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Preface

Thirty-five years have passed since the Agricultural Credit
Policy Council (ACPC) was created in 1986 through
Executive Order 113, to replace the Presidential Committee
on Agricultural Credit (PCAC) and the Technical Board of
Agricultural Credit ('BAC). The move sought to synchronize
all credit policies and programs in support of the Department
of Agriculture’s (DA) priority programs. The ACPC was
also given the responsibility of reviewing and evaluating the
economic soundness of all ongoing and proposed agricultural
credit programs, whether for domestic or foreign funding,
prior to approval.

Leading these efforts was Dr. V. Bruce J. Tolentino, who was
appointed by then Agriculture Secretary Carlos G. Dominguez
IIT as the Council’s first Executive Director.

Today, the ACPC remains the country’s premier government
institution for program development and research on agri-
fishery credit — a feat that would not have been possible
without the expertise and dedication of our first Executive
Director, whose vision of a sustainable rural finance system
for farmers and fisherfolk served as the guiding principle of
the Council. This three-part book series puts together in a
convenient collection numerous research studies, policy

briefs, and statements Dr. Tolentino produced while leading
the ACPC.

While some advancements have been made since these papers
were originally published, many of Dr. Tolentino’s policy



recommendations remain relevant today, decades later: the
“One DA” approach emphasizes a holistic transformation of
the agriculture and fisheries sector, and the Bangko Sentral ng
Pilipinas advocates for the financial inclusion of unserved and
underserved sectors. It all comes together, as Dr. Tolentino
now serves as a member of the Monetary Board and as Vice-
Chair representative for the ACPC.

I speak on behalf of my agency when I say we are fortunate to
call Dr. Tolentino our mentor and dear friend, and it is our
hope that sharing his valuable insights to the world once more
in this book series will continue to inspire innovation and
reforms toward a healthy rural finance sector with prosperous
farmers and fisherfolk.

o °F4%Co
INVER Jocelyn Alma R. Badiola
F’Rﬁa Executive Director

acec Agricultural Credit Policy Council



Foreword

It came as a shock to me when I learned from our rural bankers
in 1986 that they do notrely on their communities for deposits.
It was easy to imagine that the Rural Banks Act of 1952, a law
mandating a bank for every town in the country, would have
fostered a close symbiosis with the communities they served.
That did not happen, unfortunately, and to this day a major
portion of our population remains unbanked.

My acquaintance with banking began in the mid 1960’s when
I was an Executive Trainee at a foreign bank and in the early
1980’ as head of an agricultural development bank. I have
cultivated a keen interestin rural banking and the role of finance
in modernizing our agriculture. When I served as Secretary
of Agriculture, my duties included chairing the Agricultural
Credit Policy Council. Among my advocacies at this time was
to work with the Central Bank to help strengthen agricultural
finance. This led to a joint program between the Central Bank
and the Ministry of Agriculture aimed at rationalizing rural
banking. A Rural Bank Review and Rationalization Committee
was organized.

During a seminar in 1987, I had the good fortune of meeting a
young PhD graduate named Bruce Tolentino. When I found
out his doctoral dissertation was on Central Bank policy
and the rural banks, I asked Bruce to help the Ministry of
Agriculture prepare a presentation to the Central Bank on
rural banks and agricultural finance. Soon after, as the reform
process progressed, I convinced Bruce to serve as the first
Executive Director of the then newly established Agricultural
Credit Policy Council (ACPC).



Since that time, Bruce and I worked together on many issues.
I have always been impressed by his expertise and effectiveness
in helping our rural communities. He has the ability of
avoiding technical jargon and therefore his ideas reach the
broadest audience.

This book series records four decades of Bruce’s work in rural
finance. I am fortunate to have closely observed this work
and I am honored to endorse this book as indispensable to
understanding the issues relating to agricultural finance.

Carlos G. Dominguez
Secretary
Department of Finance




Introduction

This book series is a three-volume compilation of papers,
reports, and policy notes from close to four decades—a
lifetime—of keen interest and hard work focused on the
promotion of effective and efficient financial services in
support of inclusive rural and agricultural development.

My interest in financial services for poverty alleviation began
in my boyhood in Baguio, in Northern Philippines. To
keep up with payments for my school tuition, my mother
Florence had to turn, more times than she cared for, to the
local moneylender. I observed the great pains my mother took
to ensure that the moneylender would be paid back to avoid
the hefty “5-6” interest charges from piling up. I will never
forget that my mother’s sacrifices and the financial services
rendered by informal moneylenders helped me get through
early schooling.

In my twenties, I served as director of the Dansalan College
Community Service (DCCS), a school-based rural and
agricultural development program in Marawi and Lanao del
Sur in Mindanao, Southern Philippines. The DCCS had
programs in adult literacy, health and nutrition, agricultural
extension, cooperatives development, and handicrafts
enterprises.

There were only a few banks in the Lake Lanao area—isolated
as the region was, and still is, from the rest of the country by
geography and sociocultural barriers. Most financial services
were embedded in the operations of suppliers, merchants,
and transport entrepreneurs who did business in downtown



Marawi, which is linked to the cities of Iligan and Cagayan de
Oro, the urban centers of Northern Mindanao. For financing,
farmers and small entrepreneurs were completely dependent
on their own savings and those of their families, or on advances
from input and service suppliers who extracted payments due
at harvest. While the suppliers gave these advances without
requiring collateral or much paperwork, the applicable interest
was quite hefty, and the threat of zero access to any financing
at all in case of default was all too real.

The 1970s and early 1980s were the peak of the Philippine
government’s Masagana 99 (Bountiful 99) program, aimed
at dramatically raising the productivity of the rice sector and
reducing poverty among farmers. The program delivered
a package consisting of subsidized loans and technical
assistance to farmers. The subsidized loans were financed by
international development assistance and delivered through
a national network of rural banks—private banks that had
been granted virtual monopolies via the “one town, one bank”
policy in specific rural municipalities. These were licensed by
the Central Bank of the Philippines (CBP), subject to minimal
capital and regulatory requirements, and had liberal access to
CBP rediscounting.

Masagana 99 was a great success in raising rice sector
productivity, principally by getting farmers to adopt new
high-yielding seeds and the requisite soil nutrition and
pest management technologies. However, the rural banks
organized to distribute the subsidized loans became overly
dependent on subsidized funding and were unable to generate
savings from the public which would be intermediated into
loans. Many of the rural banks turned to CBP’s rediscount
window. As inevitably the subsidies and easy rediscount funds
dried up, the dependent rural banks fell into crisis.

Vi



The unwinding of the debt and transformation of the rural
banks from subsidy-dependent entities to viable, independent
intermediaries is a process that begun in the early 1980s and
continues until today. I was fascinated and deeply interested
in this process, and when an opportunity to enter graduate
school and focus on rural finance opened in 1981, I grabbed
it. At the University of the Philippines School of Economics
and later at the East-West Center at the University of Hawaii,
I studied the story of rural banks and wrote my doctoral
dissertation on the evolving policy milieu that created the
incentives and disincentives that rural banks faced and which
shaped their operations, profitability, and contribution to rural
and agricultural development.

Upon completion of graduate studies in 1986, I returned to
the Philippines with the intent to teach at the then College
of Economics of the University of the Philippines Los Bafios
(UPLB). At the time, UPLB was deeply engaged with the
Ministry of Agriculture and Food (MAF), providing policy
and technical advice to the new government led by President
Corazon Aquino in the wake of the “People Power Revolution”
that had just driven the dictator Ferdinand Marcos out of
office. But the path to teaching had to wait.

I was asked by then MAF Minister Ramon Mitra and MAF
Deputy Minister Carlos Dominguez III to suggest ways in
which farmers could obtain more financing from the country’s
banks. This led to my working closely with the National
Agriculture and Fisheries Council (NAFC) and the Technical
Board for Agricultural Credit (' BAC), two agencies attached
to the Department of Agriculture (DA). The NAFC was the
principal implementing arm of the Masagana 99 program and
TBAC had been organized to analyze the program’s financing
aspects.

Vii



Two key measures that the MAF enacted to help enhance
financial services for agriculture were, first, the implementation
ofafast-track program torehabilitate the rural banking industry,
in partnership with the CBP; and, second, the creation of a new
government agency—the Agricultural Credit Policy Council
(ACPC)—in 1987. 1 served as the lead technical advisor
for the Rural Bank Rationalization Program and was soon
after appointed as the first executive director of the ACPC.

At the ACPC, the idea behind a great deal of my work was that
banks should be deeply rooted in the communities they serve.
Banks, being private businesses, operate by turning the life
savings of individuals or families into loans. These loans are
not simply given left and right. In fact, the bank must aggregate
the deposits of many depositors to grant just one loan. This
way, many depositors trust that the projects the banks lend to
are profitable and the borrowers credit-worthy. The banks,
therefore, have a dual obligation to (A) keep the money of
depositors safe, and (B) lend to credit-worthy borrowers and
projects. It was surprising to me that many communities did
not make use of their local rural banks, and so a lot of my
work has been focused on finding ways to strengthen the
rural banking system so that it benefits the underserved and
unbanked Filipinos in the agriculture sector.

I worked at the ACPC and concurrently at the Office of
the Agriculture Secretary from 1987 to 1993. This early
involvement in rural finance and agricultural development
continued throughout my career in public service and
international consulting. Because of my experience in the
Philippines, I later had the opportunity to provide technical
assistance on finance and development to various government
agencies in Cambodia, Vietnam, Indonesia, Pakistan, Korea,
Timor Leste, and Myanmar.

Viii



A key insight gleaned from my time in Mindanao, at the
ACPC, abroad, and in the Philippines—and which is now
clearer than ever from my vantage point at the Monetary
Board of the Bangko Sentral ng Pilipinas (BSP)—is that cheap
and easy credit will not solve all the problems in farming. The
fundamentals must be attended to, and those fundamentals
include good seeds, the right germplasm, proper irrigation,
wise plant management, and, of course, good weather. All of
these ingredients enable productive and profitable agriculture,
which is necessary for a borrower to be deemed credit-worthy
and a project viable for bank financing.

It then means that the many parts of government need to
work together to ensure that the agriculture sector is strong
and enables food security while assuring stable and dignified
incomes for farmers. So, in 2021, again with the guidance of
Mr. Dominguez—now Secretary of Finance—I have once
more become directly and deeply engaged in policymaking
and programming for rural and agricultural finance and the
rural banks.

The papers, reports, and memos in this compilation are
a record of the challenges, responses, successes, as well as
failures in rural finance and intermediation over the course of
my career. I am proud that advances have been made on some
issues, but many other constraints remain unresolved. Indeed,
some issues persist, since the policy and program environment
continuously evolves, even as the tools that analysts and
reformers work with improve with better knowledge.

Book I, entitled Rural and Agricultural Finance and
Development Issues, comprises papers that deal with financial
system-wide reform issues that determine the health and
development effectiveness of the rural and agriculture finance



system. Attention is also given to the political economy of
financial sector reforms and to the delicate balance between
rural and agricultural development on one hand and financial
sector viability on the other, for the healthy growth of the
overall economy.

Book II, or The Rural Banks, focuses on the rapid rise and
fall of the multitude of small private banks that served as
the principal delivery agents of subsidized loans to farming
and rural enterprises under the government’s Masagana 99
program and related directed credit programs. Government
policy and programs in the 1970s drove the rapid growth
of these banks. As these supply-led policies and programs
inevitably proved unsustainable, the subsidies and privileges
for rural banks dried up. Many rural banks were unable to
cope with the changes and closed shop. Some have thrived in
a more market-oriented policy environment, taking advantage
of their knowledge of the rural and agricultural economy, and
still many others are struggling to transform and survive in the
current economy.

Book IIl, or Financial Sector Regulation for Rural and
Agricultural Development, deals with the myriad, multiple,
and recurring issues that arise from financial sector regulation.
Many regulations are well-intentioned, aimed at depressing
loan interest rates, directing credit to sectors considered
underserved or watering down qualification requirements for
obtaining loans and other financial services. Such regulations
ignore market realities and incentives and often do not
achieve their intended goals. Often, regulations that attempt
to constrain market forces end up being at least sustainable
and at worst distortionary and a waste of precious public
resources. The papers on regulatory issues thus zero in on
specific laws and regulations that influence the workings of



the financial market in ways that are either harmful or helpful
to development. The papers include suggestions on how the
laws/rules/regulations can be modified to improve the working
of the banks and other financial market players.

The bulk of the articles included in this compilation could not
have been produced had I not had the good fortune of serving
at the ACPC and the DA. These agencies enabled the focus
and provided the technical and logistical support necessary
to produce these works. I thank most especially the staff
and officers of the ACPC, whose dedication and skills have
continuously and significantly expanded financial services for
farmers and fisherfolk.

—\

V. Bruce J. Tolentino, PhD
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CHAPTER 1

Thirty-three facts about
Philippine agricultural credit

V. Bruce J. Tolentino?

ublic interest in government policy and programs in

credit, particularly agricultural credit, has remained

high since credit policy is popularly (and politically)
perceived to be part of the solutions to development and
poverty alleviation problems. Much of the discussions about
agricultural credit and rural finance, however, has taken place
in contexts where information about actual credit conditions
is lacking, thus, these are often dominated more by rhetoric
rather than fact.

Yet the experiences of the Philippines and some other
countries reveal that credit policies and programs, including
their manner of implementation over the past two decades,
are of doubtful value. Twenty years of subsidized and targeted
credit, previously believed to solve development problems,
have wasted the scarce resources of the public, engendered

U This paper is an edited and expanded version of “Thirty-three Facts About Philippine Agricultural
Credit,” Staff Paper 87-02, Agricultural Credit Policy Council (ACPC), 1987. The comments and
suggestions of Dr. Dale Adams of the Ohio State University and Mr. Pablito Villegas of the Land Bank of
the Philippines were very helpful. The assistance of Messrs. Leo Cafieda and Paul Bernardo Lobo of the
ACPC are also acknowledged.

% Executive Director, ACPC, and Acting Assistant Secretary for Policy and Planning, Department of
Agriculture, Philippines.
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distortions in financial markets, and introduced confusion
in the public mind about loans, subsidies, and even charity
(Adams, Graham, and Von Pischke, 1984; Tolentino, 1986).

To put the issues in their proper context and to make for more
informed discussions, this article provides some facts and
observations about agricultural credit. They are derived from
the ongoing program to rehabilitate rural banks (Dominguez,
1988), the effort to reorient the concept of “Supervised
Credit,” and the creation of the Comprehensive Agricultural
Loan Fund or CALF (Tolentino, 1986). Reference is further
made to a larger set of studies on rural finance undertaken,
some jointly and some independently, by researchers and
analysts at the Agricultural Credit Policy Council (ACPC),
the Philippine Institute for Development Studies, The Ohio
State University, and the University of the Philippines.

