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Interest Rates, Borrowing Costs and
Agricultural Loan Demand¥*

by

D. W Adams and G. I. Nehman

. . |
Farmers in 1OW»incomé cquntries have received large amounts df
'concessionaliy priced loans éuring the past 20 years. Thase 1oans}
have been made at interest rates lower than the regular connercial1'w
terms, and often at rates lower than changes in overall priée’indeies.
Negative real rates .of interest on formal agricultural loans have i
beén common. Various arguments aré.qsed to_justify thaée low inter-
est rate policies.‘IOne of” the most commonly used is that the demand
for agricultural credit, especially among small farmeré,_is highly
sensitlve tolchanges in the contractual raté'of interest. Foilowing
a Keynesian line of reasoning, policy makers have arguad that conces~
sional interest rates are required to induce farmers to borrow for pro-
ductive purposps and: that higher Interest rates would discouraga the
iadoption of new “echnology, especlally among small farmers. Despite
the importance of these assunptions; there has been very little evi-
dence presented whiéh confirms that farmers have relativaly.interest
alastic,loan demand schedules. In part, this is due to methodological
problems aséociated with loan demand analysis. After discussing some
Aof theae pfoblems,’we go on to argue that many farmers in low income
contries may be quite insensitive to changes in the contractual rates
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of interest on'their loans. - Farm level data-from-several'countries

are presented to support this view,

-

Methodological Problems

 Agricultural loan,demand analysis has been»hanpered by at least .
two naJor'problems.j The first is due to data limitations;'it is

. usually very difficult to speclfy and measure the determinants of :.

loan demand with the data generally available. In many cases, borrow;~fa

ing decisions are based on a mdxture of farnhfirm and household con—

"slderations. In addition, the borrower realizes little direct satis- '

‘faction from a loan. The loan 51nply adds to the liquidity pool from
which the firrhnousehold draws for its consumption, production and
investment. The utility of the loan is derived from these varioas

uses of the additional liquidity. Adequate'data are usually not

available to allow extensive analysis of how all these activities af-

' fect the demand for loans: As a result, it i difficult to isolate
- movement alonz a loan- demand scredule due to changes in the price oL
the,loan,. roin changes in the amount bOPTOW@u caused b\ sbifts in the

demanf‘ scheduie,
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makes’ three critical assumptions (1) farm investments encompass’
'npst of the things which the firnhhouseholds can do with additional ;
A'.liqu1dity, (2) borrowers doﬂnot apply a risk discount to the exf
‘pected investment returns before making borrowing decisions, and’
(3) corrcwers perceive the contractdal rate of interestgon 1oans.-"
to be the brice of credit.'.All-three assumptions, particularly thT'
last cne; are dubious. o S o {

Deterndning the "price of credit" which should be used in anal—-'

-ysis of loan demand elasticities 1s the second serious methodologa%al f:ﬁ.'"

problem. In most 1ow-incomevcountries, contractual interest rates!
are heavily administered and change very little.over tine'or amdngii_ ;
different groups of borrowers; This lack of variation makes itvdif—
ficult to apply: standard statistical tools to 1oan denend analysis.

Moreover, it is not clear if the contractual . interest rate is the

correct "price" to use in thls type of analysis. At least two
- other measures might be used as the criterion variable in the analév

ysis of loan demand. The first is the real rate of interest. This

-1s the contractdal rate of interest-adjusted'by'changes_in some price
index;, If_priccs in general decrease.over.the term of_the loan,. the
real rate of interest is larger than the contractual rate. If prices

- in general increase,'the real rate is lower than the contractual rate.

If the.rate ofvinflation exceeds the COntractual rate, the real rate

'is;negative, Only when general prices do not:change over the period

of'tne‘loanvare contractual rates of interest equal to real.rates of

interest.



-

A secorld measure of "eredit price" which might be used 1s the

_annualized cost of borrowingAa unit - of money . This measure includes :

the interest charges, serv1ce fees on the loan, and all other costs
incurred in transacting the loan. As will be noted later, these transa:
'ection costs cen:be_very substantial in some cases. Only”when non- .
interest costs of borrowing are zero, and price indeies do not change,
'ere all.three measures of “credit price" equal, o

Tt is an empirical question as to which "price of Credit“

'.combination of prices, ought to be used in 1oan demand analysis. We ?
lwill show in the following discussion that there may be substantia%
' differences among ‘these three prices in specific situations. we w1ll
also argue that contractual rates of interest may have a weak effect

‘.on loan denand espe01ally among small farners.

