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1. Introduction 

The financial system of Honduras has been working under different 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 credit, a phenomenon that has imposed further 
constraints on the operation of the financial sector. In this environment, the operational
efficiency of financial institutions becomes of crucial importance conditioning their via­
bility and overall performance. Lending costs in particular, can be seriously affected by
different 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, usual!y 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 stricture 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 Development Bank at 11.5% with a 
range between 8% and 14% over a seven year period. 
In this study we document and an.-lyze the level and structure of lending costs in two 
important financial institutions in Honduras, the National Agricultural Development 
Bank (DB) and the largest private commercial bank in the country (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 to 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 concerning the rules and 
regulations that typically accompany special agricultural credit programs and projects, 
sponsored by the government and/or international 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 study focused on the non-financial (administrative) costs of both banks. Risk­
related costs such as provision for bad debt were excluded from the analysis given the 
different criteria 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 
portfolio and for 49% of total non-financial costs in tho case of the DB. These percen­
tages were 86% 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-level 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 Implications 

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) and 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 according 
to the conventional classification between direct and indirect costs (row 5), and stres­
sing the different incidence of personnel costs in the two banks (row 6). The estimated 
levels of lending costs, both per loan and per lempira lent I are indicated in rows 7 and 
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6 ul Tdble 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 I 

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

Cntenon 	 ComrncL Devsloofment 
Bank Bank
 

1. Share of lending costs in overall costs 	 % 32.5 77.2 

2. Share of deposit rnoilizaton and other banung ewvcec in overall costs % 67.5 22.8 

3. Share of branc4evel costs in totl lending costs 	 % 77.1 43.1 
4. Share of central-offic-evel costs in total lencing cost% 	 22.9 56.9 
5. Share of direct costs in total lending costs 	 % 74.2 37.5
6. Snare of personnel costs intotal lending costs 	 % 41.1 26.8 
7. Average lending costs, per loan 	 Los. 1.748.4 260.0
8. Average lending costs, per lempira lent 	 % 2.53 6.36 
9. 	Incidenc. of loan evaluation and analysis in total lending coats.
 

Overall % 45.0 15.5
 
Branch-levl % 58.3 36.0
 

10. Incidence of lan monitonng and supervimon in total lencling osts. 
Overall % 4.3 7.1 
Branch4evel % 5.6 16.5

11. Incidence ol loan recovey intotal lending costs,
 
Overall % 13.5 5.8
 
Branch-level % 17.4 13.3
 

12. Incidence of brancn-ievel record-keeping an documentation intotal lending 
costs, 

Overall % 8.2 5.3 
Branci-level % 10.6 12.2 

Sourcer Income-expenditurc statements and branch-levl survey results. 

1/2 Lempirs - 1 U.S. dollar. 

Notes. 	- Rows I and 2 add up to 100 percent. 
- Rows 3 and 4 add up to 100 parcent. 
- The comolement of row 5 constitutes indir ct costs. 
- Row 6 (personnel costul is a component of airec; costs. 
- Rows 9 through 12 do not nec'issaniy 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 oppcslte 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 from the general public. To 
illustrate this difference between the two banks, the shares of the main sources of 
funds in their loan portfolio are indicated below: 

Devvlto Bon. PInvm Bank. 

Source of Funds 
(06) (1960) (PS) (19861) 

Noof Loan No. of Loa 
Loans Amouns Loans Amounts 

Own Resources % 5.9 34.7 90.0 91.0 
Central Bank ReOIMcount % 79.2 40.5 6.2 5.9 
Exenal Funds % 14.9 24.8 3.8 1.1 

* WorM Bank. AID, an ID funds mintheD case; World BaM unk tm te cae of ft PS. 

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 pattern 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 lending costs are due to branch-level activities. Thus a higher 
degree of centralization is clearly observed in the 01B 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, disag­gregated accounting and reporting to the funding agencies at the central-office level.Therefore, a serious constraint is being implicitly imposed on the decentralization ef­forts of the DB, to the extent that these recording, accounting and reporting require­ments 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 ;n the PB, and among them,personnel costs represent 41.1 % of total lending costs. The corresponding shares inthe DB case ate 37.5% and 26.8% respectively. These different shares denote impor­tant qualitative differences between the resources employed in the two institutions, andpa; kcularly in the araa of human resources. It was expected that, given the characteri­stics of the DB's clientele, more numerous and in general more risky customers thanthat of the PB, the DB would direct more resources into the loan operation. However,even though this assumption could still hold in - physical - terms, the value of theresources 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 !ending costs per loan, thes6 were estimated at a level considerablyhigher in the case of the PB as compared to the DB (see row 7 in Table 1). It isnecessary to point out that the sample included 86% of the loan amounts, by only64% of the number of loans, therefore tho average loan amount of the sample bran­ches is larger than that relevant for the institution as a whole. The average cost perlempira 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 forbad debts, thus representing a lower bound estimate for the operational spread thatthese institutions would require in order not to suffer operational losses. 
The results obtained for the DB are particularly striking, especially when comparing
these results with the margins contemplated in credit projects funded by external agen­cies or the central bank. These funding sources usually only allow 3 to 4 percentage
points to cover the administrative costs allegedly associated with the on-lending oftheir funds. Thus, to operate with these special lines of credit, the DB a priori experien­ces an operational loss of over 4%, assuming that all loans arc fully repaid. Thereexists 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 

costly clientele, for which the institution is reimbursed only at a numerous, and more 
margin of 3 or 4 percentage points, seriously compromise the financial viability of the 

institution. It 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 9 through 12 of Table 

