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WRAT'S WRONG {(OR RISET) ABODT OUR CREDIT POLICIER?
by

Chita Tanchoco-Subido®

Some quarters would claim thar the real culprir of aur
problems today in agriculiural credit is the set of policies governd
the gector. Agricultural credit policies and programs at the turn
1970s have been shaped towards supporting the agricultural developsen:
blueprints of the government on food self-sufficiency, improvemen
farm income, agrarian reform and export expansion and diversificati
small farﬁer development has not been given special emphasiz except
cases where it coincides with the broad nb{ecfives of Food prodact iom
and agrarian reform.

Government policy oftentimes is Ttorn between maintaining
the viability of the lending institutions and pushing the food pro-
duction programs. Credit is almost always thought of as one of the
production inputs similar to seeds, fertilizer, technology, &tc.

rather than as a part of a distinct financial intermediation ¢

% Fxecutive Director, Technical Beard for Agricultural [

Thiz paper will constitute part of a forthcoming book
agricultural credit which the author worked on as Visiting Senicr bel
of the Philippine Center for Economic Development (PCED) durin
period March-June 1581, The views expressed here represent the of
of tha auther and should mot be interpreted as views of the Technical
Board for Agricultural Credit. The author would like to thanx Le.
Encarmacion and the PCED for affording her the opportunity to reflecs
and put down her thoughts on agricultural credit.




ic attitedes and orientation, tThe main nre—

vpal eredit policymakers has been the expanzion

of the supply of credit rescurces To the agricultural sector through

the credit guota pelicy, the guarantes fund mechanism and subzidized

-

inTeest TECeS.

Lepislaring the 5 Funds Through a Loan Quota

To assure a8 contimisus supply of funds o apriculturs, an

apricultural credit quota was instituted under Presidential Decree
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spadit dn geneval. Agrarian reform credit was defined to include loans
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iy the Ministry of Agrarian Beform.




other than those considersed under the ten per cent quota and invest-
ments in commercial papers issued by entities engaped in agricultural

projects.

Hinimal Influence of Loan Portfolio

The quota has been largely ineffective, minimally influencing
the investment portfolio of banks. Based on the bank's statements of
conpdition, the average ratios of agricultural loans to net lcanable
fundz cutstanding and to total loans outstanding in the 4-year period
before FD 717 did not differ significantly from thosze in the four
years after the decree (Table 1). Except for the commercial banks which
experienced a hefty increase of 16 per cent and 47 per cent in the
share of apricultural loans to net loanable funds and total loans
respectively, the rest of the banking system exhibited slight positive

incresses if not declining ratios.

Growth in Supply of Funds

In Termz of the growth of net leanable funds generated and
the complisnce to the quota, however, the supply of funds to the agri-
cultural sector seems to have expanded. Agricultural loans ocutstanding
reported In compliance to PO 717 grew annually by 17.8 per cent in
current prices and 5.4 per cemt ar 1972 prices, from F10.2 bilijion as
ot Decembef 1976 to PlE.3 billicn asz of enmd 1979. -This vepresents on
the average roughly 239 per cent of the required allocatien for agri-

cultural credit over the period 1976-79. The loans to agrarian reform
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1 pxcesded the 10 per cent quota by 12 per cent, as the magnitude
> agrari eform cr more than doubled Ffrom P2.6 bBill
0 IOTE to FELE billdew dn- 19795 Although direct lending Do teadily
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miy one thiml of the agrarian pelors | i anprotimately
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roform eredit, and the inherén® suscaot Bility of th
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dlwvays provide water to the horses but we cannot make Them drink it.
T - | i = - b = -
Loans may be available but if concpmitant steps are not undértaken 1
expand the pipeline of hkankable prajects and strengthen the dabt
repayment capacity of the borrewers, theh oredit will be ugelesnz.

I Pb 717 does not wopk., why keep it? The usefulness of

the palicy lies more in its symbolic and psycholopgical merits.
represents the high priocity - accorded Dy the povermment to Agricdlty
and dgrarian reform credit and directs the private bankers towartd:
path of zocial comsciousness. We have to seavch though for a more
effective alternative to the quota policy. Our efforts would probab
De more fruitful If we foecuz on making agricultural profjects more pr

Fitabla and les:

]

“iglys thoough better infrastruacture, marketing faci
technolaopy and other SUpport services, thus making agricultural lend

gimilariy Iucvative.

