 percent of total
administrative costs in 1974 to about 50 percent in 1980.

It was as high as 59 percent in 1976 as shown in Table 13.
The next important component of administrative costs was
travel and subsistence expenses. It also lncreasced from
about 14 percent of operating expenses in 1974 tco about 20
percent in 1980 with its highest proportion being 24 percent
in 1979. ‘The next expense items following in order of
importance are the management fees palid to the JDB, occu-
pancy expenses (rental of property), furniture and equip-
ment, and supply and material expenses. Other operating
expenses fell from abouvt 15 percent of total administrative
costs In 1974 to less than 4 percent in 1976 and rose to
about 16 percent 1n 1980,

The breakdown of administrative costs by the functions
of loan processing, disbhursement, monitoring and collection,
and supervision and technical assistance is presented in
Table 14. Supervision and technlcal assistance accounted
for the largest share of administrative costs, 34 percent in
1975/76 and 33 percent in 1974/80. 1t is followed by moni-
toring and collection which was responsihle for about 27
percent and slightly more then 28 percent in 1975/76 and
1979/80, respectively. Loan processing is next in impor-
tance accounting for sowe 26 percent in both periods. Loan
disbursement accounted for the remaining 13 percent in

197/76 and 1979/80. For all practical purposes, this shows
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Table 13, Self-Supporting Farmers Development Program:

Percentage Distribution of Operating Expenses,
1974-19800/.

Item/Year 19743/ 1975 1976 1977 1978 1979 1980

Salaries &

Wages 42,0 55.3 8.8 56.9 52.7 54.6 49.5

Travel Expen.

& Subsistence 14.4 15.3 15.5 14.5 20.2 23.6 19.5

Supplies s

Materials 4,7 1.7 1.5 1.9 2.4 3.4 3.6

Rental of

Property 6.3 6.7 8.3 4.0 3.8 3.9 2.5

Public Util--

ity Services 0.8 1.4 2.8 1.7 2.2 2.6 2.3

furnlture &

Equipment 5.7 2.8 1.2 0.8 1.3 0.7 0.4

Managenw2ant

Fees 11.7 7.9 8.3 7.7 8.7 7.9 6.6

Other Oper.

& Maint.

Expenses 14.5 9.9 3.7 12.5 8.8 3.3 15.8

Total Operating

Expenses 100.0 10£.0 l00.0 100.0 100.0 100.0C l00.0

a/ April to December (9 months)
b/ Columns may not sum up to 100 due

Source: Computoed with

to rounding.

unpublished data from the Jamaica

Development Bank's Self-Supporting Farmers'

Development Program,

Kingston,

Jamaica,
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Table 14. Self-Supporting Farmers Development Program:
Functional Distribution of Administrative Costs,
1975/762/ and 1979/803/ (Percent of Total)

Function 1975/76 1979/80 Average
Loan Processing 26.0 25.6 25.8
Loan Disburscnent 12.9 12.7 12.8
Monitoring/Collection 26.8 28.4 27,6
Supervision/Technical Asst, 34.3 33.3 33.8
SUM 100.0 100.0 100.0

a/ April to March

Source: Computed with unpublished data from the Jamaica
Development Bank's Self-Supporting Farmers'
Development Program, Kinogston, Jamaica.
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no change in the distribution of the resources available to
the SSFDP to the different functions; in the face of
mounting delinquency and default problems discussed in the
next section.

Factors Influencing Risk Costs: A Digression on
Delinquenciles and Defaults

The main component of the risk cost, default cost, is
derived from the probabilistically uncollectable delinquent
loans or loans 1n arrears. The arrears situation of the
SSI'DP trom 1974 to 1980 is presented in Tables 15 and 16.
Two measures of arrears are presented. In panel A is pre-
sented arrears rate I, which shows arrears as a percent of
loans outstanding at the end of the year. Panel B presents
arrears rate II or arrears as a percent of the payments due
during the yecar. The latter measure, arrears rate II, not
only shows morc sharply the severity of the arrears problenm,
but 1t also shows how misleading arrears rate I (i.e.,
arrears as a percentage ot loans outstanding) can be for
carly detection of the problem,

Table 15 shows the arrears problem of the S3FDP to be
very severe with 75 percent of the loans due in 1975 in
arrears. This arrcars rate rises continuously to 83 percent
in 197¢, declining slightly to 74 percent in 1980. The
deterloration in the arrears sicuation is also evident from
Pancl A, where arrcacs are about 16 percent of loans

outstanding in 1974 but increcases to about 42 percent in
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Table 15. Self-Supporting Farmers Development Program:
Arrears Rates of All Overdue Ioans as Percentages
of Loans Outstanding (I-Panel A) and of Amounts
Due (IL-Panel B), 1974-1980.

Loan
Program 19743/ 19758/ 19763/ 19778/ 19783/ 1979b/ 1989b/

Panel A - Rate I

269/317 16.2 21.3 28.5 38.7 47.9 54.6 59,2
359 .4 ) 2.4 5.9 16.3 32.1 42.1
516 3l.2
Recovery 6.1 6.2 18.3 44.5 49.7

Portfolio 15.6 16.8 l16.6 18.9 24.4 39.3 41.9

Panel R - Rate II

269/317 75.6 79.0 84.5 87.0

359 39.8 52.8 70.5 79.9

516

Recovery 76.1 83.1 91.7

Portfolio 75.4 77.0 82.4 83.7 57.5% 73.5

a/ Extrapolated linearly from fiscal year rates.
b/ December 31

source: Comovuted with data trom the Jamaica Development
Bank's Self-Supporting Farmers' Development
Program, Audited Financial Statement and
Supplementary [aformation, various years; and
other unpublished dats from same, Kingston,
Jamaica.
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1980. A perusal of Table 15 shows that the arrears problem
affected all four IDB loan programs and the raecovery loan
program as well. The arrears rate for loan programs 269/317
rose from 16 percent of loans outstanding in 1974 to more
than 59 percent in 1980. The rate for loan program 359 rose
from .4 percent to 42 percent for the same period. The
recovery loan program's arrears rate, increased from 6 per-
cent in 1976 to almost 50 percent in 1980. An 1nteresting
finding is that since the inception of loan 359, each suc-
ceeding loan program's arrears rate begins at a higher
level, then deteriorates more quickly. Loan program 359
began with an acrears rate of .4 percent of loans
outstanding in 1974 while the recovery ioan program's rate
began at 6 percent in 1976. The last loan program of the
S5FDP (i.e., 516) negan with a 31 percent arrears rate T in
1980.

1t is usually accepted that arrears on loans less than
90 days overdue may not posc¢ any scrious threat to a loan
pertfolio. It is those loans more than 90 days overdue that
should be alarming. Table 16 presents the sawe information
bresented 1n Table 15 using only the loans that are more
than 90 days in arrears. 1t is evident from this table that
the severity of the SSFDP arcears problem is no less if one
only looks at loans moce than 90 days overdue., In fact,
this measure gencrates results similac to the parlier

measure (i.e., all arrearsg regarslass of time overdue). For
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Table 16. Self-Supporting Farmer's Development Program:
Arrears Rates of Loans Over 90 Days Overdue as
Percentages of Loans Outstanding (I-Panel &)
and of Amounts Due (II-pPanel B), 1975-1980.

Loan - T -

Program 1974b/ 19753/ 19763/ 19773/ 19783/ 1979b/ 1980b/

Panel A - Rate I

269/317 21.0 25.4 35.2 44.6 54.5 55.9

359 .4 1.0 3.3 11.9 31.9 37.1

516 23.1

Recovery 1.7 3.4 13.6 44,5 43.9

Portfolio 16.2 14.3 15,9 20.6 39.1 36.0

Panel B - Rate I1I

269/317 74.6 70.8 76.8 81.0

359 24.0 22.3 38.2 56.5

51e

Recovery 25.0 42.8 65.7

Portfolio 73.0 66.1 68.9 70.7 57.3* 63.2

a/ Extrapolated linearly from fiscal year rates.

b/ Decenber 31

source :

S5ame as Table 9.
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example, the arrears rate was about 58 percent for all loans
overdue and 57 percent for 90 days overdue in 1979. This
shows that, not only were these rates high and deteriorating
but also, a high percentage of them were probabilistically
endangered. The probability of default increases the longer
a loan remains in arrears.

