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ABSTRACT 

This study analyses the level, structure, and determinnnts of 
lending costs in a major agricultural programme. Lending costs 
are lrhown t o  be debilitatingly high, with the mnjor components 
of costs being loan administration costs and risk costs. 

Several studies have analyzed Rural Financial Markets 
(RFMs) in Janiaica since 1978. These studies have included 
ail overall assessment of  the structure and performance of  
Jamaica's RFMs (Graham et.  al. 41, the farm households' 
experience with and demand for credit [Heffernnn 5, Pollard 
I 1 1, and the impact of the Self-Supporting Farmers' 
Development Progra~nrrie (SSFDP) on its farmer clientele 
[Bepashaw I 1 .  This study complements these efforts by 
focusing on the issue of lending costs and their effect on the 
institutional viability of programmes supplying credit for 
Jamaica's agriculture. In particular, the study analyzes the 
structure ant1 level of lending costs in the SSFDP programme 
and how these costs affect the long term viability and growtli 
of the institutiori. 

The main objectives of  the study are: 

I .  to identify and measure the main components of 
103 
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critical cost areas and furthermore provide some insight into 
the kinds of  policies that miglit be appropriate for better cost 
management. 

(4) The  results of  this study might also provide guide- 
lines for the design o f  improved cost information systems for 
use by the management o f  agricultural credit institutions. 

(5) Cost studies are useful if tliey provide managers 
data from which they can estimate the marginal cost (MC) 
o f  specific activities. MC information would enable the  insti- 
tution t o  operate more efficiently in making loans and pro- 
viding other services. 

(6) Four socio-economic evaluations o f  the SSFDP 
have been done  t o  date: in 1972, 1975, 1977 and 1980 
[SSFDP 13, JDB 61. Tliese are in addition t o  the Begashaw 
study mentioned above. All these studies show a positive 
impact of  the SSFDP on  their farm clientele. But at what 
cost? Thus study will address this question and allow us t o  
understand more completely the 'costs and benefits' of the 
SSFDP. 

(7)  More generally, this study can serve as a basis for 
further studies o f  this aspect of  rural financial markets in 
countries other than Jamaica. It is also hoped that the find- 
ings o f  tlus study will increase understanding o f  this vital 
industry and stimulate further inquiry. 

THE SELF-SUPPORTING FARMERS 
DEVELOPMENT PROGRAMME 

The SSFDP is a supervised credit programme established 
in 1969. Its aini is t o  provide short,  medium- and long-term .. 
credit as well as technical assistance t o  small and medium- 
sized farmers mainly in the  5- t o  25-acre category. The 
programme also aims at  increasing agricultural product io~i  t o  
provide food for domestic needs and for the  export market. 
The programme is jointly sponsored by the  government o f  
Jamaica (GOJ) and the Inter-American Development Bank 
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(IDB). 1 o (late i t  has I,cen the 1,cllcficiary ol' l'o~11. scI?;ir;IIC 
loans I'ro~ii tlic ID13 supplc~nrntctl  hy  the GOJ. :I brcak.duwn 
of which is presented i n  Table I .  

Thl1l.l: I :  SI;.LI:-SUI'IpOR.I.IN(; I : A ~ ~ ! E R S '  UEVELOI'LlLNT 
I 'RO(;I tAMME: SOURCES 01: I'UNDS 

Million U.S. Dollars 

Contract No. Contract Date IDU Loan GOJ Loan Total - 
269/Sl.'-J A Dcc. 18. 1970 6.20 3.70 9.90 

3 17/SI.-JA March 9. 1972 3 .0O 1.80 4.80 

359/SIi-J A Sept. 1 ,  1973 7.90 7.85 15.75 

S 16/SI.-JA Dcc. 14. 1977 6 .OO 3.00 9 .OO 

Sororr.. Jamaiw Devclnl)n~cnt I l ~ n k .  Sc~ll:.Ytrpljurritt~ 1.i7rtrrc.r~' I ~ c ~ ~ ~ l o ~ ~ r ~ ~ ~ ~ r t r  
I'royranr: .$)cio.l:'conorrtic. t'ralrtark~tr /fup)rr. Seplctnhcr. I Y X n  
I s ce6 ) .  

The SSFDI' has undcrgorle several adniinistrativc ch:~ngcs 
since its inception. This study covers the period 1074 to 
1980 wlier; the programme was adrninistercd by the Jamaica 
Develop~nt.nt Bank (JDB). '  Tile JDB was paid an arinual 
riianage~llcnt fcc of  I per cent ol'outstanding loans at the entl 
of  tlie year fur its ~iia~iagcrnent. Operationally. the SSFLII' is 
cle~cntri~lizctl with :I central ~ [ I i c c  in Kingstoll ant1 13 park11 
(branch) ol'liccs covcring the entire country. 

Costs of Le~ id i~ ig  

I Tlie tot ;~l  cost ol' lending co~isists o f  thc cost ol' loan;lhlc 
funds, the costs o f a d ~ n i ~ l i s t r ~ t i o n ,  arid risk costs. Tlie cost o f  
l i ~nds  colisists of not only explicit interest cliargcs. but illso 
includes solne administrative costs associated with tllc acqui 
sition arid nrsnagcriicnt o f  t he funds. Acl~ninist rat ivc costs ~ arise from cvaluatirlg loan applications. monitoring loan per- 
formance o f  borrowers, collecting loans, man;lging dc- 
linquencics, and giving technical assistance to  tlic far~ncrs.  