Loan Guapantes Policy

Another Instoument wzed by the government to increass th
Elow of credit funds to agriculture iz the loan guarantee scheme.
seeks to minimize the risks from total loan loss of financial dnstit

invglved in supervised/mon=collateral eredit and - to-gtabilite thein

liguidity position through cash advances provided by a fund upon fili

of claim. Although the scheéme primarily protects the banka, It als

helps the zmall Farmer indirectly by providing for loan restruatu 141

and refinspcing.
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Batural calamities, widespread pestilence, etc. which are beyond the
control of borpowers. As of December 31, 1979 close to two thirds of
the total P4.9 billion loans granted had beepn guarenteed in the amount
of P3.2 billion with M-99 accounting for the 89 per cent of the total,

or F2.9 Billion {Table S5):

AGFE Benefits Ve. Costs

A TBAC Study analyzing the benefits and costs of the AGF
scheme revealed positive net benefits both at the macro level and at
the bank level., Credit supply to the M-99 farmers was augmented by
P154.9 million for Phames I to XIV (1973-1979) by enabling the banks
to feed back inte the credit stream the ASE payments against claims
on lean losses {Table £). The cost to the public sector in maintaining
the CBCIs which can not be retired due to the rediscounting arvears of
rural banks was reduced by P13.8 million by autcmatically applying AGF
payments against rediscounting obligations of rural banks. The thind
source of sconomie benefits ia the employment effect equivalent to
25 man years on the average, contributing F2.33 million to household
income from 1974 to 1979. Compared with the opportunity cest of AGF
funds estimated at P78.4 million, net positive benefits still accrue
to the economy in the amount of P76.4 millionm.

Financially, the AGF oparations have been profitable.
During the pericd under review, AGF earmed P147.0 million from its

interim investments and guarantee fees, penalty and other charges while



raying out a total of Pok.8B mill

administrative expenses (Table 7). A nat T ome Fo2.3 mi I 1%
reslized oF an -anndal vace af raturg on toTtal resouces o 2. ap ek .

From the bank's viewpeint, the bepefits From AGE BT

cutweigh the costs. Ihe ts components are the Tees, panalty  anc

other charges, and fopegone net income on

amount Fo ¥1l.2 million and P23.6 miliion for the raral banks &n

the Philippine National Bank (FHB), respect ively. The nefifs, on ‘The
Lher hand, estimated at P4e.d for rural bhanks and P25.4 Tor PHZ,
emanate From claim payments net of loan recoveries ITom tarmer:
astimated ner incose on additiomal credit SUsSTa AGE ., afd savinEgs

e to the liguidation of rediscounting of
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with AGE payments. The net benefits are clearly positive, P30.3 millien

for yural banks and F1.7 million for
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and frauds by bank and extension perscnnel. With the banks shouldering
the bulk of the default burden, this in effect increases the lending
costs of the banks, discourages them from participating in agricul-
tural and small farmer lending, and offsets the positive impact of

AST on the supply of bank credit. Another shortcoming of the AGE
scheme seen from the equity angle iz that the primary beneficiaries

are the banks, with the farmers only indirectly favored by restructuring
and refinancing. The farmers' debt obligations are not liquidated;

they are only given a longer lease of time to settle their accounts.

Crep Insurance:  Better Alternative?

In order to remedy some of the problems encountered in the
AGF, a crop insurance scheme was designed to inkially cover Maszagana 99
logns. Fundz were transferred from the AGE to capitalize the Philippine
Crop Imsurance Corporation, thus reducing AGE scope to merely 10 per
cent of itz oviginal progham Coverage. Crop insurance
iz expected to benefit move directly the farmers by liguidating their
toan obligations although the claim payments will accrue to the banks.
The annual premium rate is to be tentatively shared by the farmer, the
bank, and the government to the extent of 2, 1, 5, and 7.5 per cent,
vespectively. In essence, crop insurance is a loan insurance systTem,
protecting still the banks from loan losses rather than the rarmer
From erop Tailure.

Simalating the effects of crop insurance on¥-99 operations

From 1974 to 1579, it would have covered 36 per cent and 11 per cent of
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past due loans of the rural banks and PHE, respectively (Table §).

