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The Importance of Transaction Costs in Domestic
Resource {lobilization and Credit Allocation

Carlos E. Cuxvas and Douglas H. Graham

Introducticn

Degposit mobilization has become an increasingly

constrainad a

(9}
(it

ivity in Honduras in the past decade. This

Pe csis

'O

ear will dzcument £irst the overall periormance ol de

'

activity and 1ts assoccliated financial deepening measures in
Honduras. ©Next, we cfier evidence on the evolving pattern
of financial reculaticns and, in particular, its impact on
the shrinking implicit gross margirs within which financial
intermediaries have been operating in the country. ¢Finally,
our focus shifts to the micro-level institutional setting of
public and private sector banking activity. PBers we inves-
tigate the intermediation or transaction costs experienced
by thes¢ institutions within the Honduran financial environ-
ment. In particular we will document and discuss the
contrasting patterr of lending costs and deposit mobiliza-
tion costs incurred by these institutions and draw out

important policy impiications surrounding these findings.

I. The Macro Setting for Deposit Mobilization Activity
Banking institutions and branches multiplied and
expanded rapidly in Honduras from 1350 to 1975. The number
of hanks increased from 2 to 16 while the number of branches
expanded from 7 to 204 over this period of time. From 1975
to 1982 this pattern changed somewhat with a slower period
of growth for financial intermediaries. Using an index of

the number of inhabitants per branch in the country, we see
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disincentives for deposit mobilization and higher transac-

tions costs in lending activity.

II. The Impact of the Financial Regulations on Gross
Spresads in the Financial Sector

Table 1 presents the estimat2d gross-soread or marzin

- . o~ o o~ = < -
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imziicit 1in the interas:i-rzitz an
central banxk during the period 1970-1932. First, the
‘weighted average of deposit-rate ceilings adjusted by
reserve raguirements is included in column 1 of table 2L/
The average lending-ratz ceiling, as well as fthe maximum
lending-rate ceiling, are seen in columns 2 and 3. The
implicit gross marzin allowed for financial intermediaries
by these financial raculations is estimatad for the averace
lending~rate ceiling and then Zor the maximum level among
these ceilings in the last two columns of table 2.2. It is
clear from this table that the gross spread implicit in the
central-bank's financial policy has been systematically
shrinking over time. If banks had lent all funds at the
maxinum lending rate, and paid the maximum allowed rate on
deposits, their margins would have shown a decrease from a
"generous" average spread of 1ll.1% in the earlier years of
the period (1970-1973), to a narrow 5%-spread in the

post-1978 period. l

1/ The (low) interest-rate paid on tne proportion of total
reserves held in government bonds was not considered in
the calculations. However, this represents a minor bias
in the estimated average effective deposit-rate ceiling.




Table 1. Deposit-rate Ceilings Adjusted by Reserve Requirements, hLending-rate
Ceilings, and Gross—-spread Implicit in Interest-rate Requlations and
Reserve Requirements, 1970-1982

(1) (2) - ) Tmplicit Gross—spread

Average Deposit-rate Averagqge Maxiwmam Uith Average With Maximum

Ceiling Adjusted by Lending-rate Lending-rate Lending-rate Lending-rate

Reserve Requirements?d Ceiling Ceiling (2) - (1) (3) - (1)
Year % % % b %
1970 6.85 - 18 - 11.15
1971 6.85 - 18 - 11.15
1972 6.85 - 18 - 11.15
1973 7.22 12.0 18 14.78 lo.748
1974 8.50 12.8 18 1.30 9.50
1975 9.40 12.1 16 2.70 6.60
1976 9.40 12,1 16 2.7 6.60
1977 9.40 12.1 16 2.70 6.60 .
1978 10.19 12.1 16 1.91 5.81 ~
1979 11.93b/ 12.0 16 0.07 4.07 o
1980 13.200/ 13.3 19 0.10 5.80 '
1981 14.00¢/ 14.3 19 0. 30 5.G0