I Risk costs arc losses o f  interest incorne and principal :IS a 
result of  borrowers' failure to  meet their contractural obliga- 
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b :I l 
tioris to tlie bank and non-rccoverab)c costs that the bank,! 

incurs ill altenlpting to enforce contractural compliance. , 
Procedures Used in Estiiluting Lading Costs 

Tlle costs of funds are broken down into direct and 
indirect costs. The direct cost of  funds is the weighted 
average of interest charges on the four credit tranche, the 
weights being the percentage share of each tranche in total 
resources for the specified period. Loan Rogran~mes 269 and 
3 17 carry an explicit interest charge of 2.25 per cedt and a 
service charge of 0.75 per cent for a total of 3 per cent. Loan 
Programmes 359 and 516 both carry an interest charge of 2 
per cent.2 The indirect cost of funds is based on the cost of  
personnel t i n ~ e  expended in servicing the IDB loan contracts. 

The administrative costs arise out of operating expenses. 
They include such items as salaries and yvages, travel and sub- 
sistence expenses, supplies and materials, rental of property, 
utilities, furniture and equipment, m&igement fees t o  the 
JDD, and other operating and maintenance expenses (audit 
fees, stamp dutv and registration, staff tyining, insurance, 
and advertising). The 'salaries and wages' and 'travel and sub- 
sistence' expenses (and 'therefore adhi&trative qs ts)  do not 
include the portions of the operatikg expenses Lharged to the 
cost of furlds and those charged to  risk &st explaind below. 

IQsk costs are broken down into two sub&mponents, 
namely, dcfault costs which are an estimate of the proba- 
bilivtically endangered part of the portfolio, and an adminis- 
trative portion con~prised of labour costs and 'travel and 
subsistence' expensol inw-rcd in trying to coUect delinquent 
loans. hiaximum and minin~um estimates of dufuult costs arc 
computed t o  reflect the highest and lowest estimates of thc 
probability of defaults used. The upper limit is derived from 
the probability that all loans greater tiran 180 days i11 arrears 
will not be recavered; and thc lower lin~it from the proba- 
bility tnat 50 per cent of the arrlcrs greater than 180 days, 

I and 50 per cent of tlie 91 to 180 days arrears will not be 

1 recovered. Due to this dichotomy in risk costs, the total cost 
of lending is presented as a range o f  upper and lower limits. 
The probabilities of  default used in generating the risk costs 

I I may seem unreasonable. They may not be unreasonable, 

1 however, if one compares them with the estimated uncollect- 
1 able loans of the programme by the external auditors of  the 

SSFDP. As part of the IDB loan agreements, GOJ is required 
to reimburse the SSFDP for any uncollectable loans. &ti- 
mates of these uncollectables are made by the external 
auditors and included in the audited financial statement o f  
the programme. For fiscal years 1974, 1975 and 1976, when 
these estimates were explicitly separated from the 'loans 
receivable' account they increased from $5.6 million in 1974 
to $6.4 million in 1975 and $6.2 million in 1 9 7 6 . ~  From 
fiscal 1977 the accounts only reflected the actual payments 
received from COJ with respect to  the estimated uncollect- 
ables. This payment was about 5630 thousand in 1977, in- 
creasing to a total of $2.4 million in 1978 and $4.7 million in 
1 979.4 

Two alternative measures of  average costs are computed. 
The first is cost per dollar lent and thc second, cost per loan. 
mlis is achieved by dividing the operating expenses by the 
amount (value) of loans and the number of loans respectively 
in each year. The above approach implicitly assumes that 
administrative costs incurred in a particular year occurred as 
a result of  only the loans made in that year; thereby dis- 
regarding the influence on cost of previous years' loans still 
in the portfolio. A corollary to  this assumption is that the 
costs of a loan should be charged to the period during which 
the loan was made. The assumption obviously introduces a 
bias in these estimates of average cost. 'This bias is larger the 
faster the loan portfolio is growing and the larger the share of 
medium and long term loans in the portfolio. The average 
cost estimates are, however, important because by comparing 
the average cost o f  the SSFDP wit11 that of other credit 
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tions to the bank and non-recoverable costs that the bank 
incurs in attempting to enforce contractural compliance. I 
Procedures Ured in Estimating Lending Costs 

The costs of  funds are broken down into direct and 
indirect costs. The direct cost of funds is the weighted 
average of interest charges on the four credit tranches, the 
weights being the percentage share of each tranche in total 
resources for the specified period. Loan Programmes 269 and 
317 carry an explicit interest charge of 2.25 per cent and a 
service charge of 0.75 per cent for a total of 3 per cent. Loan 
Proghmmes 359 and 516 both carry an interest charge of 2 
per cent.2 The indirect cost of funds is based on the cost of 
pewnne l  time expended in servicing the IDB loan contract's. 

The administrative costs arise out of operating expenses. 
They i n c l y e ,  such items as salaries and wages, travel and s u b  
sistence expenses, supplies and materials, rental of property, 
qtilities, fuqniture and equipment, management fees to  the , 

JDB, and other operating and maintenance expenses (audit 1 
fees, siamp duty and registration, staff training, insurance,, 
and ,advertising). The 'salaries and wages' and 'travel and s u b  
sistence' expense. (and therefore administrative costs) do not, 
include'the p r t i o n s  of the operating expenses charged fo the, 
cost of funds and those charged to risk cost explained beldk. 