#ill =%111 be borne v the banks

The major part of the default r
and the concurrent dampening effects on the supply of credit would

gtill be felt. It is not clear whether arop insurance would prove to

be financially viable. If it were in operation in 1974-79, the higher
claim payments under ¢rop insurance would have cost an additional PS9.3Y4
million of povermment funds while administrative overhead would certainly
be greater than the PS.6 million experience of AGF. This would only be
partially offzet by the increazed premium Pate of 305 per - -cent from the
farmers and the bBanks | 'estimated 1o vield an imcrement. of PEE.E millisn
over the MG gnarantee fees. The vough estimate of & P12.5 million
deficit, comparing additicnal claim payments against increased premium
and zsguming the same level of administrative costs, would certainly

eat in o =hi eguity of the crop insurance body. The economic feasibility

of crop inwrance iz further endagered by the contraction in dits actuarial

base, since vhe valume of supervised credit has drastically pone down

from the 97479 leiels.
4 more sedsonable risk shaving arrangement among farmers,

banks ., and governmer - has to be found. The conversion of AGE and

CTOR Insurance to an all risk guarentee scheme may be considered but this

may dampen-the initistive of banks to collect, spawn dependende of

banks on govrerfment pport, and reinfince the dole oot artitude of

borrowers. Another al-ernative to the povernment subsidy of the risk




premium component of bank lending costs is a higher lending rate.

Writing off the existing past due accounts which are 3 years and clder on
a staggered basis over a five year period is estimated in the TRAC

study to add 10 per cemt in the case of rural banks and 16.25 for PNB

to their lending costs. The ultimate effect would be & 21.35 per cent
lending, and a 37.3 per cent effectiwe cost of credit to the farmer
including transaction ::c:-s-l:s_.—z--"'r If the farmers could afford thiz -

HEJI—'L and good 1 However, the rate of return to rice production barely
passes the 24 per cent mark. The rice farmer-borrower would be hard put

to pay the cost of credit.

Interest Bate Policy

A lot of of drama and emctions have charged the discussion
of the issuve of interest rates. A tug of war has ensued between
nationgl policymzkers on cne hand and on the other, the members of
internaticnal funding institutions and the academic community of the
developed countries who are "experts" on the problems of developing nations.
The former tries to pull the interest vate down in order to encourage
invegtment, accelerate the adoption of improved technology, stimulate
production, dampen inflation, anz subzidize priceity sectors of the

economy and the populatiom. The latter group attempts to pull

"

Zf tectmical Board for Agricultural Credit, "Benefit Cost

Analyszis of Agricultural Goarantes Furd", pp. 12, 14, HMarch 1981,




the interest rate up to reward sAVers, encourage lenders, and allocata
efficiently scarce loanable rescurces. They claim that high and
flexible interest rates would effecr a better distribution of dncome in

general, inteprate the fragmented rural financial market, and strengthen

the i

intermediation process. These are all nobhle intentions,
ot who 3is right? The débate kas become so entangled that geparating

3]

the various strands of th Eought would ba Iike untying the Gerdisn Knot.

The "Gordian Khnot™

What is the interest rate? This iz probably one of the oSt
misunderstood variables in economic theory. It is moat often used
interchangeabiv with the savings deposit rate, the lending rate, the
price of capital, the opportunity cost of capital, the cost of borrowed

~unds, the rate of peturn, etc. People who toss the word around den't
bother to specify which concept they are referring to or to qualify
whether they meant the pure interest “ate, the nominal one or 'the

- =

effective interest prate. To compound the problem, the Limiting Aszump—
tions of the theoretical model on which bazis propositions and advice
are given on development policy and Strategy are not usually specified
in the discussion of interest rates. There iz alse a wide diverrenae of

opinions on the role and Imoertarnice of Intenas in influencing

T
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economic behaviour.

or cur purposes, interest rate may be defined az the

price paid for the temporary use of money or the cost of borpowed fundsg,

It iz clear and distinét friom the rate of meturt on capital (alternatively
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called rate of profit, marginal productivity or efficiency of capital).
The interest rate is basically a monetary phencmenon determined by the
supply and demand for money while the rate of return on capital is a
result of the operation of real forces such as the employment of labaor,
capital, technology, entrepreneurship, etc. A distinction needs to be
drawn too between interest rates and the price of capital. Alrhough
interrelated in the sense that interest rvate affects the demand for
capital, i.e. the present value of the returns from capital is inversely
related te the interest rate, the price of capital is the cost of
producing  the capital good while the interest rate pertains to the
cost of borrowed funds.

