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Z r e d i t - ~ 1 l o c s t F o n  Programs and In t e rmed ia t ion  
. C o s t s  i n  s n  A g r i c u l t u r a l  Development Bank 

Abs t r ac t  

I n t e r n a t i o n a l  donors  have s t r o n g l y  encouraged t h e  c r e a t i o n  of  spe- 
c i a l i z e d  c r e d i t  i n s t i t u t i o n s  i n  t h e  l a s t  decade t o  s e r v i c e  ' the needs of 
a g r i c u l t u r a l  development. These i n s t i t u t i o n s  have a p o r t f o l i o  h i g h l y  
c o n c e n t r a t e d  i n  a g r i c u l t u r e  and f u r t h e r  i n  medium t o  long-term loans ,  
l i t t l e  i f  any d e p o s i t  o r  s av ings  s e r v i c e s  and an  expens ive  i n f r a s t r u c t u r e  
t o  s e r v i c e  l o a n  t a r g e t i n g  requi rements  of  donors .  Ana lys i s  of t h e  d a t a  
from t h e  Na t iona l  A g r i c u l t u r a l  Development Bank i n  Honduras show t h a t ,  
c o n t r a r y  t o  donor e x p e c t a t i o n s ,  an i n c r e a s i n g  s h a r e  o f  donor t a r g e t e d  
funds  f o r  a g r i c u l t u r e  i n  t h e  bank's  l i a b i l i t i e s  h a s  no t  l e d  t o  an in-  
c r e a s e d  p a r t i c i p a t i o n  of a g r i c u l t u r a l  l o a n s  i n  t h e  t o t a l  p o r t f o l i o  o f  t h e  
bank nor  t o  an  i n c r e a s e  i n  t h e  s h a r e  o f  small s i z e d  loans  i n  t h e  a g r i -  
c u l t u r a l  p o r t f o l i o .  Th i s  must r e f l e c t  t h e  f u n g i b i l i t y  of f i nance .  

A t  t h e  same t ime,  r e g r e s s i o n  a n a l y s i s  performed on t h e  development 
bank ' s  c o a t  f u n c t i o n  i n d i c a t e s  t h a t  t h e r e  i s  a  s i g n i f i c a n t  lagged r a t c h e t  
t y p e  e f f e c t  of donor and c e n t r a l  bank t a r g e t e d  funds  on t h e  intermedia-  
t i o n  c o s t s  o f  t h e  bank. These d e r i v e  from i n c r e a s e d  r e sou rces  devoted t o  
accoun t ing ,  moni tor ing ,  record-keeping and r e p o r t i n g  requi rements  o f  
t a r g e t e d  c r e d i t  programs. I n t e r n a t i o n a l  donors  and l o c a l  governments 
shou ld  s e r i o u s l y  c o n s i d e r  reducing  t h e i r  l oan  t a r g e t i n g  p o l i c i e s  i n  l i g h t  
of  the l i m i t e d  p o r t f o l i o  impact and t h e  s i g n i f i c a n t  c o s t  i n c r e a s i n g  
e f f e c t s  t h e a e  p o l i c i e s  have on f i n a n c i a l  i n t e r m e d i a r i e s .  



C r e d i t - A l l o c a t i o n  Programs and I n t e r m e d i a t i o n  C o s t s  
i n  a n  A g r i c u l t u r a l  Development Bank 

1. I n t r o d u c t i o n  
S p e c i a l i z e d  c r e d i t  i n s t i t u t i o n s  have  r e c e i v e d  p a r t i c u l a r  a t t e n t i o n  

from governments  and i n t e r n a t i o n a l  f u n d i n g  a g e n c i e s  i n  t h e  l a s t  decade .  
Donors s e e  t h e s e  i n s t i t u t i o n s  a s  a f i n a n c i a l  i n n o v a t i o n  c a p a b l e  o f  i n -  
c r e a s i n g  t h e  f l o w  of  i n t e r n a l  and e x t e r n a l  f i n a n c e  t o  s e l e c t e d  s e c t o r s  
and c l i e n t  g r o u p s  v i t h i n  t h e  economy. These  s p e c i a l i z e d  i n s t i t u L i o n s  a r e  . 
c h a r a c t e r i z e d  by a loari ~ o t t f o l i o  h i g h l y  c o n c e n t r a t e d  i n  a g r i c u l t u r e  and  
a  l i m i t e d  s c o p e  f o r  t h e  p r o v i s i o n  o f  o t h e r  bank ing  s e r v i c e s .  