_ Inflation and Real Rates of Triterest

As Can be.noted'in Table'l;_inflationaryfpressures:have-beer-
particularlv ctrong in recent years. The averape change in worldwide
consumer prﬂces have ranged from o to 15 percent snnually over 1He
1971 to 197,|E3Pi©d; Most indust 1a1 F‘un““' toce Flperiencer
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Most LDC's however, have contractual interest rates on\agricultural

1oans which are fixed and often range between 6 and 18 percent per

- year. o R

| .'It is surprisingly difficult to determine the average contrac-

: tual interest rate charged on formal agricultural credit within many

countries or even within a single financial 1nstitution. ThlS is due’
to the different rates charged on various types of 1oans in most
countries. In Brazil for example interest rates including service

fees, range from 0 to 15 percent annually on various types of agr1¢ul— :; B

'tural loans. Seldom does a financial institution or a central bank

assenble loan information on the basis of interest rates charged. i'
DiScounting interest paynentsiin_advance, compensatory-balances,'and n‘ iﬁ
various.types;of service fees further complicate calculation of con~' |
tractual charges on agricultural loans.- Because of these factors,

it 1is difficul+ to determine from secondary data the weighted average

' rate of interest charged on formal agricultural credit. _There is
- little doubt, however, that the average contractual rates of interest

1charged on formal agricultural Credit in most LDC's during the past

few years have heen substantially lower than the rates of inflation.
Most borrowers have been paying negative real . rates of interest on
their loans. In a few countries like Brazil, borrowers of formal

agriculturai credit'have paid negative real rates of interest on their

loans for several decades.

UneXpected surges in inflation, such as was experienced in Taiwan

in 1974 (Table 1), probably have little effect. on borrowing decisions.

Persistent inflation which exceeds the contractual rates of interest

allowed on formal credit for a'number of years/clearly does_affect
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“than the total costs of depreciation and interest charges on his .

'1oan for buying the tractor.

_7_

 borrowers decisions. When borrowers expect negative real rates of

interest on theirlloans anomalous inveStment behavior ;sy be common;
A 1arge 1andowner in Chile for example with ‘easy access to highly
negatlvely priced credit may find it profltable to buy add1t10na1
tractors.even_though he underutilizes-the tractors he already owns.ul

With rapid inflation his tractors increase in nominal value faster

' Borrowers of negatively priced credit receive an implied 1ncoﬁe‘5 '

' transfer through the 1oan transaction. An example of how this in—hi'.

come transfer might take place i1s shown in Table 2. Itlis asSumediQ

1n Table 2 that a loan for 100 units of money is made for 12 months

- - at:- 12 percent per year. It 1s also assumed that the exoected and

reaiized rate of Inflation is 36 percent over the terrxof_the_loan.
Tt is further_assuned that the borrower incurs no additional loan.
transaction costs beyond the interest oharges, and that the borrower

invests the lcan in some non-perishable inventory whose value in-.

creases at the same rate as inflation. At the end of the. loan per- .
,iodithe borrower repays the 100 units of principal plus 12 units of
"interest The purchasing power of the 112 units of nnney expreSsed

“in the prices which existed at the time the 1oan was revotiated

however, is only 82 units of money. The purcha51ng power of 18 units'
of money'was'not returned to the'lender, desplte the payment of 12

units of interest AIf the borrower sold his inventorv which was

.purchased with the 1oan, for. 136 units of monev, and only had to

repay 112 of it for the loan, he is left with 24 units of money in
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TABLE 2: Income Transfer Ekample

Assumptions o _
Loén vaiue ti_‘ o ._ _ 8100
Annual contractual interest rate : 129

. Term'oflloan_tl to tp - - | - 124m0nths”“.
Expected and actual.rate of
inflation t, to t,

1 to t; o : 36%

- CPI tq

100
136

CPI ¢y
* Additional tréqsacfion costs for_bdrrowér $0
- Borrower invests_loén in additibnal_ |
-‘non-pefishable inventory which indfease

,in.nominal Value at same rate as CPI changes

Income Transfer

- Lean repayment in tp _ o $100
_Intérest'pa;nent iﬁ-tg o 3z
Citetai L on ST 3 4
- Furchasing rowae in ©y pricer

Yatue of maditicnal inventory - _ T
Less loan and interest paid

Coleb odneeome trancier

[ - . - Sy .-,
el reing poeer i Ta )
18T

'BEST AVAILABLE COPY .




9~

profit.from'the transaction.. In priCes'current'at'the Start of'the

_'loan cycle, the borrower has.received an income transfer-of 18 units
' of money from the lender. R | |

” The opportunity ‘to receive these incone transfers can have a

Very strong impact on the decision to borrow, espeCially among 1ndi—_.”'