The confusion arises from eguating the interest rate
with theorice of capital and the rate of return on capital plus bestowlng
sanctity on the word interest rate by adding the adjectives pure, Teal,
optimum or equilibpium. Under full necclassical equilibrium conditions,
the optimum interest rate must egual the price of capital. However,
the stringent assumptions of perfect competition and homogenecus markets
made within a static analytical framewerk are irrelevant to the reality
of imperfect and fragmented capital markets of developing countries such
as the Philippines. In the same view, the "equilibrium level of interest
rares" where demand for funds equals its supply is at best an elusive
concept and to D. Khatkate," any attempt To approximate the equilibrium
| morm for interest rates is likely to be only a conceptually appealing

exercise without any practicalrelevance to the LDEE‘3Jf The pure

EED, Khatkate, "False Issues in the Debate on Interest
Rate Folicies in Less Developed Countries, 1978,



al or scarcity price of capital

A% gquoted In G, J. Skhackle,

itid the Role of Interesth
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survey of Economic Theory, Vol. 1, Prof. Boulding stated: ™the =zearch
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Interest Rate Story

It the PHET

i the Philippines, the interest rate policy has been
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L ocharacterized by the maintepance of Lo,

Interest rate ceilings favoring specific sectors of the

farantial

coconomy such a8 small and medium scale
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noustries exports, Food production,

grarian reform, supervized cpedit progriams and yural banks, 53
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Role of Intepest ™ survey of  Economic Thetry, Voi. 1




T

The rates on saving and time depssits wers established
initially at 2 to 3.5 per cent in 1956, Changes were made at different
intervals with the lower bound climbing from 2 per cent fo T per cent
within a 2% year time span and the upper limit mowing from 3.5 per cent
to 14.5 per cent in 1980. Lower ceilings were imposed on commercial
banks wis-a-vis the thrift banks and the rural banks to give the latter
an edge in the savings mobilization effort. Time deposits peceived
higher interest rates than the savings depesit in order to encourage
long term funds. On July 1881, interest vate cailings on savings and
time depesit rates werelifted marking a milestone in the history of
interest rate policy.

The discount rate was used as an instrument of guantitative
and selective control of credit with the rates differing according To
government pricrities. More than 40 circulars have been issued by the
central Bank from 1949 to 1981 to set the discount rate schedule indicating
the frequency of the amendments and +he volatility of the rates. The

fon, focus of priorities also shifred from the type of financial institutions
in the 1950's when rural banks were given preferential rates to the
kind of economic activity in 1939 and later years -- agriculture loans,
export bills, industrial loans, rice and corn production, ete. HNew
priority areas were added from rime to time including supervised credit
fn 1970, grains guedan and Mational Grains Authority DApers in 1978, and
non-tpaditional exports in 1980. The rates implemented on July- 1, 1881

rangedfrom 3.0 per cent to maximum of & per cent less the lending rate,
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The rural financial market is governed by the same interest
rate policy. Interest rate ceilings on savings and time depo=zits have
been’ remowed while the rediscount rate on supervised credit and apecial
financing program has been raised to a minimm of 3 per cent. The lending
rates, however, are still constrained by the 12-14 per cent ceilings which
are expected To =zgueere bank profit margins and discomrage lending in
agricultural and other preferred areas of activity. The underlying
agsimptions behind the recent interest rate reformswere interest elasticity
of savings and positive response of loan volume to higher interest rates
while the hasic objective was to build up the medium and long term
capital marker. The lending rate ceilings on supervised credit and the
1ike were mainrained to reduce the cost of borrowing of small farmers
and other target clientele thereby increasing their chancez of being
economicallly viable and to encourage investment and production. Since
the interest charged do not cover the higher costs and risks of lending
to small borrowers, the govermment shores up the spread of financial
institutions by redizcounting eligible note at rates much lower than

the zavings or Time depozit rates.

Pacts or Fallacies?

Capital is scarce especially in the developing countries,

thus the rental price of capital which iz eguated with the inTerest rate

should be high in order to ratien capital Efféciently and discourage




capital intensity. As The bazic argument 1n the case for a higher interest

pate policy, this posits a negative and gignificant relationship between
intepest rates and the level of capital stock. It can be shown, however,
+hat the link bhetwesn interesf rate and ':;-;-_.'Jital is tenuecus and the oon-
clusions arising from the hypothesized relationship, misleading.

Fipatly, the capital seare fTvsarpument cannot justify

5 " X - e : e e s
TnEreadsine internast patés in the |'.t';-'.\_'||"_1'.\,'.-l_:l:| fipancial marxets anc at the

time, lowering rates in The capital scarce unorganized markets.