The status of rural banks

1. As of December 1987, there were 850 operating rural
banks. This contrasts sharply with the peak year of
1981 when there were 1,167 existing rural banks. As the
Philippine economy deteriorated from 1980 onwards,
the government found that it could no longer afford
to keep the subsidies and lending funds flowing to and
through the rural banks. Simultaneously, rural bankers
began to find it more difficult to secure funds and
subsidies from the government. As a consequence, they
could not roll over or re-finance existing loans. Finding
that rural banking was no longer an easily profitable
business, many rural bankers chose to close shop. Other
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rural banks that were seriously in financial trouble were
also closed by the government as a matter of law and
regular supervision (Dominguez, 1988).

. Of the 856 rural banks that were still operating by the
end of 1986, 82% were behind in their repayments on
their government loans at very heavily subsidized rates
of 1% and 3% (Task Force, 1986). Of these arrearages,
93% were past due for at least a year (DA, 1986); most of
these obligations were also uncollateralized and, as such,
probably uncollectible. Many rural banks then bore
heavy burdens of bills payable to the Central Bank of the
Philippines and portfolios dominated by loans that were
long past due.

. Most of the rural banks are in trouble because of two

major reasons. First, since their portfolios are heavily
exposed to agriculture, they bear the burden of the
generally greater risk involved in agricultural projects
(Graham, 1987). As a whole, 57% of their loans are made
for agricultural projects while only 7% of the loans made
by non-rural banks are for the same purpose (ACPC,
1988). Second, rural banks have become very dependent
on the government for their supply of loanable funds and
for management assistance (T'olentino, 1986). Because of
their ties to government programs, they cannot diversify
their portfolios and spread their risks (Dominguez,
1988). Also, they have failed to mobilize savings as the
source of lending funds, either because they neglected
to generate deposits or because they are located in areas
where savings are not forthcoming in the first place
(Blanco and Meyer, 1988). In essence, rural banks do not
operate like commercial banks.
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4. Given the dependence of rural banks on government-
supplied subsidies and funds, it is not surprising that
rural bankers gave the loudest protests when new
policies were implemented which effectively reduced
their access to the very low-cost government deposits
and re-discounting funds. Yet it should be kept in mind
that the intent of the new set of policies was not to help
rural bankers alone; rather, they were aimed at providing
credit for the entire rural economy over the medium-
and long-run (Tolentino, 1988).

5. The ongoing rehabilitation process for rural banks is
selective in the sense that only the rural bankers who
are willing and able to make a commitment to continued
banking, as well as the rural banks that are still able to
recover without long-term continued subsidies from

public resources, will be able to participate (Dominguez,
1988).

6. Participation in the rehabilitation program is further
selective since it is conditioned by the stockholders’
infusion of fresh capital into their rural banks. The
amount of fresh capital required for entry into the
program is dependent not only on the financial health
of the bank but also on the capacity of the rural banker
to manage an extended 15-year program to repay its
obligations and write down the bad loans in its portfolio.
The completion of the rehabilitation process should see
the emergence of a smaller but stronger rural banking
system.
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The supply of agricultural credit

7.

10

11.

Of the total supply of formal credit to agricultural
production in 1986, only about 12% was supplied
through the rural banks while the bulk or 82% was
supplied by commercial banks (ACPC, 1988Db).

The total estimated demands for agricultural production
credit in the Philippines in 1987 reached over PHP 60
billion (Tolentino, 1986).

The government had direct control of only about PHP
1 billion in agricultural funds. About PHP 700 million
of these funds were consolidated into the CALF. Thus,
the government could only serve, on a direct lending
basis, potentially not more than 16% of the total credit
demand for 1987.

. Even at its peak of supervised credit programs in 1979,

the government was able to supply only 24% of all bank
agricultural production credits. In the past 20 years, the
average proportion of total formal credit flows provided
by government sources came to only about 12%. In 1986,
the government-supplied proportion had dropped to
only 2%. The private banking sector has always provided
the bulk of formal production credit (ACPC, 1988b).

The government has always subsidized the cost of credit
heavily. In the period 1970-80, the government lent
money to the Philippine National Bank and to rural
banks at 1% to 3 %; unfortunately, it had to borrow these
funds from abroad at open-market commercial rates of

13.5% (DA, 1986).
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12.

13.

While both the government and the rural banks are
short of loanable funds, the rest of the banking system is
very liquid. The estimated excess reserves of the system
in mid-1987 was over PHP 35 billion. It seems that the
principal thrust of policy then must be to encourage banks
to lend their funds to agriculture. The government’s role
is to provide incentives, risk-reducing mechanisms, and
guarantees so that the banks with the funds will be willing
to perform the required lending (Dominguez, 1988).

The CALF is designed to serve as a guarantee fund,
not as a lending fund. Through this mechanism, the
government hopes to reduce the risk of bank lending to
agriculture as well as maximize limited government funds.
The operations of the Quedan Guarantee Fund Board
(QGFB) illustrates such leveraging of limited funds.
While its guarantee base in 1986 and 1987 was only PHP
95 million, QGFB was able to guarantee a total of PHP 1
billion worth ofloansin 1986 and PHP 1.5 billion in 1987,
achieving amultiplier effect 11 timesits capital base for the
formeryearand 15 times for the latter (Tolentino, 1988b).

Informal lenders

14. Two-thirds of all Filipino farmers who borrow do so

from informal lenders (TBAC, 1986; ACPC, 1988a).
Compared to banks, informal lenders are very accessible
to borrowers as they themselves give out the loans at the
farmer’s house and collect the repayment at the farmgate.
They even accept payments in kind and they also hardly
demand processing and paperwork. They also lend not

only for production but also for consumption purposes
(Lamberte, 1985).
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15.

16.

17.

In nominal terms, the borrowing rates charged by
informal lenders appear to be much higher than those
charged by banks. However, these rates do not consider
the borrowing costs involved in processing time, loss
in production due to delays in the release of loans,
transportation between the borrowers’” home and the
bank, paperwork, literacy requirements, and the need to
repayloansin cash (Abiad, Graham, and Cuevas, 1988). All
these factors translate into the added costs (transactions
costs) of borrowing from banks. Thus, when the effective
borrowing rate is considered, the rates charged by banks
become comparable to, if not higher than, those charged
by informal lenders. This helps explain why, in spite of
the lower nominal borrowing rate charged by banks,

most farmers still choose to borrow from the informal
sector (Clar De Jesus and Cuevas, 1988; Lamberte, 1985).

Government must provide an atmosphere wherein
banks can reduce the effective borrowing rate at
which they lend. Policies to reduce intermediation
and transaction costs are, therefore, critical. These
include streamlining the regulatory requirements
imposed by government, increasing investments in rural
infrastructure to lower the cost of transportation and
communications in rural areas, and providing guarantee
schemes that decrease the banks’ cost of absorbing
defaults (Abiad, Graham, and Cuevas, 1988; Clar De
Jesus and Cuevas, 1988; Untalan and Cuevas, 1988).

The lender’s cost of absorbing such defaults is critical
because thelender, informal or formal, also shares the risks
inlending. Inmany cases, thebasiccollateral thatthelender
exacts is the condition that when a borrower defaults, he
cannot borrow again (Floro, 1986). The cost of such risk-
taking translates into higher lending rates by the banks
and the informal lenders (Untalan and Cuevas, 1988).

7
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The government's performance as a banker

18.

19.

20.

Aside from lending funds via the Central Bank,
government departments, particularly the Department
of Agriculture (DA), assumed the role of a bank during
the past two decades. But government’s performance
as a banker has been dismal. The average repayment
rate on government-run programs is about 49%. This
effectively makes the government give away half of the
money. Furthermore, the government’s administrative
cost of almost eight centavos per peso lent out was about
three times that of the private sector (Tolentino, 1986;
Soberano, 1986).

Until the creation of CALF, the government managed
39 separate commodity-targeted and subsidized credit
programs for agriculture (note that only 17 of the 39
programs were consolidated into the CALF). These
programs were run by management committees
whose members were part-time detailees from various
departments. Ironically, each of the committees’
administrative budgets, averaging half a million pesos per
year, principally consisted of the committee members’
honoraria (Tolentino, 1986).

The fact that the government was a direct lender put a
great deal of discretion in the hands of the bureaucracy

which had little or no capacity to perform banking
functions. Such discretion gave rise to patronage powers
and relationships in allocating credit; it then opened the
possibility of corruption. It also created a perception in
the public mind (buttressed by observations of actual
cases) that borrowers could go directly to the offices of
the DA and leave with checks in their hands (Tolentino,
1986).
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Subsidized credit as "assistance” to farmers

21.

22.

Even if government made “cheap” credit available, it
did not really help the small proportion of farmers who
actually were able to get them. The cost of credit in
proportion to the farmer’s total production cost is only
about 6%. The critical costs are those for fertilizer, 35%;
pesticides, 15%; seeds, 9%; and labor, 35% (Cafeda,
1988). Therefore, government assistance focused on
lowering the cost of these critical inputs will go a lot
farther than support in terms of cheap credit. Even if
credit were available to farmers at no cost, the effect
would at most be only a 6% reduction in production
cost.

The subsidy element in concessional credit is tied to the
size of the loan. Small loans provide small subsidies while
large loans generate large subsidies. As such, the larger
farmers always ended up getting the large loans and
therefore, the greater subsidies. Credit-based subsidies
then became regressive.

Subsidized credit and the banking system's
eficiency

23.

The government cannot force banks to charge the lowest
borrowing rates and accept the most defaults on the
smallest, riskiest loans. Unless the government is willing
and able to absorb the cost of such policies, to require
banks to act accordingly would be tantamount to forcing
them to commit financial suicide.

9
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24.In the same vein that government cannot force banks

25.

26.

to act against basic banking principles, the government
cannot force borrowers to apply the loans they receive
to predetermined uses. Indeed, loans may be released
in kind. However, the farmer may have borrowed for
rice not because he perceives that rice production is
profitable but because loans for rice production were
available. Credit is fungible: that is, the farmer can
receive the loans in kind, sell the commodities, and then
apply the proceeds towards the investment he perceives
to be profitable. Nor can the supervision of the farmer
by the extension agent prevent “loan diversion” since it
is impossible for the extension agent to be on-hand 24
hours a day.

The bureaucratic structures and procedures built around
the supervised creditschemes transferred the responsibility
for the decision-making on loans from the banks to the
national department level where the “guidelines” for
loan programs were formulated. Unfortunately, these
guidelines did not often correspond with local realities;
yet they had to be followed or no loan funds would be
released. The basic function of loan appraisal was then
subverted and shifted away from the professional lenders
to the Manila-based bureaucrats (Tolentino, 1986).

A specific case of a guideline not corresponding to actual
reality is the limitation on loan sizes according to national
standards, as the limits barely covered commodity input
costs. For example in rice production, labor costs were
supposed to be equity-sourced, yet the new technology
for high-yielding varieties makes the use of hired labor
almost compulsory. Thus, the farmer has to borrow
additional amounts from the informal market to cover

10
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27.

28.

the cost of labor. For obvious reasons, he also pays the
informal lender first.

Subsidized interest rates may also act as a disincentive
to deposits. Since banks are intermediaries, they must
mobilize deposits as their primary source of funds for
relending. With the operation of legal ceilings on interest
rates, borrowing rates on loans were held down and the
interest rate paid on deposits also had to be depressed
since banks have to make a margin, a spread between
their borrowing and lending rates. To the extent that
the saving public is sensitive to incentives and changes
in deposit interest rates, then savings are kept away from
banks as deposit rates fall (Clar De Jesus and Cuevas,
1988; Rodriguez and Meyer, 1988). The cap on interest
rates, in tandem with the available low-cost funds from
government, thus helps explain the dependence of rural

banks on government-supplied deposits and loanable
funds (Tolentino, 1986).

Although Presidential Decree No. 717 (the Agri-
Agra Loan Quota Law) mandates that banks allocate a
minimum of 25% of their loans to agricultural projects
and agrarian reform beneficiaries; in practice, banks have
lent only an average of less than 10% of their loans to
agricultural projects. Theyhesitate to face the greater risks
and transaction costs inherent in agricultural projects and
so they take the safe way out: they invest in government
securities. But since such securities earn at much lower
rates, PD 717 in effect raises the intermediation cost of
banks, a cost which in effect further reduces credit flows
and increases borrowing rates for the financial system
and the public as a whole.

11
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Subsidized credit, agricultural profitability,
and agricultural production

29. Cheap credit cannot make an unprofitable project
profitable. The critical elements that will ensure the
positive profitability of agricultural projects are those
that will enhance the viability of the projects; improve
the credit-worthiness of agricultural borrowers; reduce
the prices of critical inputs such as fertilizers, pesticides,
and seeds; and raise the prices of agricultural outputs.

30. The burden of supporting agricultural profitability
falls not only on the DA but also on other government
departments and agencies to:

a.

Provide the critical support infrastructure for
efficiency, productivity, trade, and commerce—
irrigation, roads, ports, bridges, electrification,
storage, and transport;

b. Increase the productivity of agricultural labor;

Ensure the adequate supply and reduce the prices of
tertilizer, pesticides, and seeds;

. Improve the effectiveness of the government,

principally through the National Food Authority, in
stabilizing the prices of palay for farmers and rice
for consumers; and

. Reform the trade policies which decreased the

income realized both by the country and by the
farmers from agricultural exports.

12



Chapter 1: Thirty-three facts about Philippine agricultural credit

31.

32.

33.

It is often claimed that the scarcity of agricultural credit
has led to production shortfalls, particularly in rice. Data
on available bank credit and agricultural productivity
show that the relationship between rice production and
bank credit (if a causal, however tenuous, relationship is
to be presumed) is negative. While the average flows of
rice production credit from banks have been decreasing
at a rate of over 14% per year, palay production has
consistently increased at about 2%. Even in 1984, when
the flow of credit from banks for rice production fell by
65%, palay production still grew by 1.3%.

Furthermore, should any relationship between credit
flows and farm income levels be presumed, the data on
available bank credit and the incomes of agricultural
families is also worth noting. Indeed, the flow of bank
credit has been decreasing at a rate of about 1.4% per
year. In contrast, per capita income in agriculture still
grew by 0.3% per year.

Finally, when the profitability of agricultural projects is
assured, then credit would flow towards it without the
need for a specialized credit program. Farmers who are
able to repay their living costs will also pay off their loans.
Bankers and farmers are more astute and trustworthy than
what is often assumed by traditional credit programs.
They will invest in projects that they think will bring
them adequate returns on their investments. They do
pay, but only after they have assured that the basic needs
of their families have been met.

