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1. Introduction

The financial system of Honduras has been working under ditferent regulatory sche-
mes during the last decade. Recent years have been characterized by a decreasing
trend in the overall level of liquidity in the system, due mainly to the growing share of
the public sector in total domestic crecit, a phenomenon that has imposed further
constraints on the operation of the financial sector. In this enviroitrnent, the operational
efficiency of financial institutions becomes of crucial importance conditioning their via-
bility and overall performance. Lending costs in particular, can be seriously atfected by
ditferent policies aimed at the financial sector, especially those policies that regulate
the interest rate structure and loan targeting criteria that affect the composition of the
portfolio of the lending institutions. These two features have been important compo-
nents of the recent Honduran policy environment.

Resource costs involved in loan operations, usually referred to as administrative (non-
financial) costs of loans, can be of considerable magnitude in lending institutions dea-
ling with agriculture, if small farmers are an important component of their clientele.
There costs have been estimated to be in the range of 3 to 10 percentage points (Saito
and Villanueva, World Bank) depending on the term structure of the loan portfolio and
the scale of operations of the farmers receiving loans. Nyanin has estimated the avera-
ge loan administration costs of the Jamaican Develooment Bank at 11.5% with a
range between 8% and 14% over a seven year period.

In this stucy we document and an-lyze the level and structure of lending costs in two
important financial institutions in Honduras, the National Agricuitural Development
Bank (DB) and the largest private commercial bank in the ccuntry (PB). The two banks
together accounted for 26.3% of the portfolio of new loans of the banking system in
1981, the year of the study, and granted 44.5% of the value of new loans to agriculture
that same year. Loans to agriculture represented almost 70% of the portfolio of the
DB. This bank accounted for 33% of the banking system’s lending ‘o the agricultural
sector. The share of agricultural loans in the PB's portfolic of new loans was 14%, this
bank provided 11.4% of the total value of new loans to agriculture in the year of the
study.

Comparative analysis of the cost structures of these two banks yields important impli-
cations for financial policies and provides useful insights into the peculiar character-
istics of the operations of public development banks. In the case of the private com-
mercial bank, it was possible to estimate the incidence of loan size, source of founds,
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and end-use on the magnitude of lending costs. These results, together with those
obtained for the development bank, raise serious questions conceming the rules and
regulations that typically accompany special agricultural credit programs and projects,
sponsored by the govemment and/or intemational donor agencies. in Section 2 we
summarize the methodology utilized in the study. We present and analyze the results
and their implications in Section 3. Section 4 summarizes our conclusions.

2. Methodology

Our siudy focused on the non-financial (administrative) costs of both banks. Risk-
related costs such as provision tor bad debt were excluded from the analysis given the
different critenia applied by the accounting units of the two institutions. A representative
sample of branches was selected in both cases, accounting for 55% of the loan
portfoiio and for 49% of total non-financial costs in the case of the DB. These percen-
tages were B6% and 88% respectively in the PB case.

The income-expenditure statements of the branches were the basis for our cost esti-
mates. The identification of the expenses related directly to credit operations and the
functional breakdown of these costs were based on branch-leve! surveys undertaken
separately in both institutions. These surveys consisted of a set of questionnaires ad-
ministered by the authors in interviews with branch managers, credit officials, agrono-
mists, credit analists, accounting personnel and clerical employees.

3. Results, Analysis and Implicetions

The main results of the study are summarized in Table 1. Rows 1 and 2 of this table
characterize the distribution of total operaticnal (i.e. non-financial) costs in each bank
between lending costs associated with credit activity (row 1) anrd operational costs
associated with deposit mobilization and other banking services (row 2). Rows 3
through 6 disaggregate and classify the lending or credit-related costs according to the
level of the bank's structure at which they are generated (rows 3 and 4) and aczording
to the conventional classification between direct and indirect costs (row 5), and stres-
sing the difierent incidence of personnel costs in the two banks {row 6). The estimated
levels of lending costs, both per loan and per lempira fent ! are indicated in rows 7 and
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6 ui Table 1. Finally, the functional breakdown of lending costs is presented in rows 9
through 12 of the same table.
Rows 1 and 2 of Table 1 show a sharp contrast between the two banks in terms of the

incidence of lending costs in total costs, as compared to the share of deposit handling
and other banking services.