Secondly, based on the historical evidence on United Kingdom during the
17608 and the period 1832-1975% which were characterized by rapid capital
aceumalation, tha real intepest rate was staticnary 8T arcund 3-3.5% per

aent (JoB. Hieks 1967). IF the interest rates have not declined with the

incraase in

3] , then we can not e€xpect the rates to be high in

developing countries where the capital stock iz low.

|}
e
e
Q2
=t

Another premise frequently banded around in coune
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with capital scarcity iz tha of return to.capital oo the
marsinal productidity of capital is hizgh in cases of capital scarcity
ind thus. the interest rate which reflects this rate of profit must be
. This assmption breaks down, however, in the face of evidencs
that shows that the rate of profit is not necessardily high In low
capital situations. Khatkate compared the rates of return among

developed and developing countries and found higher levels in capital

rich countries such as the United States, Germany and Japan than In




capital starved countries of Columbia, Brazil - -and .I’.I'garlt:ilna.é-Jlr He
attributes the lower rate of profit o the lack of Trained and skilled
labor as well aszs to the low level of technology which ;re the ingredients
to raising capital productivity. According to him, "For a development
process to be in high gpear, the interest pate which is the price of
finance that fuels investment, cannot exceed, in the nature of things,
the rate of return to Sapital. . . IFf the vate of return tocapital is
lower in the LDCs (less developed countries), the approriate interast
rate level must also be lower for these countries irrespective of whether
they are capital-risk or capital-poor!.

Finally, a related vein of thought proposes high interest
rate to make capital relatively more expensive than other abundant
Factor inputs such as labor and itz use in the production process, more
sparing  Again, this suffers from the schizeophrenic view of equating
the interest rate with the supply price of capital which influences
factor proportions. IT iz alszo dubious whether changes in Technigues
can result from changes in factor pricesz conzideving the embodiment
of tectmglogy in the capital goods and the narrowneszs of the choice of
technology. Moreover, credit is fungible and loges its identity once

in possession of the individual or the firm: thus, loan proceeds may

:. "
if [eena E. Khatkhate, "False Issues in the Debate on

Interest Bate Policies in Less Developed Countries", Interpational
Monetary Pund Paper ., October 1978 pape 130
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tor gecurity often get first and priority attention in the decizion
to lend or not,
[t can be seen that the sapply of funds is influenced
rot merely by the interest rate but by the sécurity, margin require-
S menbts, répayment terms, compensating h.}'l_an.:_:-;,-_—., and other variables.
/ The advocates of high interest rate policies are naive in assuming
that loans will be fortheoming if you raise the interest rates high
encugh. The strategy is to reduce the transaction costs thooagh
financial innovatioms and by ensuring that the money will be returned
with & certain profit, credit will be supplied.

/' interest rate is the primary determinant of borrower

bebaviour. The price of credit, the interest rate, is considered the
major factor affecting borrowing and thus since the interest rate is
low, then borrowers will demand more funds than what the lenders will
be willing to supply. In the same breath, critics of the low interest
rate policy hold that "borpowers  loan transaction costs are more
important in determining loan demand among =mall and new borrowers than
n B

are INterest rates The inconsistency is quite obvious from these

two etatements — if the interest rate is not important, then locan

if
Dale W. Adams and Douglas H. Graham, "A Critique of
Traditional Agricultural Credit Projecrs and Policies™, Economics and
Sociology Occasional Paper Mo. 621, June 20, 1980, page 13.

DRiver="t, 0% *“1 ™Tionines Syetem
Er.tr-n_i T T i FLibrary
itman, Quezon City
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demand will not follew the movement « terest

I 5 ates and it certainly
can not beé the cause of Mexecess demand™.,
in a study on the determinants of borrowing behawvior
conducted :n;-.-"‘]"’r:_l;'r_:':.-.'. Evangelista, consumpricn expenditure was a

gignificant explanatery wvariable of the borrowings of the farm Honse-

hald below a certain threshold level of income.— fhave thi

f iz thieshold
the major determinant was capital expenditupd The yelationship betwesn

Ficant. Thus, another_

borrowinga and interest vate was found to be ins

myth in the interest rate story explodes,
High rates of interest will allocate funds to their most

£ s iy = A AT " . o= 5
EITicient uses. ine argument sfates that low rates of intesest wonld

midxe feasible investment profects with low rates of return,  Thias

dallocating inefficiently scarce loanable pegoirsss.