: viduals who incur few non—interest charges in getting loans. . ‘
. Borrowing Costs ‘

Borrowers may Incur three types- of transaction costs in negotiét— ~':
N ing a~loan.in addition to the'contractual interest charges. These.;re:f-
'(l) additional'tranSaction costs collected by the lender beyond the!inalh‘ 3
terest'charges, (2) transaction costs paid by the borrower.to someone'.;
other than the lender and (3) the borrower s time costs of negotiat—
'ing the loan._ A few examples of each of these borrower costs ney E
-p»clarify their nature and Importance. '_ |
In many countries, lenders are allowed to charge service fees,

;closing costs, or bill the borrower for loan’ paperworh. In some cases
.a payment for interest nay'be deducted in adVance; or the‘borrower Q
may be forced tc maintain a compensatory balance with the lender, or '
to buy other bank services. These techniques are thinly disguised
~ways of avolding usuary regulations and effectiyely increasing the'
paynent made for the loan. 'Informal lenders may accomplish the same
results by tying the sale of inputs or products to the granting of a
'_loan ‘ Thev may also require various personal serv1ces fron the bor— '

' rower as part of the loan obligation. In Some - cases these additional

.'transaction costs paid to the lender ¢an be a substantial part of the

T'costs of borrowing.



bribe my. be paid to a cosigner of the loan, to the superv1sed

'credit technician who approves the farm plan on which the loan is

-10~

Formal_lenders in a number of low income countries regquire
prospective borrowers. to do paperwork outside the lendings agency.,

This may inclnde applicatioh charges,-certification of various

'iornsg and proof of landownership.' In some cases, -lenders require_:'

_the prospective borrower to pay for an independent audit c? his

assets. In a large number of cases, the applicant nmst pey a bribe“

to receive favorable consideration of his loan application. ThlS-.

based, to the technician who -audits the applicant's assets, or to .
[,

|

the local authority who politically approves the loan. 4 ‘f
- The time costs of getting a loan may nnke up a large part of|

total borrower costs. The loan needs of . farmers are qu1te seasonal.

iverv large numbers.of potential borrowers are usually 1lined up onte'
“side the offices of_formal lenders several weeks before-planting

'begins. Farners(nay-spend-one or tw0'days waiting in 1ine to nero- -
tiate a loan. lypicallv, loan offices are located at some distance

from the‘residence of borrowers, Tt may take the horrower a full:

day or more tokgo to town each time he must rake contact wwtn the

formal lender.. The borrower may be forced %o 'eoeat “his txip o

nurber of tinEs as he & Dlies‘;tr the lcan. oszhurns oo ges «o0ui
Tirad apioroval, veogme Soorsgs_ TR geveral maonarss arioear the loan.
and 'cai Srebtgns T o=he rERZVTEND,
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Farm Level Data

There are Surbrisingly.few farmplével studies Which,ddcuﬁehf
borrower costs from formal sources, We know of only three such‘;
"studies: 'ohe.in Brézil, one in Bangladesh and oﬁe:in Colombia.-
Despite the 1imited coverage of these studies, it 1s_bossible-to_ 
draw some important.teﬁtativé‘pblicy conclusiéns-ffom the_borrower

cost information assembled.

- Bangladesh Case

In'the mid-1960's, Shahjahan and associates studied credit use ' =

‘among mqre than 2,500-faIHEIS-in what 1s now Bangiadeshl[ 5 1. -
Pért.of this étﬁdy reporfs 6hlborrower costs.ihéurfed in negofiatiqg'
loans from the Agr'i'cAul{:ur"al Development Bank of Pakistan. This -:mi
élﬁded.calcuiating transaction costs paid outside the Bank; and_esti—
mates Qf time qosts incurred by the”borrower in.negotiating the,ioan.
Dﬁfing the ‘period of the study, the Agricuitural_Devélopneht Bank -
charged,a-ﬁniform 7 percent céntractuai interest fate on all.loans.
Borro&er costs dérived from tﬁeistudy are Summarized~in Table, 3.
CAll non—intérest costs_of.transactihg the loan were 1uﬁped togéther
. in this study. "The.ﬁransaction’coSts and the interest réte charges
‘are arrangéd by dvefage 1Qan size groups; Unfortunaﬂely, the study
_d1d not report on the évéragé-length of term of the loans. AS a
result, wé havelcalculafed interest payﬁents-and annualized'coéts of
borfowing.based on both six month and 12 rmonth loan periods. Loans
_make fop.shortér pefiods of time would, of coursé, carry higher rates

‘of annualized costs of borrowing.



' loan.

. worth 1300 rupees

~1o—

As can be noted in colums 5 and 6 of Table 3, interest paynents

“ade up a minor portion of the costs of borrowing in most loan size

groups for loans of both-6 ‘and 12 months duration.

In the smallest

loan. size group, interest payments made up only 9 percent of total

percent for a l2.month loan.