Table 17, using fiscal year figures, sheds more light
on the agling of the sSSFDP arrears. It shows that 95 percent
of all the loans in arrears in fiscal year 1975 were more
than 180 days overdue. The 180 days or more overdue loans
were 94 percent of total arrears in 1976, 69 percent in
1977, 73 percent in 1978 and 72 percent in fiscal year 1979,

The arvears problem of the SSFDP was not restricted to
only a few branches but rather permeated the entire program.
It can be seen from Table 18 that all the branches or land
authoritices experienced high arvcars rates. Clavemont which
had a relatively better arrcars picture saw its arrears as
percentages of loans outstanding drop from 8 percent in
fiscal 1975 to 7 percent in 1976 and 6 pexcent in 1977 only
to risc again to 9 percent and 20 percent in fiscal 1978 and
1979, respectively. Port Antonio, with the worst arrears
situation during this peviod, had rates ranging between 20
percent and 4:Z pcercent of loans outstanding in 1977 and
1979, respectively.

[t was these pervasive and high levels of arrears rates

with the major part of them probabilistically uncollectable
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Table 17. Self-Supporting Farmers' Development Program:
Aging of Arrears as Percentages of All Overdue
Loans, Fiscal Years, 1975-1979.8/

PERCENT
Days in Arrears 1975 1970 1977 1978 1979
1l - 90 1.9 3.7 17.7 16.0 15.5
90 - 180 3.1 2.5 12.9 11.2 12.8
Greater than 180 95.0 93.7 69.4 72.8 71.7
All Over Due 100 100 100 100 100

a/ Years ending March 31.

Source: Computed with data from the Jamaica Development
Bank's Self-Supporting Farmer's Development
Program, Audited Ffnancial Statement and
Supplementary Information, various years, Kingston,
Jamaica.,
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Table 18. Self-Supporting Farmers' Development Program:
Arrears Rates as Percentages of Loan Outstanding
Within and By Land Authority (Branch), Fiscal
Years, 1975-1979.2/

ARREARS RATES

Land Authority (Branch) 1975 1976 1977 1978 1979
Cambridge 8.7 12.6 13.4 16.5 31.8
Christina 14.1 14.2 9.1 18.3 18.4
Claremont 7.9 6.8 6.2 8.8 20.3
Falmouth 12.2 12,4 11.7 14.9 19.3
Grange Hill 19.7 21.7 16.0 16.3 22.1
Linstead 24.0 26.0 24.5 23.7 28.7
Mandeville 3.5 5.2 6.2 18.1 24.7
May Pen 20.9 21.4 1e.9 23.2 25.0
Morant Bay 19.4 24.8 26.3 16.4 29.3
Port Antono 26.7 33.6 20.3 31.5 41.5
Port HMaria 12.7 16.7 15.7 19.9 27.1
Santa Cruz 12.6 13.0 25.6 15,8 23.3
vallah valley 19.6 21.7 23.7 31.8 32.1

a/ Years ending March 31,

Source: Computed with data from the Jamaica Development
Bank's Self~-supporting Farmers' Development
Program, Audited Financial Statement and
Supplementary Infermation, various years, Kingston,
Jamalica,
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that led to the high risk costs and thereby high lending
costs estimated in this study. The cffects of had debt or
loan losses due to default can be devastating through its
influence on the total cost of lending.

Lee and Baker used a simple, hut effective, formula to
accentuate the debilitating effects of defaults on a loan
portfolio [62]. ‘'They consider lending costs teo be given by:

lce = £ + k +r {5.1)

where f, k, and r vepresent cost of funds, administrative
costs and risk premium respectively. The risk premium is an
ex ante risk cost or the premium required to induce the
lender to lend in the face of risk. They point out that the
occurrence of a default causes the lender to lose, not only
the uncollected principal and interest but also, the asso-
ciated cost of ftunds, £, and administrative costs, k
incurred in having serviced those loans that were never
recovered. Bxpressing the cost [igures as percentages of
the principal loaned, they present the risk premium as:

L= 973 (1 + £ + k) (6.2)
where d, the default rate, is also expressed in terms of the
principal loaned. Using a hypothctical £ and k of 7 percent
and 2 percent respectively, with a default rate of .5 per-
cent, they show lending costs to be:

05

lc = .07 + 02 -+ T-:.:_g_.o_..g (! + .67 + .02) = 0.0955
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This result shows that in addition to itself, the default
rate added .05 percent of principal loaned to lendinyg costs,
i.e., the risk premium is greater than the defavlt rate Lhat
generated it. Increasing the default rate in the above
example from .5 percent to 5 percent, for example, will add
5.74 percent to lending costs. This is .74 percent of prin-
cipal loaned 1in addition to the 5 percent itself. Finally,
they point out that with £ and k at 7 percent and 2 percent
respectively, lc becomes 100 percent of the vrincipal loaned
when d reaches 4%.5 percent.  ‘his threshhold value of d
would have becvn less if £ and k were higher than 7 percent
and 2 percent.

In the casc of the SSFDP the average cost of funds and
administrative costs were found to be 2.87 percent and 11.47
percent olb loans outstanding respectively, (Table 10) if we
usce these £ and k values and employ the Lee-Baker formula,
the threshhold or "break even" valuce for the SSIFDP would be
42.8 vercent., That 15, at a cost ol tunds of 2.87 percent
and adeinistrative coste of 11.47 percent, total lending
costs will be 100 percent of lecans outstanding when the
default rate yreaches 42.8 percent ot loans outstanding.
Another way ol interpretine this is that at a 42.8 percent
rate of dedault, the risk premium will be 5.7 percent of
Loars outstanding, i.e., the institution would have to
charqge a risk premium of 85.7 (double the default rate) to

hreak cven,



106

In their conclusion, Lee and Baker point out that,
"(t)his relationship makes default a destructive factor for
the leder if it reaches any appreciable level" [62]. The
structure and level of arrears experienced by the SSFDP is
clearly one that would endanger any loan portfolio and
result in the high levels of risk cost presented above.

“onsidering the destructive effects of the high arrears
and default rates on the SS¥DP portiolio, it is pertinent to
investigate the probable causes of the delinquencies and
related defaults the program has experienced.

beveral reasons have been given for the non-repayment
of loans by farmcrs., ‘'These reasons can be summarized into
three main causes, namely:

1) Factors assoclated with the farmers ability to pay;

2) Factors associated with cthe farmers willingness to

pay, and
3) Factors associated with the ability and

effectiveness of the lending institution to collect

due debtus.

The first catcgory, ability to pay, deals mainly with the
levels and variability in incomes that may result in inade-
quate 1incomes to render the borrower unable to meet his
contractual loan obligations to the institution. Two key
varilables abtecting the “armer’s income are Pis output and
the price he receives.®/ The output 1s affected ny the
5/ Other L[actors that way affect a farmer's income, and
thereby his ability to pa/, arc Land tenure systems and
productivity. Pracdial larceny (stealing of farm

produce), i! unchecked, may be ancthenr proolem negatively
aflecting lncomes In Scne COUntr Les.



