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FOLICY IMPLICATIONS OF FINANCIAL
 

INTERMEDIATION COSTS IN BANGLADESH
 

INTRODUCTION
 

The issue of bank viability has emerged in recent years as
 

more and more countries have been forced into a critical examina

tion of their strategy to develop banking systems, especially in
 

rural areas. 
A number of issues have been identified: Are the
 
margins authorized for financial Institutions sufficient to 
cover
 

costs? 
 Are the level of subsidies required to support institu

tions too large 
to be sustained by poor, debt-ridden governments?
 

Do policies aimed at cross-subsidization (profitable lines of
 

business subsidize unprofitable ones) provide adequate incentives
 

to stimulate the expansion of financial services in rural areas?
 

Are there economies of scale in 
iinancial intermediation in
 

developing countries? 
 Should financial institutions expand
 

deposits, loans, 
or 
both to take advantage of economies of scale
 
and scope? Are loan loss 
reserves and interest margins adequate
 

to cover projected loan losses?
 

Several factors contribute to high financial intermediation
 

costs in developing countries. Rural infrastructure is poor so
 

transportation and communication costs are high for financial
 

institutions, for depositors, and for borrowers. 
Often times,
 

supporting systems and institutions are weak or nonexistent so
 

information costs are high when lenders seek to determine land
 

ownership, verify financial statements, ascertain credit worthi
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ness, etc. 
 Lending risks are also high because agricultural
 

price policies, input supplies and marketing systems 
are under

developed for farmer borrowers. Deposit and loan sizes are
 

frequently small 
so it 
is difficult to achieve the productivity
 

of large account volumes per bank officer.
 

In addition to these characteristics of developing countries
 

which contribute to high intermediation costs, policies such as
 

reserve requirements, interest 
rate controls, and credit alloca

tions that are 
designed to achieve certain financial objectives
 

can also increase intermediation costs. 
 Therefore, policies must
 

be analyzed not only in terms of whether or not 
they meet their
 

intended objectives but also in terms of 
their impact on inter

mediation costs. 
 An important objective for the financial sector
 

should be a steady decline in the costs of financial intermedia

tion so returns 
to savers can be increased while the costs to
 

borrowers are decreased.
 

The purpose of this paper is 
to stimulate discussion on
 

intermediation costs 
in Bangladesh by presenting some 
research
 

results obtained from a study of banking costs in a sample of
 

rural bank branches, and by discussing some of the policy issues
 

that 
are implied by these results. Although these results do not
 

tell the whole story about the economics of rural banking in
 

Bangladesh, they raise important issues that demand attention and
 

future research. 
 If the results are substantiated by more
 

comprehensive research, they will signal 
the need for fundamental
 

changes in banking operations and policies regarding rural
 

banking.
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The paper begins with a brief discussion of some of the key
 

policies influencing rural banking in Bangladesh. The second
 

section summarizes some of the initial empirical results of our
 

research on rural financial intermediation costs. The third
 

section summarizes the impact of the loan recovery problem on
 

rural banking, and the final section identifies some policy
 

issues which arise from this research.
 

RURAL BANKING IN BANGLADESH
 

Since Liberation in 1971,. the financial system in Bangladesh
 

has undergone important changes (Khalily). One of the important
 

early developments, of course, was the bank nationalization order
 

promulgated in March 1972 and the creation of six nationalized
 

commercial banks (NCB's), later reduced to four when two NCBs
 

were privatized. These banks along with the Bangladesh Krishi
 

Bank dominate the rural financial system by holding the largest
 

share of rural loans and deposits.
 

A number of policies have been employed to shape the
 

direction of the financial system, control its activities, and
 

influence the allocation of its resources. The emphasis in this
 

paper is on those policies that appear to have the greatest
 

influence on the rural operations of the NCBs and BKB. This
 

approach has limitations, of course, in a national banking system
 

because the performance of rural branches can be influenced by
 

urban branches, and vice versa.
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Branching Policy
 

The branching policies of the Bangladesh Bank are probably
 

the single most 
important factor affecting access to financial
 

services in rural areas. 
 In 1977, a "two-for-one" branching
 

policy was put 
into effect which required scheduled banks to open
 

two new rural branches for each new urban branch licensed.
 