Large  amounts  o f  t a r g e t e d  f u n d s  have  been  c h a n n e l l e d  t h r o u g h  t h e s e  
a g r i c u l t u r a l  development  banks  from governments  and  donor  a g e n c i e s .  These  

, Funds a r e  i n v a r i a b l y  l e n t  o u t  a t  c o n c e s s i o n a r y  i n t e r e s t  r a t e s ,  a  p r a c t i c e  
t h a t  c o n t r i b u t e s  t o  t h e  f r a g m e n t a t i o n  o f  c r e d i t  m a r k e t s  i n  low income 
c o u n t r i e s .  U n t i l  r e c e n t l y ,  l i t t l e  a t t e n t i o n  had been g i v e n  t o  t h e  c o s t s  
o f  f i n a n c i a l  i n t e r m e d i a t i o n  a s s o c i a t e d  w i t h  t h e s e  s p e c i a l  c r e d i t  p r o j e c t s  
o r  l i n e s  of c r e d i t .  I t  h a s  been assumed t h a t  t h e s e  c o s t s  a r e  n e g l i g i b l e ,  
w i t h  l i t t l e  e f f e c t  on t h e  b e h a v i o r  o f  t h e  i n t e r m e d i a r i e s  o r  t h e i r  c l i -  
e n t s .  Recen t  r e s e a r c h ,  however,  h a s  h i g h l i g h t e d  t h e  i m p o r t a n c e  o f  t r a n s -  
a c t i o n  c o s t s  a s s o c i a t e d  w i t h  d i f f e r e n t  s t a g e s  o f  t h e  i n t e r m s d i a t i o n  pro- 
c e s s  i n  many low income c o u n t r i e s . l /  

F i n a n c i a l  i n t e r m e d i a t i o n  c o s t s  c a n  b e  i d e n t i f i e d  a t  t h r e e  l e v e l s :  
( 1 )  e x p e n s e s  i n c u r r e d  by d e p o s i t o r s  i n  s e a r c h i n g  f o r  a d e p o s i t o r y  i n s t i -  
t u t i o n  a n d  making d e p o s i t s ;  ( 2 )  r e s o u r c e s  drawn upon by  t h e  i n t e r m e d i a r y  
i n  s e r v i c i n g  d e p o s i t s  and  o t h e r  f u n d s ,  and i n  h a n d l i n g  l o a n  t r a n s a c t i o n s ;  
and ( 3 )  c o e t s  i n c u r r e d  by b o r r o w e r s  i n  n e g o t i a t i n g ,  o b t a i n i n g  a n d  re -  
p a y i n g  l o a n s .  I n  t h i s  s t u d y  we c o n c e n t r a t e  on t h e  c o e t s  b o r n e  by t h e  
i n t e r m e d i a r y  a n d  t h e  r e l a t i o n s h i p  between t h e s e  o p e r a t i o n a l  c o s t s  and 
l o a n  t a r g e t i n g  o r  end-use  r e q r ~ i r e m e n t s . '  I n  p a r t i c u l a r  w e  w i l l  docr~rnent 
and  a n a l y z e  t h e  e z f e c t s  o f  t a r g e t e d  f u n d s  on t h e  i n t e r m e d i a t i o n  c o s t s  o f  
t h e  N a t i o n a l  A g r i c u l t u r a l  Development Eank o f  Honduras (BANADESA). We 
w i l l  show t h a t  l o a n  t a r g e t i n g  r e q u i r e m e n t s  imposed on t h e  bank have s i g -  
n i f i c a n t  c o s t - i n c r e a s i n g  e f f e c t s  on i t ;  o p e r a t i o n s .  

