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REDISCOUNTING, SAVINGS MOBILIZATION, AND
THE RURAL BANKING SYSTEM

Epictetus E. Patalinghug*

The paper assesses the performance of rural banks, particularly the
role of rediscounting and savings mobilization in enhancing their viability.
Evidence suggests that Philippine rural financial institutions can mobilize
savings as a reliable source of funds for a finanecial market which is becom-
ing increasingly dependent on competition and efficiency. It notes that
new policies geared towards the rural banking system will be effective if
they are viewed as permanent rather than temporary.

The major policy thrust of the new Philippine government
is an agriculture-based development strategy which relies on two
key elements: (a) removal of price biases against agriculture,
and (b) improvement in agricultural productivity (Alburo, et.
al, 1986). This strategy requires an efficient delivery of agricul-
tural credit services. Ironically, the existence and survival of the
credit delivery system in agriculture — the rural banking system
— are threatened by policies designed to induce a market-
related pricing scheme of rural financial services.

Several factors come to play in this dilemma. Rediscount-
ing and savings mobilization have been frequently cited in the
literature as two major, at times, conflicting programs in rural
finance. How do we assess the performance of rural banks?
How adequate are their capital funds? Does rediscounting or
savings mobilization enhance the viability of rural banks? This
paper addresses these questions. Our presentation is divided into
four sections. The next section assesses the financial per-
formance of rural banks at the regional level. This is followed
by additional sections that evaluate the capital adequacy of
rural banks, and the merits of rediscounting vis-a-vis savings
mobilization. The last section gives the concluding remarks.

Financial Performance in Regional Perspective

A closer look at the perfdrmance of rural banks shows that
there are significant regional disparities in various aspects of the
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distribution of resources. For instance, Table 1 indicates that
during the last two years, the regions of Ilocos, Central Luzon,
Southern Tagalog and Western Visayas accounted for slightly
over 60 per cent of total resources and loan portfolio (it will
reach approximately 70 per cent if the Bicol region is in-
cluded). Consequently, these regional disparities are likewise re-
flected in these particular regions’ dominance in the rural bank-
ing system’s ability to attract deposits and to engage in borrow-
ings (consisting of bills payable and special time deposits) from
the Central Bank. Looking at the percentage shares of net in-
come by region, Table 1 evidently shows that the rural banks
from the regions of Southern Tagalog and Western Visayas have
disproportionate shares. This observation is partly explained by
a greater number of units operating in these regions. However,
on a per bank basis, Western Visayas has the highest net income
per unit, and Bicol has the lowest (in absolute terms).

Table 2 compares rural banks with commercial banks,
thrift banks, and specialized government banks in terms of re-
sources, loans, and deposits at the regional level. It is obvious
that regions heavily favored by rural banks in terms of undue
concentration of their resources, loans, and deposits are prac-
tically the same regions heavily served by commercial banks,
thrift banks, and government specialized banks. The other
exception is the huge exposure of these other institutions at
the National Capital Region. For commercial banks and thrift
institutions, Central Visayas and Central Mindanao are deposit-
generating regions. Note that the loan-deposit ratio (see Table
3) for commercial banks is higher in Western Visayas than in the
National Capital Region. The lending exposure of commercial
banks to the sugar industry in Western Visayas explains this
high ratio. Thrift banks are not as successful in generating
deposits as they are in giving out loans in the Bicol region. Spe-
cialized government banks seem to be favoring depressed areas
(Cagayan Valley, Western Visayas, Eastern Visayas, Northern
Mindanao, and Central Mindanao) in their lending policy.
Rural banks’ inability to generate deposits is dramatized by the
extremely high loan-deposit ratios in all regions particularly in
Bicol, Western Visayas, Northern Mindanao, Central Mindanao,
and Eastern Visayas.

Table 4 shows that rural banks in Bicol, Cagayan Valley
and most of the Visayas and Mindanao regions have high ratios
of past due loans to total loans. Loan delinquency (Adams and
Vogel, 1984) in depressed areas can be explained as due to
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farmers’ inability to repay when unexpected events (e.g. price
declines, crop failures, typhoons and economic crises) or struc-
tural problems (e.g., absence of farm-to-market roads, post-
harvest wastage, small markets, and obsolete technology) affect
them. Another explanation is that farmers are unwilling to
repay because they consider loans granted by government-
subsidized rural banks as ‘“‘welfare grants or political patron-
age.” Either of the two explanations is applicable to the high
loan delinquency in the depressed areas of the country. What
needs to be examined beyond this study is the determination
of the underlying costs and benefits to a farmer who repays
compared to the costs and benefits of one who does not. What
role does incentive play to achieve low delinquency rates?
These issues are beyond the scope of this study, nonetheless
they ought to be answered in further research work in this area.