Deposit potential and level of banking competition appear to have
 

been important factors in determining the licensing of specific
 

branches. From one point of view, this policy 6an be interpreted
 

as having been successful. Rural bank branches totaled just over
 

1,100 in 1977, but grew to almost 3,000 by 1982. As a result,
 

rural branches represented 55 percent of 
the total bank network
 

in 1977, but 65 percent by 1982 (Khalily).
 

Doubts exist, however, as to whether or not the rural
 

branches are optimally located and economically viable (World
 

Bank). The issue of viability is co'iplicated to analyze. 
 It is
 

possible that a rural branch, although uneconomical in its own
 

operations, becomes profitable to the bank because of the income
 

earned from a more lucrative urban branch authorized under the
 

"two-for-one" policy. If this is true, it is possible that the
 

demand for rural branches will fall 
once the choicest urban
 

locations are exhausted. The slow down in expansion of rural
 

branches after the termination of the "two-tor-one" policy in
 

1981 suggests that this may have occurred. The transfer of some
 

NCB rural branches to 
the BKB in recent years may have represen



5
 

ted an attempt by banks to 
rid themselves of the unprofitable
 

operations that emerged because of this policy.
 

Interest Rate Policy
 

Both deposit and lending rates are set by the Bangladesh
 

Bank and have undergone major changes only four times (1974,
 

1976, 
1980 and 1983) since nationalization. Although the deposit
 

rate has been slightly higher in rural branches than urban
 

branches, much of the time the weighted average deposit rate has
 

been negative in real terms 
(i.e. the rate of inflation is
 

greater than the nominal deposit rate). 
 Furthermore, the
 

interest rate authorized for rural loans has often been set lower
 

than the rate authorized for loans 
to other sectors. With higher
 

deposit rates and lower loan rates, the spread between deposit
 

and lending rates is generally less favorable for rural than
 

urban branches.
 

There are two implications of this interest rate structure.
 

The first is that this 
rate structure should be a disincentive
 

for banks to aggressively mobilize rural deposits for rural
 

lending. 
 There should be a tendency for rural deposits to flow
 

through the banks to urban loans. 
 Secondly, if this rate
 

structure does not 
cover operating costs of rural branches, banks
 

must subsidize rural operations with more profitable urban
 

operations.
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Refinance Policy
 

The Bangladesh Bank has made active use of refinance
 

policies. The objectives are reported to be: 
a) subsidize the
 

losses of public enterprises, b) provide financial 
resources to
 

specialized institutions such as 
the BKB, c) accommodate seasonal
 

fluctuations in credit, and d) provide funds to NOBs 
so they can
 

profitably lend to preferential sectors (World Bank). 
 Rural
 

credit is one of the categories of loans that has benefited from
 

this policy. 
Perhaps this policy was intended to offset the
 

disincentives of higher deposit rates on rural deposits and lower
 

lending rates on rural loans.
 

During the early 1980s, rural credit could be refinanced at
 

50 percent at an interest rate of 6 percent with a maximum
 

lending rate of 12 percent. At 
the same time, the weighted
 

average bank interest rate on all deposits was 7 to 
7.5 percent.
 

In 1983, the interest rate structure was modified to increase the
 

cost of refinance funds so 
that deposit mobilization would be a
 

more attractive source of loan funds, and 
to raise the lending
 

rate on rural loans so 
there would be more incentives to lenders
 

for rural lending. Prior to this change, it was logical for)
 

banks to mobilize rural deposits for urban lending and use
 

refinance funds rather than deposits for rural lending.
 

Loan Targetinq
 

Loan targeting is 
a common practice in Bangladesh, in part
 

because of the large number of international agencies providing
 

foreign aid. 
 Each donor and/or project identifies a specific
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target group and/or loan purpose and a special credit line is
 

created for each with specified loan amounts and conditions.
 

Each of these projects requires some 
type of reporting mechanism
 

to satisfy the sponsors and/or the government. Furthermore, the
 

government desires information on the progress of lending for
 

certain crops or purposes.
 

These information needs result in the demand for large
 

amounts 
of data which must be collected and processed by banks
 

and bank branches. This reporting system can impose large costs
 

on banks. 
 One bank, for example, developed a reporting form with
 

150 separate rows 
to account for the individual credit lines that
 

were available. The apparently "cheap" funds available from In

ternational sources 
have turned out to be expensive for financial
 

institutions 
to administer in several other countries. This may
 

also be the case in Bangladesh.
 