Table 1

LEVEL AND STRUCTURE OF LENDING COSTS
COMMERCIAL 3ANK VERSUS DEVELOPMENT BANK

Critenon Commercial Deveiopment
Bank Bank
1. Share of lending costs in overail costs % P25 2
2. Share of depost mobilzabon and othet banking services m overall costs % €67.5 28
3. Share of branch-isvel costs in total lending costs % 774 43.1
4. Share of central-othce-ieve! costs in total kending costs % 229 56.9
5. Share of direct costs in total lending costs % 742 375
6. Share of personnel costs in total lending costs % 411 26.8
7. Average lending costs, per ioan Lps.! 1,748.4 260.0
8. Average lending costs, per lempira lent % 2.53 3.38
9. Incioenc ) of loan evaiuation and analys:s in total iending costs,
Qverall % 45.0 15.5
Branch-ievel % §8.3 38.0
10. Incidence of loan monrtonmng and supenision in total lending costs,
Oversll % 43 71
Branch-isvel % 5.8 16.5
11. inc:dence ol ioan recovery in total kendmg costs,
Overall % 135 5.8
Brench-level % 174 13.3
12. incdence of brancn-ieve! record-keeping and Cocumaentabon in total ending
costs,
Overaif % 82 53
Brancn-evet % 10.6 122

Source: Income-expendrure: siatements and branch-level survey results.

172 Lemprra = 1 U.S, doilar,

Notes. — Rows 1 and 2 add up to 100 percent,
— Rows 3 and 4 add up 10 100 purcent.
-~ The compiement of row 5 constriutes indirect costs.
— Row 6 (personnei costs) is a component of direc; costs.
— Rows 9 through 12 do not nacassanly add up to 100 percent since other miscellaneous costs at the branch level and
overall are not included In the tables.
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A majority of the PB's resources, 67.5% of total costs, are devoted to deposit mobiliza-
tion and the provision of other services, while only 32.5% of its total costs can bu
associated with lending activities. The oppcsiie is true for the DB, where 77.2% of its
costs are credit-related whereas only 22.8% of total costs relate to deposits and other
services. This acute contrast reflects the DB's greater reliance on external funds and
special rediscount lines from the central bank, as compared to the PB which relies
much more haavily upon financial resources mobilized trom the general public. To
illustrate this difterence between the two banks, the shares of the main sources of
tunds in their loan portfolio are indicated below:

Bank, Private Bank,
(0B) (1960) (P8) (1931)
Source of Funas
No of Loan No. of Loan
Loans Amounts Loans Amounts

Own Resources % 59 u7 90.0 91,0
Centra! Bank Radiscount % 792 405 62 58
b 14.9 24.8 38 1.1

External Fn,mds ¢

* Word Bank, AlD, an IDU tunds in the DB case; World Bank funds in the case of the PB.

These differences with respect to the banks’ predominant sources of funds between
the two banks underly many other contrasts observed in their cost structures, as will
be discussed later.

Lending costs are generated primarily at the branch level in the case of the PB
(77.1%), with only 22.9% of total lending costs being attributable to costs generated at
the central-office level. Again the opposite pattem is observed in the DB case, where
57% of its lending costs correspond to central-office resources entering the loan pro-
cedure, while 43% of iending costs are due to branch-level activities. Thus a higher
degree of centralization is clearly observed in the UB case, whereas the PB cost struc-
ture reflects a different strategy of regionalization and decentralization of the decision-
making process.
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We conclude that the heavy incidence of special lines of credit and externally-funded
projects in the development bank places most of the burden of documentation, disag-
gregated accounting and reporting to the funding agencies at the central-office level.
Therefore, a serious constraint is being implicitly imposed on the decentralization ef-
forts of the DB, to the extent that these recording, accounting and reporting require-
ments continue growing as new special credit projects enter the liability portfolio of the
development bank.

Rows 5 and 6 of Table 1 show another revealing contrast between the two banks.
Direct costs account for 74.2% of total lending costs in the P8, and among them,
personnel costs represent 41.1% of total lending costs. The corresponding shares in
the DB case aie 37.5% and 26.8% rospectively. These different shares denote impor-
tant qualitative differences between the resources employed in the two institutions, and
pai.cularly in the araa of human resources. It was expected that, given the characteri-
stics of the DB's clientele, more numerous and in general more risky customers than
that of the PB, the DB would direct more resources into the loan operation. However,
even though this assumption could stili hold in « physical » terms, the value of the
resources directly involved is far more important in the PB case, reflecting a higher
level of investment in more expensive and better trained human resources and other
direct inputs for its credit operations.

As for the level of lending costs per ioan, these were estimated at a level considerably
higher in the case of the PB as compared to the DB (see row 7 in Table 1). It is
necessary to point out that the sample included 86% of the loan amounts, by only
64% of the number of loans, therefore tho average loan amount of the sample bran-
ches is larger than that relevant for the institution as a whole. The average cost per
lempira lent in the PB amounts to 2.53%, a rate that contrasts with the 8.36% obtained
for the DB (row 8 in Table 1). Note that these estimates do not include provisions for
bad debts, thus representing a lower tound estimate for the operaticnal spread that
these institutions would require in order not to suffer operational losses.