107
vagaries of weather, diseases, and the availability of
appropriate technology. Lack of appropriate and profitable
technology, for instance, can result in a lower rate of
return in agriculture, from which farmers can repay their
loans. Natural disasters and diseases can wipe out an
entire crop or major parts of it and impair the farmers'
ability to repay loans. The output has to be turned into
income in the market place, Inadequate marketing facilities
can impede the income generaticn process, but most impor-
tantly, iowex pricesg, elther as a result of government cheap
food policies, exchange rate overvaluations, inappropriate
marketing board price setting policies or inadequate
marketing channels, leave farmers low incomes from which
they can repay their loans. Changing relative prices can
also have an eftect on farm incomes. 1If due to inflation,
changes 1in the prices farmers pay for inputs exceed changes
in what they receive for their produce over time, the terms
of trade will turn against farmers and a cost squecze will
result in farmer incomes declining, impairing the farmers'
ability to repay loans.

The willingness to pay is concerned with farmers atti-
tudes towavd repayment. Some farmers wmay have the ability
to pay and yet not rvepay loans. The farmers that fall into
this catayory may regard govermment funds as grants and not

Lloans tnat should be repaid. "his attitude is usually
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prevalent when you have political interference in the admin-
istration of credit programs. It is not uncommon for a
borrower to consider loans from a public sector credit
program as hils payment for supporting a particular political
party. Lack of ecffective sanctions on non-repayment may
reinforce arrvrars behavior. When other borrowers see
defaulting borrowers escape penalties or sanctions, they may
be tempted to follow suit.

Arciher factor in a farmer's willingness to pay may
deal with the quality of the service he gets from the insti-
tution, Disbursement lags and other rationinyg techniques
that increase the farmer®s borrowing transaction costs
(beyond the interest rate) may result in a negative atti-
tude towards repayment., Furthermore, if repayment is not
associated with a strong likelihood of receiving more loans
in the future (or Lack ot repayment doesn't compromise one's
chances of qgetting cdditional loans), then there is no
incentive to repay.

The last cause of non-repayment, the ability and effec-
tiveness of the lending institution to collect, deals with
the institution's capacity and determination to collect due
loans. A key facter in the capacity to collect loans is
adequate statfing and supporting materials and services.

An inst.otution may have the stelf and materials and yet not
be able to use these resources offectively te contain

arrzars and collect overdue loans.
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The severe and pervasive arrears that the SSFDP has
faced cannot be explained by the farmers' ability to pay.
Marketing problems and an occasional flood, drought or
hurricane not withstanding, available evidence suggest that
there were increases in the SSFDP farmers incomes, which
enhances their ability to pay. The $SFDP's own
Socio-Economic Evaluations attest to this fact [83, 85, 88,
91]. The 1977 evaluation, for example, ccncluded that
(t)the major rfindings c¢f the socio-cconomic evaluation exer-
cise of 1977 serves to reiterate those of its carlier coun-
terparts executed in the years 1972 an 1975; in that with
few exceptions, bheneficiaries had in fact considerably
increased over all levels of productuction in terms of
volume and value since getting the loan" [88]. This
apparently led to "increascs in net income and in overall
wealtn™ [88). The 1980 evaluation also found "a positive
impact {of the S8I'DP) on its beneficiaries" [91}]. In its
conclusion, 1t stated that "marked improvement (was)
recorded in terms of production and income over the period
reported on." Lastly, the Begashaw study concluded that
"(a) substantial increase in farm level resource use, farm
production, farm income and net worth were obscrved on
borrowers' farms" and that "the SSEDP's contribution towards
taese increases was found to be througir its loan activities™

(17},



110

In summary, the search for the causes for the poor
collection performance of the SSFDP should focus on the last
two categories, i.e., the farmners' willingness to pay on the
one hand, and the institution's ability and effectiveness to
collect overiue loans on the other. In reference to the
latter catogocy, the SSPDP had the capacity to maintain a
decent arrcars picture and collect overdue loans. It has
had adequate staffing and is, operationally, decentralized
with good communications between the thirteen parish offices
and the central office in Kingston. The PBEPOs (branch
managers) and their staff would appear to have good rapport
with the farmers. PFurthermore, this field staff includes,
for each branch, a full-time loan recovery officer, whose
sole job is to collect overdue loans to prevent serious
delinquencies. It is this function that generated the admi-
nistrative cost portion of risk costs in Table 9. It was
shown earlier that this cost item increased from about .5
percent of loans ciutstanding in 1974 to almost 1 percent in
1980. Despite this 1ncrease which, in theory, should dampen
the arvears situaticn, just the opposite occurred, i.e.,
arrears were increasing continuously cver the period.

The SsSEDP is & supervised credit program. The func-
tional cost analysisc presented in Table 14 showed tnat a
third of the resources available to the institution in
fiscal 1976 ard 1980 were devoted to supervision and tech-

nical assistance. A little more than one quarter of the
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resources were used in the monitoring and collection of
loans. These two functions accounted for almost two-thirds
of the operating expenses of the program. The large infu-
sion of resources incto these two functions should not only
increase the SSFDP's capacity to contain delinquencies and
defaults but also increase the farmers' ability to repay
throuqgh technical assistance.

The foregoing suygests that the causes »f the delin-

IR

guency and d2fault problems of the SS5PDP may be due to the
lack of ebfectiveness or efficiency, on its part, in using
scarce resources to contaln the problem, and/or the farmers!
sheer unwillingness to repay. Both of these factors may, in
turn, stem trom the initial design and implementation of the
program, and possible political interference in the admi-
nistration of the program. By design, the administrative
and risk costs oi the program are borne by the government
out ot budgetary allccations. As part of the agreement
between the Government of Jamalca and the IDB, the govern-
ment 1s expected to reimbursce the 5SFDP for any loans deemed
uncollectable, as mentioned earlier., This escape valve may
wearen the resolve and accountability of managers of the
prograim.  They may not nave heen offective in containiry
arrears and defaults beeause, 1n the end, the government
covers all operating expenscs and uncollectable loans, and
repays the DB thwough other tunds.  In this setting, poli-

tical interfewvence may manifest itself in the sclection of
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borrowers. Bocrowers receiving loans because of party affi-
liation, personal connections, etc., may feel less obligated
to repay, and a change 1n government may even harden that
attitude,

Lack of stringent penalties and sanctions against
delinquent anid defaulting farmers by the SSFDP may also
explain this unwillingness to repay. This point bears
further elaboration. From its inception to the present the
major objective of the program has been to introduce modern
production methods to small to medium sized farmers through
long term loans. This emphasis has always been on
"targeting" the loans to designa.ad enterprise type and farm
size clients with a specified level of net worth. Evalua-
tion of the alleged impact of the loans on farm output and
income is almost the sole criterion used by tne IDB to judge
the program's success. Rarely, 1f ever, has prompt and
effective loan rccovery been highlighted as an important
indicator of program success. 'Thus, one would expect less
attention and coacern about rising delinguency and default
among those responsible for the program. We must recoygnize
the obvious trade-off that exists between a viability goal
that emphasizes tight financial management with low arrears
and a basic needs goal that emphasizes incre>sed income for
a targeted group of farmers, One cannot cmphasize one

except, to some greater or lesscr extent, at the expense of
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the other. In the case of the SSFDP it is clear they empha-
sized the latter at the exponse of the former.

A further indication of the low ranking given to loan
recovery and low arrears 1s the lack of any sanctions,
penalties or disciplinary actions exercised on the SSFDP
itself either by the government or by the foreign donor
agency, the 1IDB, Desvite the evidence of rising delinquency
and default,; the IDB and the government have continued to
grant new loan tranches and overhead subsidies through the
years with a minimum of bussle. In brief, given the low
priority of loan recovery in the determination of program
success, and the fact that high arrears do not jeopardize
continued loans and subsidies from the IDB and the govern-
ment, 1t 1s not surprising to note the lack of any concerted
effort to control growing delinquency and the high cost of
lending. An ostensible credit projram becomes, in time, a
hidde~ c¢xpensive income trangier wvrogram derived from a
grants mentality operating bcth within the donor agency and

the SSEDP itselt,

summary
In summary, the SS3I'DP experienced high levels of
lending costs which also increased substantially from 1974
to 1980. Risk or defauit costs constituted the major cost
item with administrative costs being second throughcut the
period., salarics and wages constituted the main operating

expense.,  The high administrative costs were, 1n part, a
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result of relative inefficiency in the operation of the
program and, most importantly, because of the nature of the
program, i.e., a supervised credit program. Supervision and
technical assistance to its farmer clientele accounted for a
third of operating expenses.