INTERMEDIATION COSTS IN BANGLADESH
 

Although there are 
a few studies concerning rural borroi'ing
 

costs in Bangladesh, there appear to be almost none concerning
 

rural intermediation costs of 
financlal institutions. Presumably
 

there are studies and information available in the Bangladesh
 

Bank and in 
the head offices of individual banks which are not
 

widely circulated. Therefore, we undertook a study of bank
 

branches in collaboration with R. R. Nathan Associates as part of
 

the AID Rural Finance Project. The primary objective was to
 

estimate a cost function for use 
in analyzing margins and
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economies of scale and scope. 
 We expected to 
find that inter

mediation costs would be high, that 
these costs can be reduced by
 

expanding average branch size, and that scope economies 
can be
 
realized through multi-purpose rather than specialized institu

tions.
 

The approach used in this research was 
to estimate a
 

translog cost function for 
a sample of branches in which costs
 

are assumed to be dependent 
on output levels and input prices.l/
 

From this cost function, economically important properties 
can be
 

derived, such as economies of scale and scope, and average costs
 

and marginal costs 
of deposit mobilization and lending.
 

The data used in this study were obtained from semi-annual
 

income-expense statements of bank branches 
for the two years of
 

983 and 1984. Quarterly data on 
loans and deposits for these
 

branches were 
obtained from the Bangladesh Bank data tape of 
the
 

reports submitted by the branches. 
 The branches included in the
 

study are part of 
the sample compiled by the R. R. Nathan teain
 

and include the following number of branches 
for each bank:
 

Agrani - BKB 40, 42, Janata - 43, Rupali - 19 and Sonali 
-


46-9/ 
 Most branches fall within the category of 
"rural" as
 

defined by the Bangladesh Bank.
 

Total costs were 
defined to 
include all eperating/ad

ninistrative expenses net of depreciation and bad debt 
reserves.
 

Two alternative definitions of bank output were used: 
 number and 
value of deposits. and loans outstanding. Loan and deuosit sizes 
were introduced to control for heterogenei ty of traii;mjc:.jons. 
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The input categories were defined as 
labor and capital. The unit
 

cost of labor was measured as total personnel costs including
 

benefits divided by the total number of employees. The unit
 

price of capital was obtained by summing the major capital
 

expenses such as rent and depreciation, and dividing by the value
 

of deposit and loan balrices outstanding at the end of the
 

period.
 

The results of the econometric model are not precented here.
 

Suffice to say that 
the values for the system R2 were reasonably
 

high (usually above 0.50), most estimates have the sign predicted
 

by theory and are statistically significant.
 

The data in Table 1 report the means of the variables used
 

to estimate the cost functions. There are some interesting
 

patterns in 
these data, many of which seem consistent with
 

general knowledge and impressions about rural bank branches.
 

Labor represents a far greater share of 
total costs than capital.
 

The average size of a branch (measured by adding loans and
 

deposits together) is largest for BKB and Sonali 
compared to the
 

other three, but the combination of assets and liabilities is
 

quite different among the banks. 
 Loans exceed deposits by a wide
 

margin in BKB, they are 
roughly equal in Sonali, but deposits'"
 

exceed loans in the remaining NCBs. Average deposit size is
 

particularly small for BKB compared to 
the other banks, while
 

average loan size is fairly similar for the banks except for
 

Agrani Bank.
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Caution is 
required in drawing many inferences from these
 

data. The results are obviously related to the choice of
 

branches in-luded in the sample and the age of 
the branches
 

selected. Costs are probably high during the start-up phase of 
a
 

new branch and decline as 
deposit and loan volumes increase.
 

Furthermore, these are mean values and the distribution of
 

branches around the mean may be different among the banks.
 

Tables 2 through 6 eeport the preliminary results obtained
 

from the model for intermediation costs and related costs
 

concepts using alternative definitions of output. 
 A number of
 

consistent patterns emerge:
 

1. 	 Deposit mobilization costs represent 
a large share of
 

total costs for Agrani, Janata and Rupali, 
a smaller
 

share for Sonali and an even smaller share for BKB.
 

These results suggest that 
the three NCB's put propor

tionately more effort into deposit mobilization than do
 

Sonali and BKB. 
 BKB does not have as strong a tradi

tion of deposit mobilization as the others, and Sonali
 

has preferred access to 
some deposits because of its
 

treasury role.
 