Even in. the largest loan size group, interest paynents made
up only 40 percent of the borrow1ng costs of a 6 month loan and 57

Ir the interest rate charged on all

: borrowing costs on a 6 month loan, and only l7 percent on a 12 monthi

loans was doubled from 7 to 14 percent borrowers of 50 rupees wouﬂd {

only experience an increase in their borrowing costs of 9 percent for a

6 month Toan and l7 percent .on a 12 month loan.:

At the same time,

borrowers in the largest loan size group would see their costs of!

borrowing increasé by 40 and 53 percent respectively.

The annualized costs of borrowing, as a percent of the total

~amount borrowed, are presented in colums 7 and 8 of Table 1.

Tt

‘can be noted that the rates drop sharply as the size of loan increases.

,f_A borrower of 50 rupees (roughly $10 U.S.) incurs borrowing costs

equal to 75.percent of the value of'a 6 month loan and 40 percent’of '

" the value of a 12 month loan.

12 percent resnecpively.

iien Cas»__ :

1% farmers in

L osammle oi

._ncervieued An 1071 scout thels
““m>D””lL,cmtam,smﬂl

Approximately 20 percent of fihe -

;'r"\o ek ,gna"-"\ 2OTLTL

tual ot

e ci

[‘lt the ja) s

(roughly $270 1

cine borrowers cof lcans

3 expended-only 18 percent and
mn2 Itate o g oyl armr e
nge of eredit i
Farner?'irade oroonout ;f ne garmie
Larmers Anneensue” hos o oe
sobero v . L Tos inrosc
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VTABLE 3: Farmer Costs of Borrow1ng in Bangladesh from the
Lgricultural Developnent Bank of Pakistan in 196° by Loan Size Groups

BT S S

. hver- Non-Interest Interest = Interest - Interest Payments  Annualized Costs
age - -Costs of Payment if Payment if as a Percent of of Borrowing as
Size . . Loan Held Loan Held Fg Total Costs of Percent- of Loan

of - . , R For 6 . -12 Months</ Borrowing - ~ For 6  For 1
* Loan | * Months2/ | 3 12 Months3/' Months
. - , I Month Month }
In 1963 Rupees_/ | : 9 4. -1: A
- BC - 164,73 1.75 3.50 9 17 Th ‘!- -~ ho
15C 25.54 - 5.5 10.50 - 17 - 29 S 'l C2h
125C 30.70 . . 8.75 L 17.50 22 36 - 32 F,.”, 19
135C 38.18 12,25 - 24,50 .24 39 .- 29 "18
iysC . 43,59 15,75 31,50 27 . - k2 26j.l. a7,
55C - 70.62 . 19.25 - . 38.50 21 . 35 33 . &0,
- 650 - 56.20 . ° 22,75 45,50 . 29 A5 2h - '16
800 1 67.10° 28.00 56.00 29 - b5, =1 R B U
. 1000 " 67.51 ' 35.00 - . - 70.00 C 34 51 - 21 .l oAy

1300 -~ - 68,58 - U550 - 91.00 - - .lo 57 18 12

Source Adapted from ShahJahan, p. T7.

1/ Includes application fees, form filling and registration fees, costs for _
' “travel and entertainment related to acquiring the loan, and value of bor—
rower time spent in negotiating the loan.

2/ In 1963 the Agricultural Development Bank of Pakistan charged 7 percent
annually on agricultural loans.

'3/ 1Columns two plus thr=e diVided by colum one and multiplled by a factor '
' of two to convert to annual rate._

E/ 'Colunns two plus four divided by colum one.

R _ EE . . . o .
5/ In 1963 the exchange rate of rupees for one U.S. dollar waS'Uf792.

 BESTAVAILABLECOPY = .0

ot ..



“Lh-

theée formal loans were about 13 percent. Table ﬂ-summarizespthe
borroWing costs of those -receiving formal ‘cred:lit_ in the sample.
The information in the table is presented,by borrower's farm eize;

. -As ‘can be noted, borrowers in the Smailest farm size group borroWed

;an aVerage.of 680 cruzeiros ($136'U.S.) from formal éouroes. -Bor-,: L

rowers in the largest farm size category averaged 6871 cruzeiros

- ($1 374, U S.) in formal loans. The average interest costs of hold—

ing the_ 1oan 6. and ‘12 months and the additional transaction' costs |
of acquiring the loan are also shown in the table.

‘As'in'the Bangladesh'case, interest charges make up a minorl

part of total borrowing costs among the borrowers of small anounts..J

For a 6 month.loan in the 0 to 20'hectare group, they.made_up 29 J
percent -of tota_'L borroWing costs 'and U5 percent for a 12 month o
loan, The largest borrowers incurred 76 percent of thelr borrow—

' 1ng costs in interest charges cn a loan for. 6 months and 86 percent

" on a 12 months 1oan. _ BESTAVA/._ABLE COPY

The infornntlon in Table 2 also shows that the annualized costs'

I
of”’ borrow:mg drop sharply as the amount of‘ T ormal loans 1ncreases.