The high risk costs were as a result of farmers'
unwillingness to honor their contractual obligations and/or
the ineffectiveness of the SSFDP to collect delinguent
loans. Both of these point to flaws in the initial design
and implementaticn of the program, and possible political

interference in the administration of the program.



CHAPTER VII
RESULTS ON INSTITUTIONAL VIABILITY,
CREDIT RATIONING, AND THE COST FUNCTION
This chapter presents the results and analyses of the
financial viability of the SSFDP and its credit rationing
behavior. The last section presents the estimated cost

function of the SSFDP,

Institutional Viability

Given the magnitude of the lending costs of the SSFDP,
an obvious and pertinent question is whether »r not the
institution 1s viable; doces the SSEFDP generate enough income
to cover its costs and maintain the real value of its port-
folio? The answer 15 no., Until 1977 the SSFDP charged an
interest ot 4 percent on loans. Thercafter, it was
authorized by the government te charge 7 percent, Even this
higher 7 percent rate was below the administrative costs,
that averaged more than 11 percent from 1974 to 1980 (Table
10), and tar below the overall lending cost which averaged
petween 26 percent and 3o percent for the same period.

Table 19, using tiscal year filgures. highlights the
above point. Column 4 prescnts the total interest income of
the 551DP, with operating cxpenses presented in column 6.
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Table 19.

Self-Supporting Farmers'

Development Program:

Receipts and Expenditure, 1975-1979
($ Thousand)
RECEIPTSR/ EXPENDITURES/
Yeara/ Principal Interest Income Total
On Loans Deposits Tctal
. (1) (2) (3) (4=2+3) (5=4+1) (6)

1975 639 359 53 412 1,051 984
1976 732 399 97 496 1,228 1,490
1977 366 484 205 689 1,555 2,108
1978 835 545 172 717 1,552 2,332
1979 1,364 675 366 1,041 2,405 2,783

a/ Fiscal Year ending March 31
b/ Does not include amounts received
&/ Does not include interest expense

Source: Jamalca Development Bank,

trom the government

Self Supporting Farmers Development Program,

Financial Statement and Supplementary Information, various years,

Kingston,

Jamaica.

911
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Comparing columns 4 and 6 reveals that income to the SSFDP
was below operating expenses for all 5 years, 1975-79. 1In
all the years, expenses were more than two times the income,
and in three of the ycars (1976, 1977 and 1978) they were at
least 3 times inconme.

It 1s interesting to note the prominence of income from
deposits (Column 3) in the interest income figures. It
accounted for 27 percent of all interest income from 1975 to
1979, and 1in 1979 it was more than hallf of the income from
loans. Given the low rates that the SSFDP was allowed to
charge on its loans, and a major part of these loans not
being repaid, this might have been a deliberate move by the
managers of the program to enhance SSFDP revenues. Such
behavior, however, defeats the main purpose of the program
which 1s, making devcloprental loans to farmers.

Column 5 of Table 1% prescents total receipts of the
S55FbP, which Is the total interest income (column 4) and the
principai repayments from farmers.l/ Comparing columns 5
and 6 brings to light the [Eact that even total receipts fell
below operating expenses for all the years, with the excep-
tion of 1975. ‘This suggests that withiout subsidies, the
Drog-am was not only not geperating enough income to cover
costs but also a massive erosicn of its capital base vas
taking elace. Capital erosion ard the debilitating effects

1/ These do not include recelpts from the governaent.
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of inflation adversely affected the capacity of the SSFDP to
sustain the purchasing power of its portfolio.

Government subsidies to the SSFDP to cover operating
expenses (recurrvent expenditure) rose from $760 thousand in
1974 to $2.7 million in 1978. It dropped slightly to about
$2 million irn 1980, as shown in Table 20. As high as these
subsidies were, they were not enough to cover all the
operating cxpenses in the various years as they were
expected to do. Comparing the subsidies in Table 20 with
the calendar year operating expenses presented earlier in
Table 11 attests to this fact. 1In fact, in contravention of
the original Jdesign of the proyram, the government often
authorized the administrators =i the SSFDP to meet the
difference between the operating expenses and the voted
subsidies by dipping into the accumulated funds of the
program. ‘This and freqguent batutles betwecen the governnent
and the administrators ot the SsEDP, with respect to ade-
quate funding for the opcration of the program, in parvt,
reflect che government's later dissatisfaction with the high
lendiny costs of the SSI'DP and the government's own inabi-
lity to support the high costs due to budgetzry constraints.,
For example, the SSEFDP's rovised estimated budgyet for the
1979/80 fiscal year was $3.21% aillion. The governnent
allocation was $2.442 millior and even this vas trimmed to

$2.188 million by Parliment due tc "resource constraints."
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Table 20. Self-Supporting Farmers' Development Program:
Subsidies for Operating Expenres (Recurrent
Expenditure) from the Government of Jamaica,
1974-1980 ($ Thousand)

YEAR SUBSIDY
1974 760
1975 1,507
1976 1,482
1977 2,078
1978 2,693
1979 1,373
1980 1,959

Source: Unpublished data from the Jamaica Development
Bank's Self-Supporting PFarmers' Development
Program, Kingston, Jamaica.
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The foregoing leads to the conclusion that the SSFDP is
not a viable entity given the high levels of lending cost,
fived and low intecest rates, and the apparent reluctance of
the government to continue subsidizing the high costs of the
program. Given this situation, one would expect the mana-
gers of the proyram to ration credit by non-price means in
attempt to stem the rising costs, especially the risk or

default costs. This is the topic of the next section.

Credit Rationing

It was postulated in chapter four that a public sector
lender, in attempting to reduct the risks and costs in his
portfolio so as to limit the groveh of subsidies will engage
in the following hehavior:

1) Reduce the growth In the number of loans made,

2) increase the number and amount of mulciple loans to

estabhlished clients,

3) concentrate the loan partfolio into larger sized
loans (where administrative costs are less per unit
of wmoney lent}),

4) shift the new loans into enterprise types that
reduce rrisk or lower costs,

5) concentrate the loan portfolio into lacger sized
farms (where. it is assumed, ricks are less and

returns mcre certain).
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6) shorten the term structure of loans (to reduce

losses associated with inllation),

7) allocate loans on a regional or branch basis where

risks and costs are less, and

8) increase the collateral demanded (to reduce risk).
The behavior ol the SSPDP with respect to the above, for
1975 and 1980 is discussed in this section.

As shown 1n Table 21, the number of new loans granted
by the s5FDP and the number of beneficiaries did, in fact,
decrease from 1975 to 1980. The number of loans granted
declined from over 1,000 to less than 800, while the number
of beneficiaries dropped from 860 to 755. This was
expected.  ‘The number of amultiple loans also declined from
24 pervcent of loans made in 1975 to a mere 4 percent in
1980, contrary to what was postulated.