Further evidence of the rural banking system’s financial
situation is shown in Tables 5 and 6. Table 5 has shown that
the Ilocos, Bicol, and National Capital regions have consistently
registered lower return on assets (ROA) for 1984 and 1985. In
terms of the net income to gross income ratio, Western Minda-
nao has consistently performed as the most efficient among the
regions for 1984 and 1985, despite the evidence shown in Table
1 that this region has only 1.5 per cent share of total rural bank
resources in 1984 and 1985.

Looking at the performance of the rural banking system
from 1980 to 1985 (see Table 6), loan delinquency has wor-
sened and profitability has declined in the last two years.

It is clear from Table 6 that rural banks’ borrowings from
the Central Bank have declined but its deposit generation was
not as successful to replace the declining availability of the CB’s
rediscounting advances.

Capital Adequacy

The strength of our organization, such as a bank, should
be measured in terms of its capital funds. Adequate bank capi-
tal reassures the public and supports confidence in banks (Rosse
and Hempel, 1980). In appraising the capital adequacy of rural
banks vis-a-vis other banking institutions, we have utilized and
measured three indicators: capital to total deposits, capital to
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Figure 1 — Commercial Banking System

total assets, and capital to risk assets.' The accepted rule of
thumb is that a bank’s capital funds should be at least 10 per
cent of its deposit liabilities, 7 per cent of its total assets, and
20 per cent of its risk assets (Rosse and Hempel, 1980).

Table 7 shows the values of the capital/total deposits,
capital/total assets, and capital/risk asset ratios for all banking
groups from 1978 to 1985. Figures 1 to 6 plot these ratios for
commercial banks, private development banks, thrift banks,
rural banks, and the entire Philippine banking system. Commer-
cial banks (as shown in Figure 1) pass the capital adequacy test

in terms of capital/total deposits and capital/total assets ratios

for the entire period. However, commercial banks fail in terms
of the capital/risk assets or the risk asset ratio. They have con-
sistently maintained a risk asset ratio below the standard of
20 per cent. Even if we utilize the average of the banking system
as our “critical’”” value, commercial banks still fail to pass the
capital adequacy test: that is, their risk asset ratios consistently
fall below the average of the banking system. Private develop-
ment banks (see Figure 2), which are a subset of thrift banks,

IRisk assets are defined as total assets less cash, bank balances, and
government securities. Risk assets in this study are defined as total assets
less cash because data on bank balances and government securities are not
available.
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jire 2 — Private Development Banks
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nre obviously less risky than commercial banks. Risk asset ratios
for private development banks are more favorable than those of
commercial banks. Although risk asset ratios for private develop-
ment banks fall below 20 per cent beginning in 1982, they are
utill comfortably above the average for the banking system. The
case of the rural banking system is presented in Figure 3 which
gshows that rural banks have the highest capital/total deposit
tatios compared to those of commercial banks and private de-
velopment banks. The major explanation for these high values
{s the rural banks’ obvious inability to mobilize deposits in the
rural areas. Rural banks seem to have adequate capital in terms
of capital/total asset ratios, but they seem to have inadequate
capital in terms of risk asset ratios. At any rate, rural banks are
hetter off in the sense that their risk asset ratios are consistently
ubove those (except in 1982) of the commercial banks and the
banking systems, respectively. Thrift banks composed of pri-
vate development banks, savings and mortgage banks, and stock
gavings and loan associations have the lowest capital/total
deposit ratios (as shown in Figure 4) which are even lower than
the average for the banking system. In terms of capital/total
nsset ratios (see Figure 5), the thrift banks have overtaken com-
mercial banks in 1980, and the latter has the lowest, and the
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Figure 3 — Rural Banking System
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Figure 4 — Capital/Total Deposits
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* Vlgure 5 — Capital/Total Assets
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rural banks have the highest ratios. And Figure 6 shows the
trend in terms of risk asset ratio. Rural banks have maintained
an adequate ratio (except in 1982) compared to other banking
institutions, and it continues to increase since 1982. On the
contrary, the risk asset ratio for commercial banks is higher
than that of the banking system after 1983, but it sharply drops
after 1984. Thus, while the profitability of the rural banking
system clearly decreases from 1984 to 1985 (sce Table 5), rela-
tive capital adequacy of operating rural banks is improving.