I t  is u s e f u l  t o  d i s t i n g u i s h  between two e f f e c t s  of l o a n  t a r g e t i n g  on 
a l e n d e r ' s  c o s t s .  The f i r s t  e f f e c t  i s  compr i sed  o f  t h e  d i r e c t  c o s t s  o f  
a d d i t i o n a l  a c c o u n t i n g  and r e c o r d - k e e p i n g  p e r s o n n e l  a n d  m a t e r i a l s  neces-  
s a r y  t o  comply w i t h  t h e  r e p o r t i n g  r e q u i r e m e n t s  o f  s p e c i a l  c r e d i t  pro- 
grams. These  d i r e c t  c o s t s  would a l s o  i n c l u d e  all a d d i t i o n a l  p e r s o n n e l  
( a g r o n o m i s t s ,  l i v e s t o c k  s p e c i a l i s t s ,  e t c .  ) s p e c i f i c a l l y  h i r e d  a n d  t r a i n e d  
t o  s e r v i c e  t h e  p r o j e c t ' s  c l i e n t e l e  o r  t a r g e t - g r o u p s .  I n c r e a s e d  c o s t s  due 
t o  l o a n  m o n i t o r i n g  and s u p e r v i s i o n  a r e  a l s o  c l a s s i f i e d  u n d e r  t h i s  f i r s t  
c a t e g o r y .  Second,  t h e r e  i s  an i n d i r e c t  ( o r  l e s s  v i s i b l e )  e f f e c t  d e r i v e d  
from t h e  impac t  o f  i n t e r e s t - r a t e  c e i l i n g s  a n d  s p e c i a l  l o a n  rates t h a t  
accompany t a r g e t e d  funds .  These  c o n s t r a i n t s  on t h e  u s u a l  p r a c t i c e  o f  
l o a n - r a t e  d i f f e r e n t i a t i o n  f o r c e  l e n d e r s  t o  e s t a b l i s h  c o m p l i c a t e d  l o a n  
p r o c e d u r e s  i n  o r d e r  t o  d i s c r i m i n a t e  bt2cveen p o t e n t i a l  b o r r o w e r s  w i t h  
d i f f e r e n t  d e g r e e s  of r i s k .  These  r e g ~ t . l a t o r y - i n d u c e d  l o a n  p r o c e d u r e s  
g e n e r a t e  f u r t h e r  c o s t s  f o r  bo th ,  l e n d e r s  a i ~ d  b o r r o w e r s ,  i n  a d d i t i o n  t o  t h e  
d i r e c t  c o s t s  of l o a n  targeting.;/ I n  what f o l l o w s ,  however, w e  s h a l l  
f o c u s  on t h e  d i r e c t  o r  v i . s i h l e  e f f e c t s  o f  t a r g e t e d  f u n d s  o n  t h e  i n t e r -  
m e d i a t i o n  c o s t s  oF t h e  bank  i n  q u e s t i o n .  



We f i r s t  p r e s e n t  a b r i e f  background and a  methodologica l  d i s i , s s i o n  
of  t h e  procedueev used i n  t h e  s t udy .  The nex t  s e c t i o n  documents t h e  
performance o f  t a r g e t e d  funds o v e r  t ime i n  t h e  a g r i c u l t u r a l  development 
bank and ana lyzes  t h e i r  e f f e c t s  on p o r t f o l i o  compoei t ion and c o s t s .  I n  - 
t h e  f i n o 1  s e c t i o n  we draw o u t  t h e  major c o n c l u s i o n s  o f  o u r  a n a l y s i s .  

2. Background and Hethodology 
The Honduran f i n a n c i a l  system h a s  been working unde; d i f f e r e n t  regu- 

l a t o r y  schemes d u r i n g  t h e  l a s t  decade. These have i nc luded  i n t e r e s t -  
r a t e  c e i l i n g s ,  man ipu l a t i on  o f  r e s e r v e  r equ i r emen t s ,  and l oan  t a r g e t i n g ,  
among o t h e r  forms o f  i n t e r v e n t i o n .  There  a r e  16 commercial banks,  two . 
government-owned development banks and s e v e r a l  s a v i n g s  and l o a n  i n s t i t c -  
t i o n s  i n  Honduras. The A g r i c u l t u r a l  Development Bank accounts  f o r  abou t  
one- ten th  of t h e  v a l u e  of  a l l  new l o a n s  mads by Honduran banks,  and near -  
l y  30 pe rcen t  o f  t h e  v a l u e  o f  new formal  l o a n s  made f o r  a g r i c u l t u r a l  
purposes .  A g r i c u l t u r a l  l o a n s  account  f o r  abou t  t h r e e - q u a r t e r s  o f  t h e  
v a l u e  o f  t h e  bank ' s  l oan  p o r t f o l i o .  