Table 22 prescnts tne loan size distribution. The
smallest 5 percent ot the nunber of loans accounted for |
percent of the value of loans in 1975 and .4 percent in
1980, a decline. ‘The next 20 peccent of the number of
loans' valuc also declined from 8 percent in 1975 to § per-—
cent in 1980, w0 did the next S0 percent of the number of
loans (41 pevcent of the value of loans in 1975 to 36 per-
cent in 1980). The largest 5 percent, however, increased
its share of tihe value of loans from L percent to 20 per-
cent, The next 20 percent (frem the top) also increased its

value from 32 percent in 1975 to 39 percent in 1980. Thus,



122

Table 21. Self-Supporting Farmers' Development Program:
Loan Commitments and Number of Beneficiaries,
1975 and 1980

Ycar
Item _ 1975 1980
No of Ioans (1) 1,070 787
No of Beneficiaries (2) 860 755
Multiple Loans (3=1-2) 210 32
Multiple Loans As Percent
of No of Loans (4=3/1) 24.,4% 4.2%

Source: Unpublished data from the Jamaica Development
Bank's selt-Supvorting Farmers' Development
Program, Kingston, Jamaica.



Table 22 Self-Supporting Farmers'
Distribution; Percentaqe Distribution

Loan~Size
of Number of

Icans by value of Ioans,
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Development Program:

1975 and 1980

T T percent of Total Value
No of Loans 1975 1980 CHANGE
Smallest 5% 1.0 .4 ~.6
Next 20% 8.2 5.0 -3.2
Next 50% 41.0 35.8 -5.2
Next 20% 31.8 38.8 7.0
Largest 5% 18.0G 9.8 1.8
All loansd/ 100.0 100.0 ——

a/ May not add up to 100% due to roundings.

Source:  Computed with

Kingston,

Jamaica.

unpublished data from the Jamaica
Development Bank's Self-Supporting Farmers'
Devlopment Progran,



124
while the smallest 75 percent of the number of loans
declined in loan valuc from 50 percent of total in 1975 to
41 percent in 1980, the largest 25 percent (of number of
loans) increased its loan value from 50 percent to about 59
percent, indicating a concentration of the loan portfolio
into larger sized loans.

Table 23 presents the changes in the percentage distri-
bution of the number and value of loans by enterprise. The
picture that emeryes out of this table is a mixed one.

Since crops are usually more risky enterprises compared to
livestock, one would expect a shift towards livestock in the
portfolio from 1975 to 1980. Livestock loans, however,
declined 1In terms of sharc of both number anda value of loans
- ininus 3 percent and mines 4 percent respectively.  Two
enterprises that wer: associated with minimal risk of
default were poultry and tobacco. The reason being that the
farmers' installment payments are ustally deducted from a
marketing source. When these farmers scli their produce,
the companies that they are contracted to deduct from the
farmers' proceeds and pay the SSFDP the amounts due the
pregram. The Jamaica Broiler Company, for instance, had
this arrangement with its contract farmers vho borrowed from
the S5,  The contracting companies also provide evtension
and technical assistance to their farmers and, tnercfore,
these farmers do not "need" the SSEDHP oxtension scrvices: a

potential saving in cost. One of these enterprises,
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Table 23. Selt-supporting
Percentaqge
Loans by
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Farmers' Development Program:

No of Loans ~

Distribution ol Number
Enterprise, 1975 and 1980

and Value of

"""Value of Loans

Enterprise e

All LivestocE

Cattle

Poultry

Pigs

Goats

Other Livestock
ALl Crops

Bananas

Food Crops

Vegctables

Tobacco

Other Crops

Source: Computed

1975 1980 Change | 1975 1980 Change
53.6 50.7 ~=2.9 68.4 64.4 -4.0
16.0 16.0 0.0 21.7 26.6 4.9
9.2 7.7 -1.5 15.2 9.0 -6.2
13.5  22.2 11.7 15.3  26.3 1l1.0
8.4 .5 =7.9 8.4 5 =7.9
6.5 1.3 -5.,2 7.8 2.0  -5.8
46.4 49.3 2.9 31.6  35.6 4.0
19.9 2.7 ~17.2 iL.9 2.5 -9.4
4.0 13.1 -.9 11.6 0.5 -1.1
2.3 14.4 12.1 1.2 5.4 4.2
0.0 5.7 5.7 0.0 9.6 9.6
10.2 13.4 3.2 6.9 7.6 .7

e e e

with unpublished data Eromn
Development Bank's Self-Supporting Farmers'
Development Program, Kingston,

Jamaica.

the Jamaica
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tobacco, did in fact increase 1ts share of the number of
loans (by 6 percent) and value ot loans (by 10 percent);
while the other (poultry) declined by almost 2 percent for
numher of loans and 6 percent for value of loans.

Changes in the percentage distribution of the number
and value of loans by farm=size is presented next in Table
24. Even though the largest farm-size category (those
greater than 25 acres) gained in both number and value of
loans (about 2 percent and 7 percent respectively), the
smallest farm-size group (5 acres or less) gained even more
- 16 percent and 13 percent of number and value of loans
respectively. [t Jdoes not appear, thevefore, that therce was
a concerted effort on tne part of the SSFDP to concentrate
the loan portfolio into larger sized farms. This could also
be a reflection of the government mandating the SSFDP to
lend to the bencficiaries o the govermaent's Land lLease
program. ‘The average farm size ot the ben2ficiaries is less
than 5 acres. At December 1979, the average arable acreage
of the bencficiaries was less than 2 (acres) [68(1979, .
73)).

As shown in Table 25, short terws loans' percentage
share of number of loans granted, increased from 0 to 61
percent and of the value of loans to 49 percent. !Modium
and lony term loans' percentage sharz:s deciined, however,
with the long term loans' decline being the greatest - 40

percent in the number of loans and 36 percent in value of



Table 24.

SelE-Supporting Farmers'
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Development Proyram:

Percentage Distribution of Number and Value of

Loans by Farm-Size,

1975 and

1980

No of Toans

value of Loans

Farm-size 1975 | 178C | Change 1975 1980 | Change
5 Acres or Less LIL.5 17.0 | 15.5 12.5 25.4 1 12.9
5.1 to 10 Acres 3l.6 28,11 ~3.5 24.9 19.7 | =5.2
10.1 to 15 Acres 19.0 13.1 ¢ -5.9 18.1 11.5( -6.6
15.1 to 25 Acres 21.2 13.3 ] -7.9% 22.2 14.3 ] ~7.9
Greater Than 16.7 18.5 1.8 22.3 29.1 6.8
25 Acres

ALL PARMS 100.0 | loo.o0 - 100.0 | 100.0 -
Source: Computed with unpublished data from the Jamaica

Development Bank's Self-Supporting Farners'
Development

Program,

Kingston,

Jamaica.
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Table 25. sSelf-Supporting Farmers' Development Program:
Percentage Distribution of Number and Value
of Loans by Term-Structure, 1975 and 1980

LT Noof Loans _T"TT"""Value of Loans -
Term Structure 19751 1980 Change 1975 1980 Change
Short Term?/ 0.0 60.5 60.5 0.0 48.9 43.9
Medium Terni/ 43.3 | 23,01 -20.3 36.6 | 23.4] -13.2
Long Term/ 56.7 | lo.51 =40.2 63.4 | 27.7| =35.7
ALL LOANS L00.0 ] 100.0 === | 100.0 | 100.0 ———

a/ Short Term < 2 years

b/ 2 < Medium “erm < 7 years

¢/ lony Term > 7 years

Source: Computed with unpublished data from the Jamalica

Pevelopment Bank's Self-Supporting Farmers'
Development Program, Kingston, Jamaica.
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loans. This is a clear indication of the shortening of the
term structure of the loans from 1975 to 1980 as postulated.