Eorrowers or the emallest amounts 1nr‘1x'r°d .thal oon "wlng costs
GU prvoert of the wnlia oF their £ -vnsh loar: and 20 wer-

zaras of only 1d.an4 1% percem -agpectivel. o Nehmon reportc.

it owr 1ittle :orcler Ehnk herrowers Af sinais Lrounis 1o the canplas

Jrese informal

womerally found their cther loon iransaction I P A
wich wnIer 2l Tournés than wit sl leriz cars:d Jnen

the ennuallt d ‘costs of borrowrﬂg orniﬁ to wadiony amounts frem

et iub berrouwers



Farm Size in Average Form— Non-Interest -
Hectarcsl/ al Loan Size. Costs of -
Getting Loan
-In 1971 Crzeircs= -
0-20 680.00 109.00
- 21-50 3665.00 178.00
Over 50 6871.00. . 144.00
Source: Adaptation of Nehman, p. 78.
1/ One hectare'equals 2.47 acres.

2/

3/

5/

6/

7/

TABLE. U:

1 RS 3

o Farmer Costs of Borrowing from Formal Sources
- in State of Sao Paulo, Brazil in 1971 by Farm Size Groups

Ly 5 - o & 7 g Q

. Interest Paymen Interest Charges Anmnualized Costs of -
1f Toan Held for as Percent of © Borrowlng as Percent of

6 Months 12 Months -~ Total Costs of Loan Value _
: ;Borrbwing _ '
ontns  vonensy/ Monghsé/- Monghs7/
o _ - ~Percent- o
1. 20 gsMo 29 ks W29
238.23 ue.ls 5T ) 73 22 | 18
we.62 89323 76 8% 18 .- 15

. _g'[...

In‘l97l one oruzeiro equaled .20 dollar U.S.

Assumes an average interest rate of 13 percent(per yeaf.

Column 4 divided by colum 3 plus 4.

Column 5 divided by 3 plus 5

fColumns 3 plus Yy divided by column 2 and multinlied.by 2 to convert to.annual fate.
Columns 3 plus 5 divided by column 2. '
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h formal and informal sources were quite similar, as a result.’

| Colonbian Case

~ In 1973-711 Villamil did a study of credit use among 63 farmers
in the central part of Colombia [6 = J. A1 of the farmers in -

his sanple operated less than -20 hectares of land, and most ‘had less
 than 10 hectares. The area studied is somewhat typical of many low
income farming areas cling;Lng to the sides of mountains in Colanbia.

The study reports on cred_it use and costs of acquiring credit for

‘-1972 and 1973.
Appro:d.mately 30 percent of the loans held by this group of '

farmers came from fornal sources, but about 115 percent of the tota.l--

‘amount borrowed were 1in. formal loans. The contractual interest |

jrate plus ser'vice fees charged on these forrral loans averaged about

13 percent per year. Most of the farmers in the sample borrowed

: fro'm_both formal. and informal. sources. In part, this was due to
excess demand for fo:r'ma_'l. cred.it-_ . Farmers in the sample -planned 0 :
request twice 'as.much formal credit in-1974 as they received in |
1973, '[6, pp. T3=T4]. Farmers were rretting much less formal cred_it
than:they IreQuested. ~The extensiim use of .L."‘f(.&li —,u'. o .,dit can also
be partially e:tpla'jned--by the costs cf borrewi ‘g feom rormal sources.

»il';qmu. found ti.wt torlt:."ctm-_ inberest d e AN RETVICS L83

an i'.'.'-i’-a;a.i loens cmrr averaged . D Sgresap OF e coson ol noos

on 2n ;':nnua_"ii"eﬁ ceals. W*rmw T owe»e NI HZ pE .r::—:nt' cyonnz
'_ totel value ¢of *"-"r LorraJ. leens in bu.:'r'r."r:‘:;n'_rzf_ coste.  This was

.Cr‘*—"é‘" mdere«,e:v R¥es wer th.an the e=.'..f‘era{%é L7 wexrnent which borrovers

expended 1 1 E'(,Gul:‘Lg all types ol iﬂa)s L e Zanglacenn

and Era.zilian cases,. me.Li [l gesriee e IRETLEINED '::"ig_r‘er annt.xaliz:e(l
' ' BEST AVAILABLE COPY
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'borrowing costs for‘theiriformal'loans than did larger borrowers. -

. NewlBorrower Costs

_lndividuals who hawe_notjborrowed previouslyxfrom;a‘formal.f'
A.lender face sone-interesting decisions about whether to'apply.for::’-
}formal credit or whether to stick with 1nfornal lenders. Individuals'