The bank ' s  c o s t  f u n c t i o n  i e  used  t o  a s s e s s  t h e  e f f e c t s  of t a r g e t e d  
funds  on t h e  bank ' s  i n t e r m e d i a t i o n  c o s t s .  T h i s  c o s t  f u n c t i o n  i s  d e r i v e d  
assumirg  t h e  f i n a n c i a l  i n t e r m e d i a r y  minimizes  c o s t s  s u b j e c t  t o  a  pro- 
d u c t i o n  c o n s t r a i n t  t h a t  r e l a t e s  t h e  p r o v i s i c n  o f  banking s e r v i c e s  t o  t h e  
u s e  o f  p r o d u c t i v e  f a c t o r s  and i n p u t s .  Thus t h e  c o s t  f u n c t i o n  depends on 
o u t p u t  l s v e l s  and f a c t o r  p r i c e s .  I n  t h e  two-output,  two-input c a s e ,  t h i s  
i m p l i c i t  f u n c t i o n  can  be  w r i : .  r e n  as: 

q1 : loar - s ,  q2  : d e p o s i t s ,  

p1 : s a l a r i e s  and wages, . p2 : p r i c e  o f  c a p i t a l  s e r v i c e s .  

The c o s t  f u n c t i o n  ( 1 )  i s  s p e c i f i e d  h e r e  i n  t r a n s l o g a r i t h m i c  form, an  
approach used i n  a  number of  r e c e n t  s t u d i e s  on banking cos t s . 3 /  The 
main advantags  o f  t h i s  f u n c t i o n a l  form i s  i t s  f l e x i b i l i t y  wi th  r e s p e c t  t o  
t h e  c h a r a c t e r i s t i c s  of  t h e  unde r ly ing  Lechnology. The uee of  t h i s  func-  
t i o n a l  form is  s p e c i a l l y  p e r t i n e n t  i n  mu l t i - ou tpu t  p roduc t ion ,  a s  is  t h e  
c a s e  of  f i n a n c i a l  i n s t i t u t i o n s  produc ing  a t  least two d i f f e r e n t  o u t p u t s ,  

41 l o a n s  and d e p o s i t  s e r v i c e s ,  i n  vn ry ing  proport ions . ,  
Regu la t i on - r e l a t ed  v a r i a b l e s  a r e  introduced i n  t h e  c o s t  f u n c t i o n  by 

assuming t h a t  t h e  t o t a l  demand f o r  eve ry  f a c t o r  o f  p roduc t ion  X i ,  can  b e  
decomposed i n t o  two p a r t s :  ( a )  X i 1 ,  which cor responds  t o  t h e  l e v e l  of X i  
c o n s i s t e n t  w i t h  an u n r e g u l a t e d  environment;  and ( b ) ,  Xi2,  an a d d i t i o n a l  
q u a n t i t y  o r  a  d i f f e r e n t i a l  s k i l l  t h a t  i s  r e q u i r e d  by e x i s t i n g  r egu l a -  
t i o n s .  Examples o f  t h e s e  a r e  a d d i t i o n a l  p e r s o n n e l  o r  s p e c i a l  mechanisms 
dev i sed  t o  p rov ide  new custolner s e r v i c e s  t h a t  compensate f o r  d e p o s i t - r a t e  
c e i l i n g s ,  and teams h i r e d  and t r a i n e d  t o  d e a l  w i t h  s p e c i f i c  p r o j e c t  f unds  
and c l i e n t e l e .  Also ,  a d d i t i o n a l  a ccoun t ing  and record-keeping pe r sonne l  
become neces sa ry  to comply wi th  t h e  r e p o r t i n g  requi rements  o f  s p e c i a l  
c r e d i t  programs u s i n g  t a r g e t e d  funds .  , 

Typ ica l  s o u r c e s  o f  t a r g e t e d  funds i n  Honduras a r e  t h e  c e n t r a l  bank,  
and donor  agenc ies .  Central -bank funds  cor respond  mainly t o  crop-spe- 
c i f i c  l i n e s  o f  c r e d i t  de s igned  t o  p rov ide  shor t - te rm f i n a n c i n g  t o  s m a l l  
and medium-size farms.  Fore ign  funds  usu;rl ly come i n  t h e  form of spe- 
c i a l  p r o j e c t s  t a r g e t e d  t o  s p e c i f i c  a c t i v i t i e s  and c l i e n t e l e ,  and t end  t o  



i n c l u d e  a  l a r g e r  p r o p o r t i o n  o f  long-term loans .  I n  whet f o l l ows ,  t h e  
te rm " e x t e r n a l  funds" w i l l  be used t o  r e f e r  t o  bo th  cen t ra l -bank  and 
:oreign funds.  The o t h e r ,  non - t a rge t ed ,  sou rce  of  funds  f o r  BANADESX a r e  
demand, s av ings  and t ime d e p o s i t s  from pub l i c - s ec to r  i n s t i t u t i o n s ,  and  
from t h e  p u b l i c  a t  l a r g e .  