Risk costs are broken down into two subcomponcrrte,' 
namely, default casts which are an estimate of ,the p b a -  : 
b i l i s ~ i d l l ~  endangeted part of the portfolio, and an adMnh-, , 
tralive portion comprised of labour costs and 'travel $ a d ;  
subsisterlce' expenses incurred in trying to collect delinquent, 
loans. M a x i m m  and minimum estimate of default costs are 
cdmputtd tb r t k t  the highest .and lowest estimates df th ' 

probability of defaults used. The upperdlimit is derivedtfhd 
the probability thattall loans w t e r  than 180 daysinarmmd 
will not be recarered; and the lower limit from the  p r o w  1 
bility that 50 per cent of the arrears w a t e r  than 180 dam1 

and 50 per cent of the 9 1 to 180 days arrears will not bc 
recovered. Due to this dichotomy in risk costs, tlie total cost 
of lending is presented as a range of upper and lower limits. 
Tlie probabilities of default used in generating the risk costs 
may seem unreasonable. They may not be unreasonable, 
however, if one compares them with the estimated uncollect- 
able loans of the programme by the external auditors of the 
SSFDP. As part of the IDB loan agrcernents, GOJ is required 
to reimburse the SSFDP for any uncollectable loans. Esti- 
mates of these uncollectables are made by the external 
auditors and included in the audited financial statement of 
the programme. For fiscal years 1974, 1975 and 1976, when 
these estimates were explicitly separated from the 'loans 
receivable' account they increased f romf5.6  million in 1974 
to $6.4 million in 1975 and $6.2 million in 1 9 7 6 . ~  From 
fiscal 1977 the accounts only reflected the actual payments 
received from GOJ with respect to  the estimated uncollect- 
ables. This payment was about $630 thousand in 1977, in- 
creasing to  a total of $2.4 million in 1978 and $4.7 million in 
1 979.4 

Two altemative measures of average costs are computed. 
The first is cost per dollar lent and the second, cost per loan. 
This is achieved by dividing the operating expenses by the 
amount (value) of loans and the number of loans respectively 
in each year. The above approach implicitly assumes that 
administrative costs incurred in a particular year occurred as 
a result of only the loans made in that year; thereby dis- 
regarding the influence on cost of  previous years' loans still 
in the portfolio. A corollary to this assumption is that the 
costs of a loan should be charged to the period during which 
the loan was made. The assumption dbviously introduces a 
bias in thcse estimates of average cost. This bias is larger the 
faster the loan portfolio is growing and t l ~ c  larger the share of 
medium and long term loans in the portfolio. The average 
cost estimates are, however, important because by conlparing 
the average cost of the SSFDP with -that of other credit 
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programmes, one can form a judge~nrrit about the efficie~icy 
of the former programmes relative to othcr credit facilities. 
Moreover, the above mentioned bias rnay not be that great 
since administrative costs tend to be high in trie year the loan 
is made. 

To evaluate the factors bel~irld administrative costs, 
these costs are disaggregated into tlie functional categories o f  
loan processing, disbursement, monitoring/collection, and 
supervision/technicaI assistance. Ideally, this should involve 
the allocation of all the elements of operating expenses to 
these functions. This is not possible; tlierefore, only tlie 
'salaries and wages' and 'travel and subsistence' expenses are 
allocated to  these functions. This should not unduly affect 

TABLE 2:  SEL1'-SUPPORTING FARMERS' DEVELOPMENT 
PROGRAMME: COSTS 01.' I'UNDS AS PERCENTAGES 

01: LOANS OUTSTANDING, 1974-1980 

Costs o f  Funds 

Direct Induect Total 
Year (A) (B) (C=A+B) 

' ~ ~ r i l  t o  December (9 months) 

Source: Computed with unpublished data from the lamaica Developnient 
Bank's SelfSupportmg Farmers' Development Program. Kingston, 
Ja m h .  

the results since tllese two elements of operating expenses 
conqtitute the major part of total adnlinistrative costs (i.c., 
they averaged 70 per cent of total operating expenses from 
1974 t o  1980). The arrears situation of the SSFDP is criti- 
cally reviewed to  ascertain its impact on risk costs. The 
arrears ratios presented for 1975-1978 are extrapolated 
(linearly) frorn fscal year rates. Those for 1974, 1979 and 
1980 are actual end of year rates. 

Estirnnted Costs of Lending 

The estimated cost of funds from 1974 to 1980 ?,re prc- 
scnted in Table 2. Each component is expressed as a percent- 
age of the value of loans outstanding. The direct cost of 
h n d s  decreased continuously from'-3 per cent in 1974 to 
about 2.4 per cent in 1980 for a period average of about 2.8 
per cent. With the indirect cost of funds also decreasing, the 
total cost of funds declined from 3.2 per cent in 1974 to 
about 2.5 per cent in 1980 for an average of 2.9 per cent. 
This decline in cost of funds reflects the dominance of the 
lower cost 3591516 loans in the portfolio in the latter ycars. 
Obviously, fhese costs of funds are highly subsidized, sincc 
they do not reflect the opportunity cost of funds. They were 
also cheaper than if the funds were t o  have been mobilized 
from the public. The rates the commercial banks paid on 
savings deposits in Jamaica, for example, rose from 7 per cent 
in 1979 t o  9 per cent in Februruy 1980, while the Bank of 
Jamaica Rediscount Rate incrensed from 9 per cent in 1 Y 79 
to 1 1 per cent from January 1980. 

Costa of Loan Administration 

The adjusted administrative costs of the SSFDP r a n ~ e d  ; 
from about 8 per cent of loans outstanding in ,1974 to  14 
per cent in 1980, for an average of a little more than ,11 per 
cent (Table 3). A perusal of Table 3 shows #fluctuations in 
administrative costs but the trend was clearly upward. Even 
though it is dimcult to compare ad&strative costs between 
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institutions or programmes for lack of comparability in what 
the institutions do and report as administrative costs, the 

TABLE 3: SELF-SUIPORTWC FARUERS* DEVELOPMENT 
PROGRMIME: ADMINISTRATIVE COSrS hS 
FERCENTACES OF WANS OUTSTANDING,' 

1974-1 980 

~ o v c e i  Computed with unpublWlbd data from the J r m h  Devcloprnant Lnk'n 
Sdi*pporth Fmnar' Denlopment Ro~punme, JUn@on, Jamrh. 

adminiatratbe costs of the SSFDP appear to  be relatively 
high. The World, Bank has estimated the administrative cost 
of an efficient institution making medium- and long-term 
loans to large farm& to be about 3 per cent. It placed the 
estimate at between 7 and 10 per cent for an institution pro- 
viding short and long term credit to  small farmers [World 
Dank 161. 