The results obtained for the DB are particularly striking, especially when cofmparing
these results with the margins contemplated in credit projects funded by external agen-
cies or the central bank. These tunding sources usually only allow 3 to 4 percentage
points to cover the administrative costs allegedly associated with the on-iending of
their funds. Thus, to operate with these special lines of credit, the DB a prioni experien-
ces an operational loss of over 4%, assuming that all loans arc fully repaid. There
exists a policy inconsistency here in the sense that external donors and/or the govern-
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ment impose on the DB costly loan targets. The costs of servicing a more risky, more
numerous, and more costly clientele, for which the institution is reimbursed only at a
margin of 3 or 4 percentage points, seriously compromise the financial viability of the
institution. 1t is interesting to note that the usual 3-4% margin is closer to the average
lending costs observed in efficient private commercial banks like the one under study
here, than to the average lending costs obsarved in the development bank.

The functional breakdown of lending costs summarized in rows 8 through 12 of Table
1 provide some additional insights into the main factors underlying the cost differencas
between the two banks. The most important difference is observed in the incidence of
loan evaluation &nd analysis in total lending costs. These are three times &s high in the
PB as in the DB and twice as high in the PB at the branch level. The opposite was
observed for the share of ioan monitoring and supervisory costs. These costs were
considerably higher in the case of the DB as compared to the PB.

The foregoing observed difterences in the functional structure of lending costs strongly
suggest that in daaling with a more numerous and risky clientele the DB is induced to
concentrate its resources in monitoring and supervisory activities rather than in the
loan evaluation and analysis that precede loan approval. A tactor that influences this
behavior is the incidence of targeted funds in the overall volume of the DB's opera-
tions. These targeted funds typically entail widespread requirements with respect to
the control, monitoring and supervision of the end-use of funds, along with explicit and
implicit pressures to allocate credit into risky activities that are characteristic of supply-
leading financial schemes.

Loan recovery costs stand cut with a more important incidence in total lending costs in
the case of the PB, as compared to the DB, even though there exist important qualitati-
ve differences between the two banks in terms of their rocovery efiorts. Most recovery
actions undertaken by PB officials occur before the loans become three months over-

. due, whereas in the DB case loan recovery efforts were concentrated on loans long
overdue, where the probability of repayment could be considered slim (delinquency
rates were approximately 5% for the PB, and 50% for the DB, in 1981).

Finally, Table 2 summarizes the results of an effort to estimate the PB's lending costs
into account differences due to source of funds, end-use of the loan, and loan size.
The fipures reported correspond to costs per lempira lent generated at the branch
level, where the basis to discriminate between difterent types of loans was the different
amount of time spent by credit officials in handling the ican applications. For the sub-
sample utilized in this exercise, central-office costs add 0.6 percentage points as an
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overhead cost to the branch-level costs reported in Table 2. Own resources in this
teble include « regular » rediscount lines of the centrai bank (as opposed to « special »
lines) that are of rather low importance in the funding of the PB's loan portfolio, as has
been illustrated before.

Tabie 2

PRIVATE BANK'S LENDING COSTS (PER LEMPIRA LENT), AT THE BRANCH LEVEL, ACCORDING TO SOURCE OF
FUNDS, END-USE OF THE LOAN, AND LOAN SIZE. PERCENTAGES.

Source of Funds and End-Use Loan Size
Leas than L. 125,000 More then L. 125,000

Own Resource

Agnculture 31 0.28

Industry 132 0.23

Housing & Real Estate 7.23 0.41

Commerce 1.62 0.34

Consumplion 5.64 —_

Otner 1.64 033
World Bank

Agncunure 7.82 -—

Source: Esumates based on survey resuis.

The results of Table 2 indicate that the two main factors that afisct lending costs are
the loan size, and the source of funds. Differences in costs generated by the end-use
of loans are less important. Loans of a size larger than 125,000 lempiras cost less than
1% to operate (including the 0.6% central-office costs). Among those loans of less
than 125,000 lempiras, funded with the bank’s own resources, housing and real estate
appears as the end-use with the highest administrative costs per lempira lent. Agricul-
ture is third in order of importance, with industrial sector loans showing the lowest cost
of loan servicing.