iy Soang Dale Adams

1llustrates that "“if expected intabest et are negative, the borrower

may realize an income tranafey by taxing a loan., investing the Moy

il -an asset fhat Increases in value at i

the samé pace as inflation and

later liguidating the asset to rep ¥ tha Igan

Thie argument, however, confuses and gquates the 1nterest

rate (monetary factor) with the rate peofzt (real facten). It i
o
*ig = S T, 3 :
~ TBAC=UPERL, 1ing Int téd Davelopment in the
fural Community of fares on the Masagang 99%. 1979,
o a1 g Bt -




the latter which allocates rescurces anag competing uses, not the former.
Each esset whether a consumption good, productien good, inventories

cash, bank depeosits, bonds, ete., has a specific rate of peturm. Cash

for instance, has an implicit rate of return in terms of its 1iguidiry
r convenience of Transaction plus any increase in its purchasing powan.
A consumption good, such as food or clothing, gives the individual a
certain degree of satisfaction which may be termed as a return an
consumption. If production or investment goods are held, a quantifiable
rate of veturn alze accrues to the holder. Of course, various assets
differ also in risk and liguidity characteristics. A tracter may yFiald
high returhs but it invelves risks of breakdown, fuel, ete. and Taaks
liquidity because it can not be inmediately resold at & redscnable price,
Firms and individuals with 4 Eiven amount of funds will then

allogate their funds according to the malative rales of raturn,  Assers
will tend to be held in combinations such that the marginal rares of
return on all assets are egual and the differences dmong toen wounld only
reflect varying visk and llquidity features. Translating this rhearetic
Frame to the agrieultural scene, the farmer-borrower will channe! his
loan proceeds to the asset or project which vields the higheat return.
If he chooses to spend on food or medicine ta sustain himself and his
family rather than on fertilizer and pesticides, the reason iz that the
perceived rate of peturn on the consumption goods iz higher than the
EHEEcted yield from the producer goods. Or he may buy a relevesion

el hinted by the Adams' illustration which costs more at some Tutipe






V.V. Bhatt suggezte, is a theory of economic evolution which focuses

on “"how and why supply and demand schedules and the market forms

change and why behavior pacterns of different actors are not the

game and deal with the esgsence of comperitive behavior - the powerful

motivation to do better than the other in an enviromment in which the

futupre Is unknﬁmﬂu“.ﬂf
The critics of the low interest rate policy use the same

theoretical tool of a competitive market in analyzing the role of

finante in economic development. A perfect capital market is assumed

he rezoprces do oot flow where they sheuld, the diagnosis is

e

and if
that the interest rate policy - the price policy — must be the problem.
The solution iz to Temove these distortions caused by policy through
the adoption of an interezst rate which reflects the real scarcity of
capital and presto - the market will function perfectly and re=zources
would be allocated efficiently!

The "strawmen® of capital scarcity, competitive market
model and the relationship of interest rate with savings, lending.and
borrowing behavier have all been struck down in the foregoing sections.
Any theory which fgnores innovations, creative responszes to changes in
the socio-economic environment, changes in organization and market forms,
and competitive behavior such as the one advanced by the rural financial

market “experts" lozes all zense of reality and is 111 equipped to

2 V. ¥. Bhatt, "Interezt Bate, Tranzacticn Costs and

Financial Innovations", Domeéstic Finance S$tudies MNo. W7, page 2.
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fransact ioo cost = the adninlstrative cost . ples the default 7

anidl the fragmented capital market is due to varying transaction
integrares the separate markets through financisl intovatienz tha
pounld reduce these transaction coste. - The consaquent decline-in
tending -and borrowing copts will produce shafts a0 The Bupoly=ai

pohedules- for evedit, widening apd despening the yural Financinl

market.

Tumn} teraat Rate PFalicy

h High Interest X

-

The interest prate debate-hag becoms g0 involved amnd

emotional that the:oritfes of low and managed interest rate poalic
have even ascribed intentions to the policymakers of developing
eountriog.  Accopding To them, the failure To.adopt thaip polic
preeoriptlon ol positive real interest rates -may be dus To the

af wingd and resistance to chepge of pelicymakers, that Mit takes

gacd deal- of time for palicymEkers to undaépstand, Accept, and

Anseher peasnt offered: for the lack of changeé in Inter+st PAaTi
that this iz being umed as a political tosl by peaft pidden and
corrupt officlals to allocate patronage and "administrative prof

S¥ i1l another explanation,; & more charitable one, 416 advangdd ST

10/

Bale W. Adams, and Douglas H. Graham, Ibid pp

4=t

with different types of borrowers. He can therelors progressively

the idess incleded in thess pew views (on the mital financial mar
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of the administrative costs and default risk inherent in small
farmer and rural credit through finamsial inmovations. The creation
of a financial intermediary, the bank, was an innocvation and so are the
Apritultural Guarantes Pund and the orop inswrance scheme which were
degsigned to lower the default risks in rice production loans. The
Lead Bank ¢concept in Tndia iz also a promising idea to pursud in
the area of financial innovations.