Risk c a t s  are the most difficult t o  artimate since the 
measurement of  default costs entails a judgement.about the 
probabilistically endangered part of the portfolio. Table 4 
presents there risk costs. The lower and upper Limit default 

costs and the risk administration cost decreased between 
1974 and 1976, but subsequently increased continuously. 

TABLE 4: SELFSUPIY)RllNG FARMERS' DEVELOPMENT FROCW.IME 
RISK COSTS AS PERCENl'AGES OF LOANS 

OUTSTANDING, 1974-1980 

FUSK COSTS - MM[N. -Ismaxd+_EUI 

Source: Computed with publlrhed r d  unpubllrhcd data fiom tha Jarn&i 
Dedopmmt Bank'r M - S u p p o r t ~  F m r '  DaMbpmat Pro- 
c-,Kjwton,Jlrmicl. ! , 

I 

The total risk costs consequently increased for the period. It 
declined from bctween 12 per cent (lower limit) nnd 14 pcr 
cent (upper limit) in 1 974 to between 8 per cent and 14 par 
cent in 1976 only to  continuously 'inmase to betwcon 19 
per cent and 32 per cent in 1980:The average risk costs were 4 

between 12 per cent and 20 per cent. These risk costs arc 
high. The arrears situation of the SSFDP, discuaeed lotcr, 

I 
I 

sheds some more light on the risk exposure of the prqgmmme 
to show that the estimates of risk wst  presented above mny 

I 
not be unreasonable. - 
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TADU 5 : SELF-SUPPORTING FARMERS' DEVEMPMENT PROGRAMME: 
MMAL LENDING COSTS AS PERCENTAGES OF MANS 

OUTSTIV.(DINC. 1974-1980 

COST ITEMS 
Rid: (0 Total @A+B+C) 

'~prtl to Decsmber (9 months) 

Total Cost of Lending 

Table 5 shows that the lower limit estimates of total 
lending cost, apart from a fall in 1976, rose throughout most 
of the period from 23 per cent in 1974 to 36 per cent in 
1980. The upper limit estimates also declined in 1976, but 
increased ovpall from 26 per cent in 1974 to 49 per cent in 
1980. The mean values of total cost of lending for the period 
are 26 per cent minimum and 35 per cent maximum. In- 
spection of Table 5 also reveals that risk cost was the major 
contributor to this high cost of lending, followed by adrninis- 
tranve costs and the wst  of funds for the entire period under 
study. It is also evident from this Table that, with the ex- 
ception of the wst of funds, total wsts &d its oth& wm- 
ponents all increased between 1974 and 1980. 

Average Costs of Lending 

Two nleasurcs of average costs arc prescnted in Tablc 6. 
The fist ntwsurc, Cost Pu h n ,  increased steadily from 
close to $1 500 in 1975 to more than $5000 in 1980. Thc 
second measure, Cost Fer D o h  h t  also rose from $0.30 to 
$0.69 for the same period. The 1974 f i e s  for the average 
cost measures are abnormally high as should be expected. 
They represent the first 9 months of the administration of 
the SSFDP by the JDB, when only 219 l h s  were made with 
substantial overhead costs. From 1975 onwards, however, 
one would expect a decline in the average cost measures as 
the number and value of loans increased. 

TABLE 6: SELF-SUPPORTING FARMERS' DEVEMFWNT PROGRMfME: 
AVERAGE COSTS OF LENDING, 1974-1980 

- -  

AVERAGE COSTS 

Y a r  Cost PQLour ' Cost pa Oolhr L a t  

Sowec: Computed with uqubIl3rd data fmm the Jamnka Da>alqrntnt l'a~t'r 
SalfSlpporthg Farmer# Delakpmadt Programme, , a Kbpton, J a m b .  4 

The number and value of loans did increase from 1979 
to 1977, but so did the cost per loan and the cost per dollar 
lent. This reflccts the greater proportionate increase in costs 
for this period than in the number and value of loans. In- 
creases in the average cost figures from 1977 to 1980 are 
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sharper, reflecting not only the increase in costs but also a 
sharp decline in the number and value of loans. This implies 
the existence of excess upacity. These results point clearly 
to  a high degree of relative inemciency defined in terms of 
idle capacity (a larger staff servicing fewer loans over time). 

TMLE 7: SELFSURORTING FARMERS' DEYELDPNEKT PROGRAMME: 
PERCeNTAGE DISTRIBUTION OF OPERATMG EXPENSES 

1974-19wb - 

b ~ h - ~  may not urn up to 100 due to rounding. 

h a :  Computed rlth unplbll.had d rh  from the Junda Dsnlopment 
' M ' r  SeK&pportbg Fumed Dsrsbpment Rqmmmg, Illgstoa, 
I-. 

It has already bcen ascertained that risk costs and 
administrative costs were the two maor componcnls of tlic 
cost of leitding from 1974 to 1980. The next two sections 
probc the factors that influenced these two cost items. 

Factors Infltrenclng Adrninistmtfve Costs 

Total operating expenses increased steadily from about 
3830 thousand in 1974 to about $4 million in 1980. As 
shown in Table 7, the most important conlponent of tllcsc 
administrative wsts was salaries and wages. The relative im- 
portance of salaries and wages p w  from 42 per cent of 
operating expenses in 1974 to about 50 per cent in 1980. 
The next important component of administrative mats wms 
travel and subsistence expenses followed, in order of im- 
portance, by management fees paid to the JDB. 