The percentage distribution of the number and value of
loans by reygion is presented in Table 26. The regional
division of the SSKDP was on Land Authority basis in 1975
and on a Parlsh baslis in 1980. Although there were 13 Land
Authorities and 13 Parishes, there is not a one to one
correspondence between the two divisions. Christiana and
Mandeville (Land Authoritiecs), for instance, make up
Manchester Parish; while Grange Hill Land Authority trans-
lates, more or less, into the Hanover and Westmoreland
Parishes. ‘tor this reason, no information is presented for
Christiana, Grange Hill and Mandeville for 1980. 'The Land
Authorities are arranged In ascending order of better
arrears performance (during the fiscal 197% to fiscal 1979
period). Port Antonio, for example, had the worst arrears
pertormance while Claremont had the best performance in
terms of arrvears. Table 26 veveals that, in spite of this,
the percentage share of tne value of loans of Ciaremont
declined by 2 pcercent. PFalmouth, the next hest region with
respect to arrears, saw its sharc of number of loans decline
by 4 percent and its share of value of loans by 3 percent.
Cambridge was next in line 1in oetter arrears performance and
1t, too, expericenced a decline in its share of number and
value of loans. rkarlier in Table 22, it was shown that the

tmportance of hananas declined 17 percent in number of loans
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Table 26. Self-Supporting Farmers' Development Program:
Percentage Distribution of Number and Value of
Loans by Region (Land Authority), 1975 and 1980

o o "No of Toans - Amount of Loans
Region 1975 1980 | change 1975 1980 | Change
Port Antonio 11.5 2.3 -9.,2 8.1 2.3 ~-5.8
Linstead 9.5 12.8 3.3 12.0 12.8 .8
Yallahs Valley 3.0 3.6 .6 3.9 2.6 -1.3
Morant Bay 2.3 5.4 3.1 2.0 3.1 1.1
May Pen 8.0 8.5 .5 9.6 10.9 1.3
Port Maria 6.1 4.4 -1.7 5.5 6.1 .6
Christiana 7.1 * - 7.7 * *
Grange Hill 6.9 * - 6.6 * *
santa Cruz 7.2 16.2 9.0 7.2 l16.4 9.2
Camhbridge 11.1 5.0 -6.1 Y.9 4.1 -5.8
Mandeville 6.7 * - 6.0 * *
Falmouth 10.3 6.4 -3.9 10.0 7.2 ~-2.8
Claremont L0.3 12.3% 2.0 11.5 9.1 -2.4
ALL REGIONS* 100.0 | 100.0 - 1600.0 7 100.0 -
SRSVt SNSRI ISV S SR - -

* There is not o one to one correspondence boetween Land
Authority (1975) and Parish (1980) regional breakdowns.
In total, Christiana, Grange Hill, and Mandeville
accounted Yor 23% and 25w ol the number of loans and value
of loans respectively in 1380,

Source: Computed with onpublished data from ths Jamaica
Develovment Bank's Selb-Supporting rarmers'
Development Program, Kingstoa, Jamalca.
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and 9 percent in value of loans in the SSFDP portfolio. A
probable explanation for this is the extension of credit by
the Banana Board to the banana growers, and may not have
necessarily been a deliberate cffort on the part of the
SLHEFDPL. Port Antonio is a major banana producing area,
theretfore, the decline (scen in Table 26) in the share of
its number of loans (minus 9 percent) and value of loans
(minus 6 percent) might not be a result of its bad arrears
pertormance, but rather a reflection of the decline of
banana loans 1n the portfolio. It can be concluded, there-
fore, that the SstDP did not allocate loans on a regional
basis to minimize risk (i.e., delinquencies and default).

Interviews with SSEDP ofificials concerning the
tightening or loosening of collateral reqguirements in the
face of the massive delinquencies and default point to the
latter, To support this fact, some of the officials point
to the involvement of the S5¥DP in lending to farmers par-
ticipating in the government's Lard Leasec Program. As part
ok this proyram, tarmers in the Charlemont Development
Project, for example, were to receive $SSIEDP loans.  The
ottficials complained about the lack of their involvement in
the sclaction of the project's farmer participants and the
minimal control they have on who receivesg lcans.

The plcture that emerges from the foregoing is that,
clither through choice or throuyn political pressure from the

government (and possibly the IDBY or some combination of
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these factors, there was no concerted or consistent effort
on the part of the SSEDP to ration credit by non-price means
in attempt to reduce the rishks and the costs In 1ts port-
folio. @Given this, it should not be surprising then that
the SSEFDP saw a risce in costs and subsidies, a rise in
arrears and, a5 shown below in Table 27, an erosion in the
real value or purchaslng powzr of the portfolic over time,
In real terms, the portfollo only grew 3 poercent from 1974
to 1980 ($9.7 million to $10 million) and declined by 28
percent from 1977 to 1980. 7This occurred in the face of a
large increase 1o the nominal value of the povcelfolio
coutstanding over this period, from $9.7 million in 1974 to
almost $26 million in 1980

Two of the hypotheses tested in this section dealt with
whether or not the SsUDP reduced number of loans made and/or
increased its loan sizes, to reduce costs. The estimated
cost Cunction presented 1n the next section sheds some light

on the validity of these hypotheses.

Lstimated Cost Function
One of the cxplanatory variables in the original model
- R (arrears rate) - was dropped from the final estimated
model due to multicollinearity problems .2/ oOrdinary least-
squares was applied after logacithmic transformation of the
model.,  The estimated equalion is:

Log C = 20.16 + (30(Log N) = 1.5L{Log 5)

+ .64(Log W) + 2.14(Loyg M) (7.1)

2/ See equation 5.10, Chapter V.
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Table 27. Self-Supporting Farmers' Development Program:
Loans Outstanding At BEnd of Year in Constant
Prices, 1974-1980 ('Thousand §)

“Loan Balance _

__vear . RemiAAl T o R4/
1974 9,739 9,739
1975 11,764 9,723
1976 15,782 11,777
1977 20,912 13,941
1978 24,929 13,195
1979 24,1437 11,108
1980 25,618 10,007

a/ In constant 1974 prices. The implicit GDP Deflator
(sce Appendix A) was used in deflating the current
figures.

Source: Computed with unpublished data from the
Jamaica Developuent Bank's Self-Supporting
armers' Development Progran, Kingston,
Jainaica.,
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These parameter estimates and related statistics are pre-—
sented 1In Table 28, As shown in the table, the number of
loans and matevials price index are significant at the 1
percent level while the average size of loans and wage index
are signlficant at the 5 percent level. All the variables
had the expzcted signs.  The equation explains a substantial
portion (R4 =,99) of the variation in the dependent
variavle, administrative cost. The overall model is signi-~
ficant at the 1 percent level.

The results lead to the conclusion that the number of
loans is an appropriate measure of the output of the bank
(SSFDP) and that increasing the number of loans increases
administrative costs. The signitficance of the factor prices
(wage index and materials price index) supports the theory -
that, ceteris paribus, increasing factor prices increases
costs. The negative coefticient for the average size of
loans indicates that, in fact, costs can be decreased by
increasing the size of loans. The results #lso lend cre-
dence to the carlier hypothesis thet lenders in attempting
to contain costs may reduce the num v of loans made and/or
increase the average size f their loans.

Average and marginal costs for specific levels of out-—

P

put (number of loans) can be ygenerated from the total cost
Function (7.1). Dividing equation (7.1) by the number of

loans will yield the average cost furction (AC)
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Table 28. Parameter Estimates and Related Statistics
of the Estimated Cost Function, Self-Supporting
Farmers' Development Program, 1974-1980

Explanatory  ~ Parameter |  Standard N
Variables Estimaces Error T-Ratio
Intercept 20.16 2.62

Number of Loans (N) .30 .02 16.97**
Averayge Size of loans(S) -1.51 .26 5.84*
Wage Index (W) .64 .21 3.09*
Materials Price Index (M) 2.14 .25 B.72%*
R2 .99

F-Ratio 529.09**

*  Significant at 5 percent level
** Significant at 1 percent level
Source: Computed with published data from the Jamaica

Develovment Bank's Self-Supporting Farmers'
Development Program, Kingston, Jamaica.
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Log AC = 20.16 - .70(Log N) - 1.51(Log S) + .64(Log W)
+ 2.14(Log M) (7.2)
Using geometric means of S, W, and M, the logarithmic values
of the variables can be placed into equation (7.2) and
multiplied by their respective parameters., Substituting all
of the variailes plus the constant in equation (7.2) will
yield the average cost for the specific level of N.
Marginal cost may be estimated from the avrcace cost.
As was shown 1in cquation (5.11) in Chapter V, this may be
accomplished by multiplying the parameter estimate forr the
number of loans {(.30) by the averagce cost. [t needs to be
said that this procedure only estimates -ost. Although the
equation has a high rZ2, the procedure cannot be expected to
yield completely accurate estimates of costs. Differences
in estimated and actual cost may be due, for example, to
errors in wmeasurement. Any substantial changes in effi-
ciency on the part of management and staff may also be

responsible for unexplained variation.