13
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Conclusion

It is clear that the adequate availability of finance is a must for
growth. Yet the means to enhance financial flows is unclear.
The good intentions behind many government efforts to
channel credit to agriculture were eclipsed by the actual
adverse effects of the programs and policies. The lessons of
experience, painful and expensive as these are, now tell us that
undue intervention by government in the financial market
can lead to undesirable results. The critical elements which
enable and attract finance to agriculture are often not found
in the financial system but in the infrastructure, agriculture,
trade, and monetary systems. These systems interact and, in
the context of appropriate policies, serve to create a dynamic,
resurgent rural economy-the medium within which the
financial system and the rural dweller can thrive.
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CHAPTER 2

Rural inancial development
in the Philippines:
Recent changes and priority issues

Policy Brief Vol. 2 No. 6
Agricultural Credit Policy Council
(31 August 1989)2

he advent of the administration of President Corazon
C. Aquino was accompanied by various reforms in the
different sectors of the economy, one of which was the
rural financial sector. The importantchangesinstituted so far are:

Major financial reforms

Minimal role of the Central Bank in rural inance

For almost two decades, the Central Bank of the Philippines
has been actively involved in allocating financial resources
to the agriculture sector and other “priority” sectors. This

! This document is based on a summary paper written by Dr. Richard L. Meyer of the Ohio State University,
May 1989. Developments after May 1989 were added by the Agricultural Credit Policy Council staff. Entered
as Second-Class Mail at the Central Bank Post Office under Permit No. 222, dated 22 May 1989.

2

- With Dr. V. Bruce J. Tolentino as Executive Director, Dr. Gilberto M. Llanto as Deputy Executive
Director for Policy Research and Analysis, and Orlando S. Abelgas as Deputy Executive Director for
Comprehensive Agricultural Loan Fund, ACPC
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was manifested through subsidized agricultural loans, quotas
to expand the rural lending facility of the banking system,
rediscounting privileges to agriculture, and involvement in
revitalizing the operation of rural banks.

This strategy was both costly and regressive because it
undermined the viability of rural banks, reduced the flow of
funds to the targeted sectors, and nurtured non-repayment of
loans. The Central Bank is now moving away from this resource
allocation role towards its traditional role of managing the
money supply, inflation, and foreign debt, and maintaining
the stability of the financial system.

Deregulation of interest rates

The deregulation of interest rates was part of the financial
reforms initiated in 1980. This policy is continually
strengthened and its scope made more comprehensive to
include those on loans and deposits as well as on rediscounting.

Creation of the Comprehensive Agricultural Loan Fund (CALF)

Thegovernmentnow discouragesdirectlending by government
non-financial agencies. Guarantee programs are instead being
encouraged. These programs reduce government’s risk in
lending to agriculture, vouching for a maximum of 85% of the
agricultural loans made by financial institutions.

The CALF, which isa consolidation of several governmentloan
funds, provides additional guarantee funds for the Philippine
Crop Insurance Corporation (PCIC), the Quedan Guarantee
Fund Board (QGFB), the Guarantee Fund for Small and
Medium Enterprises (GFSME), and the Bagong Pagkain ng
Bayan (guarantee fund for loans to local government units).
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The introduction of the Rural Bank Rehabilitation Program

This program is helping rural banks to recover from their
debt-riddled state as a result of their involvement in past
government credit programs. Participation requires fresh
capital infusion to fulfill a risk asset ratio of 10% which is,
in effect, a “ticket” for rehabilitation. Upon compliance, the
rural bank becomes entitled to debt restructuring with the
Central Bank and eligible to a wide range of benefits. Arrears

converted into government equity are held and administered
by the Land Bank of the Philippines (LBP).

Reforms triggered by the Letter of Intent of March 1989

o Strengthen the legal framework for bank supervision.
This calls for a strict adherence to banking rules and
regulations like setting up standards in treating failing
banks, asset valuation, and loan provisioning.

e Improve depositor protection. Legislative action
for the Philippine Deposit Insurance Corporation to
increase the maximum amount of deposits insured, to
institute corrective actions on erring banks, and to take
up receivership and liquidation roles.

¢ Improve competition in banking. The requirement
for new banks opening branches to purchase government
securities has been repealed. This is a healthy sign insofar
asitreduces cost of entry, thereby allowing more banks to
open branches and paving the way for more competitive
and innovative banking services to flourish.
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® Reduce intermediation costs. There are signs that the
phase out over the medium term of the 20% withholding
tax on interest income of financial savings and the gross
receipts tax on financial institutions will find fruition via
a legislative bill.

¢ Continue transferring the responsibility for
supervising most agricultural credit programs to
government financial institutions. For a start, the
Central Bank has relinquished its control over the World
Bank and USAID-funded Agricultural Loan Fund to
the LBP. The transfer is expected to be completed by
1990. The Integrated Rural Financing Program of the
Department of Agriculture has also been turned over to
the LBP for administration.

e Sustain the policy of establishing market-oriented
interest rates. Interest rates remain market-
determined, with loan guarantee schemes supporting
this liberalization thrust.

Related reforms and issues

Reforms in the financial sector alone, however, are not
sufficient for developing the rural financial sector. It should
also be complemented by reforms in other agriculture-related
concerns:

Price stabilization

There is a need to create an efficient marketing strategy that
ensures a balance between the price received by producers
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and that paid by consumers, especially for major commodities
like rice. This is necessary if we are to help small farmers gain
access to financial institutions so that they can provide the
food requirements of consumers.

Speedy and fair implementation of the Comprehensive
Agrarian Reform Program (CARP)

A major program of the government, the CARP offers
unprecedented benefits for small farmers. With CARP,
they will be afforded with land titles which banks require as
collaterals.

Complementary programs to strengthen rural banks as
financial intermediaries

Rural banks play an important role in delivering credit to rural
households. The rehabilitation program should, therefore, not
be limited to helping them build up their equity requirements.
Their sad experience in lending to small farmers may make
them reluctant to lend to the same in the future.

Further, new agricultural policies (e.g. guarantee programs)
may be inadequate to reduce the risk in agricultural lending.
Programs that would build up lender-borrower relationships
are also necessary. Specifically, this can be done by:

* Helping rural banks develop cost-effective deposit
mobilization methods;

* Providing a healthy environment for financial
competition by relaxing the policy on bank branching
and licensing of new banks; and

* Devising an early warning system that would identify
weaknesses in banks early enough for corrective actions.
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Role of the LBP

A proposal to turn the LBP into an apex bank for agriculture is
underway. Such a move, however, requires careful examination
since being a lead agricultural bank would require the following:

* A solid financial asset base that reflects integrity and
commands financial discipline;

* The capability to provide quality service in all areas
where the bank becomes involved; and

* The ability to institute viable financing programs as the
need arises.

Informal finance

Despite resorting to guarantee programs and collateral
substitutes, formal finance has not quite matched the success
of the informal sector in providing credit to rural households.
It may be useful to study the particular strategies and practices
of informal lenders which make rural lending a more viable
proposition.

Rural non-farm enterprises

The development of the agricultural sector lies in supporting
not only farm enterprises but also the non-farm ones (those
providing inputs and services to farm production). These
enterprises provide primary and secondary employment in
rural areas, either on-the-farm (e.g. handicrafts) or off-the-
farm (in other villages or towns). However, their characteristics
and needs are not well understood. Nevertheless, they should
be given access to financial services since they may generate
higher rates of return as well as contribute to household
liquidity and improve the creditworthiness of the household.
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Sustaining the reforms: The challenge

These reforms, as planned and implemented, showcase key
developments affecting the rural financial market in the
Philippines. Specifically, attention has been focused on the
rehabilitation of rural banks, the expanded role of the LBP,
and the role of both the informal financial markets and rural
non-farm enterprises.

However, policymakers must continuously monitor and thwart
any attempts to revive the old credit programs like financing
rice production via credit subsidies. The gains and the positive
achievements in the rural financial markets must be guarded
and sustained.
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CHAPTER 3

Transition mechanisms toward
financial liberalization:

The politics of financial reform
N the Philippines

V. Bruce J. Tolentino?

Introduction

ver the past two decades, the largest international

aid agencies, working with the governments of many

developing nations, have pumped funds in excess
of USD 8 billion into specialized lending programs (Von
Pischke, 1984). The basic aim of these programs has been
to stimulate growth in specific areas considered as priority
investment targets—or areas of “greatest need.” At the same
time, governments also attempted to regulate their countries’
financial markets, with the objective of focusing the lending of
their banking systems on those preferred areas of investment.

U This is a revised version of a paper originally prepared during the joint Agricultural Credit Policy
Council-Philippine Institute for Development Studies-Ohio State University Workshop on “Financial
Intermediation in the Rural Sector: Research Results and Policy Issues,” Manila, 27 September 1988. The
comments and suggestions of the workshop participants are gratefully acknowledged.

Published in the Philippine Economic Journal Number Sixty-seven, Volume XXVIII, No. 1, 1989,
Philippine Economic Society

? Executive Director, Agricultural Credit Policy Council, and Assistant Secretary for Policy and Planning,
Department of Agriculture, Philippines.
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Two decades of international experience have made it clear
that these policies and programs have not performed as
expected. In many cases, these programs have instead created
problems and distortions (described below) which now require
correction before progress can be achieved to resolve the
initial conditions.

There seems to be little question that the increased availability
of credit (meaning a larger supply of loans) leads to faster
economic growth. The main problem seems to focus on
just how the greater availability of credit for development
projects and enterprises may be stimulated and secured. There
continues to be great tension between approaches that rely
on direct government provision, if not fiat and allocation, of
loan funds to preferred sectors and purposes (the “targeting”
approach) on the one hand and, on the other, the more recently-
popularized “financial liberalization” package growing out of
the work of Shaw and McKinnon (the “financial markets”
approach) initially published in 1973.

The Keynesian prescription

The traditional analysis of the process of growth to a large
extent grew out of the work of John Maynard Keynes (1935).
The familiar Keynesian prescription for growth focuses on
keeping interest rates low to stimulate investment which
in turn produces greater output. The Keynesian approach
also emphasizes the need to dampen the preference for cash
holdings, such that the holdings of productive assets are
maximized (Coats and Khatkhate, 1984). This was echoed
by Tobin (1965) who extended the basic Harrod-Domar
growth model to incorporate money, showing that the higher
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the return to money in a household’s portfolio of assets, the
smaller the proportion of wealth allocated to capital, thus
decelerating growth. The works of Keynes and Tobin have
formed the principal theoretical foundation for controlled
low-interest rate policies.

The Keynesian prescription of low-interest rates fits well
with the appealing, and seemingly commonsensical, “supply-
leading” strategy of financial development (Patrick, 1968).
In the supply-led strategy, finance is provided in advance
of effective demand. Thus, specialized lending institutions
and programs were created to service priority commodities,
sectors, purposes, and clientele. The presence of bankers and
banks, it was argued, would help stimulate entrepreneurship
and investment. Many developing countries adopted this
strategy and many still maintain such programs despite the
growing evidence that it has not only failed to effectively and
efficiently stimulate development but has also introduced
counterproductive distortions into the financial markets of the
developing world (Meyer, 1988).

The discovery of inancial repression

Financial regimes characterized principally by controlled low-
interest rate policies have come to be described as “repressed”
(McKinnon, 1973; Shaw, 1973). The primary feature of these
financially-repressed economies is restrictions on interest
rates, which are often rationalized not only for investment
but also as protection of the public against “usury.” They also
suffer the following: (a) high reserve requirements imposed on
bank deposits; (b) compulsory credit allocations which reduce
incentives for holding claims on the domestic banking system;
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(c) the distortionary provision of subsidized loans; and (d) the
costly yet ineffective proliferation of specialized, government-
run lending institutions created to cater to “preferred” sectors
and borrowers. The distortionary effects of these restrictions
are often exacerbated by price inflation. These problems
include, among others, banking subsystems highly dependent
on aid (both foreign and domestic); a mentality that equates
government lending with welfare assistance; an interest rate
structure which favors areas of lower, not higher, comparative
advantage for developing economies; and significantly, a
highly-developed, informal, curb financial market which
complements and, to some extent, substitutes for the
constrained formal financial system (Adams et al., 1984).

Finally, the results of repression include negative real deposit
rates of interest on monetary assets. Thus, the demand for
money and especially the supply by households of financialized
savings fall as a proportion of the Gross National Product
(GNP). Financialized savings, however, are the primary source
of investment funds, particularly in developing countries where
the stock and bond markets are small and the capital markets
thin. Financial repression, thus, exacerbates the fragmentation
of the financial market, where: (a) interest rates on bank
lending vary arbitrarily from one group of preferred borrowers
to another; (b) the process of self-finance is impaired since
the accumulation of cash balances in preparation for lumpy
and discrete investments is made more costly; and (c) socially-
costly inflation hedges become attractive, private liquidity
is minimized, and financial deepening outside of the formal
banking system becomes prohibitive.
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Financial repression and the informal
financial market

An even more important adverse effect of financial repression
is the reduced flow of loanable funds through the formal
banking system. Thus, potential investors are forced to
either self-finance or resort to the informal, curb market for
loans (McKinnon, 1988). Self-finance can be costly since
before large-scale investment is actually made, a process of
accumulation of the required savings must be completed.
Thus, investment programs require more time than would
be necessary through an efficiently functioning credit system
which arbitrates between the time preference options of
borrowers and savers.

It is observed that in financially-repressed economies, the
informal financial market is very large and active. However,
detailed evidence on the informal market, like that of the
underground economy;, is very sketchy. Fragmentary evidence
from the Philippine economy and other similar countries
indicates that less than one-half of all households in the rural
areas ever borrow from any source (ACPC, 1988a). Of those
who borrow, close to three-quarters do so from informal
sources. The rest either self-finance or enter quasi-lending
arrangements such as contract growing and production

(Tolentino, 1988b).

The nominal interest rates charged in the informal sector
are often considered to be very high. This is to be expected
since the default rates and servicing costs of such loans are
very high. Moreover, given that a significant proportion of
lending is done by the informal sector, the total volume of
bank lending is kept low, thus keeping per unit lending costs
in the overall loan market high.
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Government intervention as a solution

Providing “solutions” to the relatively high level of interest
rates and the constricted availability of loans has often been
the rationale for government intervention in finance and
the consequent development of financial repression. Placing
controls on interest rates and quotas on lending given to
favored clientele had effects opposite to expectations and has
actually exacerbated the problems these were intended to solve
(Gonzalez-Vega, 1976). Furthermore, governments which
had enacted the repressive regulations have found that the task
is not as straightforward nor as cheap — for all concerned — as
it often seems.