'"'who do not have a credit rating‘with a formal lender will almost

always incur substantlally higher transaction costs per unit of :

t‘noney borrowed than will an old customer of the bank It usually
: _-takes the bank longer to assenble infornation on the new client, j.{
_.'the potential borrower must fill out nore papers, and the- individual
usually is forced to visit the bank more times in order to get'a .i
}.loan decision'than'is true'for established'clients., A new borrower_'
of formal credit probably faces annualized costs of borrow1ng for ‘
the first loan which are substantially higher per unit of loan thane_ .”
is-true for the average formal borrower Furthermore a prospec-.
'tive formal borrower may incur a substantial amount of loan trans—
_action costs and then be denied a loan. This 1s especially true j:
in cases when non-narket pricing of formal credit creates substané
tial amounts of demand for. credit which cannot be satisfied by for-
_‘nal sources. Even if the farmer can turn to an 1nformal lender for
- money . after being denied, the loan transaction costs 1ncurred in-

‘getting a negative formal loan decision nay raise substantially
b-‘the expected cost of gettlng a loan. The information presented 1n ‘

Table 5 1llustrates a sinple form of thio decision making process.
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TABIE 5: New Borrower .

Option T
Request Loan From An Informal -
Lender Assunptions

$100',

_ 1. Amount'of‘Loan =
2.'Iﬁtérest.Ra£e = _MS% -
3. Tranéactioh Costs = . 0 o
'H.fLoaﬁ'Terﬁl _ he 12 ﬁonths
.'Probébiiiﬁj of = :
~ Getting Loan =1.0
6. Annual Costs of | .
Borrowing = .87
. Option IIT

3. Probability of .

‘Option II

- Request Loar From A Formal

Lender, Assumptions:
1. Amourit ‘of Loan  $100
2. Transaction

- Costs to Get Yes
or No Decision = $15

Getting Loan = = .5
4. Interest Rate_ _= - 12%
5. Transaction .
Costs After Yes O
Decision = $15
o B
6. Loan Term = 12 months "7
7. Annual Cost . :
of Borrowing = U437

Requesting Infbnnal
Loan After A No Decision:

1. Annuai Cost of

Borrowing-

= 65%
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We assume. in Table 5 that a. farmer who has not bowﬂcwed f‘rom
_ a formal lender orev1ously is interested in a 12 npn*u loan f‘or d
© $100. . He can be absolutely~sure of getting the loan irrediately
andtw1th no additional transaction costs. from an inlormal lender
fwho lives nearby (Option I) The informal lender-insists on an in-
-terest rate, however, of M8 percent per year.
At the sane tine the farmer has the second option of applying'
for an 1dentical loan from a formal lender. The interest rate on
-the formal loan is only 12 percent per year, but because of excess

-demand for this concessionally priced credit, the probability of b

the farmer!' s. ‘loan application being approved is only .5. Fhrther—f'
nnre,.the farmer nows it will cost him $15=1n various costs ass5-§
‘clated with preparing the loan application before he gets a yes or?
no decision on his.loan, 'If the loan is approved, he alsofknowsA
that he-vmst'incur another $15'in loan transaction costs to'fully:
negotiate and repay the loan. His annualized costs of borrowing -
from the;formal lender, assuming his application is approved, is,
lite) percent per_year. | |
| The farmer recognizes,.hOWever,'that he Onlv has a.oneeout;ofé
two chance of getting the formal loan. He-also recognizeS'that he"
my end up spending $15 to transact hls formal loan application, have
his application refused, and end up paying the informal lénder $48 to
o borrow'$100- The farmer's annualized costs of'borrowing under Option
- III would be 63%. A priori the farmer would have an expected price
“for: credit via Options IT and IIT of 57.5 nercent'[(h2 + 63) X .51,
In this particular exanple, the férner hould have a lower expected
cost of borrowing if he selected Option I, the informal lender,

rather than take his chances with the formal lender;
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 formal lenders.
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Tne'exampie in Table 5 can be made‘mofe complex by assdming .
that the probability of getting an informai'loan is less than 1'5 '
and that the probability of getting an informal loan is lower if
the farner first trles a formal source. These types of factors

may explain why small farners in low income countries prefer in-v

Interest Costs and Total Economic Activity

‘To this point we-have pnesented data whichlsuggest that.in- ;.f
terest costs nny neke up a minor part of borrowing costs among low'l |
income farﬂers. As can be noted 4n Tables 6 and 7, it also appears
-that interest paynents make up a relatively small proportion of the
economic activ1ties of farmers in Taiwan and Korea.

The farnhhouseholds in Taiwan, from which data in Table 6 are
drawn, make heavy use of credit. In'l960, year—end credit balancesf
amounted to .76 of total farm operating expenses,»;36 of total
farnphouseholdvcasn expenses, and .3l of net{farp family.income.