It i s  hypothes ized  t h a t  t h e  e f f e c t  o f  t a r g e t e d  funds  on c o s t s  i n  t h e  
development bank i n c l u d e s  a  " ra tche t1 '  e f f e c t .  That  i s ,  t h e  i n c r e a s e d  
l e v e l  of  c o s t s  g rov ing  o u t  of  a  new c r e d i t  p r o j e c t  c o n t r a c t e d  by t h e  bank 
does  n o t  d e c l i n e  t o  t h e  p r e v i o u s l y  e x i s t i n g  c o s t  l e v e l  once t h e  l o a n  
funds  have been d i s b u r s e d  t o  t h e  u l t i m a t e  borrowers .  A d d i t i o n a l  r e sou r -  
c e s  a r e  employed o r  purchased  a s  t h e  beg inn ing  o f  t h e  p r o j e c t  i n  o r d e r  t o  
comply w i t h  t h e  p r o j e c t ' s  t a r g e t i n g  r equ i r emen t s ,  b u t  t h e s e  r a s o u r c e s  a r e  
n o t  l a i d - o f f  o r  s o l d  once t h e  funds  a r e  d i s b u r s e d .  I n  s h o r t ,  t i i ~ y  become 
f i x e d  r a t h e r  t han  v a r i a b l e  c o s t s .  The c o s t  f u n c t i o n  w i l l  t hus  incorpoc-  
a t e  a  set  of v a r i a b l e s  t h a t  c a p t u r e  t h e  e f f e c t  o f  t a r g e t e d  funds under  
t h i s  " r a t c h e t "  e f f e c t  h y p o t h e s i s .  Three i n d i c a t o r  v a r i a b l e s  (Sk,k - 
1 , 2 , 3 )  a r e  d e f i n e d  t o  accoun t  f o r  t h e  e f f e c t  of  t h e  t h r e e  d i f f e r e n t  sour -  
c e s  of  funds :  d e p o s i t s ,  c e n t r a l  bank,, and f o r e i g n  funds.  I n  o r d e r  t o  
c a p t u r e  t h e  i n f l u e n c e  o f  t a r g e t e d  funds  under  t h e  " r a t c h e t "  e f f e c t  hypo- 
t h e s i s ,  Sks a r e  d e f i n e d  so t h a t  'Sk > 0 i f  t h e  v a l u e  of  funds  coming from 
s o u r c e  k  has  i n c r e a s e d  ove r  t h e  l e v e l  observed  i n  t h e  p r ev ious  yea r ,  
o t h e r w i s e  Sk 0. S p e c i f i c a l l y ,  t h e  v a l u e  of Sk i n  y e a r  t (Skt) w i l l  
f o l l o v  a  t h r ee -po in t  d i s t r i b u t i o n ,  such t h a t :  

Skt * 1, i f  0 < Akt ' ( 1 1 2 )  Aktm 
Skt ' 2 1  i f  ( 1 / 2 )  Aktm < hkt 5 Aktm, 

where, Akt s t a n d s  f o r  t h e  d i f f e r e n c e  between t h e  amount o f  funds  coming 
from s o u r c e  k  i n  y e a r  t ,  and t h e  amount o f  t h e s e  funds  i n  y e a r  t-1. 

Aktm i s  t h e  maximum v a l u e  o f  t h i s  d i f f e r e n c e  observed over  t h e  
p e r i o d  covered  by t h e  d a t a  (1971-1982). 

A combined v a r i a b l e ,  S23 i s  s i m i l a r l y  d e f i n e d  t o  account  f o r  t h e  
e f f e c t  o f  a l l  e x t e r n a l  funds  combined ( c e n t r a l  bank and f o r e i g n  funds  
t o g e t h e r ) .  The " r a t c h e t  e f f e c t "  h y p o t h e s i s  i m p l i e s  t h a t  a  p o s i t i v e  e i g n  
i s  expec t ed  i n  t h e  c o e f f i c i e n t s  of  t h e  Sk v a r i a b l e s  t h a t  c a p t u r e  t h e  
e f f e c t s  o f  t a r g e t e d  funds ,  i . e . ,  cen t ra l -bank  and f o r e i g n  funds.  The 
e s t i m a t i s n  c o n s i d e r s  t h e  p o s s i b i l i t y  t h a t  t h e s e  e f f e c t s  may be  lagged ,  
p a r t i c u l a r l y  f o r  fo re ign-donor  funds ,  s i n c e  t h i s  eou rce  o f  funding  i s  
o f t e n  i n  t h e  form o f  s p e c i a l  p r o j e c t s  w i th  a  de l ayed  p e r i o d  o f  d i s b u r s e -  
ment and expend i tu r e s .  Consequent ly ,  e x t e r n a l  funds  combined, and f o r -  
e i g n  funds  a l o n e  a r e  a l s o  s p e c i . f i s d  w i th  a  one-year lag, '  t o  c a p t u r e  t h e  
lagged  e f f e c t  i n c r e a s e s  i n  t h e s e  s o u r c e s  of funds  a r e  l i k e l y  t o  have on 
c o s t s .  