Eeducing transaction costs, howewver, is not encugh. Ewven
if we significantly Lower the cost of lending from 30 per cent to
20 per cent, iF the éxpected yate of profit in agricultural projects
and inveztments j3 15 per cent, there will beé no inducement To borrow
ar to Anvest.. Incfact, the fransaction costs are inversely corpelated
with the rate of return - adeinistrative costs are high because of
inadequate credit worthiness which is linked to low returns, and
repayment problems are due to the low profitability of investment in
the rural gactor. The government efforts must be poured into improving
the ecomomic rate of return in the agriculture and raral sectors through
agricultural research, bhasic infrastructure, education and training,
marketing systems, fair and equitable prices, etc. Credit alone cannot
raise the rate of return to agriculture and 1f the rate of prafit can

net be increased. credit will not make a difference.



Table 1

AVERAGE RATICE OF AGRICULTURAL LOANS TO WET LOANABLE
FUNDS OQUTSTANDING aND TOTAL LOANE QUTSTAWDING

Agricultural Loans/Net Toanable Agriculturel Loans/STotal
Funds Outstanding Loans Jutstanding
SYITUTION e P 717 After ED 77 Before PO 717 Bafore B0 1%
L1971=Ty) L 1976=T9) [1971=7) LIG9TE=-2)
Fural Hanks §-.7kD 1.0 Ly =
Commercial Banks 025 0.249 15 « a8
Developmant Banks Ry O 20 - 2d P
Lavings Bank O 035 e o5 g

Source: Technical Board for Agrirultural Credit, “An Evaluation of the Agricultural
Cradit Quota Poliey!
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5 Tahle 3

PERCENTAGE SHARE OF "OTHERS™ IN CLASSIFICATION OF
AGRICUOLTURAL CREDIT TN COMPLIAHCE TC THE QUOTA POLICY

commereial Development RAavings i
Banks Eanks Banks
10% opedit gquota ar.y 294 Gh.3 AT
15% remaining agricultural
eredit guota 17.9 19.5 T4.B ZET
TOTAL 22.4 0.1 L L

Source: Technical Buard for Agriceltural Credirt,
Agricultural Credit Quota Policy™.

"an Evaluation oF tha



Tablae 4

AGRICULTURAL GUARANTEE FUND CONTRIBUTIONS
(A= of Dec. 31, 1979)

Amoarnt Par Cent
B e . - L - 5 o i LR TP
S0 W0 Ea e Cortributed Contribution
L FM) %)

Fice and Corn Production and. =
- - x i ¥ A & &
Coordinating Council (RCPCO) ! o = 1 i |

Social Security System (S35) 10,y Tul

Government Service and Tneurance
srztem (ESIS) 11.9 B.G

¥ TR TR ) "
Cetvtral Bank (CB) 41.0 i

U.5. Agency for International
Development (USAID) 6.9 5.0

sudgeatary appropristion usdes
Ra 5390 47.0 4.1

fOTAL 138.0 100.0

L/ HNow the Hational Food and Agriculture Council (NFAC

27 Inclusiwe of Interest aarnings.
LOUCe " Techni cal Bosnd | _I-'.,l;:I'E Cul toral i:‘_'r-.;-\:.;lit - '5_Frr\--_ cultural Creditrends
s : . Ao LIl b

1979, T




iy
Tabkle §
GUARAHTEE OPERATIONS COVERING PRODUCTION LOANE
EXTENDED BEY EBz= AND PHE INDER SUPERVISED CEEDIT PROGRAMS
{fs of December 31, 1979)
(amounts in P Million)
Fer Cent 5 % __
Loans Loarns Per Cent Claims Rao o
F ¥ i ; L
At A Gﬁﬂnted—; Gudrantes Zi E;i To Total Paig Hade
(1) @) (3) @) (5) 78]
M 23 §,137.6  2,891.1 70.0 59,1 B1.83 2539
H-Maizan - B §49.0 10, & R
VYetetable Financing T .9 1307 0.5 - -
Cotton B.4 1.3 15.5 af
Small Fizhermen T3 -4 171 af -
ith CB=IERD Credit La6. 7 =) o1k 2 = =
TOTAL 4, 91358 - 3,.245.5 B6.0 100.0 Bl 11 .9

1/ Loans granted under M-99 ape as of February 1370 for RB%s, as of April, 1980 for PNEB.
Loans granted under the other financing programs are as of December S, 1974,

a/ Less than 1 per cent.