For example, the US government has traditionally provided
a high level of implicit subsidies to American farmers via
government guarantees on bonds issued by the extensive US
farm credit system. During the past few years, however, it
found that it can hardly afford to cover the losses resulting
from these guarantees, which have grown and pyramided over
the years. Recent events in the system, as well as symptomatic
bank failures in Texas and Illinois, point to the fragility of a
system dependent on government support. The government
is now scaling down the guarantees and relying more on
market forces. Similarly, the European Economic Community
is also now realizing the enormity of the long-term burdens
that their system of agricultural credit and price supports;
initiatives are now being enacted to scale such subsidies down
to more affordable and less distortionary levels.
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Financial liberalization

The liberalization of the economy from the constraints of
repression has come to be accepted as a basic part of the agenda
for development proposed by policy analysts and academicians
(McKinnon, 1988). The basic prescription for a financially-
repressed economy, according to the received wisdom, is the
freeing of interest rates so that real interest rates are kept
positive, close to open market levels, and attractive enough to
draw financialized savings into the stream of loanable funds.
Mandated allocations of credit to favored/preferred sectors
must be abolished. Appropriate macroeconomic policies,
particularly the maintenance of a stable price level and
equilibrium exchange rate, complete the environment so that
potential investors can judge the true scarcity price of capital
and invest according to an undistorted set of criteria based on
the productive efficiency of the investment.

A number of countries which adopted the Shaw-McKinnon
prescriptions seem to have achieved remarkable success:
at various times Japan, Korea, Taiwan, and Singapore have
maintained highly positive real rates of interest and rates of
financial growth. Yet other countries which incorporated the
Shaw-McKinnon solutions in their economic liberalization
programs ended in near collapse, particularly in the Latin
American countries of Argentina, Chile, and Uruguay. This
shows that the financial liberalization solution is not perfect
and needs much refinement. But these prescriptions for
financial liberalization have come to be accepted almost as
truisms in the community of policy analysts and academicians.
However, in the larger world of government policy makers
and politicians, acceptance has been much slower, ensnared
in great reluctance and met with intense resistance. The
experience of the Philippines in this regard is instructive.
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Constrained liberalization:
The Philippine experience in financial reform

The Philippines initiated its efforts of financial liberalization
as early as the late 1970s. A review initiated by the government
itself into the repeal of the Anti-Usury Law had been ongoing
since the mid-1970s and had cautiously recommended a
gradual program to partly deregulate interest rates on loans.
Implementation of deregulation was accelerated in 1980-81,
when the monetary authorities were practically forced into
the liberalization process. At that point, the International
Monetary Fund and the World Bank, flexing their muscles,
made their loan program for the cash-starved Philippines
conditional upon the implementation of a package of financial
reforms. The influence of these international lending agencies,
however, paled beside the pressure for reform exerted by the
perilous condition of the Philippine economy itself, as it
struggled with lagging food production due to drought, the
effects of the “oil shock”, and a banking system exposed in
crisis following the flight of the “high-kiting” industrialist
Dewey Dee (Tolentino, 1986).

The package of financial sector reforms initiated in 1980-81
included: (a) the gradual abolition of legal ceilings on interest
rates; (b) the reduction of specialization among types of banks;
(c) an increase in the minimum capitalization, and thus the
size of banks; and (d) the movement towards the closure of the
allocative, low-interest rediscount and seed funding windows

made available by the government, particularly those at the
Central Bank of the Philippines (Singson, 1983).
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It is not surprising that the package of reforms prescribed for
the Philippines contained the classic elements of financial
liberalization. The Philippines, after all, had adopted and
even developed innovations for the supply-leading strategy of
financial development lock, stock, and barrel up to the late
1970s. The Philippine legislature enacted a stringent Anti-
Usury Law in the 1930s which prohibited loan interest rates
of over 16% per annum. In the early 1950s, the government
declared a “one town, one bank” policy and instituted very
liberal qualification, capitalization, and supervision criteria for
setting up rural banks. These rural banks were provided with
generous subsidies and tax exemption facilities. The country
also built up numerous specialized, targeted lending programs
funded out of public funds and borrowings. There were over
50 such programs by the mid-1980s.

The Philippine government did implement the financial
liberalization program. The Anti-Usury Law was repealed in
the late 1970s. Interest rates on both loans and deposits have
been fully market-determined since late 1985. Only about
half of the specialized lending programs remain and these are
mostly those that operate at close to market rates and are less
targeted than those that closed. Many of the special privileges
and subsidies enjoyed by the rural banks have been withdrawn
and the “one-town, one-bank” policy is no longer followed.
An extensive program to rehabilitate the rural banking system
is now being implemented, and it is expected that the rural
banks will emerge from the process as a smaller but stronger
and more independent set of banks with a comparative
advantage in lending to agriculture, particularly to small
farmers (Dominguez, 1988).
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Financial liberalization in the Philippines:
The prospects

Do all the changes described above imply that the Philippine
financial system has been liberalized?

At best, the Philippine record of liberalization is mixed. In
spite of intense public resistance, the most obvious repressive
factor—the interest rate structure—has generally been market-
oriented since late 1985. Progress has been made toward
minimizing the special, privileged lending rediscount windows
of the government and the Central Bank. Specialization among
the different types of banks has been slightly reduced. The
Central Bank is now actively shifting away from the role of
development banker to that of the steward of macroeconomic
stability and monetary management.

The quotas

In spite of the progress that has been made, there still remain
a number of constraints to true financial liberalization. The
governmenthasnotmade any progressin repealing Presidential
Decree No. 717 or the Agri-Agra Law, which mandates
that banks allocate at least 25% of their loan portfolios to
agricultural projects and the beneficiaries of agrarian reform
(Caneda, 1988). There is also a law that requires that at least
75% of the deposits generated in each geographical region be
loaned out in that same region. Although the intent of these
quotas may be laudable, the actual effects are contrary to the
objective. When the quotas are effectively enforced, loans are
forced towards projects which are normally rejected by the
banking system. Bankers face greater risks and incur greater
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levels of default, and the costs of such risk and default are borne
by society as a whole, further constricting the availability of
credit (ACPC, 1988).

The experience of the Philippines with quotas has shown that
the banking system has been able to evade the requirements.
The actual proportion of agricultural loans in the Philippine
financial system’s portfolio has averaged only 10% over the past
two decades (Tolentino, 1988). Banks routinely generate most
of their deposit holdings in the rural areas, lend in the Manila
area, but book or record some of the loans in the accounts of
their provincial branches (Blanco and Meyer, 1988).

Taxation

The adverse effects of tax measures and policies on the
financial market also need to be considered. The Philippine
government currently taxes loans, applies the gross receipts
tax, and also collects a final withholding tax of 20% interest
income earned on time and savings deposits. Undoubtedly,
these tax measures, aside from shifting the task of tax collection
to the banks and, inappropriately, away from interest rates on
savings deposits, are below the inflation rates of 8% to 10%
per annum. The real deposit rate, which is negative, is further
eroded by taxation.

Reserve requirements

A further constraint to liberalization is the high reserve
requirement of the Central Bank, which is currently 21% on
most categories of deposits. Such requirement effectively tie
up a large proportion of potentially loanable funds and cause
the banks to incur opportunity losses since interest paid on
reserves is only about 4%. Funds tied up in reserves also
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hamper the development and growth of the capital market,
thus constraining long-term finance which can change the
term structure of the portfolio of the Philippine financial
system (McKinnon, 1988). Fully 95% of the system’s loan
assets are short-term (Tolentino, 1986). In an economy that
has to focus on long-gestating agricultural projects to get
development moving, a mismatch between credit terms and
project characteristics can be fatal.

The reform of regulation

The general experience with financial liberalization has
shown that the liberalization process is multifaceted. When
the rules causing financial repression are reformed, the
administrative and regulatory structures which implement the
oppressive rules also need to be reformed. The Philippines’
reform experience has left in its wake a regulatory structure
which is not compatible with private sector ownership and
management and minimum government intervention in
business and enterprises. For instance, the fact that the
government contributed most of the liquidity used for
lending by the rural banks induced regulations whereby the
government effectively ran the rural banks through detailed
rules, governing almost all aspects of bank operations and
decision-making. Thus, an extensive review of this structure is
required to determine which regulations continue to repress
the financial system, since liberalization changes the premises
upon which regulatory activities are founded.
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Adjusting toward financial liberalization:
Transition mechanisms

The process of financial liberalization now unfolding in the
Philippines has become a much more complex undertaking
since it is taking place in a larger context of political and
economic renewal and reform.

Adjusting to representative democracy

The Philippines is in the midst of readjusting to the workings
of democracy. In the past two years, the country went through
a series of popular, free elections. The new constitution was
overwhelmingly ratified. A bicameral Congress, now operating
after nearly 16 years of power and policy concentrated in the
executive branch of government, is rediscovering its powers
and flexing its muscles. Thus, the special and regional interests
of the senators and representatives have come into play. It is
no surprise that a most attractive area of proposed legislation
is the provision of loans under special terms. There is,
therefore, a clear danger that the economy will slide back into
a financially-repressed state. At least three dozen draft laws are
now being considered, the great majority of which, if passed
into law, will again create a repressed financial market. Thus,
major efforts need to be undertaken immediately to heed the
lessons of the past, disseminate these widely, and specifically
educate the policymakers about the results of that experience.

Transition mechanisms
The process of full political and economic liberalization will,
of course, take time. The undesirable effects of financial

repression will linger through the adjustment period. In an era
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of political reform, pressures will build up in the government
as interest groups press for specialized lending privileges
perceived as being useful measures to attenuate poverty. This
may lead to a renewed cycle of financial repression.

The fact that the process of financial liberalization, particularly
its management and phasing, is not yet very well understood
increases the danger of a fallback into repression. The
unfortunate recent experiences of Chile, Brazil, and Peru
provide ample evidence that the reform process is no picnic.
These South American countries plunged dramatically, over
an abbreviated period, into financial liberalization. The result
thus far has been a painful withdrawal into a more repressive
state (Connolly and Gonzalez-Vega, 1987). Even the foremost
author of financial liberalization, Ronald McKinnon, upon
observing the South American experience, has suggested
that governments implementing liberalization would be
well-advised to carefully establish a gradual phase in pattern
which would allow both the financial and real sectors of the

economy to adjust to the removal of the repressive instruments
(McKinnon, 1988).

The uncertainties surrounding the process of financial
liberalization, coupled with the political pressuresforspecialized
lending mechanisms, provide the case for the enactment of
measures which may soften any possibly undesirable effects
of repression and reduce the political pressures lobbying for
new and possibly repressive measures. This may include: (1)
loan guarantees and commodity insurance systems; (2) seed
funding facilities; (3) development of the so-called “non-
traditional” financial intermediaries; and finally, (4) a renewed
and intensified refocusing of public investment and attention
to the fundamental factors which account for development
and growth, such as savings and investment.
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1. Loan guarantees and commodity insurance

Many governments have realized that government funding
of projects is inefficient and ineffective, given the sheer
magnitude of the funds required and the fact that governments
are poor bankers. Guarantee and crop insurance programs are
thought to enable governments to influence the volume and
direction of lending by private banks, hence, the comparative
advantage of the private banking sector in loan appraisal and
monitoring is fully exploited. These programs may also be
designed to cover only part of the risks involved, and thus
scarce governmental resources may be leveraged for greater
coverage.

The Philippines hashad a crop insurance system—the Philippine
Crop Insurance Corporation—operated by the government for
seven years. The government has found that, apart from its
initial capitalization, the system has so far been able to support
its operations based on its revenues. The Philippines also has
a group of guarantee systems—the Industrial Guarantee and
Loan Fund, the Guarantee Fund for Small and Medium
Enterprises, the Quedan Guarantee Fund Board, and the
Philippine Export Loan and Guarantee Corporation. The
performance of these guarantee agencies has been mixed. The
most important lesson learned so far is that these agencies, in
order to be sustainable, must develop skills in assessing the
cash flow viability of the projects guaranteed. The attention
to cash flow, rather than collateral, is what distinguishes them
from banks. When effective, the agencies are able to facilitate
formal lending to that segment of projects which are viable yet
poorly collateralized and therefore non-bankable.
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2. Seed funding facilities

Term transformation, or the process whereby the average
maturity of the loan portfolio of the banking system is
lengthened, is a critical indicator of growth in developing
nations. However, political and economic uncertainties
constrain the time horizons of bankers. In most developing
countries, there usually are adequate funds for short-term
lending but resources for medium- and long-term lending are
very scarce. The capital market is also thin, and thus the long-
term funds generated by pension, retirement, social security,
trust, and insurance systems do not find their way into long-
term loan and equity markets. This situation frequently leads
governments to establish seed funding facilities whose basic
objectiveis toinitiate bankinvolvementin longer-term lending.

Seed funding programs are familiar interventions by the
government in the Philippines. In fact, there were as many as
50 such programs at one time. These programs exemplified
the hallmarks of financial repression: targeted to specific
commodities, sectors, or clientele, and the funds were provided
at subsidized, below-market rates. The seed funding facilities
are currently in operation. Primarily the Industrial Guarantee
and Loan Fund (IGLF), the Agricultural Loan Fund (AGL),
and the Integrated Rural Financing Program (IRF) are
available at market interest rates only to banks and financial
institutions which meet rigorous standards of performance.
Efforts are now being exerted to modify the rules surrounding
the operation of the seed funds so that these may, in general,
be used to fulfill the non-targeted liquidity requirements of
the banks and participating financial institutions.
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3. Development of “non-traditional” financial intermediaries

In recent years, much excitement has been generated by
discoveries arising from research into self-help groups,
cooperatives, pawnshops (or Rotating Savings and Credit
Associations), and other informal sources of financial services.
These informal agents often serve as substitutes for the
repressed formal sector. More importantly, research has also
indicated thatthe informal sectorservesasacritical complement
for formal finance. Informal lenders and institutions serve
markets which the formal sector cannot serve, particularly the
rural sector and the poor.

The development of financial functions in the voluntary, self-
help groups also serves to strengthen the empowering potential
of these institutions. In particular, the informal financial groups
provide savings facilities which would otherwise be absent in
the rural areas. These savings mechanisms enable the groups
to intermediate finance between members with surplus funds
and those with deficits. The group also provides opportunities
for the poor to pool their individually-meagre resources into
volumes large enough to finance lumpy investments.

The experience of cooperative banking in many countries—
the Rabobank system of the Netherlands, the Raiffeisen Bank
of Germany, the French Crédit Agricole, and the Japanese
and Korean examples-have inspired many governments in
developing nations to establish similar systems. The experience
with these transplanted structures, however, has generally been
disappointing. Recent research shows that while the physical
structures of the cooperative financial intermediaries are easily
copied, their evolution and historical development are not as
easily transferred (Llanto and Quifiones, 1987). The efficient
and viable operation of a cooperative bank is more learned
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than legislated. Private sector domination and responsiveness
to the demand and supply conditions in the market is critical
for continued viability. Government subsidies cannot be
provided endlessly. Thus, care and deliberation are required
to ensure the success of cooperative systems and banking.