CHAPTER VIII

SUMMARY, CONCLUSIONS AND IMPLICATIONS

Summary

The general objective of this study was to document
the lending costs of the Jamaica Development Bank's Self-
Supporting Farmer's Development Program (SSEFDP), assess the
financial viability of the program and investigate its cre-
dit rationiny behavior in the face of interest rate controls
in an inflationary environment. The specific objectives
were to: 1) identify and measure the main components of the
costs of lendinyg to farmers; 2) evaluate the factors
influencing these costs; 3) assess the influence of the
structure and level of lending costs on the financial viabi-
lity of the credit agency; 4) assess the adequacy of inter-
nal information flows for the effective control and
management of lending costs; 5) investigate the existence of
credit rationiny; and 6) estimate a cost function for insti-
tutional lendiny to agriculture.

The data used In this study were optained from the
SSFDP. [ spent a total of nine months (July 1980-March
1981) inside the Jamaica Development Bank in Jamaica
collecting the data.  'The princival sources are audited and

137
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unaudited financial statements; monthly expenditure state-
ments, including individual employece salary expense
accounts; loan account files, and other records, documents
and tiles of the bank. Extensive interviews with bank offi-
cials and staftf were conducted in the central office in
Kingston and some of the parish (branch) offices. These
interviews, a survey of the bank's norrowers in St.
Catherine, and 1informal discussions with bank staff and
borrowers were helpful in gaining indepth appreciation of
the operations of the institution.

By its nature and scope, a major part of the study's
objectives were wnet by the use of descriptive or tabular
analysis. 'The cost function was estimated using a
Cobb-Douglas type rogression model employing the ordinary

least squares (OLS) estimation technique.,

Findings and Concilusions

The results of the study showed that the SSEDP
experlienced high levels of lending costs which increased
substantially trom 1974 to 1980, The total cost of lending
ranged Lrom about 23 percent ol loaas outstandiog to almost
49 percent for a period average of 26 to 35 percent.  Risk
cost was the major contributor to this high cost of lending
averaging between 12 and 20 percent; followed by administra-

tive costs (period average of woce than 1l percant) and cost
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of funds; for the entire period. Salaries and wages consti-
tuted the main operating expense. The high administrative
costs were, in part, a result of relative inefticiency in
the operation of the program and, most importantly, because
of the nature of the proyram, i.e., a supcrvised credit
program. Supervision and technical assistance to its farmer
clientele accounted for a third of the operating expenses of
the 5SFDP,

The high risk costs were a result of massive and per-
vasive delinquency and defaults stemming from the farmers'
unwillingness to honor their contractual loan obligqations,
and/or the ineftoectiveness of the $SEDP to collect
delinquent loans. PFlaws in the initial design and implemen-
tation of the proyram, and possible political interference
in the administration of the prouramn contributed to this
problem. By design, the administrative and risk costs of
the program are borne by the Governwmeot of Jamaica out of
budgetary allocations. As part of the agreement between the
governmnent and the Inter-aAamerican Development Bank (IDB)--
the toreign donor agency of the program—-the government is
supposed to reinmburse the SSPDE for any uncollectable loans.,
This escape valve may have weakened the resolve and accoun-
tability of the managers of the program. They may not have
been effective in containing delinguencies and defaults

because, 1n the end, the government covers all operating
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expenses (including risk costs) and repays the IDB through
other funds.

From 1ts inception the major objective of the program
has been to Introduce modern production methods to small and
medium sived farmers through long term loans. ‘The emphasis
has always boen on “targeting” the loans to designated
enterprise type and farm size clients with a specified level
of net worth. Evaluation of the alleged imvact of the loans
on farm output and income is almost the sole criterion used
by the IDB to judge the programs svccess. Rarely, if ever,
has prompt and cifcective loan recovery beca highlighted as
an important indicator of progyram success. Thus one would
expect less attention and concern about delinguency and
default amony those responsible for the program. There is
an obvious trade-off between a viability goal that empha-
sizes tight tinancial managemert with low arrears and a
basic needs goal thalk emphasizes increased income For a
targeted group of farmers. Once cannot emphasize one cxcept,
to some greater or lesser extent, at the expoense of the
other. The findings of this study suggest that the SSEDP
emphasized the latter at the expease of the “ormerr.

A further indication of the low ranking given to loan
recovery is the lack of any sanctions, penalties or
disciplinary actions exercised on the 5SFDP itself either by
the government or the IbB. Despice the evidonce of rising

delinquency and default, the INB and the government have
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continued to pass on new loan tranches and overhead sub-
sidies through the years with a minimum of hassle. Given
the low priority of loan recovery in the determination of
program success, and the fact that substantial arrears do
not jeopardize continued loans and subsidies from the IDB
and the government, it 1s not surprising to note the lack of
any concerted effort to control growing delinquency and the
high cost of lending. This ostensible credit program has
becoime, 1in time, an expensive income transfer program
derived from a grants mentality operating both within the
donor agency and che SSFDP itself,

The hiyh cost of lending found in this study coupled
with administered low interest rates and high levels of
inflation compromised the financial viability and potential
of the S5rDP. With the cost of lending of the magnitude
discussed above, the S5FDP was only allowed to charge an
interest on loans of 4 percent from 1974 to 1977 when it was
"given permission" to raise its interest rate to 7 percent.
Income to the 55FDP was below its opereting expenses for all
the years studied. In all the ycers, expenses were more
chan two times the income, and in three of the years they
were at least three times this income. Even total receipts
(Lnterest income plus principal repayments) feli below
opcrating expenses for all the vears, except 1975. Without

subsidies, the program was not onlyv not generating enough
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income to cover costs but also a massive cerosion of its
capital base was taking place.

Government subsidies to the SSFDP to cover operating
expenses (recurrent expenditure) were found to have risen
from a mere 5760 thousand in 1974 to a remarkably high $2.7
million in 1%78. As high as these subsidies were, they were
not enongh to cover all the operating expenses. In fact, in
contravention of the original design of the program, the
government olten authorized the administrators of the SSFDP
to meet the difference between the operating expenses and
voted subsidies by dipping into the accumulated funds of the
program. This and trequent battles between the government
and the aduiaistrators ot the SuPDP, with respect to ade-
quate tunding for the operation of the progyram, in part,
reflect the government's later dissatisfaction with the high
lending costs ol the SSEDP and tne government's own inabi-
lity to support the high costs due to budgetary constraints.

Lt was thought that with high costs ot lending and
interest rate ceilings (restricting the capacity to meet
those high and rising costs), the SSFDP would aiter the
growth and composition of its poctfolio so as to minimize
1ts losses and contain the rate of increases of subsidics
neceded Lo tanction or actually veduce thea.  The Findings ol
this study showed that this was nob the case. Lt was
concluded that either through choice or through political

pressure from the government (and possibly the IDB) or some
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combination of all, there was not a concerted or consistent
effort on the part of the SSFDP to ration credit by non-
price means in attempt to reduce the risks and costs in its
portfolio. Given this state of affairs, it is not sur-
prising that the SSFFDP saw a rise in arrears, a rise in
costs and subsidies and an crosion in the real value or
purchasing power of its loan portfolio. It was found that,
in real terms, the portfolio only grew hy 3 percent from
1974 to 1980 and declined by 28 percent from 1977 to 1980.
This occurred in the face of a large increase in the nominal
value of the portfolio outstanding over this period.