2. 	 The average and marginal costs per loan account are
 

higher for all banks than 
the average and marginal
 

costs per deposit account. 
 This finding is consistent
 

with the data in Table 1 that show average loan size is
 

greater than average size of deposit account. Marginal
 

lending costs are always below average lending costs 
so
 



there is an opportunity for these branches to reduce
 

costs by expanding loans. Lending costs 
are lowest for
 

BKB, followed by Sonali, 
then 	the other three banks.
 

3. 	 Marginal costs of deposit mobilization are always lower
 

than average costs. Deposit mobilization costs are
 

lowest for Sonali, followed by BKB, and the other three
 

banks.
 

4. 	 Consistent with the above results, the overall marginal
 

costs for intermediation are 
less than average costs
 

indicating that these branches on average are 
located
 

on the declining portion of a U-shaped cost curve.
 

Average costs per taka of deposits and loan balances
 

vary from 3.2 to 7.1 percent. Sonali and BKB appear 
to
 

have similarly low costs followed by the other three
 

banks.
 

5. 	 The estimates of economies of scale indicate either
 

constant returns 
to scale, i.e., the estimate is not
 

significantly different than one 
for Agrani and Rupali,
 

or increasing returns 
to scale, i.e. the estimate is
 

less than one 
for BKB, Janata and Sonali. These
 

results indicate that the mean 
level of branch activity
 

is in the constant or the decreasing portion of the
 

cost curve.
 

6. 	 The estimates of the partial economies of scale
 

(percentage increase in costs associated with a one
 

percent increase in one of the bank services) indicate
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increasing returns to both lending arid deposi t mohi [

iza t Jo, but thft conoinies of one are rPIatJiey monre 

pronol'inced compared to the other depending on the bank. 

Th ey a r e lo wn .t r ) a n s j n A r a n i , . a t a, a nd 

R itipa I i wh r they a r e [ow t - for depo it1s in B B n. ld 

Son;' iJpJ '.his i.l es thal . . he most effiCieII I,)ir. Ih 

expans ion strategy for tle former t ic1s rease loans, 

whi.le for the,i at [er two insti tut ions it is to increaso 

deposits.
 

7. The (-st imates of cost compl ementari ty are fairl y c]ose 

to zero in all cases, except. Rupat i, although of 

ne;.,ative sign in most cases, suggesting that these 

banks enjoy reduced costs by engaging in both lend ing 

and deposit mobilization rather than by specializing in 

one or the other banking function. 

Some general conclusions emerge from this analysis, First, 

there is quite a wide range among banks (and among branches o" 

the same bank) in ov-rall intermediation costs. In an earlier 

paper, we reporte,- that the average gross interest rate spreads 

ranged from 3.1 to F. percent for the sample branches in four of
 

these banks for 1983 and 1984 (Srlnivasan and Meyer, t987a). 3 /
 

Therefore, none of the rural 
banks can cover the average opera

tional costs of their rural branches with thes' interest spreads,
 

Furthermore, as will 
be discussed in the next 'section, these data
 

make no allcwance for loan losses. These results suggest 
that
 

the profitability of rural branches is much less than the 5 to 6
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percent margin between weighted average deposit and lendihig rates
 

reported for scheduled banks in 1983 and 1984.4./
 

Second, all 
branches operating at 
less than the mean level
 

of operations for the respective bank would benefit from an
 

expansion in scale of operations. This expansion would be
 

profitable until 
reaching the average level of operation in those
 

banks with constant returns to scale 
(Agrani and Rupali), and
 

even beyond that level 
for those with increasing returns (BKB,
 

Janata and Sonali).
 

Third, the expansion in scale of branch operations should be
 

unbalanced, i.e. 
the results suggest that BKB and Sonali should
 

expand deposits relatively more than loans, while the other three
 

banks should expand loans relatively more than deposits. Su&4
 

expansion could lead to 
an 
increase in intrabank flow of funds.
 

This analysis cannot predict, of course, whether or 
no- this
 

expansion can 
easily occur with the current number and geographic
 

distribution of bank branches in rural 
areas.
 

Fourth, the banking policies pursued by the government have 

resulted in an expansion of branches, deposits mobilized and 

rural lending. Much remains 
to be done, however, to assure the
 

profitability of 
these branches. It appears that the scale of 

operation of many braanches is small and this contributes to the
 

relatively high cost of 
financial intermediation. 
For reasons
 

discussed below, it is 
not clear if 
there are too many branches
 

for the volume of 
banking business available, if the geographic
 

distribution of branches is 
inappropriate, if 
the branches are
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poorly managed, or if 
the banks are not aggressive enough in
 

pursuing more business.
 