4. Refocusing on the fundamentals of development

One of the most basic concepts that must be remembered
in considering the relationship between financial policy
and development is that “subsidized credit will not make
an unprofitable project profitable” (D. Adams, personal
communication, 1987). Research and experience show that the
critical elements of agricultural productivity and profitability,
ranked in order of significance, are rural infrastructure like
irrigation, roads, bridges and electrification, research and
extension (Evenson, 1986); and rational agricultural price
policies (Timmer, 1986; David, 1979). Forcing the financial
system to lend for “development” purposes may be likened
to pushing a string. Yet when the object of lending and
investment is indeed profitable, finance will flow toward it

naturally, with little or no inducement from the government
(Tolentino, 1987).

Conclusion

The adequate availability of finance is a must for growth. Yet
the means to enhance the flow of finance is unclear. We have
made a brief review of the good intentions which brought
many countries the world over into financial repression. Many
of the premises upon which the regulation of financial markets
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rests are flawed, and thus the regulations are ineffective, or
worse, produce unintended and undesired results. Programs of
financial liberalization have been attempted in some countries,
some with success and others not achieving any alleviation of
financial repression. The lessons of experience now tell us that
while financial liberalization is a worthy undertaking, it ought
to be implemented with care and deliberation. Moreover, a
set of transition measures may be necessary to assist in the
adjustment process from the repressed to the liberalized
state. Such transition measures include guarantees, insurance,
seed funding, non-traditional credit institutions, and a new
emphasis on the fundamentals of development.

It also seems clear that political will is necessary to successfully
carry out the process of financial liberalization so that
growth and development may be accelerated and sustained.
Furthermore, the liberalization process involves elements
which lie outside the direct purview of the financial system.
Political and economic stability is also critical, since depositor
and banker confidence through a foreseeably positive horizon
must be sustained in order that deposits are generated and
maintained, thus making longer-term investments and loans
feasible. Attention to basic development imperatives is also a
must. Agrarian reform, which provides the foundations for a
more equitable sharing of income and wealth and the resulting
greater bankability of beneficiaries possessing titles to their
lands, is necessary. The basicinfrastructure of developmentand
the fundamental services for agricultural productivity must be
in place. These are the elements of the banking system which
truly make the clients creditworthy and their projects viable.
The bottom line is, therefore, the need to focus on the elements
which create a resurgent, dynamic economy. This, coupled with
financial liberalization, should resultin a positively-responding
financial sector in service of growth and development.
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CHAPTER 4

On the iImportance
of the financial sector
N developing countries

V. Bruce J. Tolentino?

he organizers of the conference have requested a

statement on the importance of the financial sector

in developing countries. Thus, it is on behalf of the
Government of the Philippines, and of my fellow participants
who represent developing nations, that I have the honor of
presenting this statement. We are certainly very grateful
for the unparalleled opportunity to interact with and, in the
process, learn from the analytical and policymaking luminaries
participating in this conference. We only hope that we can
use our learning effectively upon our return to our respective
countries.

There is no doubt that the financial sector of any economy,
whether developing or developed, is important. The critical
difference is in the view of its importance, whether in itself
or in terms of its services for other sectors. Let us note, as an
example, the title of our conference, International Conference on

! Statement delivered at the U.N. International Conference on Savings and Credit for Development,
Klarskovgaard, Denmark, 28-31 May 1990.

? Undersecretary for Policy and Planning, Department of Agriculture, Philippines.

49



V.B.J. Tolentino

Savings and Credit for Development. The implication is that the
financial system is important insofar as it provides, or does not
provide, support for other sectors or purposes—in this instance,
for development. At other times, in countless documents, we
read statements such as “credit for the poor”, “finance for
agriculture”, “loans for small farmers”, and so forth.

Certainly the saying, “the road to hell is paved with good
intentions” is familiar to us all. Particularly in the case of
finance, it is applicable. In the name of development and
of the poor, governments and policymakers have enacted
policies and executed interventions affecting the structure
and operations of their financial systems. The results of these
interventions we now all know: financial repression which, in
effect, worsened the situation of the intended beneficiaries,
as pointed out by Claudio Gonzalez-Vega’s now classic “Iron
Law of Interest Rate Restrictions.” Therefore, it is our hope
that this conference does not again lead us down the primrose

path.

Indeed, beyond the title, a perusal of the papers and the
authors provides the assurance that the conference is on the
right track.

Most of us have learned, or are still learning, via the hard
and expensive way that the significance of financial systems
is derived from their operation as the intermediaries between
sectors, providing for the transfer, exchange, and transmission
of value. In a general equilibrium sense, sectors are interrelated
and the interrelations are effected through the operations
of the financial system. We may then casually say that any

3 Claudio Gonzalez-Vega, “On the Iron Law of Interest Rate Restrictions: Agricultural Credit Policies in
Costa Rica and Other Less Developed Countries.” Unpublished PhD Dissertation, Stanford University, 1976.
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interventions on the financial system are thus interventions on
the real sectors of the economy, as transmitted through and by
the financial system. Financial repression is actually economic
repression.

And the learning process goes on. The literature on financial
repression now has a history of at least a quarter-century, and
even with this conference we continue to add to that body
of knowledge. It does seem that for the purposes of policy
reform, enough knowledge has been distilled and extracted.
The focus should now be on the translation of the research
into advocacy for a politically acceptable and successful reform
process. This conference, we believe, takes an important
step toward that advocacy. We are thankful to the donors,
the Danish government, and the United Nations system for
making it possible for us to travel to this beautiful country and
to participate in and learn at this conference.

Thank you very much!
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CHAPTER 5

Strengthening the rural
financial system:
Lessons from the Philippines’

Ernesto D. Bautista & V. Bruce J. Tolentino?

summary

I too often, the rural financial system has been seen as

a convenientinstrument for addressing rural developing

objectives. Prior to 1986, rural financial market policies
followed the “supply-lending” approach via the creation of
cheap credit programs and other selective credit policies. In
1986, the Philippine rural financial policy and strategy took
on a new orientation. The new framework contains two basic
elements, viz. a greater role of the market mechanism in
the allocation of financial resources and the discontinuation
of direct lending activities of non-financial government
institutions. Funds previously earmarked for direct lending
were consolidated into a single fund called the Comprehensive
Agricultural Loan Fund, which is principally a guarantee fund

U Paper presented at the “Seminar on Improvement of Agricultural Structure” sponsored by the Asian
Productivity Organization, Tokyo, Japan, 25 July — 4 August 1989.

? Director, Policy Development and Planning, Agricultural Credit Policy Council, and Assistant Secretary
for Policy and Planning, Department of Agriculture, respectively.
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operated through the facilities of three government guarantee
institutions. Fears were expressed that the new policy will
stop the flow of credit to agriculture and hurt agricultural
production. However, results proved otherwise. Agriculture
was the only sector that registered positive growth sales
during the worst pest-war period in Philippine economic
history (1983-1985). The relative proportion of agricultural
loans maintained its parity with the peak years of cheap credit

policy.

Underlying the shift in policy and strategy were lessons from
almost 20 years of experience with cheap credit policy. The
convenient access to cheap credit inhibited real financial
intermediation in the rural economy. Savings mobilization
was neglected as rural banks became mere conduits of cheap
government money. Interest rate subsidies were largely
captured by formal lenders and not the intended beneficiaries.
High income farmers were able to get more access to cheap
credit, resulting in a real income transfer from small to high
income farmers.

Except for a few undesirable factors, selective credit policies
and other generous fiscal incentives have been largely
eliminated or realigned. The interest rate structure has been
generally market-oriented since 1985. In their place, a credit
guarantee mechanism through the CALF was established and
operated. Under the CALF guarantee scheme, bank-originated
agricultural loans are guaranteed up to a maximum of 85%
of the default risk through the three guarantee institutions.
By absorbing a significant portion of the default risk, the
guarantee system hopes to induce banks to lend to agriculture
in general and to small farmers in particular.
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Contrary to perceptions that a policy of “benign neglect”
underlies the current rural finance policy, a great deal is being
done about agricultural credit. However, the process and the
results are not easily discernible nor even comprehensible by
the public as the reforms are largely structural in character and
long-term in effect. These efforts include the rehabilitation of
the rural banking system, the equity build-up of the cooperative
rural banks, and the pilot replication of the Grameen Bank
concept, among others.

The Philippines’ experience with cheap credit policies and
programsillustrates thatno amountof cheap credit can improve
the viability of rural producers unless fundamental changes
in the agricultural structure (e.g. land tenure, marketing) are
implemented in a comprehensive manner, including policies
and strategies that make agriculture viable and profitable.
Credit is a complementary mode of assistance and not a critical
constraint, viable only when the critical support services and
appropriate economic environment are present. Similarly,
lessons from the on-going rural financial market reforms
underscore the importance of disseminating the lessons of
previous interventionist policies to preclude policy reversals
that may undermine current rural development efforts.

Introduction

The importance of the rural financial system in rural
development cannot be overemphasized. Far from being a
passive actor, it performs the active and critical function of
enabling the efficient intertemporal allocation of resources
between surplus and deficit units through the issuance and
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transformation of securities of diverse maturities, liquidity,
and risk. All too often, however, the rural financial system
has been seen as a convenient instrument for addressing
rural development objectives via the creation of cheap credit
programs and other selective credit policies. The convenience
that the financial system provides in moving large sums of
money to target beneficiaries and projects has thus been very
attractive, offering a much easier route to development than
implementing a land reform or infrastructure program.

While the intention and basis for such financial strategies
appear sound and compelling, the adverse consequences on the
rural financial system in particular and on rural development
in general are often overlooked. Experiences in the Philippines
and elsewhere (Sacay et al., 1985; Adams et al., 1984) indicate
that the strategy of cheap credit not only undermines the
viability and efficiency of the rural financial system but also
worsens the distribution of income. This paper presents the
Philippine experience on cheap credit policy, the current
efforts on rural financial market reforms, and the lessons from
these efforts.

The paper is organized into four sections. The first part
describes the policy framework underlying the conduct of rural
finance policy in the Philippines, the institutional structure of
the rural financial system, and the agricultural credit situation.
The second section describes the impact of interventionist
policies on the efficiency of the financial market and on rural
equity. The third section describes the current reforms in
rural financial market policy, the status of the system, and the
various components/programmes now being implemented.
The last section identifies major issues and gaps in policy.
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Current status

Overview of the agricultural sector

As the predominant sector in the economy, agriculture in 1987
accounted for 29% of the Gross Domestic Product (GDP),
24% of foreign exchange revenues, and 48% of the labor force.
Poverty, however, is more pervasive in the agriculture/rural
areas, a result of low income and a highly skewed distribution
of ownership of the land. Rural incomes are on the average
only 47% of urban income levels (World Bank, 1988). The
core poor, defined as the lowest 30% in the income ladder,
live in rural areas and are involved in agricultural activities,
principally rice and corn farming. The average operational
farm holding is 2.8 hectares. Sixty percent of the total

cultivated area is planted to the two main staple crops, viz.
rice (40%) and corn (20%).

The physical features and underlying agrarian structure of
Philippine agriculture have exerted an important impact
on the development of the rural financial system. Spatially
dispersed small holdings make the transaction costs of credit
prohibitive. Furthermore, the seasonality and riskiness
inherent in agricultural production subject rural financial
intermediaries to high levels of default and uncertainty. Only
localized institutions with better information and lower
costs like informal lenders can handle such default and risk
characteristics. It is no wonder then that agriculture is largely
served by the informal financial system and that the formal
financial system shies away from rural lending. At the same
time, the rural branches of commercial and other banks are
essentially urban-oriented, serving only those highly but few
capitalized clientele in the agricultural sector.
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Policy framework

Prior to 1986, rural financial market policies in the Philippines
followed the “supply-leading” approach. Under this approach,
a policy of subsidized interest rate, supported by the liberal
provision of credit by government agencies, as well as other
selective credit policies were implemented. In 1986, under the
auspices of the Agricultural Credit Policy Council (ACPC),
rural finance policy took on a new orientation. Whereas
previous policies were characterized by heavy government
involvement in the pricing and direct allocation of financial
resources, the new framework for credit policy now contains
two basic elements, viz:

(1) A greater, if not total, role of the market mechanism in
the allocation of financial resources; and

(2) The termination of direct lending activities of non-
financial government institutions.

Funds previously earmarked for direct lending were
consolidated into a single fund called the Comprehensive
Agricultural Loan Fund (CALF). The CALF isa guarantee fund
operated through the facilities of three existing government
guarantee institutions, namely the Quedan Guarantee Fund
Board (QGFB), the Guarantee Fund for Small and Medium
Enterprises (GFSME), and the Philippine Crop Insurance
Corporation (PCIC). Under the CALF guarantee scheme,
bank-originated agricultural loans are guaranteed up to a
maximum of 85% of the default risk through these institutions.
These institutions may also call on the CALF guarantee in the
event of default and claims. For the few remaining lending
programs, the lending function has been transferred or is being
transferred to the Land Bank of the Philippines (LBP) and
other banks under some arrangements with the Department
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of Agriculture (DA). Interest rates on agricultural loans are
now market-determined.

Underlying the shift in policy and rural credit strategy is the
recognition that:

* Cheap credit policies are ineffective unless the general
economic environment in agriculture makes farming
viable and profitable; and

® The crucial factor in integrating and developing the
rural financial market is the reduction of administrative
costs and default risks inherent in small farmers and rural
credit through financial innovations.

These define and put into perspective the role of credit in
rural development and that of government in the rural credit
market. In the context of the Comprehensive Agrarian Reform
Program (CARP), the new policy orientation underscores
credit as a complementary mode of assistance viable only when
the more critical infrastructure and other support services are
in place. The role of government in rural credit markets is to
support the reduction of risks and administrative costs through
financial innovation by providing commodity insurance and
credit guarantee facilities. The provision of these mechanisms
anticipates the possible negative impacts by addressing the
uncertainties in the collateral value of land engendered by the
implementation of the CARP.