Es t ima t ion  of  t h e  t r a n s l o g  c o s t  f u n c t i o n  drew upon d a t a  f o r  28 bran- 
ches  o f  t h e  Na t iona l  A g r i c u l t u r a l  DeveLopment Bank o v e r  t h e  12-year per-  
iod 1971 through 1982. T h i s  e s t i m a t i o n  was under taken  bo th  as a 
s i n g l e  e q u a t i o n  (by  OLS), and a s  a  c o s t  system v i t h  t h e  cos t - sha re  equa- 
t i o n s  (by  GLS). J o i n t  e s t i m a t i o n  of  t h e  c o s t  eystem c o n s i d e r a b l y  i m -  
proved t h e  e f f i c i e n c y  of  t h e  parameter  e s t i m a t e s ,  t h e r e f o r e ,  t h e  r e s u l t s  
p r e sen t ed  and d i s c u s s e d  i n  that nex t  s e c t i o n  a r e  based on t h i s  e s t i m a t i o n  
t e chn ique .  

3. Loan-Targeting and 1ntel :mediat ion Cos t s  i n  t h e  Development Bank 
As i n d i c a t e d  above,  t a rge t t ?d  funds a r e  i d e n t i f i e d  a s  funds ob t a ined  

from central -bnnl i  r e d i s c o u ~ ~ t  Lincis, o r  from f o r e i g n  donors .  T h e  t e rm 



" e x t e r n a l  funds" is u t i l i z e d  h e r e  t o  r e f e r  t o  bo th  cen t r a l -bank  and fo r -  
e i g n  funds  combined. Non-targeted funds a r e  demand, s a v i n g s ,  and time 
d e p o s i t s  c a p t u r e d  from p u b l i c  i n s t i t u t i o n s  and from t h e  g e n e r a l  p u b l i c .  

An a n a l y s i s  o f  t h e  r e l a t i o n s h i p s  between t h e  s o u r c e s  o f  funds  and 
p o r t f o l i o  composi t ion i n  t h i s  bank may be  summarized a s  fo l lows:  ( a )  t h e  
growing s h a r e  o f  e x t e r n a l  s o u r c e s  o f  funds  ( l a r g e l y  d i r e c t e d  towards 
a g r i c u l t u r e )  throughout  t h e  p e r i o d  1971-82 has  n o t  b e e n - r e f l e c t e d  i n  a  
s i g n i f i c a n t  change i n  t h e  r e l a t i v e  r o l e  o f  a g r i c u l t u r a l  l o a n s  i n  t h e  
p o r t f o l i o .  The f u n g i b i l i t y  of  f i n a n c e  i s  a t  work h e r e ,  w i t h  e x t e r n a l  
funds  s u b s t i t u t i n g  f o r  own-deposit  funds  t h a t  have been t r a n s f e r r e d  from 
a g r i c u l t u r a l  t o  n o n - a g r i c u l t u r a l  l oans .  ( b )  The i n c r e a s e d  s h a r e  o f  ex- 
t e r n a l  funds  may have induced  t h e  r e - a l l o c a t i o n  of  non- ta rge ted  funds  t o  
i n c r e a s i n g l y  l a r g e r - s i z e d  l o a n s  i n  t h e  n o n - a g r i c u l t u r a l  s e c t o r .  T h i s  
c o s t - s a v i n g  ad ju s tmen t  compensates  f o r  t h e  i n c r e a s i n g  c o s t s  o f  h a n d l i n g  a 
growing p r o p o r t i o n  of  e x t e r n a l  f unds  i n  t h e  " t a rge t ed"  p o r t i o n  o f  t h e  
l oan  p o r t f o l i o .  