1982 . n.a. 15.0 19 - -

Sources: Central Bank Statistical idulletins and Central Bank (Superintendency) internal

a/

memoranda

Weighted average of interest-rate ceilings on savings deposits and tiwme deposits,
adjusted by the reserve rate. Reserve rates: 295% in 1970-72, and 1975-77

28% 1n 1973-74

30% in 1978-82
Interest-rate ceilings on time deposits were lifted in Dec. 78. Averages for 1979 and
1980 are based on Central Bank (Superintendency) estimates of effeclive interest—rates
paid on time deposits
All interest-rate ceilings on deposits eliminated after May 1281l. Average for 1981
based on Central Bank (Superintendency) estimates of effeclive intercst—rates paid,

Nea.: not available.
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sourca through which international donor funds have been
channeled into Honduras; and the latter through its relative
predominance in the privates financial marXets of the
country.

Rows 1 and 2 of tavle 2 indicate the distribution of
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costs (row 1) and the costs of modilizing deposits (r 2).

Q
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Thesa shara2s, as well as the average and marginal cost

results resorted in table 2 were derived from translogaritin-

mic cost functicns estimatad for beth institutions on a time
2/

series of brancn-lsvel aata.= Rows 3 and 4 show the

lending on a per-lempirz

rt

Q

9]

averacge and marginal cost
basis, while rows 5 and & ragor: the corresponding average
and marginal costs figures for the costs of deposit mobili-
zation. Finally, overall intermediation costs (lending
costs plus deposit-mobilization costs) are reported in rows
8 and 9 of table 2.

The first important contrest between the two banks is
shown in rows 1 and 2 of table 2.‘ Over 70% of the
development—bank's costs of intermediation correspond to
lending activities, whereas only 29% of its costs are attri-
buted to the administration of deposit accounts. The oppo-
site is true for the private bank, wheQernly 28% of the

2/ See Cuevas, Carlos E., "Intermediation Costs and Scale-
Economies of Banking Under Financial Regulations in
Honduras", Unpublished Ph.D. Dissertation, The Ohio
State University, 1984.
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Table 2. Lender's Intermediation Costs: Lending
Costs and Costs of Mobilizing Deposits,
Summary of Findings for the Development
Bank and the Private Bank.

Develooment Privace

3ank Banx

Cost Concect (%) (%)
1. Shars of Lendinz Zostsz in

Total Intermneliscion Zoziz 71.1 23,%
2. Shnar2 of Depcsit-“ozilization

Costs 1n Total Inter.uediation

Costs 23.9 71.7

Costs of Lendinc
4. Average Costs 10.02 3.33
5. Marzinal Coscts 7.64 1.32

Costs oI Mobiliczing Dencsits
6. Average Costs 83.73 5.33
7. Maryinal Costs 2.72 6.71

Qverall Lender's

Intermecdiration Costsi/
8. Average Costs 18.80 8.72
9. Marginal Costs 10.36 8.40

Source: Results of cost-system estimations, evaluated at
geometric means of the variable in the models.

a/ Lending Costs + Costs of Deposit Mobilization
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costs are associated with lending, while 72% of the bank's
total intermediation costs ar= related to deposit mobiliza-

tion. This acute contrast reflects the development-bank's

greater reliance on foreign funds and spe:ial r=discount
lines from the centrzl bank, as comparzld to the privata bank
wilch reliss mora hezvily ugcen f£iazncial rsscurces meobilizasd

from the general putlic.
Over the period under analysis (1971-1982), an average
of 51% orf the ioan-pcrtfolio of the develooment hank was