Fifth, these results suggest significant differences between
 

banks but the 
reasons for such differences are not well under

stood, and 
can only be clarified through 
more detailed analysis.
 

Improvement in bank performance requires an 
identification of
 

those efficiencies that can be achieved by improved management 

and resource use in a specific branch, and those that require a
 

streamlining of the operations of an entire bank. 
 Some analysis
 

is also required of 
the market potential and competitive condi

tions within each local banking area.
 

THE IMPORTANT ISSUE OF LOAN RECOVERY
 

Because of the seriousness of rural 
loan delinquency that we
 

discussed in 
our December seminar, we must 
evaluate how the loan
 

recovery problem relates to 
the results of 
this paper. Two-,,.
 

points are important to 
remember in this methodology. First, the
 

resource costs 
(labor, capital, materials) incurred by bank
 

branches in all aspects of 
loan monitoring, loan collection,
 

legal processes to recover bad debts, etc. 
are included as costs
 

as long as they are accounted for 
in. the branch income-expense
 

reports. Therefore, the cost of loan recovery .is included in the
 

estimates presented above. 
 Second, no adjustments are made in 

the cost estimates for future loan losses so it is implicitly
 

assumed that all 
loans made are recovered. The implication is
 

that bank branches would ju t break-even if the interest spreads 
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actually covered the transaction costs reported above, and all
 

loans were repaid.
 

Unfortunately, many loans made by rural branches are not
 

repaid in Bangladesh so the transaction costs estimates reported
 

above represent the lower bound for the minimum interest spread
 

required to cover costs. To obtain a more realistic estimate of
 

the minimum interest spread required for unsubsidized operations,
 

appropriate provisions must be made for bad debts. A casual
 

review of bank financial statements suggests that reserves for
 

bad debts must be too low unless very optimistic estimates are
 

made about improvements in loan recovery.
 

Some important research results on loan delinquency were
 

reported in our earlier seminar in papers by Cookson, and Gregory
 

and Adams. A consensus emerged that the repayment situation of
 

loans made by rural biranches was bad, and getting worse.
 

An important issue discussed at that time concerned th
 

concept of loan recovery profile, and whether or not that profile
 

had actually shifted downward in recent years. / That issue is
 

related to, but somewhat distinct, from the issue of loan
 

recovery rate for an entire loan portfolio. The concept of a
 

loan recovery profile refers to the percent of loan principal
 

repaid at various points in time after payment due date. A com

parison of the loan recovery profile for loans made in various
 

years will show if a lender is more or less successful in
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collecting loans made in 
one year versus another. This com

parison will also suggest whether or not 
there is a change in
 

borrower behavior regarding loan repayment.
 

Gregory conducted some 
recent analysis of rural loan
 

recovery using the data collected by the R. R. Nathan tean.6/
 

Table 7 reports the distributicn by bank and year of 5,270 short

term loans included in the sample of 
loans analyzed in the bank
 

branch survey. 
These loans represent a subset of 
the total
 

sample numbering approximately 9,000 loans. 
 Long-term loans,
 

overdrafts, and loans with incomplete data were eliminated to
 

arrive at this subsample.
 

Figure I shows the loan recovery profile for these short

term loans. Several interesting features 
can be seen. The best
 

total recovery is for loans made in 1979. 
 After more than five
 

years after due date, 
the cumulative proportion of principal
 

repaid reached about 65 percent. The recovery profile for loans
 

made in 1980, 1981, 
and 1982 is fairly similar. The speed of
 

loan recovery as represented by the percent of principal 
re

covered within the first 
two or three years after due date was
 

actually higher than for 1979 loans. 
 However, the recovery 

profile for these three years flattening out at: a somewhat lower 

level so we might predict that as these loans surpass five years
 

after due date the cumulative amount 
of principal recovered may
 

reach 60 rather than 65 percent.
 

A sharp change in loan recovery profile appears 
to have
 

occurred with loans made in 
]983 and 1984. Three years after due
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date, only 42 Percent of the principal was recovered for loans
 

made in 1983 compared to 
50 to 58 percent for loans made in
 

earlier years. Likewise, the loan recovery profile two years
 

after due date is much worse for loans made, in 
1984 compared to
 

loans made ill 
other yfe.ars. If these trends continue, the percent
 

of principal eventually recovered after five years 
for 1983 and
 

1984 loans may be far 
less than 60 percent. These data show that
 

loan recovery for short-term loans has clearly deteriorated over
 

time for these sample bank branches. 
 Perhaps the political
 

uncertainty that emerged in Bangladesh about 1982 and the
 

interest forgiveness programs that followed may have contributed
 

to 
reducing loan recovery performance for all 
loans made before
 

and after that date.
 