In 1972 these ratics were .58,'.2u and .38 respectively; ‘Even .-
though these farm-households madezextensive use of credit, total
interest payments were a very small part of tne total-economic

activities.  In 1960, interest payments amounted £o only 1.7 ter-

cent of total farm operating expenses, 1.8 mercent of total farrr

household cash expenses, and cnly .9 percent of net farm family

ircome, These percentages changed very.little in 1866 and 1972.

The ratios in Table 7 indicate that Korean farmers were using

~relatively less credit than the Taiwan farmers. In 1965, year-enc

- credit balances amounted to 47 percent.of farm operating exvenses,



Ratios of Credlt and Interest Paynents to Expenses and Family

1960 1966 and 1972

TABLE 6
Incone Among Farm Record Keeping Households in Taiwan 1960, 1966 and 1972
.. |+ No. of= Total End of Year Credit Balance _ Total Interest ‘Payments
Year .- Households. : __Divided by - ' Divided by. , ,
: S o Operating: Total Cash. Net Farm Operating - Total Cash . | - Net Farm
Expenses Expenses’ Famlly Income |- Expenses Expenses Family Income :
1960 - 95 76 .36 .34 017 .008" .009
1966 . . 430 . L7 3L 36 .017 .008 .019
1972 ;. Ll52 .58 | 20 "‘.38 .019 .008 " .013
‘Source: Department of Agrlcultuze and Forestry, Provincial Governnent of Taiwan, Farm Record Keeplng Accounts
. ' =
I
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16_percent of total farm-household cash expenses; and less than 10
percent of net farm family income. All of these percentages dropped

'significantly'by 1974, "Partly"because contractual'interest_rates on

formal loans were higher in Korea than in Taiwan, interest payments

'anounted<to a’larger percentage of eXpenses,and income-in'Korea; :
'In 1965 interest charges anounted ‘to seven percent of farm operatingr
' _expenses .three ‘percent of total farm—household cash expenses, and

. one percent of net farm family income.,'All three of these percen—

tages decreased through 1974,

. |
Policy Implications ' |

" On the basis of the:previous discussion, it might be ‘argued - |

that farmers, especially small farmers in low'income_coantries, are
- rather insensitive to changes in the contractual rates of interest

‘on formal loans. - Farmers may be making loan decisions on some ' com-

binatiOn of.contractual interest rates, expected'charges in the'_r
ourcha51ng power of money, and loan transaction costs. Very strong
inflationary pressures over .the past. few’ vears have undoubtedly al—

tered nany farmers' expectations about the future purchas1ng power

-of rmoney. The Bangladesh 'BraZilian'and Colombian cases indicate

that loan transaction costs can be a very 1arge part of total bor—

“rower costs, especlally for borrowers of small loans. Inflation
.expectations and transaction cost cons idoxations may overshadow
;-si“he contractual 1nterest rate when P?JHPT make borrow1ng dec151ons
. ’he ”ect that 1nterest payments make W A °ra71 oart of the economic
‘aCbl\ ties of most small farmers in 10w‘incone countries further re—'.'.

' 1nf0“ce the conclu51ons that contractual interesu rates are not a.

BESTAVAMABLECOPY



_~_ TABLE 7: Ratios of Credit and Interest Payments to Expenses-and
Family Income Among Farm Households in Korea 1965, 1968, 1971 and 1974 -

. ~ No. of “Total End of Year Credit Balance ' . Total Interest Payments .

Year - Households: ~ Divided by ' ' : .Divided by - ,

' S Operating_ | Total Cash "Net Farm " | Operating | Total Cash . Net Farm

Expenses Expenses ' Family Income . | Expenses . Expenses Family Income

1965 - 1172 . - AT 16 S N A 025 ..ol
968 - - 1181 - .4 - a4 .- .08 - .08 - .023 . .013
1971 1180 LY .06 .03 o070 At .008

1974 2515 27 - .8 .04 06 . 018 .009

4

Source: Ministry of Agriculture and Fisheries, The Republic of Korea, Reoort on the Results of Faranousehold
Econonw Survey various issues 1965 1975. _

-




_this would result in an increase in the contractual rate of interest
"and a decrease in the income transfer which borrowers expect to

‘realize through negative real rates of interest. A given increase
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big factor for most farners.