The breakdown of administrative wsts by the functions 
of loan processing, disbursement, monitoring and collection, 
and supervision and technical assistance b presented in Table 
8. Supervision and technical assistance accounted for the 
largest share of administrative costs, 34 per cent in 1975176 
and 33 per cent in 1979180. It is followed by monitoring and 
collection activities which were responsible for about 27 per 
cent and slightly more than 28 per cent in 1975176 and 
1979180 respectively. b a n  proceasing is next in importance, 
accounting for some 26 per cent in both periods. Loan dis- 
bursement accounts for the r e m b  13 per cent in both 

I fiscal years. It is interesting to  note that while the relntivc 

1 importance of loan processing and djsbunremcnt did not 
c h r q e  during the pcri?, and that of mpenision and techni- 
cal assistance declined by one w a n t a g e  p i n t ,  the rclative 
importance of monitoring and collection rokonly  1 per cent. 
For all practical p q x m s ,  this shorn no cImngc in the distri- 
bution of the resourcts by the SSFDP to  the different 
functions in the face of mounting delinquency and default 
problems discussed in the next d o n .  
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TABLE 8: SEJ.ISUl'PORTWG FARMERS' D E V E L O P M W  P R O C W E :  
RRJCI1ONA1. D I S I R I B W O ~  OF ADMINISTRATIVE C O W  

1975/7f? AND 1979180 (PER CENT OF TUThL) 

Foactba 1975176 1979180 A- 

SUM 100.0 100.0 100.0 

S ~ V C C :  Computed wttb unpblbkd data from the Jamrla Davabprnaat 
B n W 8  Self-Supporth Famad DsMbpmat Rogrunme, w o n ,  
J a m i h .  

Lending Costs Effects of High Arrean 

Factors Influencing Risk Costs 

The main component of the risk cost, default cost, is 
derived from the probabilirtically uncollechble delinquent 
loans or loans in arrears. The anears situation of the SSFDP 
from 1974 to  1980 is preanted in Tables 9 and 10. Two 
measures of arrears are presented. Panel A sets forth arrears 
rate I, which shows arrears as a percentage of loans out- 
standing at the end of the  year. Panel B presents arrears rate 
11 or aman as a percentage of the loan payments due during 
the year. The latter measure, a m a n  rate Il, not only rho*. 
more sharply the severity of the arrears problem, but it also 
showi how misleading arrears rate I can be for early detection 
of an emerghg arrears problem. 

Table 9 shows the arrears problem of the SSFDP to be 
v a y  severe. with 75 per cent of the loans due in 1975 in 
arrears. This arrears rate rises continuously to 84 per cent in 
1978, declining slightly to 74 per cent in 1980. The deterio- 

ration in the arrears situation is also evident from panel D, 
where arrears are about 16 per cent of loans outstanding in 
1974 and rising steadily to about 42 per cent in 1980. Table 
9 shows that the arrears problem and its deterioration affect- 

TABLE 9: SELF-SUM'ORTING FARMERS' DEVEUIPItfE1n PIrOGRAtmE: 
ARREARS RATES OF NL OVERDUE W A N S  AS PERCENTAGES 

OF U ) A N S  OUTSTANDING (J-PANEL A) AND OF A ) ( O U m  
DUE 01-PANEL B), 39741980. 

%xtrapohtcd linearly from fbd ysix mta.  

Source: Computed wfth data from the Jarmh Davalopmsot Bant'8 Self- 
Supporting Fumed Demkpmant .Progunme, , Audited Fbnchl . 
Statamsat a d  Supphmsnt*ry Informaticat, Nbw y-8; and otha . 
unpubHshad &ta from nme, Kbnpton. Jlmrla. 

ed all four IDB loan programmes and the Recovexy loan 
programme as well. An interesting finding is that since loan 
359, each of the loan programmes'-arrears rates begin at a 
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hfgher level Uien deteriorate more rapidly. Loan Programme 
359 began with an a r m  rate of 0.4 per cent of loans out- 
standkg in 1974 while that of the Rcfovrry Loan pre 
gramme began at 6 per cent in 1976. The last loan programme 
of the ' SSFDP (is. 5 16) bepn  with a 3 1 per cent urcars 
rate I in 1980. This finding is interesting bcause it refutes an 
earlier misconception that the am- problem of the SSFDP 
ir a hangover from the previous administrators of the prrr 

TABLE 10: SELF-SUPPORTING FARMERS' DEVEI.0- PROGRAHME: 
ARREARS RATE3 OF LOANS OVER 90 DAYS OVERDUE 

AS PERCENTAGES OF LAONS OUfSTANDING 
0-PANEL A) AND OF AMOVNI3 WE OJQANEL B) 

1975-1980 
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gramme, notably the Agricultural Cmlit Board (ACB).' 

It is usually accepted that arrears of loans lws t h m  90 
days overdue may not pose any serious t h a t  to a loan port- 
folio. It is those loam mom than 9 0  dnys overdue that sho~lld 
be alarming. Table 10 reports the m u l t s  of using only those 
lonns mom tlm PO days ovcrduc t o  computo the nrrcan mte. 
It is evident from this Table that the sevcrity of the loan 
delinquency and default problem is no less if one collfines 
the analysis to loan payments more than 90 days o v ~ d u c .  In 
fact this measure generates results similar to the earlier 
measure (i.e. all arrears regardlm of length of time ova  due). 
This shows that, not only were the SSFDP ~nr?ars n t c s  high 
and deteriorating but also, a high percentage of them were 
probabilistically endangmd. The probability of default in- 
creases the longer a loan remains in arrears. 