The c o s t - f u n c t i o n  e s t i m a t e s  f o r  t h e  v a r i a b l e s  t h a t  c a p t u r e  e f f e c t s  
of  d i f f e r e n t  s o u r c e s  o f  funds  on i n t e r m e d i a t i o n  c o s t s  a r e  p r e s e n t e d  i n  
t a b l e  1. Model 1 i n  t h i s  t a b l e  i n c l u d e s  t h e  i n d i c a t o r  v a r i a b l e  f o r  non- 
t a r g e t e d  funds  (own-deposi ts ,  S l ) ,  and t h e  lagged  combined e f f e c t  o f  
e x t e r n a l  funds  ( c e n t r a l  bank and f o r e i g n  funds) .  Hodel 2 a l s o  i n c l u d e s  
t h e  non - t a rge t ed  funds  v a r i a b l e ,  b u t  s e p a r a t e s  t h e  e f f e c t  o f  ( c u r r e n t -  
y e a r )  c e n t r a l  bank funds  from t h o s e  o f  f o r e i g n  funds  w i t h  a  one-year l a g .  

The e s t i m a t e d  c o e f f i c i e n t s  f o r  t h e  v a r i a b l e  t h a t  c a p t u r e s  t h e  e f -  
f e c t s  o f  i n c r e a s e s  i n  t h e  amount o f  non- ta rge ted  funds  ( S 1 ,  d e p o s i t s )  a r e  
n o t  s t a t i s t i c a l l y  d i f f e r e n t  from z e r o ,  w i t h  v e r y  low a sympto t i c  t - r a t i o s  
i n  bo th  models. Ta rge t ed  funds  show s i g n i f i c a n t  c o s t - i n c r e a s i n g  e f f e c t s ,  
whether  t h e y  a r e  i nc luded  a s  a  combined v a r i a b l e  (column 1). o r  as sep- 
a r a t e  e f f e c t s  (column 2 ) .  Given t h e  t y p i c a l  f e a t u r e 8  o f  c en t r a l -bank  and 
fore ign- funded  p r o j e c t s ,  model .2  i s  a  more a p p r o p r i a t e  r e p r e s e n t a t i o n  o f  
t h e s e  t a r g e t i n g  schemes t h a n  model 1. The r e s u l t s  of  model 2 i n d i c a t e  
t h a t  i n c r e a s e s  i n  cen t r a l -bank  funds  w i l l  have a  contemporaneous 
c o s t - i n c r e a s i n g  e f f e c t  on t h e  development bank ( w 2  > O) ,  given  t h e  s h o r t -  
term n a t u r e  o f  t h e  t a r g e t e d  programs funded through r e d i s c o u n t  l i n e s  o f  
t h e  c e n t r a l  bank. On t h e  o t h e r  hand,  a d d i t i o n a l  funds  o r i g i n a t e d  i n  
f o r e i g n  s o u r c e s ,  u s u a l l y  t a r g e t e d  t o  medium-to-long-term a c t i v i t i e s  w i t h  
extended p e r i o d s  o f  d i sbu r semen t ,  w i l l  e x e r c i s e  a c o s t - i n c r e a s i n g  e f f e c t  
wi th  a one-year l a g  ( 0 3  > 0 f o r  S j ( t - l ) ) .  

I n  summary, t h e s e  r e s u l t s  s u p p o r t  t h e  hypo thes i s  t h a t  t h e r e  i s  a 
lagged ,  " r a t c h e t N - t y p e  e f f e c t  of t a r g e t e d  funds on t h e ' i n t e r m e d i a t i o n  
c o s t s  o f  t h e  development bank. O v e r a l l  i n t e r m e d i a t i o n  c o s t s  a r e  i n -  
c r ea sed  a s  a  r e s u l t  o f  a d d i t i o n a l  f und ing  r ece ived  from e x t e r n a l  sou rce s .  
This  e f f e c t  i s  more s i g n i f i c a n t  i n  t h e  c a s e  o f  r e d i s c o u n t  l i n e s  o f  c r e d i t  
coming from t h e  c e n t r a l  bank t han  i n  t h e  c a s e  of fo re ign- funded  p r o j e c t s .  
On t h e  o t h e r  hand, g r e a t e r  r e l i a n c e  on d e p o s i t s  a s  a s o u r c e  o f  loan-funds 
w i l l  n o t  a f f e c t  o v e r a l l  i n t e r m e d i a t i o n  c o s t s  of  t h e  development bank. 