Savings Mobilization Versus Rediscouniting

Savings mobilization has not been stressed in low-income
countries because low-interest lending for agriculture has been
thought to be the appropriate policy as it was then generally
accepted that rural people in these countries have no capacity
to save and do not respond to incentives such as higher interest
rates. Some researchers (Adams, 1973; Adams, 1978; Adams,
1984; Vogel, 1984; and Adams and Vogel, 1984) have argued
and documented that savings can be mobilized in rural areas of
low-income countries as long as appropriate incentives exist.
Vogel (1984), in particular, argues that savings mobilization
promotes: (1) income redistribution because ‘“‘financial inter-
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mediaries serve more savers than borrowers and have individual |
deposits that are smaller on the average than loans’; (2) |
resource allocation because financial intermediaries attract re-
sources away from unproductive investments such as consumer
durables; (3) viability of financial institutions because when
they deal with clients as depositors and borrowers, they acquire
useful information about their clients’ creditworthiness; and
(4) appropriate incentives and discipline for rural financial
institutions when cheap funds from Central Bank rediscounting
window, or loans from international donor agencies are no
longer available.

The rediscount mechanism is implemented through the
submission to Central Bank (C.B.) of the summaries of rural
banks’ agricultural loans under the various government-sup-
ported credit programs. Based on these documents, C.B. issues
advances to the rural banks by crediting their accounts with the
C.B.. Rediscounting does not enhance savings mobilization be-
cause interest rates charged by the C.B. on these advances are
below both the market rates and the lending rates rural banks
charged farmers. Thus, it would be cheaper for rural banks to
obtain advances from the C.B. than to mobilize savings. If rural |
banks mobilize savings by offering higher deposit rates, the low-
interest lending policy guarantees that rural banks’ interest and
administrative costs will be greater than its interest income on
loans. It has been claimed that an effective saving mobilization
and loan recovery program has potentially greater effects than
an effective program of subsidized loans from government lend-
ing institutions and grants from international donor agencies
(Vogel, 1984; Adams and Vogel, 1984).

Presently the Philippine rural banking system is facing the
effects of the 1980 financial reforms which stressed efficiency
in the competitive marketplace through savings mobilization.
The adoption of market-related rediscount rate, gradual with-
drawal of C.B.’s rediscounting facilities, and immediate with-
drawal of tax exemptions are policies intended to emphasize
savings mobilization in the rural banking system. It has been
reported (Lamberte, 1985) that the “‘growth rates in deposits
per bank were particularly higher during the floating interest

rate regime” which supports the contention of other researchers
that people in rural areas positively respond to incentives. Table
8 and Figure 7 show that rural banks’ savings deposits have
started to move upward since 1980, and continued its upward
trend after the 1983 economic crisis which is responsible for a
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Plgure 6 — Capital/Risk Assets
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Figure 8 — Rural Banking System
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sharp reduction of its loans and discounts. Table 8 and Figure 8
confirm the sharp drop in rural banks’ borrowings from the
Central Bank after 1983, and reinforce the trend observed in|
Figure 7 of the evolving reliance of rural banks on savings mo-
bilization as a more reliable source of funds. It is likewise evi-
dent from Table 8 that the ratio of borrowings to savings depo-
sits which exceeds two in 1980 has been steadily declining over
the years. This ratio has fallen below two in 1985. Although
savings deposits have increased relative to borrowings, it is alsc
noteworthy to mention that the ratio of savings deposits to
total deposits has declined from 73.3 per cent in 1980 to 65.2
per cent in 1985 apparently due to the withdrawal of subsidies,
C.B. deposits, and tax privileges extended to rural banks'

Conclusion

We have cited evidence that suggests that Philippine rural
financial institutions are capable of mobilizing savings as :;
reliable source of funds for a financial market which in receq
years has increasingly relied on the twin tools of competition
and efficiency. The stress for market-related pricing determi
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tion in the financial market would accelerate the adjustment
process so that rural banks would look at the prospects of their
long-run survival in terms of these inevitable market realities.
It would be a mistake to assume that rural bank managers have
misjudged the effect of the financial reforms of 1980 on their
operation.2 They probably acted the way they did because .
policymakers conveyed conflicting signals: the current emphasis
on market-related interest rate is inconsistent with the low-
interest C.B.-assisted supervised credit programs which con-
tinue to be a major source of funds for rural banks. New poli-
cies geared towards the rural banking system will be effective
if they are viewed as permanent rather than transitory. The
financial reforms of 1980 have long been promulgated but rural
bankers are not yet completely convinced that the days of
cheap rediscount funds are over — they still believe that as long
as politicians are still around, subsidized lending will continue
to be a vehicle for distributing patronage.

2Lamberte (1985) argues that rural banks did not anticipate such{
“market surprises” as the switch to market-related discount rate, sudden
withdrawal of tax exemptions, and sharp reduction in the volume of re-
discounting. What is more revealing is the viable operation of some rural
banks despite these unanticipated policies. The quality of bank manage-
ment that immediately adjusts to market shocks has to be considered.
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