TABLE 11: SEWSUPPORTWG FARNERS' DEVEU)NWT PROGRAMME: 
AGING OF ARBEARS AS PERaMAGES OF ALL WERDUE . 

LOANS. FISCAL YEARS, 1975-1979q 

%arrcdbl March 31. 

Source: Oomputd ntth drtr fmm th JrmPla Dsrobpmsnt Ennk'r ScE-, 
Spporttag Fumen' Dsralopmsat m e ,  Audhd F l ~ f b l  
Stntanunt d Supphntary  Idmmrtfon, varLxla y r n ,  K l z r l h ,  
lurmka. 

Table 1 1, using fiscal year fwm, sheds mon: light on 
the egeing of the SSFDP anm It shows that 95 per cent of 
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all the loans in arrears in fiscal year 1975 were more than 180 
days overdue. The situation was only slightly better in the 
other years. 

The loan delinquency problem of the SSFDP was not 

TABLE 12: SELF-SUPPORTING FARMERS' DEYEI.BPMEHT PROGRAMME: 
ARREARS RATES AS PERCEHTAGES OF W A N  OWSTANDING 

WITHIN AND BY LAND AUIMORITY (BRANC?I), 
FISCAL YEARS. 1975-1979' 

ARREARS RAfES 

&WW: Cornpuled WMI data from the J d a  Devslopment h*'s Salf- 
Sup- F-1' Davalopmnl Programme, Audited Pbnachl S(r10- 
mezit ud ~ppbmmtuy  lnfornutbn, wlour  yan, Kington. Junila. 

restricted t o  only a few branches but rather pcrmeated tllc 
entire programme. It can be seen fiorn Table 12 that all tllc 
branches or land authorities experienced hiell arrears rates. 
Claremont, which had a relatively better arrears record savr 
its arrears as a percentage of loans outstanding drop from 8 
per cent in f~cal year 1975 to 7 per cent in 1976 only to  rise 
again to 9 per cent and 20 per cent in Tical 1978 and 1979 
respectively. It was these pervasive and hi& levels of arrears 
rates with the major part of them probabilistically uncollect- 
able that led to  the high risk costs and thereby lending costs 
found in this study. 

The effects o f  bad debts or loan losses due to default 
can be devastating due to  their influence on the total cost of 
lending. Lee and Baker used a simple, but effective, forml~la 
to  accentuate the debilitating effects of default on a loan 
port folio [Lee and Baker 7 1. They defme lending costs by: 

I 

l c = f + k + r  (1 1 
where f, k, and r  represent cost of funds, administrative costs 
and risk premium respectively. The risk premium is an ex 
ante risk cost or the premium required to  induce the lender 
to lend in the face of risks. They point out that the 
occurrence of a default causes the lender to  lose not only the 
uncollectcd principal and interest but also the associated cost 
o f  funds, f. and administrative cost, k, incurred in having 
serviced those loans that were never recovered. Lee and l3akcr 
conclude: "This relationship makes default, a destructive 
factor for the lender if it reaches any appreciablc level." 
Expressing the cost figures as percentages of the principal 
loaned, they present the risk premium as: 

where d, the default rate, is also expressed in terms of the 
principal loaned. , 

If we use the period average f  and k of 2.87 per cent and 
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11.47 per cent respectively found in this study (Table 5) and 
employ the Lee-Baker formula, it can be shown that the 
SSFDP total lending costs will be 100 per cent of loans out- 
standing when the defadt rate reaches 42.8 per cent. A 
corollary to  tNs is that at a 42.8 per cent rate of default, the 
risk premiums will be 85.7 per cent of loans outstanding, i.e., 
the SSFDP would have to charge a risk premium of 85.7 per 
cent (double the default rate) to break even. The structure 
and level of arrears experienced by the SSFDP is clearly one 
that would endanger any loan portfolio and result in the high 
levels of risk cost found in this study. 

Considering the destructive effects of the high arrears 
and default rates on the SSFDP portfolio, it may be pertinent 
to  investigate the probable causes of the delinquencies and 
related defaults the programme has experienced. 

I Several reasons have been given for the non-repayment 
of loans by farmers. These reasons can be summarized into 
three main categories, namely: 

1. Factors associated with the farmers' abUity to pay; 
2. Factors associated with the farmers' willingncrs to 

pay; and 
3. Factors associated with the ability and effectlve- 

nesr of  the lending institution to collect due debts. 

cZhe first category, ability to pay, deals mainly with the levels 
and variability in incomes which may result in inadequate 
income td render the borrower unable to meet his contrhctu- 
a1 loan obligations to the institution. Two key variables 
affecting the farmer's income are his output and the price he 
receives for it.6 The output is affected by the vagaries of 
weather, disease and the availability of appropriate tech- 
nology. Lnadequate marketing facilities can impede the in- 
come generation process. Most importantly, govmment 
cheap food import policies, exchange rate over-valuation, and 

Marketing b a r d  price setting policies would tend to depress 
local agricultural product prices and/or produce demand, and 
thereby reduce the ability of farmers to  repay their loans. 
Changing relntive prices can also have an effect on fann in- 
comes. If, due to inflation, changes in the prices farmers pay 
for inputs exceed changes in what they receive for their 
produce over time the terms of trads will turn against famlen 
and exert cost squeeze which n~iuccs  fatm incomes and 
impair farmers' debt servicing capacity. 