The implication of thli 
 loan recovery situation is clear.
 

The future profitability of 
the bank branches surveyed wiJ.l
 

depend much more on 
loan recovery performance than on any fine

tuning of banking operations which reduces costs. 
 It is impos

sible to raise interest margins enough to cover 
forty percen"t
 

loan default. 
 The co-sts of loan default swamp all other costs.
 

The only way rural bank branches can remain operational is
 

through huge subsidies provided 
to them either from the head
 

offices of the banks 
or the government. At a minimum, these
 

subsidies will equal 
40 percent of 
the value of short-term loans
 

made. The subsidies, in effect, will flow through the banking
 

system to those borrowers who convert their loans into grants by
 

defaulting. 
This raisefs two 
important social questions. Are the
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persons who receive these grants the citizens that Bangladesh
 

wants to subsidize in this way?7/ 
 Is the magnitde of subsidy so
 

large that 
it will sabotage the future expansion of rural banking
 

and/or of rural lending?
 

POLICY IMPLICATIONS
 

The results reported in this paper 
are subject to modifica

tion as they are 
reviewed and analyzed in greater detail.
 

Furthermore, we had 
to rely on the data as reported by the banks
 

and have no independent means 
to assess its quality. We have no
 

reason to believe, however, that 
there are serious problems in
 

the data or the analysis so we are confident that 
the conclusions
 

presented here are robust. 
 The sample of bank branches was
 

carefully drawn so 
the results should be 
fairly representative of
 

the rural banking system. 
The impact of any changes made in
 

rural banking after 1984 
are not, of course, represented in this
 

analysis. More comprehensive studies 
are needed to test 
these
 

issues and incorporate the possible effects of 
recent changes)
 

into the analysis.
 

These findings suggest several implications for policy
 

makers in Bangladesh:
 

1. Loan recovery is the number one rural 
f.inance challenge
 

today. Failure to effectively imptrove 
recovery will 

require enormous bank subsidies that will probably 

sabotage the future expansion of efficient rural
 

banking and rural 
lending.
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2. Branches operating at a scale less 
than the mean level
 

for their respective bank sample should expand opera

tions to 
take advantage of economies of scale. The
 

type of expansion which is 
most efficient (more loans
 

versus 
more deposits) varies by bank.
 

3. Economies of 
scope imply that multi-purpose institu

tioris that both mobilize deposits and make 
loans will
 

likely be more 
efficient than specialized institutions
 

that engage in providing just one 
type of financial
 

service.
 

4. Interest margins must 
be adjusted so 
that the transac

tion costs 
of rural branches are covered by income.
 

Interest rate 
levels should be determined by building
 

from the bottom up, i.e. establish deposit rates which
 

provide incentives 
to depositors, 
then add an interest
 

margin sufficient to 
cover 
bank costs.
 

5. The 
current technology for managing deposits and loans
 

must be 
analyzed, and cost-reducing technologies
 

developed 
to lower bank transaction costs 
over time.
 

Special attention must be given 
to the information
 

demands placed on banks, the costs 
these demands imply,
 

and the value of such information if 
it makes little
 

contribution 
to more efficient banking.
 

6. Expanding financial services in rural 
Bangladesh
 

recui 'es a balancing of 
bank and bank customer transac

tion costs. 
 The Khalily research revealed 
the impor
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tance of number of bank branches for deposit mobiliza

tion by reducing transaction costs for depositors. Low
 

depositor transaction costs imply a 
large number of
 

widely distributed branches. 
The research reported
 

here, however, shows the importance of increasing
 

average branch size to 
reduce bank intermediation
 

costs. Additional analysis is needed to 
determine if
 

the current number and geographic distribution of
 

branches is appropriate to simultaneously meet the
 

objective of reduced customer transaction costs arid
 

increased bank efficiency. There may be 
important
 

trade-offs 
so that rural customers will gladly pay
 

higher costs for 
bank services because the 
branch is
 

small, but is located nearby.
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FOOTNOTES
 

2. This research 
is part of the Ph.D. dissertation being

prepared by the 
junior author. The theory arid econometric

model are summarized in Srinivasan and Meyer (1987b). 
 The
general methodology followed the procedures developed by

Cuevas 
-inhis study of Honduras banks.
 