However, of particular importance is the fact than loans funded by the World Bank
project are extremely costly to administer. This is cue to the considerably greater
amount of documentation, farm and project planning, record-keeping, supervision and
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reporting requirements that these loans entail for the on-lending institution. Note that it
the 0.6 percentage points estimated as central-office overhead costs are added to the
3.13% branch-level costs of granting loans to agriculture with the bank's own
resources, we arrive at a figure fairly close to the « traditional » 4% margin considered
in externally-funded and govemment-funded special credit projects. However, the true
administrative costs induced by these special programs will be closer to the 7.8%
estimated for World Bank funds in the PB case (8.4% adding the central-ofiice over-
head costs) or the 8.36% estimated as an average for the DB where, as shown before,
94% of the Inans were financed by central bank rediscount lines and externa! funds.
Our results here suggest that the usual 4% spread allowed in these projects would
only be appropriate if no additional information, monitoring, record-keeping, account-
ing, and reporting requirements accompanied these special linec of credit.

4. Conclusion

This study has emphasized the sharp contrasis in the structure of lending costs and
overall organization between a public sector and a private sector bank servicing ugri-
culture in a less developed country. It is clear that the source of funds to these institu-
tions plays a crucial role in determining the compaosition of their loan portfolio and the
lending costs incurred by the banks. The private bank, relying more on locally
mobilized deposits, is more cautious and efficient in evaluating and screening loans at
the branch ievel and, in general, delegates more decisicn-making to the branch level in
managing their portfolio. The public sector bank is far more centralized and registers a
heavy overtay of administrative costs associated with loan targeting criteria imposed
by external sources of finance. important here is the fact that external donor agencies
impose far higher lending costs on the on-lending institutions than they probably
realize. They impose unrealistically low administrative margins to service these costs
which contributes to the financial unviability oi these institutions. In the end « cheap »
credit programs are not cheap to the institutions required to on-lend these resources
with serious consequences for their future as viable financial institutions or programs.
Intemational donors and local governments should either reconsider their low admini-
strative cost margins policy or alter the costly features of their loan targeting criteria.
Ortherwise they should accept the negative consequences of subsidizing permanently
the financial institutions receiving the funds.
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LE COUT DU CREDIT ET LE DEVELOPPEMENT RURAL DANS LES PVD: LE
CREDIT BON MARCHE EST IL. VRAIMENT BON MARCHE?

RESUME

Les codts qu'impliquent les opérations de crédit, normalement définis comme colits
administratifs (non-financiers), peuvent atteindre des niveaux trés élevés dans les éta-
blissements de crédit agricole ot les petits exploitants constituent une composante
importante de la clientéle.

Dans cette étude les auteurs documentent et analysent le niveau et la structure des
couts de deux institutions financiéres importantes du Honduras, la Banque Nationale
de Développement Agricole (BD) et la plus grande banque commerciale du pays (BP),
pour laquelle on a pu estimer I'incidence du montant du prét, de la source de fonds, et
de la destination finale du prét sur le codt du crédit. L 'identification des frais directe-
ment imputables aux opérations de crédit et la décomposition fonctionnelle de ces
codts se basent sur des recherches au niveau des agences, et des succuisales me-
nées séparément dans les deux institutions.

L 'étude fait ressortir le contraste entre Ia structure des couts du crédit et l'organisation
des établissements publics et des établissements prives. Il va sans dire que la source
des fonds pour les deux types d'établissements Jjoue un réle fondamental dans la
détermination de la composition de leur portefeuille - crédit et des codits des préts pour
la banque. La banque privee, qui se finance surtout avec les dépots collectés au ni-
veau local, est plus prudente et plus efficiente dans I'évaluation et Ia sélection des
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préts au niveau des agences, et normalement délégue plus de pouvoir de décision aux
agences dans le domaine de la gestion de leur portefauille-crédit.

La structure du la banque publique est beaucoup plus centralisée et montre un grand
chevauchement de codts administratifs avec des critéres de destination du crédit im-
posés par les sources de financemsnt extemes. il convient de souligner & ce propos
que ces sources de financement externes imposent & I'établissement de crédit des
coits de crédit beaucoup plus élevés qu'ils ne le croient. Elles imposent des marges
administratives si bassss pour la couverture de ces colls qu ‘elles contribuent de fagon
importante & saper & la base la viabilité financiére de ces établissements. En définitive,
les programmes de crédit « bon marché » ne sont pas du tout bon marché pour les
établissements de crédit qui doivent I'octroyer cer ils engendrent des conséquences
sérieuses pour la viabilité financiére des établissements et des programmes.

Les organisations intenationales d'aide et les gouvernements devraient, donc, réviser
leur politique des marges administratives pour la couverture des collls ou bien chan-
ger les composantes les plus coiteuses des critéres de destination des préts, sans
quoi ils doivent accepter les conséquences négatives engendrées par la subvention
permanente des institutions financiéres qui regoivent leurs fonds.
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