The willingness to pay is concerned with farmen' atti: 
tudes towards repayment. Some farmers may have the ability 
to pay and yet not repay loans. These farmers can be said to 
be unwilling to pay. The f m k  that fall into this cntegory 
may regard government funds as grantsand not as loans that 
should be repaid. This attitude is usually prevalent in situ- 
ations of political interference i n  the administration o f  credit 
programmes. It is not uncommon for a borrower to,consider 
loans from a public credit programme as his payment for 
supporting a particular political party. Lack of effective 
sanctions on non-repayment may encourage farmers further 
and reinforce ,arrears bchaviour. When other botrowers see 
defaulting borrowers escape penalties or sanctions, they nre 
also tempted to  follow suit. I 

Another factor influencing a farmer's willingness to pay 
may be the quality of the swvice he gets from the institution. 
Disbursement lags and other rationing techniques that in- 
crease the borrower transaction costs (beyond the interest 
rate) may result in a negative attitude towards repayment. 
F&hermore, if repayment is not akouated with a strong 
Iikelihood of receivihg more loans in the future,'or if lack of 
repayment does not compromise a 'defaulter's chances of 
getting additional loans, then there is no incentive to repay. 

The last cause of non-repaypent, the ability and ef- 
fectiveness of the lending institution to collect, deals tvith 
the institution's capacity and determination - to collect due 



126 SOCIAL AND ECONOMIC STUDIES 

loans. A key factor in the capacity to  collect loans is ade- 
quate staffing and supporting materials and services. An insti- 
tution nlay have the staff and materials and yet not be able 
to  use ,  these resources effectively to contain arrears and 
collect overdue loans. 

The severe and pervasive arrears that the SSFDP has 
faced cannot be explained by the farmers' ability to  pay. 
Despite marketing problemsand an occasional flood, drought, 
or hurricane, available evidence suggests increa.ses in the 
SSFDP farmers' income, which enhances their ability to pay. 
The SSFDP's own Socio-Economic Evaluations attest to this 
fact [JDB 6; SSFDP 131. The JDB 1977 evaluation, for 
example, made the following conclusion: 

the niajor findings o f  the bociocco~ornic evnluation exercise o f  
1977 serves t o  reiterate thorn of its eariier munterpprte executed 
in the years 1972 and 1975, in that, with a few exceptions, bene- 
fl+aries had in fact oonsidermbly increased overall levels o f  pro- 
duction in terms of volume and value since getting the loan. 

This led to  "increases in net income and in overall wealth." 
The 1980 evaluation also found "a positive impact [of the 
SSFDPJ on its beneficiaries." In its conclusion, it stated that 
"mark$ improvement [was] recorded in terms of  & 
duction, and income over the period reported on." Lastly, 
the Begashaw study [ 1 1 concluded that "a substantial 'in- 
crease in farm 'level resource use, farm production, farm in- 
come, and net worth were observed on borrowers' far&", 
and that "the SSFDP's contribution towards these increased 
was found to  be through its loan activities." I 

The search for the basic causes behind the poor &I- 
lection performance of the SSFDP should focus on the bat 
two categories; i.e., the farmers' willingness to pay on the one 
hand, and the institution's ability and effectivensss to collgt  
overdue loans on the other. h reference to the latter cater 
gory, the SSFDP had the capacity to maintain a decent 
arrears picture and collect overdue loans. It has had adequate 
staffing and is, operationally, highly decentralized with gobd 

communicalions bc tween the thirteen parish offices and the 
central office in Kingston. The Parish Project Officers (branch 
managers) and their staff would appear to have good rapport 
with the formers. Furthermore, this field staff includes for 
each branch,a full-time loan recoverY officer, whodc sole job 
is to collcct overdue loans to prevent serious delinquencies. It 
is this function that generated the administrative cost portion 
of risk costs in Table 4. It was shown earlier that this cost 
item increased from about 0.5 per cent of loans outstanding 
in 1974 to almost I per cent in 1980. Despite this increase 
which, in tlleory, should dampen the arrears situation, just 
the opposite occurred, i.e., arrears increased continuously 
over the period. 

At the same tirne, the SSFDP is a supervised credit 
programme. The functional cost analysis presented in Tablc 8 
shows that a third of the resources available to the institution 
in f ~ c a l  1976 and 1980 wCre devoted to supervision and 
technical assistance. A little more than one quarter of the 
resources were used in the monitoring and collection of loans. 
These two functions together accounted for almost two- 
thirds of the operating expenses of the programme. The large 
infusion df resources into these two functions should not 
only have increased the SSFDP's capacity t o  contain de- 
linquencies and defaults but also should have increased the 
farmers' ability to repay through technical assistance. 

The foregoing suggests that the causes of the de- 
linquencies and default broblems of the SSFDP may be due 
to the lack of  effectiveness or  the lack of efficiency, on its 
part, in using scarce resources to contain the problem, and on 
the farmers' sheer unwillingness to  repay: Both of these 
factors may, in turn, stem from the'initial design and implc- 
mentation o f  tlie programme, and possibly from political 
interference in the administration of the programme. 

The administrative and risk costs of the progrnmnle are 
borne by the government out of  budgetary allocation. 'The 
government is expected to repay - the SSFDP for any lo2ns 

I 
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deemed uncollectabl.e. This de facto loan guarantee arrange- 
ment may have had the consequence of weakening the rc-, 
sohe and accountability of managers of the programme. 
They may not have been sufficiently agsnssive,and efficient 
in containing arrears and defaults because they b w  that 
ultimately the government would cover all operating expenses, 
and repay the IDB through other funds. 