2. 
 Details on sample selection are found in project reports

prepared by Cookson. 

3. Data WLuI' riot analyzed for Sonali Bank. These results were
obtained by analyzing branch level balance sheets and income
 
statements. 

4. As reported in Economic Trends, August, 1985. 

5. This issue was discussed in a paper by Meyer.
 

6. We are indebted to Forrest E. Cookson for providing the raw 
data and 
to Greg Gregory for assembling these results and
 
sharing them with u. 

7. The oauor by Ali provides some insights into the issue of 
loan repayment by rural elites. 
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Table
 

MEAN VALIES FOR THE .OST FLINCTION VARIABLESa/
 

VRI. .LE 
........ AGRAN, 

...... 
. 
..... 

Ke JA BANK .... 

Pice of labor (TK/emoloyee)
" o; ~ /t KHb,/ 

j, 

19,34C 
L j' 6-

. 2328958 

16,226 12,186 
C 1" 

46i,805 

15,892 
26i,244 
12,118 

..C,. 
........7 

0.0012 Uv 
0.73 

o"0016 
C.U 

0.0038 
G.77 

17 47 At ,, ^i7 rn" n 

U.;~VLoans/Akvances (FK) 
4v,.rc. ucc:ir Size (T.) 
'veraoe Loal Size (UK) 
Nmber of Sranches 

3,924,74C 
2,I0 
4,940 

12,390,47 
1,030 
3,332 

42 

33,h ~ 
3,537,767P.23,%3 

2,450 
3,496 

43 

C~ 

2,89 
3,773 

--, ,"N 455,717 
,054,897 

2,988 
3,280 

a." ,Avera ce for te ...."cc sar." e, ' 3 o.mdp ro 9384asnCo 

0/ Cap-ital cost:s measured in tCaka 
per taka of total deposits and Icans
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Table 2
 

Lender's Intermediation Costs
 
and Related Cost Concepts for Agrani Bank /
 

Cost Concept 


Cost Share in Total
 
Intermediat ion Costs 

I. 	Deposit Mobilization Costs 

2. 	Lending Costs 


Costs_of Leiding
 

3. 	Average Costs 

4. 	Marginal Costs 


Costs of Mobilizing Deposits
 

5. 	Average Costs 

6. 	Marginal Costs 


Overall Intermediation Costs
 

7. 	Average Costs 

8. 	Marginal Costs 


9. 	Economies of Scale 


Partial Economies of Scale
 

10. 	Deposits 

11. 	Loans 

12. 	Cost Complementarities 


Value of Deposit

and Loan Balances 


70.6% 

29.4% 


2.88% 

0.80% 


4.22% 

2.80% 


7.10% 

3.60% 


0.94 


0.66 

0.28 


-0.099 


Number of Deposit

and Loan Accounts
 

65.7%
 
34.3%
 

4.80%
 
1.48%
 

1.86%"'
 
1.10%
 

6.66%
 
2.58%
 

0.90
 

0.59
 
0.31
 

0.079
 

!Results of cost-system estimations evaluated at the geometric means
 
of the variables in the models.
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Table 3
 

Lender's Intermediation Costs
 
and Related Cost Concepts for BK Banka_
 

Output Definition 
Value of Deposit Number of DepositCst Concept .and Loan Balances and Loan Accounts 

Cost Share in Total 
Intermediation Costs 

1. Deposit Mobilization Costs 23.64% 21.82% 

2. Lending Costs 
 76.36% 
 78 .18%
 

Costs of Lendina
 

3. Average Costs 
 0.87% 
 1.05%
4. Marginal Costs 
 0.36% 
 0.45% 
Costs of Mobilizing Deposits 

5. Average Costs 
 2.55% 
 0.65%
6. Marginal Costs 0.34% 0.08% 

Overall Intermediation Costs
 

7. Average Costs 
 3.42% 
 1.70%
8. Marginal Costs 0.70% 0.53% 

9. Economies of Scale 0,55 
 0.55
 

Partial Economies of Scale 

10. Deposits 
 0.13 
 0.12

11. Loans 
 0.42 
 0.43
 

12. Cost Complementarities 
 -0.027 
 0.156
 

a/VResults of cost-system estimations evaluated at the geometric means
of the variables in the models. 
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Table 4 