funded through foreign funds or central-btank redisc
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lines. Furthermore, these extarnal (non-depncsit) sou
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funds have grown in relative imgortance with respec: to the
loan-portiolioc from a 44%—avarace in the period 1971-1974 to
a 57%-averacge in the period 13739-1382. Conseguently, the
proportion o the total value of new loans funded through
deposit mobilization decreased from an average of 56% in the
period 1971-1974, to a 43%-averacge in the last four vears of
the series. On the other hand, the private bank has relied
primarily upon deposits mobilized from the general public to
finance its loan portfolic. This bank's access to
rediscount lines at the central bank has been limited, and
only recently has it engaged in foreign-funded special cre-
dit projects. 1In 1981, a representative;fear according to
bank officials, 91% of the loan portfolio was funded with
own deposits; almost 7% came from central-bank rediscount

funds,; and a little over 1% from foreign funds (primarily
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1, the ratio of their loan portfolios is 2 to l, and the
ratio between their deposit portfolios is 6.8 to l. 1In
short, the private bank has extended its deposit-
mobilization activity relatively move than its lending acti-

vity. Moreover, this bank has rzached a point of decreasing
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racorns t©o Luarziaer axodansicn ol 1%

activity, unless this expansicn ralies upon inctreasingly
large average deposit balances. At the other extreme, the

development bank 1s operating on the steep-downward-sloping
secticn of a hypothetical averace cost curve for deposit-
mobilization, considering the large difference between

averace costs and marginal costs observed in table 2.

19

Another factor that contributes to the low marginal costs of
mobilizing deposits in the development bank is the incidence
of deposits from public-ssctor institutions that, in

neral, should imply lower handling costs on a per-lempira
basis. Though not documented, the incidence of these depo-
sits is larger in the liability portfolio of the development
bank than in the privazc bank, due to existing regulations
that force public institutions to deposit a majority of
their cash-flow or surplus funds in the development bank.
Yet, the main explanation for the behavior of deposit-
mobilizatioh costs in the development Qank is overcapacity.
since the large difference between average costs and margi-
nal costs should be attributed primarily to under-utilized

fixed or quasi-fixed resources in the structure of the bank.
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Overall, intermediaticn costs are higher in the deve-
lopment bank than in the private bank (rows & and 2 in tasla
2). However, this differa2nce is mora important in terms of
the tatal averacge costs of operation than it is in terms of

the marzinzl costs of int
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the development bank is reflacting under-utilization o

exlsting resources, wheraas the private bank apcears very

close to its minimum~cost level of activity (marginal cost
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almest eguals average cost). Marginal cests of inter-

mediation in the development bank are only two parcantage
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oints higher than ia the private bank, according to the
estimations raportsd in table 2. This result suggests that
the differences in efficiency are not toc substantial bet-
weaen the two banks. However, an important implication is
thaet marginal-cost pricing would imply large operational
lysses for the development bank, whereas in the case of the
private bank it would represent an almost break-even
situation. From a policy-making point of view, if opera-
tional margins were administered so cthat the development
bank vould cover its marginal costs of intermediation, this
bank would still experience substantial losses, since its
average costs exceed oy far its marginal costs. Under such
a policy however, the private vank would earn a profit since
its average costs are lower than the marginal costs of the

development bank.
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in summary, the overall financial climate for deposit
mooilization and efficient loan intermediation has been
declining in Honduras since 1378. Financial deepening indi-
cators have reflected this decline while the implicit gross

spr=2ad or nmarsia available for financial int
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the earlv 12303. Financial ragulations in the fora of
rising ra2serve 1requirements, interest race ceilings and

exoensive tarcetins rezuiraments for foreicgn donor funds
b= pe] =)
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have contributed to rising overall transaction costs in the
ace of declininc gross margins for financial inter-
mediation.

Within this scenario, deposit mobilization has been
discouraged and reliance upon rediscount facilities and
targeted funds has grown, introducing inefficiencies and
inequities into the process of financial intermediation in
the country. A more flexibkle interest rate policy and less
costly targeting schemes (or their absence altogether) could
greatly benefit the overall performance of the Honduran

financial sector.