The government thus plays both a facilitating and supporting
role in rural credit transactions by providing: complementary
services e.g. extension; technical assistance to increase farmers’
viability; and guarantee/insurance mechanisms to cover
financial institutions’ lending risk to agriculture.
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Institutional structure of the agricultural credit system

The present agricultural credit system or rural financial system
consists of the formal financial system and the guarantee
institutions on the one hand, and the informal financial
system on the other hand (Fig. 1). The former is composed
of branches or units of commercial banks (KBs), private
development banks (PDBs), thrift banks (TBs), and rural
banks (RBs). Rural banks have the most extensive network in
the rural areas. From a peak of 1,168 in 1981, only 840 rural
banks remained operational as of December 1988. Many rural
banks have closed due to the arrearages they incurred under
the previous supervised credit program of the government. A
special rehabilitation program was eventually implemented
in 1986 to assist and strengthen the banks remaining in the
system and to minimize more failures.

COMPREHENSIVE
AGRICULTURAL
LOAN FUND
(CALF)
Y
mek GUARANTEE INFORMAL
SYSTEM |+ | INSTITUTIONS FINANCIAL
KBs. PDB (QGFB, SYSTEM
. GFSME, PCIC) (Traders, Money-
REs) Lenders, etc.)
H X
RURAL
> | HOUSEHOLDS | <

Figure 1. Institutional Structure of the Philippine Rural Financial System
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While having the most extensive network, the rural financial
system as of 1987 controls only 3.2% of the total financial
system’s resources. KBs on the other hand account for 82.2%
while the PDBs, TBs, and other specialized government banks
account for 14.5%.

The three existing credit guarantee institutions form a segment
of the rural financial system. The QGFB operates the quedan
system of guarantee for loans based on warehouse receipts or
quedans of grain stocks. The GFSME extends the guarantee
cover for medium- and long-term loans to agricultural
enterprises originated by KBs and PDBs. The PCIC provides
insurance cover for both rice and corn as well as guarantee cover
for loans to small farmers with less than 750,000 sq.m. or 7
hectares. These institutions operate independently, at the same
time also serving as the operational arm of the CALF (Fig. 1).

Finally, the informal financial market, which is a very important
segment of the rural financial system, is largely outside the
ambit of the formal regulatory system. It is a heterogeneous
sector composed of moneylenders, traders, millers, merchants,
landlords, etc. Its main distinctive characteristics are ease of
entry and exit, informality of transactions, and smallness of
scale. Although there are no accurate quantitative magnitudes
of its size, anecdotal evidence and micro level surveys
indicate its importance in rural credit transactions. Philippine
experience indicates that two out of every three farmers borrow
from informal sources. Further, while high interest rates do
prevail in the informal financial market, particularly in sectors
where the financial and economic environment is relatively
undeveloped and the clientele of credit remains economically
or tenurally disadvantaged (Sacay etal., 1985), the indisputable
fact remains that the informal financial sources provide real
services particularly to small producers outside the market
serviced by the formal financial system.
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Agricultural credit situation

In the past two decades, the proportion of agricultural loans
made by the formal financial system in the Philippines has
steadily declined. From a high of 19.1% share in 1964, it
had fallen to its lowest level by 1976 to only 5.2%. In 1988,
the proportion of agricultural loans to total loans was 7.4%,
making the average share over the past two decades of only
about 10% (Table 1). While fears were expressed that the
termination of credit programs for small farmers will hurt
agricultural production, these fears have been proven to be
largely unfounded. From 1983 to 1985 when the Philippines
experienced its worst economic problem, agriculture was the
only sector which registered sustained positive growth rates.
The relative proportion of agricultural loans during the period
1986-89 maintains its parity with the peak period (1973-
1978) of the government’s supervised credit program when
large sums of cheap credit were channeled to agriculture.
These illustrate that cheap credit per se does not guarantee
agricultural growth. Rather, it is the economic environment
that makes agriculture profitable that determines the viability
and growth of the financial system.

Impact of rural inancial market policies

Rationale and types of policy interventions in the rural
financial market

Intervention in rural financial markets is a common and
pervasive feature of most rural/agricultural development
strategies. A common view underlying these interventions
is the perception that credit is a prerequisite or a major
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constraint in the adoption of new technologies. Proponents of
this view argue that channeling credit to pre-identified groups
or specific commodities will encourage rural producers to
adopt new and improved technologies and make productive
investments. The ultimate pay-off will come in terms of
increased output, expansion of the growth potential of the
rural economy, and more importantly an increase in farmer’s
income. The provision of cheap credit is thought of as a
corrective mechanism to ameliorate policy biases against
agriculture brought about by macroeconomic policies such
as overvalued exchange rates, price controls, and taxes on
agricultural commodities.

Public intervention in the rural financial market takes
several forms. Broadly, the manner of intervention may be
in the physical distribution of financial resources through
the organization or establishment of government-owned or
controlled financial and non-financial institutions or highly
subsidized private institutions; and through the pricing and
allocation of credit resources. In the Philippine context,
the former is exemplified by the creation of the LBP and
the now defunct Agricultural Credit and Cooperative
Financing Administration later renamed Agricultural Credit
Administration, both of which are directly involved in the
distribution of credit to the countryside. The establishment
of rural banks likewise falls within this category. Although
privately operated, their operations were highly subsidized
by the government through the provision of counterpart
funding, exemption from taxes and fees etc., training, and
preferential interest rates. Interventions of the second form
include subsidized interest rates on advances/loans from the
Central Bank of the Philippines made available through the
rediscounting window or special budgetary appropriations,
and the establishment of loan quota, among others.
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Table 1. Agricultural production loans granted, production to total loans,
share to total agricultural Gross Value Added

Agricultural Loans

Amount (PM) % Annual GR :A(’,:frt'o ‘y"Lﬁf;" %Agri-  Annual GR (%)
Year Total toAgri Loan

Current  72=100 Current 72=100 Loans  GVA t':;‘\lifi Current  1972=100
1. 1966 1,504.30 18.0 .
2. 1967 205330 355920 28.0 191 139 17
3. 1968 221830 345637 80 (29 133 228 290 (220) (29.9)
4. 1969 233250 333930 52  (34) 132 219 284 122 31
5. 1970 285110 255200 222 67 125 198 294 172 22
6. 1971 322600 337342 132 (53) 108 193 293 253 49
7. 1972 340100 340100 34 08 100 201 284 85 36
8. 1973 400520 323470 178 (49 83 164 291 314 52
9. 1974 592880 352443 480 90 69 135 295 394 25
10. 1975 704250 438328 340 244 66 180 288 124 43
1. 1976 822350 432639 35 (13) 52 213 276 133 80
12. 1977 900570 445540 95 30 55 197 270 116 50
13, 1978 1238640 563718 37.5 269 74 190 236 128 42
14. 1979 1791680 720214 447 28.9 92 223 255 173 45
15. 1980 20,946.40 747445 169 25 92 290 233 12 50
16. 1981 2537660 899911 212 204 91 302 227 124 39
17. 1982 2723270 900820 73 01 82 331 225 106 3.
18. 1983 2828110 831097 39 77 80 322 220 102 (21)
19. 1984 2707010 504750 (43) (415 81 193 254 656 12
20, 1985 2700210 447480 (0.3) (114) 99 167 265 157 24
21, 1986 2511440 418030 (7.0) (66) 75 154 259 62 55
22. 1987 2746000 423060 933 14 73 155 249 95  (1.02)
23. 1988 3529000 416520 285 218 74 186 230 10 34
Average
""" 189688 1720734 502072 1607 29 96 208 258 153 19

Source: ACPC
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Impact on financial market efficiency and equity

Far from being innocuous, interventions in rural financial
markets exert immeasurably adverse long-term effects on
market efficiency and rural welfare. Experiences in the
Philippines (Sacay et al., 1985) and other countries (Adams et
al., 1984) indicate the deleterious effects of these distortions
on rural development in general and on the rural financial
market in particular.

The 20 years of Philippine experience with cheap credit policy
via interest rate ceilings as a tool for development finance is
instructive. The convenient access to cheap credit inhibited
real financial intermediation in the rural economy. Savings
mobilization was neglected as rural banks obtained more
than half of their loanable funds from special time deposits
and rediscounts with the Central Bank (Neri and Llanto,
1985). The rural banks in effect became mere conduits of
government credit, performing little real banking functions
such as deposit mobilization, portfolio diversification, and
financial intermediation. Since loan portfolios were not
judiciously managed, many rural banks eventually found
themselves saddled with high arrearages. Tolentino (1987)
noted the rapid deterioration of the quality of loan portfolios.
Prior to the Masagana 99 program, only 11% of the rural
banking system’s loan portfolio was past due. By 1984 this
proportion had increased to one-third. Consequently, when
financial reforms were implemented in 1981, almost half of
the rural banking system was rendered insolvent, necessitating
a special rehabilitation program. To date, hardly half of the
rural banks are operating normally. Of the 1,018 rural banks as
of December 1988, a total of 178 are under receivership while
522 have applied for rehabilitation.
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The Philippine experience also illustrates the adverse
distributional impact of cheap credit policy. Esguerra (1981)
showed that the interest rate subsidies were largely captured
by formal lenders and not the intended target beneficiaries
(the farmer-borrowers). Further, since cost of lending to small
farmers is high, banks ration credit in favor of the bigger
farmers. This worsens rural income distribution (Gonzalez-
Vega, 1977). Neri and Llanto (1985) found that low income
farmers who availed of 73 % of the total number of loans secured
only 32% of the total amount of subsidized loans granted. On
the other hand, high income farmers who accounted for 27%
of the total number of subsidized loans were able to avail of
68% of the total amount. This results in a real income transfer
from small to high income farmers.

An equally important aspect of cheap credit funded through
the rediscounting window of the Central Bank concerns its
implications for domestic monetary expansion and balance
of payment. Liberal rediscounting causes domestic monetary
expansion. This has an immediate impact on domestic liquidity.
The ratio of outstanding rediscounts to domestic liquidity
averaged 9% from 1949 to 1972. But when special credit
programs proliferated during the period 1973-82, the average
ratio of outstanding rediscounts increased to 13%, an increase
of 44.4% over the average of the previously cited period
(Lamberte and Lim, 1987). This contributed in an important
manner to the excess liquidity problem of the Philippines
during the early part of the 1980s and correspondingly to
balance of payment pressure (Llanto, 1987).

Finally, the politicization of credit allocation of specialized
credit financial institutions has important yet unmeasurable
implications on the rural financial system. Widespread
defaults and poor credit discipline discourage participation
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of other financial institutions in rural lending because of the
heightened political sensitivity surrounding the enforcement
of rural loan contracts (Von Pischke, 1981).

Rural credit policies and programmes

General thrust, status, and strategy of rural financial
market liberalization reforms

As part of the financial liberalization program started in
1981, selective credit policies have been largely eliminated
or realigned. In spite of intense public resistance, the most
obvious repressive factor—the interest rate structure—has
generally been market-oriented since 1985. Progress has been
made toward minimizing the special, privileged lending and
rediscount windows of the government and the Central Bank.
The Central Bank is now actively shifting away from the role
of development banker to that of a steward of macroeconomic
stability and monetary management (Tolentino, 1988).
Similarly, most of the credit and the generous fiscal incentives
previously enjoyed by the rural banks have been withdrawn.
However, a few other undesirable factors have remained.
In spite of the progress that has been made, there has been
no ‘real’ movement toward the repeal of the Agri-Agra Law
(Agricultural Loan Quota Policy) which mandates banks to
allocate at least 25% of their loan portfolio to agricultural
projects and agrarian reform beneficiaries. Although the intent
of these quotas may be laudable, the actual effects are contrary
to the objective. The Philippine experience with quotas has
shown that the banking system has been able to evade the
requirements by investing in eligible alternative government
securities (Table 2). The actual proportion of agricultural
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loans in the Philippine financial system’s portfolio has averaged
only 10% over the past two decades (Tolentino, 1988).

Recognizing that the process of financial liberalization,
particularly its management and phasing, is not very well
understood increases the possibility of painful economic
adjustments and pressures leading to policy reversals.
Consequently, some transitional mechanisms need to be put
in place. Loan guarantees and crop insurance are thought to
be useful for this role. At present they form the linchpin of
rural finance policy in the Philippines. Although acceptability
is another matter, the advantage of a guarantee facility is its
ability to create a multiplier effect from a limited fund base
which otherwise would have easily depleted if utilized as a
direct loan fund. Furthermore, by addressing a substantial
portion of the risk of rural lending, banks are induced to lend
to rural producers/projects.

Table 2. Compliance with agricultural credit quota (PD 717)
by type of bank, 1975-1985

OVERALL  KBs TBs* RBs"  SGBs

PERCENT COMPLIANCE
10% Agrarian Reform Credit ~ 117.6 97.9 121.6 253.8 163.5
15% Agricultural Credit 226.8 175.6 116.6 737.8 712.0
25% Total Requirement 183.1 144.6 118.6 544.2 492.6

PERCENT DISTRIBUTION OF

COMPLIANCE WITH AGRARIAN

REFORM CREDIT SUBQUOTA
Direct Loans 38.4 18.8 12.8 93.5 95.0
Securities Investment 61.6 81.2 87.2 6.5 5.0

al Excludes SSLAs
b/ Average from 1979-85

Source: ACPC
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Credit programs

Contrary to perceptions that a policy of a “benign neglect”
underlies the current rural finance policy, a great deal is
currently being done about agricultural credit. However,
as Tolentino (1987) rightly observes, the process and the
results of the current efforts are not easily discernible nor
even comprehensible by the public, as the reforms are largely
structural in character and long term in effects. The major
programs and activities include the following:

Rural Bank Rehabilitation Program. This program was
implemented in 1986 to enable rural banks with problems on
arrearages to resume normal banking operation. The program
contains a host of measures and incentive mechanisms
designed to assist rural banks in the liquidation of their
arrearages, at the same time strengthen their financial position
(Table 3). As the program is selective, not all rural banks can
automatically qualify. As of the end of 1986, of the total 522
applications received, 476 had been approved with only 295
having complied with the requirements or a compliance rate
of 56% (Table 4). Although the program’s positive impact on
the rural financial market is yet to be manifested, it is expected
to contribute to a stronger and stable, albeit leaner, rural
financial system.

The CALF. Created in 1986 out of the consolidation of the
DA’s 19 different special credit programs into a single fund,
the CALF is operated as a guarantee fund. It indicates the
government’s recognition of the ineffectiveness and financial
burden of targeted credit to specific commodities/end-users
and of engaging in direct lending activities.

Barely two years old, the CALF guarantee program has yet
to create a substantial impact on the credit market as it is still
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being formally introduced to both the banking system and to
rural entrepreneurs. A series of seminars by the government
and private credit and guarantee agencies is currently being
conducted in the countryside for both rural bankers and
entrepreneurs. These efforts have yielded some modest
accomplishments. As of April 1989, a total of PHP 228.9
million (USD $10.9) loans have been guaranteed. Of these,
38% were loans to some 12,000 small farmers and the rest to

other agricultural enterprises principally sugar, livestock, and
fresh/marine (Table 5).