4. Summary and  Conclus ions  
I n  t h i s  e tudy  w e  have documented and ana lyzed  t h e  e f f e c t s  of t a r -  

ge ted  funds  on tlie i n t e r m e d i a t i o n  c o s t s  o f  t h e  Na t iona l  A g r i c u l t u r a l  
Development Bank of  Honduras. Our r e s u l t s  show t h a t  l o a n  t a r g e t i n g  re-  
qu i rements  imposed on t h i s  l e n d e r  have s i g n i f i c a n t  c o s t - i n c r e a s i n g  e f -  
f e c t s  on i t s  o p e r a t i o n s .  



We found t h a t  t h e  i n c r e a s i n g  s h a r e  o f  t a r g e t e d  funds  f o r  a g r i c u l t u r e  
i n  t h e  l i a b i l i t y  p o r t f o l i o  of  t h e  development bank has  n o t  r e e u l t e d  i n  an  
i n c r e a s e d  p a r t i c i p a t i o n  of  a g r i c u l t u r a l  l o a n s  i n  t h e  p o r t f o l i o .  Our 
a n a l y s i s  a l s o  i n d i c a t e s  t h a t  t h i s  i n c r e a s e d  r e l i a n c e  on t a r g e t e d  funds 
has  no t  had a s i g n i f i c a n t  e f f e c t  on t h e  average  loan  s i z e  o f  t h e  bank ' s  
p o r t f o l i o  of new l o a n s .  These f i n d i n g s  sugges t  t h a t  l oan  t a r g e t i n g  has  
f a i l e d  t o  meet t h e  g o a l s  of an i n c r e a s e d  s h a r e  f o r  a g r i c u l t u r a l  c r e d i t  
and an i n c r e a s e d  s h a r e  o f  sma l l - s i zed  l o a n s  i n  t h e  l o a n p o r t f o l i o .  

Table  1. E f f e c t s  of  Loan-Targeting on t h e  I n t e r m e d i a t i o n  Cos t s  
of  t h e  Development Bank: Es t imated  C o e f f i c i e n t s  f o r  
D i f f e r e n t  Sources  of   fund^.^ 

Es t imated  C o e f f i c i e n t s  
i n  D i f f e r e n t  Ifodelsb 

Source of  Funds, Parameter  ( 1 )  ( 2 )  

Non-tarqeted funds  

~ 1 ,  d e p o s i t s  ( S 1 )  

Targeted funds  

0 2 ,  c e n t r a l  bank ( S 2 )  

~ 2 3 ,  l agged  c e n t r a l  bank 0.0756 
and f o r e i g n  (S23 ( t -1 ) )  (2.81)* 

~ 3 ,  l agged  f o r e i g n  funds ( S 3 ( t - 1 ) )  

Weighted.R-square o f  the  c o s t  system 0 . 7 3  0.74 

F - t e s t  o f  J o i n t  N u l l  Hypothesis :  
uk a 0 ,  a l l  k 

a Cost-system e s t i m a t i o n ,  o t h e r  parameters  of  t h e  c o s t  f u n c t i o n  n o t  
r epo r t ed .  Complete r e s u l t s  a r e  r e p o r t e d  i n  Cuevas, and may be 
r eques t ed  from the a u t h o r s .  

Asymptotic t - r a t i o s  i n  p a r e n t h e s i s .  

* : s i g n i f i c a n t  a t  0 .01 l e v e l ;  * : s i g n i f i c a n t  a t  0.05 l e v e l  



Regression analysis pertormed on the development-bank's cost tunc- 
tion indicates that there is a lagged, "ratchetg'-type ettect of targeted 
tunds on the intermediation costs oh this bank. Both foreign-tunded 
projects and central-bank rediscount lines created additional intermedi- 
ation costs, due to the increased resources that the bank devoted to 
accounting, monitoring, record-keeping and reporting, in order to comply 
with the requirements ot targeted programs. The main policy implication- 
ot these results is that international donors and local governments 
should seriously consider reducing their Loan-targeting policies in light 
ot the limited portfolio impact and the signiticant cost-increasing 
ettects these policies have on financial intermediaries. 

1 1  Several essays on these subjects appear in Adams, Granam and Von - 
Pischke. See also Cuevas, 

21 An extensive treatment of regulation-induced costs of financial inter- - 
mediation is found in Cuevas. 

3/ Benston, Hanweck and Humphrey; Cuevas. - 
41 For a detailed characterization of the translog function, see - 

Binsvanger; Christensen, Jorgenson and Lau. 
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