Results from the estimated cost function confirms the
influence of salaries and wages on the administrative costs
of the program. The importance of inflation in increasing
operating expenscs was also ascertained. '“he results also
lend credence to the carlier hypothesis that lenders in
attempting to contaln costs may reduce the number of loans
made and/or increase the average size of their loans.

Even though there cxisted enough data for a study of
this kind, my overall assessment is thar there is an inade-
guacy of internal information flows for the effective
control and management of the lending costs of the SSFDP.
The SSFDP accounting system was not structured in a way to
allow a functional breskdown of operating expenses as was
done iIn this study. Neither was it structured to permit one

Lo determine ecasily arrears on amoiats due, which shows more
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sharply the severity of arrears problems for early detec-
tion. A probable reason for this lack of adequate internal
information flows might be simply because the IDB or the
governiment did not reguire it. This points again to the low
priority accorded effective control of costs and of viabi-
lity in the cesign of the program.

Finally, something needs to be said about the social
costs inherent in the operation of the S5FDP and other
supply-leading institutions lice it. These social costs are
mainly subsidies from governments., For the S$SFFDP, these
include its operating expoenses or recurrent expenditure
since thesce arc met trom government budgetary allocations,
and the amounts the government reimburses the program for
uncol lectable loans. The remaining subsidies are those
implicit in the concessionary interest paid on loanahle
Funds from the governoent, and the fack that the institution
does not pay qgovernment taxes, It goes without saying that
these subsidics are enjoyed primarily by cthe ones that
recelive the underpriced credit from theso institutions.

Government rovenues, from which these subsidies come ,
are mainly from taxes. Most LICs have a rogressive tax
structure since thiey usually do not have an efficient tax
system and are, thecelore, forced by convenience to rely
heavily on indirect taxes and/or intlationary financing,

The indirect taxes may include low prices pald primary pro-

ducers by commodity boards, import &nd export duties, and
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excisce taxes. The incidence of this regressive tax struc-
ture is onerous on the poor since they pay proportionately
more of their incomes than the rich in such a tax system.
This has equity implications since the direct beneficiaries
of the subsidies are probably better off than the people

bearing the majority of the taxes,

Implications and Recommendations

The main thrust of the recommendations of this study
concerns the long run viability and growth of the SSFDP. To
ensure the viability and growth of the SSFDP would require
interest rate revaluation and drastic decreases in the cost
of lending, especially the risk cost. Actions are obviously

needed on both fronts, but cost reductions come first since

there will not he a realistic interest rate when default

{

costs are as overwhelming as they have been. Recovery and
other lending costs are unnecessary and socially wasteful
when the degree of default effectively converts the credit
brogram into an income transfer program.

Any realistic attempt to reduce the excessive delin-
quencies and defaults from the SSFDP portfolio should
include frecing the projgram of possible political inter-
ference and caphasizing the resolve and accountability of
the administrators ol the pregram to deal with the problem.
This will regulee making the program a complete financial

institution ani not the reta:! outlet for credit that it has
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been. 'The solution here 1is the mobilization of Jdomestic
savings by the SsibpP. This will reduce its reliance on the
government (and the IDB) as a source of its liabilities and
reduce the intluence of the government on its credit opera-
tions. Savings mobllization can be helpful in other ways.
If prospecthive borrowers arce savers abt the institution, the
institution can cut Jdown on information cost since it will
have some information on the borrower; information that
might help make better loan appraisals. Borrowers' attitude
towards repayment may be diffecent when they are dealing
with a depository tfinancial institution. Thoy may be less
Likely to default it they know they, or others in their com-
munity, have their savings in the bank. Consistent with
this idea of autonomy tor the SS5FDP may be a policy to phasc
out the practice ol payinyg tor the program's expenditures
out of voted budgetary allocations., Some subsidy may,
however, be required In the ecarly stayes of such a policy
while the institution qgots back on its f[eet.

Further savings in cost can be achieved by cutting down
on the personncl involved in the operation of the SsSFDP,
given the cxcess capacity and the impact of salaries on
operating expenscs found in the study. A key candidate for
such a cut wmight be tn the supervision and technical
assistance area. Despite the massive amount of resources
expended 1n this area, the arrears problem of the program

worsened. Scme of the SSFLE farmers were found to he
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receiving technical assistance from contract buyers of their
produce and might thercefore not nced SSFDP technical assis-
tance, For those nceding this service, the Ministry cof
Agriculture extenslion agoents can be drawn upon here. Until
May 1975 the Ministry of Agriculture was responsible for the
extension scrvice nceds of the farmers. [t might be prudent
to return this function to the Ministry of Agriculture.

Given the low level of interest the SSEDP is allowed to
charge its customers, 1t might consider having the borrowers
pay for stamp duty, registration fees, and scrvice fees,
kven though thesce might not be that much for the individual
borrower, they add up for the institution. Another area
that should be considered is the charging of interest on
arrears on delinguent loans,

[t i1s only wnen unjustifiable costs like excessive
defaults have been curtailed that a realistic interest rate
can pe charged. 'This calls for a flexible interest rate
policy. The interest rate should cover the cost of funds,
adninistrative costs and a reasonable risk premium. A
fourth factor in the interest rate revaluation should be a
premiun to stem the crosion of the portfolio due to infla-
tion. This might be problematic given the high levels of
inflation cxperienced in Jamaica in vecent years. Interest
rates bacxd on these factors siould ~ot only make the SSEDHP

viable and growth oricnted but reduce its dependence on
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government subsidies and free it fron political inter-
ference.

Finally, the SSFDP should structure the accounting pro-
cedure to allow a functional breakdown of administrative
costs, and to permit easy determination of arrears on
amounts due. lFuture cvaluation of proygram performance or
success should include prompt and effective loan recovery
and overall financial viability.

In conclusion, for the 8SFDP, and other "supply
leading" institutions like it, to contribute to agricultural
a 1 rural development, they have to remain financially
viable. This will require reforms in the design and imple-
mentation of these programs.  These veforms should include
interest rate reforms that will allow these institutions to
charge flexible nominal interest rates that are yenerally
positive in real terms, and also reflect the scarcity of
capital in LICs. Critical to this veform is the necessity
to make thesce programs complete institutions that will pay

realistic interest on deposits to mobilize domestic savings.,

Need For Furt@ggwﬁesearch

Cost studies are useful if they provide managers data
from which they can estimate the marginai cost of specific
activities., pue to Jaca limitations the present study could
not delve enough into this issue. Futurce rescarvch should

address this important issuec, and attempt bto test for the
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exlistence of economies of scale in rural financial institu-
tions lending to agriculture.

The importance of internal information flows for the
cffective control and management of lending costs was raised
in this study. Such information will not be frec. Research
is needed to delve more into the nature of the information

needed, and especially their costs rclative to the benefits.



Appendix A: Exchange Rates and The Implicit GDP
Deflator, Jamailca, 1974-1980

_Year Exchange Rate ($J/USS) ___GDP Deflator
1974 909 100
1975 .909 121
1976 .909 134
1977 .909 150
1978 1.597 189
1979 1.786 220
1980 1.786 256

Source: National Planning Agency, Jamaica, Economic and
Social Survey, (Kingston, Jamaica, 1979); and

Department of sStatistics, Jamaica, National Income

and Product, (Kingston, Jamaica, 1980)
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