Lender's Intermediation Costs
 
and Related Cost Concepts for Janata Bank,/
 

Outpu-t .Definition .......
Value of Deposit Number of DepositCost Concept and Loan Balances and Loan Accounts 

Cost Share in Total
Intermediat ion Costs 

I. Deposit Mobilization Costs 62.50% 70.73%2. Lending Costs 37.50% 29.57% 

Costs of Lending 

3. Average Costs 
 2.57% 
 3.56%
 
4. Marginal Costs 
 0.86% 
 0.86%
Costs of Mobilizi[ Dpst 
5. Average Costs 
 2 .70% 
 1.78%
 

6. Marginal Costs 
 1.48% 
 1.04%
 

Overall Intermediation Costs
 

7. Average Costs 
 5.27% 
 5.34%
8. Marginal Costs 
 2.34% 
 1.90% 

9. Economies of Scale 
 0.88 
 0.82
 

Partial Economies of Scale 

10. Deposits 
 0.55 
 0.58
 
11. Loans 
 0.33 
 0.24
 
12. Cost Complementarities 0.023 
 0.225
 

a/Results of cost-system estimations evaluated at the geometric means
of the variables in the models. 
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Table 5 

Lender's Intermediation Costs
 
and Related Cost Concepts for Rupali Bank/
 

Output Definition 
Value of Deposit Number of DepositCo)st Concept 

- and Loan Balances and Lcvo-n Accounts 

Cost Share in Total
 
Intermediation Costs
 

I. Deposit Mobilization Costs 
 62.63% 
 70.97%

2. Lending Costs 
 37.37% 
 29.03%
 

Costs of Lending
 

3. Average Costs 
 3.89% 
 5.75%
 
4. Marginal Costs 
 1.43% 
 1.55%
 

Costs of Mob.iii zirgDeos ts 
5. Average Costs 
 2.36% 
 1-91%
 

6. Marginal Costs 
 1.46% 
 1.27%
 

Overall Inteiediation Costs 

7. Average Costs 
 6.25% 
 7.66%
8. Marginal Costs 2.89% 
 2.82%
 

9. Economies of Scale 0.99 
 0.93
 

Partial Economies of Scale
 

10. Deposits 
 0.62 
 0.66

11. Loars 
 0.37 
 0.27
 

12. Cost Complementarities 
 0.698 
 -1.742
 

a/Results of cost-system estimations evaluated at the geometric means
 
of the "ariables in the models. 
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Table 6
 

Lender's Intermediation Costs
and Related Cost Concepts for Sonali Bank,/
 

Output Definition 
Value of Deposit
Cost Concept Number of Depositand Loan Balances and Loan Accounts
 

Cost Share in Total 
Intennediation Costs
 

1., Deposit Mobilization Costs 
 44.16% 46.75%2. Lending Costs 55.84% 
 53.25%
 

Costs of Lendi pg 

3. Average Costs 
 1.96% 
 9.36%
 
4. Marginal Costs 0.84% 
 U.96%
 

Costs of Mobilizing Dep2sits
 

5. Average Costs 
 1.28% 
 1.09%
6. Marginal Costs 
 0.44% 
 0.39%
 

Overall Intermediation Costs
 

7. Average Costs 
 3.24% 
 3.45%
8. Marginal Costs 
 1.28% 
 1.35%
 
9. Economies of Scale 0.77 0o77 

Partial Economies of Scale 

10. Deposits 
 0.34 
 0.36
11. Loans 
 0.43 
 0.41
 
12. Cost Complementarities -0.019 
 -0.024
 

a/Results of cost-system estimations evaluated at the geometric means
of the variables in the models.
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Table 7
 

Number of Sample Short-Term Loan, 
by Year and Bank 

BANK 1979 198(0 1981 YEAR1982 
 1983 
 1984 
 1985 
 TOTAL 
At.rani 74 146 
 51 
 166 
 395 195 2 
 1.032 
] I a r.a 117 
 110 
 100 
 288 
 46 
 734
 
Rupal i 27 
 17 
 13 
 63 
 205 
 77  402
 
Sonalt 49 
 362 
 2t6 227 
 605 364 26 
 1,8,19 
BKB 
 45 
 75 
 110 
 238 
 425 
 352 
 8 1,253
 
TOTAL 
 342 
 710 
 .794
436 1,918 1,034 
 36 5,270
 



Figure 1 

Loan Recovery Profile for Short-Term
 
Agrnicultural Loans Made in 1979-1964:
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