‘ What would happen to the demand” for formal agricultural credit.

if contractual interest rates were f ex1b1e'and tended to rise and

fall with changes in inflation expectations° What difference would
it neke if farmers expected to pay and lenders expected;to receive

a positive real rate of interest on loans? In abnost all cases,

in contractual interest rates, however, would:increase borrowing :
'costs of~large_borrowers proportionately npreithan the costs of E
| small borrowers. Further, information cited ea'rlier'indicated th'a’:t
 small borrowers_incur.higher borrowing costs per unit of money |
:than do large.borrowers. One'ndght hypothesize that small borrowers

_are makingfdecisions over-a portion of their loan demand'schedule

which 1s much less price elastic than 1s true for large borrowerr.
This possibility is illustrated in Figure 1. Ds in the: figure depicts

the demand for formal-loans.by small borrowers. DL shows loan de-._

- mand by large borrowers. Ll and Sl are the costs of borrowing per
'_unit of money for large and small borrowers respectively before any
'changes in interest charges. Lo and Sp are. the respective costs
.of borrOWing afterlcontractual interest rates have been doubledi
' Tofsimplify the example; we assume price-chanre expectations among
. both snall and large borrowers ‘are zero. We also .assume that the

jtrensaption cos ts of acou_ring a large loan make up an ins1gnif1cant

part of total borrow1ng costs.
 BEST AVAILABLE COPY
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' F{igure 1

Q @

-0

r
.Sl=_c+1"
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I Figure 1, Ap A 1s the decresse in quantity of loans dergnded
by large borrowers due to the;change in interesthrate; Q Q; is the
associated decrease in demand.by small borrowers. In thls exanple,
A>" A1 is much larger than Qp Q1 because ef-the assumed differences
ln the price elasticities of the-two'loan demand schedules;

Other things being equal Q: Ql plus A Al is the amount of

_ "surplus funds" which formal lenders have after the increase in 1q-

|
terest rates. . These surplus funds might be diverted to other sec7

‘tors through financial narkets, or the fornal lenders may decide HOy'f g

extend loans to new agricultural borrowers previously not serviced

.by formal lenders. -It is also possible that: formal lenders would‘

attempt to induce current clients to use larger loans even thoughi

‘interest rates were higher. With higher interest"rates'and slack.

loanable funds, formal lenders_nay find it to be in their interests

" to focus on wa&s to reduce some of the loan transaction costs faced

by small borrowers. In Figure 1, these transaction costs are CT
for small borrowers. |
.Although difficult to prove, it may be possible forulenders,

with:more flexible interest rates, to change procedures and sub-

'stantially.reduce loan transaction costs'of.small'borrowers, Ina

" number of cases, lenders hassle'borrowers of small amourits in orcer

to discourage—their loan requests; If intereSt rates were raised,

‘formal lenders may find it profitable to promote more small loan

' bu51ness. This might involve fewer and shorter visits to forral

lenders by loan applicants. In some countries mobile banks dis—

:bUrse and collect loans Which substantially reduces borrower costs.

'In some countries formal lenders pay salaries and expenses of



.behavior; Interest rate policies, at a different level, can also
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technicians who visit.a prospective borrower's farm to audit his -

assets. . The lender may. also prOV1de suff1c1ent compensation to .

- the credit technician S0 that bribes are less necessary Further

research is necessary before-this claim can be substantiated but'

increasing contractual interest rates nay actually lower the cost -

of borrow1ng formal loans for small farwers'
‘Conclusions

Interest rates can influence three 1mportant sets of actiV1ti S

i

1
Gi
in rural areas. As we have discussed above, they can affect loan I
' \

i

demand. They'can also affect the demand for financial assets

_which5 in turn, may strongly. influence household consumption—sav1ngs-

.y
have a substantial 1mpact on the way formal lenders perfonn Inf

the past 1nterest rate polic1es on agricultural ‘credit have been

largely rationalized on the assumed impact which they have on loan

_.fdemand at_the.farnhhousehold level, We have.attenpted to argue in

' this presentation that because of substantial loan transaction costs, -

small borrowers are likely to be rather insensitive to changes in
contractual 1nterest rates. We have’ also suggested that low, fixed
interest rate policies may induce formal lenders to institute loan

application procedures which result in relatively large transaction '

~costs for small borrowers.' If 1nterest rates were raised loan
'transaction costs for small borrowers may be decreased sufficiently
. to lower total borrowing costs If this occurs small-borrowersa :

1 may 1ncrease rather tban decrease their use of formal loans
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We feel that-the'benefits which policy makers claim results g
from the interaction of low interest rates and loan demand are

suspect. We further feel that these 1nterest rate policies cause

- formal lenders to concentrate concessionally priced credit in the

hands of'the economically and DOTitically powerfu1 [1] Further5

that cheap credit results in even cheaper financ1a1 savings [4].

Low 1nterest rates on financia1 savings seriously discourages sav-

‘1ngs at the household level fragments financial markets and re-

cessional interest rate policies appear to outweligh the weak bene-

|
|
I
|-
!
|
tards the capital formation process. . These adverse effects of conr'
!
|
\
|

fits which.nay be realized on the loan demand side.
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.Footnotes_'

¥ Part of the research reported on in this paper was financed by
the Agency for Internétional Development. The authors received

" helpful comments from I. J. Singh and Francis Walker on eariier'

drafts dflthe paper;'
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