Table 3. Main features of the Rural Bank Rehabilitation Program

FEATURES DESCRIPTION
1. Fresh capital  Upon approval of the rural bank’s application by the Monetary Board,
infusion new capital in cash equal to at least 10% of the rural bank’s supervised

credit arrearages with the Central Bank (CB), including accrued
interest but excluding penalties, or an amount equal to the deficiency
in capital of the bank required to achieve the 10% minimum risk
asset ratio, as determined in the latest examination report, whichever
is higher, shall be paid into the rural bank by private stockholders,
including new and individual corporate stockholders; provided, that
another banking institution may invest as a new corporate stockholder
subject to existing regulations.

Upon meeting this requirement, the participating rural bank may avail
itself of the conversion scheme and/or plan of payment hereunder
provided.

2. Option for Once the rural bank in question opts to buy into the Rehabilitation
conversion Program, it has two options: (a) convert, at par value, all of the
andfor plan  supervised rediscount fund arrears to the CB into common stock
of payment  shares in the name of the Land Bank of the Philippines (LBP); or (b)

accept a plan of payment (not exceeding 10 years) and make annual
installment payments on the outstanding CB arrears directly to the CB.
As long as the repayment plan is complied with, these outstanding
arrears to the CB will not appear in the computation of past due ratios.
Presumably, if percent of outstanding arrears to the CB is higher than
the amount needed to achieve a 10% risk asset ratio, the rural bank
would be forced to accept the equity conversion option with the LBP.
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FEATURES

DESCRIPTION

3. Increase in
authorized
capital

In case the conversion scheme will necessitate an increase in the
bank’s authorized capital, the rural bank shall effect an amendment of
its Articles of Incorporation to increase such authorized capital stock to
an amount called for under the conversion scheme.

4. Condonation
of liquidated
damages
and/or
penalties

Liquidated damages and/or penalties on arrearages subject of the
conversion scheme and/or plan of payment shall be condoned in the
following manner:

a. Liquidated damages/penalties corresponding to the amount of
arrearages converted under the conversion scheme hereof shall be
deemed condoned as of the date of issuance of shares of stock in
favor of LBP.

b. Liquidated damages/penalties corresponding to the amount of
arrearages covered by the plan of payment, with or without the
conversion scheme, shall be deemed condoned as payments
are made pursuant to the amortization schedules (in the plan of
payment).

5. First option to
purchase

Subject to the provisions for the purchase of government share
discussed hereunder, the private stockholders of the participating
rural bank shall have the first option to purchase, at par value plus
a premium of 6% per annum from date of conversion, the common
shares held by the LBP under the conversion scheme.

6. Purchase of
government
shares

a. Once the rural banks opt for the equity conversion route, they are
given the right to repurchase this stock and are expected to make
equal annual installment payments (not to exceed 10 years) to the
LBP to retire the LBP equity in their capital structure.

b. Once all the annual installments have been made to retire the
outstanding LBP equity, the rural bank regains control of all the
LBP stock; however, if the rural bank fails to meet any of its annual
installments to the LBP, the LBP can declare the rural bank in
default and choose to sell its shares to third parties and generally
exercise all rights accorded to it as it presumably would not be free
to sell these shares as long as the rural bank is meeting its annual
repayment schedule.
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FEATURES

DESCRIPTION

c. During the repayment period, the rural bank presumably cannot
gradually reacquire the equity share associated with its annual
repayments. It is only able to reacquire the LBP equity after the
last repayment has been complied with. Thus, it is associated with
its shares until the last installment has been made. This feature
was introduced into the conversion repurchase plan to avoid the
possibility that the rural bank would stop making its remaining
repayment obligations once it would have regained a majority
stockholder position. This would leave the LBP with a residual
minority equity that would not be met with further repurchase
payments.

7. Rediscounting
privilege

Rural banks participating in the Rehabilitation Program will be
allowed access to rediscount facilities under existing regulations and
guidelines. However, they are expected to comply with the following
modifications:

a. Reduce their current rediscount activity (that had been undertaken
under rediscount ceilings of 600% of their net worth savings
deposits) down to much lower ceilings, namely only 100% of net
worth plus 50% of average time and savings deposits. This brings
the rural banks into line with the current rules governing commercial
banks’ rediscount ceilings. Furthermore, they will be given six years
to build-up their local deposit base sufficiently to allow them to meet
these lower rediscount ceilings. It is not clear if they are expected to
meet annual targets in reaching this new lower ceiling.

b. Reduce the loan value of papers eligible for rediscounting from 80%
to 60%. This reduction is followed over a six-year period.

c. Raise the repayment obligation on rediscount lines outstanding to
the CB from 60% to 70% before they can be eligible for access to
new rediscount funds.

d. Rural banks can impose a flexible penalty rate on past due loans to
their clientele. This penalty would be either the difference between
the rediscounted loan when it was granted and at the time of
payment, or 5%, whichever is higher.
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FEATURES DESCRIPTION

e. The CB will presumably raise the maximum loan size allowable for
rediscounting by the rural banks to take into account the eroding
impact of inflation on the nominal values of the old maximum values.

f. The CB will impose a penalty rate on rediscounted loans with
unremitted collections equal to the current rediscount rate plus five

percent.
8. Exemption In connection with the infusion of fresh capital, first option to purchase,
fromequity ~ and purchase of government shares, a 20% ceiling on the voting
ceiling equity of individual or family group in rural banks shall not apply to

stockholders of rural banks participating under this program; Provided,
that whenever any or all, as the case may be, of the stockholders
exceed the 20% ceiling, such percentage shares may be maintained
but may not be increased, and once reduced, the same may not
thereafter be increased beyond 20% of the bank’s voting stock.

Table 4. Rural Bank Rehabilitation Program status, as of December 31, 1988

ITEM NUMBER

Total licensed rural banks 1,018

Operating rural banks 840

Under receivership 178
Applications Received 522
Applications Approved 476
Rural Banks which have complied with requirements 295

1. With fully infused required capital 224

2. With 10% payment of total arrearages in lieu of capital infusion 71
Rural Banks which have partially complied with requirements 53

1. With partially infused capital 51

2. With partial payment of the 10% of total arrearages
Rural Banks which have not complied with requirements 128
Applications for approval 2
Applications for processing 9
Applications denied/withdrawn/disqualified 27
Applications with deficient documents 8

Source: ACPC, Rural Bank Rehabilitation Program (CB Circulars 1143, 1158, 1172):
Update as of 31 December 1988
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Table 5. CALF guarantee coverage, by type of commodity,
as of April 30, 1989 (in Million Pesos)

Loan No. of

Percent Percent
Amount Clientele
Covered SO Reach S
CALF-PCIC 87.925 38.4 11.988 99.6
Cereals & Grains 0.556 0.2 821 0.7
Fruits & Vegetables 27.854 12.2 3,124 26.0
Citrus & Root Crops 5173 2.2 679 5.6
Commercial Crops 49.388 216 7,643 63.5
Livestock & Poultry 2.778 1.2 318 2.6
Fishery 2176 1.0 142 1.2
CALF-QGFB 112.780 49.3 10 0.1
Coffee 7.230 3.1 5 0.1
Fiber 2.490 1.1 1 *
Prawns 6.100 2.7 1 *
Sugar 56.960 249 2 *
Meat Products 40.000 175 1 *
CALF-GFSME¥ 28.234 12.3 38 0.3
Rice Production 0.250 0.1 1 *
Papaya Farming 1.254 0.5 19 0.2
Fish & Marine 26.230 1.5 17 0.1
Others (Non-Food) 0.500 0.2 1 *
GRAND TOTAL 228.939 100.0 1203 1000
a/ Data as of 31 May 1989
* Negligible

Integrated Rural Financing (IRF) program. The IRF
program which started in 1983 is an experimental credit
line approach in the extension of financial services to small
farm households. The idea is to be able to support a variety
of profitable projects in the farm and household including
production, post-harvest activities, marketing, and even small
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rural non-agricultural enterprises from one program. It is a
departure from the commodity-specific approach of supervised
credit programs. Further, unlike previous credit programs, it is
operated on a selective basis. Participants undertake intensive
prior training and seminars on farm enterprise management
and value formation related to credit use. As a result, the
program is one of the few successful ones (Table 6).

From a very limited coverage, the IRF has since evolved and
expanded into a national program. Where before it was run/
managed by a committee based at the Central Bank, its lending
functions have been completely transferred to the LBP as
part of the general thrust to move government non-financial
institutions out of direct lending activities.

Table 6. Summary performance of major credit programs,
as of 31 March 1989, preliminary (in Million Pesos)

No. of Loans loans PastDue Repay-

Loans Loans Loans

Yearsin Out- Past Ratio ment

Granted Matured Collected

Operation standing Due A Rate [4)

970184 596875 7.046.09 266924  169.12

GUARANTEE PROGRAMS e
A. Locally Funded
Programs/Projects
1 Integrated Rl SSE w0 g0 44 24 164 6
Financing Program @ 9 mos.
2. Guarantee Fund for tvs. &
Small and Medium 1ym6 44222 20853 15142 29080  57.11 20

Enterprises

3. Quedan Financing"

6,111.50 558186 551032  614.67 71,62 13

Programs ¥

Grains Businessmen  10ys& g cs sa0s3 so772  s4181 638t 2
10 mos.

- Farmers Groups %y;]zs& 13298 11553 11469 1829 084 5

75




ED. Bautista & V.B.J. Tolentino

No. of loans  loans  PastDue Repay-
. loans  loans  Loans .
Yearsin Out- Past Ratio ment
oporatin Cromed  Matuwred  Colecled ooy e 00 Ratecn
- Allied Products 2yrs. & 63.49 54.49 54.49 9 0 0 100
10 mos.
FoodlaretReales AV K gp sy 2% @ 09 % @
~FoodandAgroutural s 07 ger 384 206 58 81
Marketing Enterprises
4. Bagong Kilusang 2vs. &
Kabuhayan at Kaunlaran: I 28.10 0.00 5.76 22.34 0.00 0 20¢
9 mos.
Kabuhayan sa Nayon ®
5. Land Bank: 8vrs. &
Cotton Financing Y. 41.08 39.56 26.67 1441 9.08 63 67
9 mos.
Program
Sub-total 669380 587275 573563  971.66 14545
B. Foreign-Assisted
Programs/Projects
I CooperateMarkeling — 10yS& — gp 0 go2s 2834 2 ne % M
Project 9 mos.
2 AgicuuralLoan Fund - 3y1s.& 5 17 7 12324 1446 000 0 10
Project 10 mos.
3. Palawan |ntegratetj Area  5yrs. & 1202 309 391 841 015 9 100
Development Project 9 mos.
4. Agro-Industrial
Technology 4yrs. 393.50 30.29 2194 37156 8.35 2 72
Transfer Program ¥
5.Prvate Sector SIS ey 15y 26T %50 24 78
Modernization Program 3 mos.
6 Aquaculre S E g 21 590 6348 046 C0
Development Project 8 mos.
7. Northern Palawan Lyisd
Fisheries Development s 12.66 343 25 10.16 0.00 0 73
. 10 mos.
Project
8. Northern Samar 2yrs. &
Integrated Credit 6 mos. 5.83 245 1.96 3.87 0.38 10 80
Financing Program
Sub-total 3,008.04 96.00 131046 169758 2367
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No. of loms  loans  Loans loans  loans  PastDue Repay-
Yearsin Grantad  Matursd  Collectad Out- Past Ratio ment
Operation standing  Due V] Rate (%)
II. AGRI-CREDIT PROGRAMS 5559.72 516475 406454 144465 122927
WHICH HAVE STOPPED
LENDING OPERATION
A. Locally Funded
_____ Programs/Projects -
fNational Agricultral ——— ©graag ggae7 5309 43090 4343 0 9 65
Productivity Programs
-IRPP 50994 59994 35128 24866  248.66 100 59
-KCP 35683 35683 17461 18222 18222 100 49
-NRPP 840 840 735 1.05 1.05 100 87
-NSPP 1.50 1.50 0.00 1.50 1.50 100 0
- PHFAP 732 0.00 0.85 6.47 0.00 0 24
2. NEDA — Integrated
Rural Tdyrs. 131144 131144 1,288.90 2254 22.54 100 9

Financing Program

a/ Data on STD availments of participating rural banks.

b/ Data available as of 31 December 1986 only.

¢/ Includes interest, penalties, and surcharges.

d/ Loans collected over loans granted.

¢/ Represents approved STDs with CRBs/RBs and investments in the preferred stocks of cooperatives.
f/ Data on STD availments of participating financial institutions as of 30 November 1988.

9/ CB did not specify in their report the amount of loans which have fallen due as of 31 March 1989.

h/ Data presented exclude amount refunded to CB.

Cooperative Rural Bank (CRB) equity build-up program.
This program is part of the current efforts to strengthen
the CRBs-a sub-system of the rural banking system-via the
infusion of additional equity by the DA through the LBP. The
equity infusion is intended to enable CRBs to buy the “ticket”
for the rehabilitation program. As of June 1989, PHP 15.1
million has been infused as equity to 28 CRBs out of the total
sub-system of 29 CRBs.
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Grameen Bank replication project. This project is an
ACPC-Asia and Pacific Development Center pilot scheme
to replicate the operation of the successful Grameen Bank
concept in the Philippine setting. It is part of a continuing
search for innovative rural financial intermediation schemes.
Just eight months old, the replication project is being
pilot-tested in four sites in the Philippines, involving non-
government organizations and other grassroots organizations.
A new ingredient/dimension being introduced is the tying-in
of the guarantee concept into the project. Although the results
are not expected to be immediately forthcoming, the scheme
has attracted much attention as a possible model of a credit
delivery system to agrarian beneficiaries under the CARP.