1 provide some additional insights into the main factors underlying the cost differences 

between the two banks. The most important difference is observed in the incidence of 

loan evaluation and analysis in total lending costs. These are three times as high in the 

high in the PB at the branch level. The opposite wasPB as in the DB and twice as 
observed for the share of loan monitoring and supervisory costs. These costs were 

case of the DB as compared to the PB.considerably higher in the 

The foregoing observed differences in the functional structure of lending costs strongly 

suggest that in doaling 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 factor 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 out with a more important ncidence in total lending costs in 
even though there exist important qualitati­the case of the PB, as compared to the DB, 

ve differences between the two banks in terms of their rocovery efforts. Most recovery 

actions undertaken by PB officials occur before the loans become three months over­

case loan recovery efforts were concentrated on loans long
due, whereas in the DB 
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 firures reported correspond to costs per lempira lent generated at the branch 

level, where the basis to discriminate between different types of loans was the different 

amount of time spent by credit officials in handling th3 loan 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 

table include , regular , rediscount lines of the centra; 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. 

Table 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 

Lass then L 125,000 More tn1 L 125.000 

Own Resource 
Agncullure
Indusy 
Housing & Real Estate 
Commerce 
Consumption
Other 

313 
1.32 
7.23 
1.62 
5.64 
1.64 

0.28 
0.23 
0.41 
0.34 
0 

World Bank 
Agncufture 7.62 -

Source. Esti-ntes based on survey resum. 

The results of Table 2 indicate that the two main factors that affect 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 due 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 i 
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 government-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 18.4% adding the central-office over­
head costs) or the 8.36% estimated as an average for the DB where, as shown before, 
94% of the loans were financed by central bank rediscount lines and external 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, arid reporting requirements accompanied these special lineS of credit. 

4. Conclusion 

This study has emphasized the sharp contim'sis in the structure of lending costs and 
overall organization between a public sector and a private sector bank servicing agri­
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 composition 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 level and, in general, delegates more decision-making to the branch level in 
managing their portfolio. The public sector bank is far more centralized and registers a 
heavy overlay 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. 
International 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. 

6<
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LE COOT DU CREDIT ET LE DEVELOPPEMENT RURAL DANS LES PVD: LE 

CREDIT BON MARCHE EST IL VRAIMENT BON MARCHE? 

RESUME 

Les coOts qu'impliquent les operations de crddit, normalement d6finis comme co0ts
administratifs (non-financiers), peuvent atteindre des niveaux tr~s 61ev6s dans les 6ta­
blissemonts de credit agricole ob les petits exploitants constituent une composante
importante de la clientele.
 
Dans cette 6tude les auteurs documentent et analysent le niveau et la structure des
 
coots de deux institutions financibres importantes du Honduras, la Banque Nationale
de D6velopement Agricole (BD) et la plus grande banque commerciale du pays (BP),
pour laquelle on a pu estimer Iincidence du montant du prdt, de a source de fonds, etde la destination finale du prdt sur le coOt du cr6dit. L'identificationdes frais directe­
ment imputables aux operations de cr6dit et la d6composition fonctionnelle de cescoots se basent sur des recherches au niveau des agences, et des succutsales me­
nees separement dans les deux institutions. 
L '6tude fait ressortir le contraste entre la structure des cocits du crddit et 'organisation
des dtablissementspublics et des dtablissementsprives. IIva sans dire que la source
des fonds pour les deux types d'etablissements joue un r6Ie fondamental dans la
determinationde la composition de leur poriefeuille - credit et des coots des pr~ts pour
la banque. La banque privee, qui se finance surtout avec les dep6ts collect6s au ni­veau local, est plus prudente et plus efficiente dans 1'6valuation et la s6lection des 
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pr~tsau niveau des agences, et normalement d6lbgue plus de pouvoir de d6cision aux 

agences dans le domaine de la gestion de leur porteteuille-cr6dit. 

La structure doi la banque publique est beaucoup plus centralis6e et montre un grand 

chevauchement de coots administratifs avec des criteres de destination du credit im­

poses par les sources de financement extemes. IIconvient de souligner 6 ce propos 

de financement extemes imposent A I'6tablissementde cr6dit des que ces sources 
coOts de cr6dit beaucoup plus 6leves qu'ilsne le croient. Elles imposent des marges 

administratives si basses pour la couverture de ces coots qu'elles contribuent cle fagon 

importante 6 saper a la base la viabilit6 financiere de ces 6tablissements.En d6finltive, 

les programmes de credit - bon march6 , ne sont pas du tout bon march6 pour les 

6tab/issements de cr6dit qui doivent I'octroyer car ils engendrent des cons6(quences 

serieusespour la viabilit6 financiere des 6tabhissements et des programmes. 

Les organisations intemationales d'aide et les gouvemements devraient, donc, r6viser 

leur politique des marges administratives pour la couverture des coOts ou bien chan­

ger les composantes les plus coOteuses des criteres de destination des pr~ts, sans 

quoi ils doivent accepter les cons6quences n6gatives engendrees par la subvention 

permanente des institutions finpncieres qui regoivent leurs fonds. 
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