Political interference may manifest itself in the selection 
of harrowers. Borrowers receiving loans because of party 
affiliation may feel less obligated to  repay. A change in 
governrrient may harden that attitude. Lack of any stringedt 
penalties and sanctions against delinqtient and defaulting' 
farmers by the SSFDP may also explain this unwillingness b 
pay on the part of the fanners. The latter point bears further 
elaboration. From its inception to  the present, the major 
objective of the programme has been to introduce modem 
production methods to small to medium-sized farmen 
through,long term loans. The emphasis has always been on 
providing loans t o  designated enterprise types and farm size 
categoriq with B specified, level of net worth. Evaluation gf 
the qllqged impact of the loan on farm output and inco~tle @ 
a l i o s t  the sole criterion uJed by IDB to judge the success qf 
the cre+t programme. Rarely, if ever, has prompt a+ 
effective loan recovery been highlighted as an imvortant 
indicator of programme success. Thus one would expect ley 
attention and concern about rising delinquency and default 
&ong those r&poqsible 'for the p r o v e .  h obviqyl 
trade-off exists between credit availability goals that ,emph-  
size t i q t  fiaancial management with low arrears and basic 

I .  needs gods that ernpha&e increased incoma for &it 
wupr of  farmers. It b dangerous to emphasize one excep), 
t o  b m e  greater or l k r  extent, at the expense of the other. 
In h e  case of the SSFDP it is clear they emphasized the latter 
a t  the expense of the former. 

I 

A Lrther indicator of the low rankins given to l o q  
recovery and low arrears is the lack of any sanctions:penal- 

ties or discipline imposed on the SSFDP itself either by tllc 
government or the foreign donor agency (IDD). Despite tllc 
evidence of rising delinquency and default, the IDB and the 
government have continued to pas on new loan tranche and 
overhead subsidies through the years with a minimum of 
h,~ssle. Given the low. priority of loan recovery in the deter- 
mination of programme succw, and tlle fact that high arrears 
do not jeopardize continued loans and subsidies from the 
international lending agencies and the government, it is not 
surprising to  note the lack of any concentrated effort to 
control growing delinquency and the high cost of lending. As 
a consequence, howeve;, the credit pmgramrne has become a 
hidden, expensive iocome transfer ~rogramme on the basis of 
this implicit grants mentality operamg both within the donor 
agency, IDB, and the SSFDP itself. 

T h e  hi& costs of lending found in this study would 
threaten the viability of most credit programmes. These high 
costs of lending coupled with administered low inierest rates 
and high, level of inflation compromise the viability and 
growth potential of the SSFDP. With total dost of lending 
that raiged from 23 per cent tb 49 per cent of loans out- 
standink, the S S F ~ P  was only allowed to  charge an interest 
on I+ of 4 per cent until 1977 when it was pemiitted by 
the government to raise its intenst iate t o  7 pcr cent. It is 
evident that bithout continued subsidies from the govern- 
ment the S S F ~ P  is not hnanhally viable. While this low loan 
rate of interest reduced probable revenucs t o  the programme, 
high levels of inflation eroded the real value. of the capital 
resources of the SSFDP. This effect of inflation can be seen 
from trends in the red  values of the loan portfolio. In real 
terms the portfolio grew by only 3 per cent between 1974 
and 1980 (9.7 million to 10 million) and then declined by 
28 per cent between 1977 and 1980. 

Little might be done about - the effects of inflation on 
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the loan portfolio. To ensure the long run viability and 
grdwth of  the SSFDP would require interest rate revaluation 
ahd drasbc decreases in the cost of lending, es@ecinUy dtk 
cost. Actions are obviously needed on both fronts, but p r k c  
ity m a t  be given t o  cost reductions since a brcakt~0rr 
interest rate will be unrealistically high when default c&ts 
are as overwhelming as presented above. Loan recovery 
and other lending costs are unnecessary and socially waj tem 
when the degree of default effectively converts the croilit 
programme into a subsidy transfer programme. I - 

I 

We found out that a third of the operating expense! OF 
the programme is expended on supenision and t e c h w  
assistance. Prior to  1975 technical assistance t o  the SSI@ 
farmer was provided by the Ministry of AgriculNe exknsion 
agents. Given the impact of this function on costs it might: k 
prudent to return this function to the Ministry of  Agriculty~a 

'It is only when unjustifiable costs such as those resulting 
from excessive defaults have been mr tded  that a replir$ 
interest rate can be charged. This interest rate should be a h  
to cover the cost of funds, administrative costs and a r&bl 
able rdk premium. A fourth factor in the interest rate 'ro 
valuation should be a premium to stem the erosion of hhi 
portfolio due to inflation. This might be problematic 
the high levels of inflation experienced in Jamaica in m&nt 
years. he r ek t  rates based on these factors should not  c& 
make institutibn viable and growth oriented but red& 
its dependence on government subsidies and free it fibm 
political interference. 

FOOTNOTES 

'~h. JDB was disbanded by the govmnrnent in 1981. 

%ach of the+ four loan l nnu r t i on r  carry an rdditioml 05 p r  cent 

cornrnltfncnt fec for the portion of the commlttcd b a n  aot d r rvn  down by the 
SSFDP. Them cnmndttal fees nra onlltted from the intaest  char80 cnlmlationa 
due to lack of knowMgo of how much of r lonn progunme bdrrwn.  

3?he f l sa l  year b q i n s  on April 1 and ends o n  March 31. 

4 ~ x c e p t  otherwise stated, all fwzes  u e  in Jamaican dollan. 

 ha ACB rdminidsrcd the proyamme from its establishment in 1969 
through 1974. The Ministry of Agrhl ture  (formerly the Ministry of Rural Innd 
Development) mordlnated the programme during this period. 

60ther factor' that may affect r farmer's Income, a d  thereby h i s  ability 
to  pay. mry include land tcnure systmu and the productivity of the lad. Pracdlal 
larceny, if unchecked, may be another problem ncgrthcly affecting lnwrnes in 
some wuntrles. 
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