The Livelihood Enhancement for Agricultural
Development (LEAD) program. Under the auspices of
the DA, the LEAD Program is designed to develop the
entrepreneurial capabilities of farmers to enable them to
move from their present subsistence stage to one where they
can independently sustain a business enterprise. It has two
major components: the bank-assisted mode and the grant-
assisted mode. The former focuses on viable projects which
are collateral- or equity-short. For these kinds of projects, the
DA establishes linkages with the banks through the CALF
guarantee facility. This supports the non-bankable projects
which are provided grants to overcome constraints toward
the graduation of these projects/beneficiaries from non-

bankability.
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Policy issues and problems

The Philippines’ experience in subsidized credit presents clear
lessons that interventions through the financial market to
address rural development objectives are not only ineffective
but also have adverse welfare consequences. Although reforms
are currently being implemented to strengthen/improve the
rural financial system in the Philippines, a number of problems/
issues remain outstanding. These include the following:

First, the need to create an environment conducive to the
development of the agricultural sector. Experience showed
that no amount of cheap credit can improve the viability of
rural producers and projects unless the proper environment
conducive to the development of the agricultural sector in
general is provided. This underscores the role of credit as
a complementary mode of assistance rather than a critical
constraint, viable only when the more critical infrastructure
and support services are present. What is thus required is the
increased provision of rural infrastructure e.g. roads, bridges,
communication, etc., and improvement in agriculture’s terms
of trade through reforms in macroeconomic policies such as
overvalued exchange rate, export taxes, and others. Over the
last 10 years, government’s investment support to agriculture
has not only been declining but has also been pushed back
to the levels prevailing in the 1950s and early 1960s (Table
7). This trend has to be immediately rectified. Improvements
in infrastructure not only generate significant economy-
wide multiplier effects (Ahmed, 1984) but also contribute
significantly to the reduction of transaction costs and risks in
rural lending.
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Table 7. Real public sector expenditures in agriculture

Public Sector  Public Expenditure on Agriculture

Expenditures As Percentage of Government
Year on Agriculture Gross Value Total Expenditure
(Million Pesos Added in Government Bias
1972 Prices) Agriculture Expenditure
1960 179 1.9 6.3 0.21
1961 182 1.8 6.1 0.20
1962 206 2.0 6.4 0.21
1963 355 3.2 9.9 0.33
1964 306 2.8 8.4 0.29
1965 265 2.2 7.3 0.24
1966 264 2.2 71 0.25
1967 296 24 7.2 0.26
1968 416 31 8.8 0.31
1969 435 3.2 8.3 0.30
1970 361 2.6 71 0.26
1971 452 31 8.5 0.31
1972 567 3.8 8.9 0.33
1973 767 4.9 9.0 0.35
1974 1354 8.5 13.0 0.52
1975 1135 6.7 9.9 0.40
1976 1209 6.1 10.0 0.37
1977 1300 6.4 10.6 0.44
1978 1312 6.0 11.0 0.38
1979 1703 75 12.7 0.49
1980 1501 6.3 1.4 0.44
1981 1636 6.6 10.8 0.42
1982 1504 5.9 10.6 0.41
1983 1325 53 9.6 0.38
1984 810 3.2 7.3 0.27
1985 747 2.8 6.2 0.21
1986 848 31 5.4 0.18
1987 1238 44 7.4 0.26
Average
1960-86 793.9 4.2 8.9 0.32
1960-70 296.8 25 75 0.26
1970-80 1060.1 5.6 10.2 0.39
1980-86 1195.9 4.7 8.8 0.33

Source: Balicasan (1989)
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Second, the need for an intensive rural savings mobilization
for the development of an effective rural financial system.
Empirical evidence (Rodriguez, 1988; TBAC-UPBRE,
1981) reveal that rural households are capable of generating
substantial amounts of savings. It is then a matter for rural
financial intermediaries to mobilize these through appropriate
financial innovations, e.g. through the issuance of direct
securities with appropriate features that match rural household
characteristics/preferences.

Third, the need to reorient rural banking practices and
procedures consistent with the nature and characteristics
of rural transactions. Experiences on rural banking clearly
identify the unsuitability of the formal delivery system for
rural lending. There is, therefore, a need to explore innovative
intermediation schemes that can significantly contribute to
the reduction of costs of lending.

Fourth, the need for continuing efforts to improve farmers’
creditworthiness and bankability through: (i) training on
building credit awareness, loan acquisition skills, and financial
discipline; and (ii) organization through the encouragement
and support for non-formal financial intermediaries e.g.
cooperatives, credit unions, Rotating Savings and Credit
Associations, and others. Government participation in these
activities, however, should be limited to the provision of
technical services, e.g. training etc., to preclude politicization
of these institutions.

Fifth, the need to provide mechanisms/facilities for term
transformation of the agricultural loan portfolios of financial
institutions to support long-term capital investments in
agriculture. The need for long-term investments in capital
equipment becomes pressing as agriculture develops and
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overcomes the “first generation” problems related to
production. This can be addressed through the increase in the

capitalization of existing guarantee institutions especially the
GFSME.

Sixth, the need for continuing reforms on banking policies
and regulations as well as fiscal policies that hamper increased
market efficiency. The long awaited relaxation of bank
branching regulation, the abolition of the Agri-Agra Law, the
15% gross receipt tax on financial intermediaries, and the 20%
final withholding tax on interest income on deposits, among
others, require appropriate action.

Finally, although outside the realm of this topic, is the need
to guard against policy reversals through legislative initiated
actions. Judging by the actions of Congress, it is clear that
the lessons learned have not been universally understood such
that the possibility of reversal in policy poses as much concern
as the short-term effects of on-going reforms.
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CHAPTER 6

Sources and strategies for
resource mobilization in rural
financial markets’

V. Bruce J. Tolentino, Jocelyn Alma R. Badiola,
Raquel A. Banaag, Flerida C. Chan, and Marife T. Magno?

healthy and vigorous rural financial system is essential

for progressive rural and agricultural development.

Governmentpolicy mustbe structured so that free entry
into the enterprise of providing financial services is ensured,
and thus the costs of such services to users are competitively
minimized. Government must also provide the appropriate
regulatory framework to encourage stability and discourage
abuse within the system. Private initiative is also encouraged
in the competitive, stable, and disciplined atmosphere fostered
by this government policy. Such entrepreneurship results
in the formulation of innovative mechanisms for financial
intermediation for the transfer of resources from surplus units
to deficit units, from savers to users, and from lower-yielding
to higher-yielding investments.

! Presented at the Fifth Technical Consultation on the Scheme for Agricultural Credit Development
(SACRED V), Food and Agriculture Organization, Rome, 16-18 April 1991. The able research assistance
of Marem Lisa T. Macalam is gratefully acknowledged.

2 Undersecretary, Policy and Planning, Department of Agriculture; Project Development Officer V;
Project Evaluation Officer V; Project Planning Officer V; and Supervising Financial Management
Specialist, respectively, of the Agricultural Credit Policy Council.
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The task of this paper is to present a bird’s eye view of the
savings/fund mobilization side of formal banking, the so-called
“forgotten half” of finance, in the rural areas of developing
countries. In banking terms, this is the liabilities side of the
bank’s operations (Vogel and Burkett, 1986). The exposition
uses much well-known material and is aimed at the participants
of the Food and Agriculture Organization-sponsored Fifth
Technical Consultation on the Scheme for Agricultural Credit
Development, most of whom are practitioners concerned
about expanding their thinking about bank finance, with the
objective of generating more resources for lending for rural
development. The literature on savings has examined saving
behavior from both the national (macroeconomic) and the
household or firm (microeconomic) points of view. While the
studies on the macroeconomic level have been quite extensive
and the research into household behavior less adequate, the
examination of forms of saving by households has been quite
limited. This, in spite of the observation that financialized
household savings, circulating in the financial system, are the
more critical fuel for growth (Chan and Tolentino, 1990).

Such is reflected in Table 1, where the high growth countries
show greater levels of money in relation to Gross Domestic
Product. This is the concept of “financial deepening” which

is the process facilitated by the “financial liberalization” called
for by McKinnon and Shaw (1973).
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Table 1. Savings and Growth in Developing Countries, 1965 to 1987

bco:l:vt:ﬁ:;:zf Gross National Gross Change
Y8 . Savings Investment in GDP/ M2IGDP**
e e (GDP) (GDP) Investment*
Product (GDP)
HIGH GROWTH
(over 7%)
7 Countries 28.0 28.6 26.3 43.0 a/
Excluding China 23.2 26.7 331 -
MEDIUM GROWTH
(3-7%)
51 countries 18.5 22.6 23.6 31.2
LOW GROWTH
(less than 3%)
22 countries 19.0 19.0 10.1 23.8

* Investment - Gross Domestic Investment

** M2IGDP - Currency circulation + Demand Deposits + Time Deposits + Savings Deposits at banks.
al Average is for 1971-1987 only.

Source: IMF International Financial Statistics and World Bank data.

Financial deepening

Financial deepening is required for an efficient exchange
and trade in the economy. Given a responsive and dynamic
financial sector, the money values of commodities and services
can easily be expressed and communicated, and the trade and
exchange of such goods and services between economic agents
can be performed at minimal transaction costs.

One of the principal characteristics of an economy of adequate
financial depth is the ratio of money in circulation to the
total value of production. Money in circulation may include
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the components of M1, or currency and demand deposits or
broader definitions, over the Gross National Product. It is
observed that higher-income, progressive economies typically
exhibit larger ratios than slower-growing economies, as shown
in Figure 1 (Lamberte and Lim, 1987).
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Source: Neal as cited in World Development Report, 1989.

Figure 1. Indicators of financial depth

Finance at the frontier

The financial intermediation process performs two important
functions: savings mobilization and credit allocation. Banks, in
order to be effective financial intermediaries, should generate
deposits and transform these into loans.

Supply-led finance: The experience
In general, financial intermediation in the rural areas of less

developed countries has been primarily focused on credit
allocation. Many governments have viewed rural financial
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policy as “supply-leading,” as one of principally providing
loans. It has been widely held that rural households cannot
save money due to poverty. This led to the distorted perception
that banks are merely sources of loans and not stewards of
deposits. Thus, credit was priced cheaply at low interest rates
in the expectation that in agriculture, low-income farmers
would adopt more modern farming methods, increase
their productivity, and achieve higher incomes. As a result,
commodity-specific agricultural credit programs dominated
rural financial market policy and the portfolios of rural banks.

A critical consequence of this policy was the failure of rural
banks to actively pursue savings mobilization, leaving the
intermediation process less effective and efficient (Rodriguez-
Badiola and Tolentino, 1990). The cheap credit strategy’s
effectiveness was short-lived. Eventually, the policy failed
as the supply of government funds for lending diminished
and loan default rates rapidly grew, while the health of rural
banking systems deteriorated (Adams, 1978; Graham, 1984,
Tolentino, 1987; Von Pischke, 1978).

Attempts at financial reform

Economists, policymakers, and even private bankers responded
to the crisis in rural finance by instituting reforms in the rural
financial market. One of these reforms included the suspension
of direct lending by governments.

Under the reforms, only financial institutions are encouraged
to lend, the funds for which should be generated principally
from private deposits and government resources. Research
supports the finding that rural households can and do save
given the proper opportunities and incentives (Gupta, 1970;
Kelley and Williamson, 1968; Ong et al., 1976; TBAC and
UPBRE, 1981).
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Financial reform

The principal task of financial reform—that of encouraging
financial deepening, which clearly involves pushing back the
“frontiers of finance”-of enlarging the scope of the formal
financial system, and thus reducing the size of the informal
financial system and economy (Fig. 2).> The informal system,
otherwise called the “black market,” the “curb market,” and
the “underground economy,” has been found to grow under
conditions and policies which restrict and over-regulate the
formal system.

With the formal system being “repressed,” the informal system
flourishes, thereby providing the alternative to the stifled
formal system. This exacerbates financial “shallowing” and
undermines monetary management. More importantly, the
informal system is less influenced by the traditional tools of
monetary and economic policy (discount rates, open-market
operations,andreserverequirements),andisthuslessresponsive
to initiatives which encourage deposits in formal banks and the
subsequent availability of such funds to finance development.

INFORMAL

“FRONTIER

FORMAL v

FINANCIAL SYSTEM

The concept of “finance at the frontier” is due to Von Pischke (1989).
The illustration is borrowed from Lamberte (1988).

Figure 2. Finance at the frontier

3 The concept of “finance at the frontier” is due to Von Pischke, 1989
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Intermediation and liabilities in banking

Banks as financial intermediaries channel funds from “surplus
units” to “deficit units,” or from savers to investors (Fig.
3). The “units” may be individuals, households, firms, or
government agencies. Banks thus act as conduits between
savers and investors. As businesses, banks have to sell services
to both depositors and borrowers. To savers, banks have to
present deposits and other financial services which savers
value: security, convenience, and profit. To investors, they
have to provide loans at “easy” terms and minimum cost.
Therefore, banks have to balance the interests of savers and
borrowers, and earn a margin in the process.

A bank’s principal assets are loans and their liabilities, and
deposits. The focus of this paper is the bank’s liabilities. The
scope and complexity of the liabilities held and managed by
banks have grown over time.

FINANCIAL
BORROWERS INTER- SAVERS
MEDIATION

A

A 4
Survival Goal Survival Goal

l |

Package Assets Package Liabilities
ina Form ina Form
Attractive Attractive

to Borrowers to Savers

Source: Sinkey, 1983.
Figure 3. The process of financial intermediation
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Today, even in developing countries, a bank’s liabilities are no
longer simply deposits but also deposits of various maturities
and features, depending on the source and expected use.

Whatever these liabilities may be, however, the principal
features in bank liability management are these three
interrelated and mutually dependent aspects (Sinkey, 1983):

* The minimization of deposit interest costs;

® The commitment to serve the loan needs of customers; and

* The minimization of the costs and constraints of government
regulation.

Minimizing deposit interest cost

The basic principle behind the minimization of deposit
interest cost is the ability of the bank to categorize its total
pool of depositors according to interest-sensitivity. Thus, the
bank varies interest rates on deposits to fit with the behavior
of their depositors. Transactions deposits are normally rate-
insensitive. Minimum-size requirements on deposits or
withdrawals, lack of competition, ignorance, high transaction
costs, and other factors increase rate insensitivity.

Serving the "best” customers

Banks, like most other businesses, prefer to provide the
“best” levels of services to their “best” customers. Long-term,
mutually profitable relationships are thus developed, resulting
in arrangements such as prime rates for loans and/or deposits.
Banks may even choose to utilize relatively high-cost deposits
to service the loan needs of their prime customers in order to
retain their business.
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Surviving government regulations

Behavior under the constraints and the fulfillment of
government regulations cost money. Such regulations include
deposit rate ceilings, reserve requirements, deposit-insurance
fees, and monitoring and reporting requirements. Deposit rate
ceilings limit the banks’ capacity to attract deposits. Reserve
requirements are a tax, specifically when such reserves earn
interest rates at less than market levels. Deposit insurance
may be too expensive for the risk cover provided. Finally,
regulations often make banking tasks more costly in terms of
time, administrative overhead, and personnel.

The facets of bank liability management apply principally to
developed-country banking (Fig. 4). Clearly absent from the
list of liabilities which banks in least developed countries also
manage are government deposits. This is particularly true
in economies that have had some experience and history in
specialized, government-funded programs.

The Minimization The Maintenance
of Deposit of Customer
Interest Expenses Relationships

Liability
Management

?

The
Circumvention
of Regulatory
Restrictions

Source: Sinkey, 1983.
Figure 4. The three facets of bank liability management
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The Philippi