Source: Techniral Board for Agricultural Credit, Agriculiural Creditrends 1979.




Tahla Ba
EOUATIONS SHOWING TEE MEGATIVE IMPACT O ACCUMULATED
LOAN DEFAULTS ON LOANS GRANTED BY RRs AND FPHE
TO M-=599 FARMERS

LiG = 50298 = (OIE B =1 % 555.5455Ft
T e
(12.2T)" [ 2L 6Ly ™ R'If = A3
b) PR Level
e . : b
bqr 86 . 5955 -EEESDthl t 4??.3bj3lt
£5. L6 ) (10 216105 RE = AUTE

LG, = Leans granted to M-99 borrowers during the current phase. in PM;

D, iy Custlative amcunt of uncollected M-39 loans a=z of the Immediately
-~ preceding phase, in PM;

= Mumber of 4-39 farmer-applicants deemed by the bank as "good *

credit risks, proxied by the number of M-99-borrowers duribng

the current phase, in millions.

]
LA

r

# Values in parentheses are t-values indicating statistically
gignificant Tepréssion coefficients at 1 per cent lavel:

source: Technical Board for Agricultural Credit, "A Study on the Benefits
and (osts of Masagana 29 Program', 1981.




Table Eb

ESTIMATED ADDITIONAL LOAMABRLE FUNDS  SUSTAINED EY AGE
IN THE M=99 PEOGEAM THROUGH CLAIMS PAYMERTS,
BASED O SOUATIONS IM EXHIEBIT 1
{Amounts in M)

Erxral Baaok o S -
M50 Cumulative Increment in Cumalative Increment in
Phase Lpan Losses M-%9 . Lodns Loan Losses M-99 I:.-:Issr}E
Coverd by ﬂustaing’;j Enugr&d by sustal ﬂ:}
Claim pays by AGE — Claim pay- by AGE =
mel LS ments
o B 1 3812 - G186 -
IT1 13.u68 a7 15100 1.60C
IV 13,9645 325 15. k26 3.50
¥ 23, Bhy 338 19. 363 400
VI 2oL 845 = F1.7us gL
VII 29.026 6.43 23.679 5.62
VILEL 29,242 T.02 L P
Ix S 193 T.07 29. W09 6. 28
o 33858 B.03 30.052 T80
AT Lo BTN g.18 JE. 184 T.74
XII 5,64 11103 36.187 9.35
1i.04 9.35
TOTAL Ti15 GG . B0

a/ (.muyi8) x (previoas phase's cumulative loan losses), per Exhibit 3.

B/ {.2585) % {(previous phase's cumulative loan logses), per Exhibit 1.

Source: Technical Board for Agricultural Cred:it, “Benefit Cost Analysis
of the Agricuitural Cuarantee Fund Scheme”, 1941,




Table 7

i
BENETITES AMD COSTS OF AGE, MACRD LEUELE

FOR THE PERIOD 1974-I975

Fer {Cent

Aot Contribution
(M) a
(%)
TOTAL BEREFITE ‘4T.ﬁﬁ 12? ]
Earningz from interim investment 3 g s £ Te.4
Guarantee fews, penalty and other charges 3,70 23.0
TOTAL CGETS Bl T 100.0
Cost of Protection 6oy, 21 514
Claims payments By4.11 129.8
Lezs: Loan recoverisg 24,90 BN
Administrative Cost 5. 55 .G
HET BENEFITS Ho.08 100,40
Annnal Averapge 1371
ANnigad Averdge as Per Cent of Toral
Rezcurces as of December 13979 3.493%

1/ For the annuwal figures, see Annex Table 5.

Source: Technical Board for Agricultural Credit, "Benefit-Cost Analvais
of the Asricultural Cparantee Fund Scheme'', 19l




Table &

SHARING OF DEFAULT RISK BURDEN IN M-99 AND
M-MAISAN CREDIT PROGRAMS, 1974-1979

In Per Cent of Fer Cept
o s LEH) Loans Granted Contribution
RB PHB ppd/ pypd/ RE ENE
Total uncollected loans 338.6 EG?.S IRDE 20,495 1.0 19040
Borma by AGF 2 34.03 25.18 1.53 1.0k 10.0 5.0
Borme by Bank = J04.57  482.72 1372 19.9] g0. 0 95,0

A/ Total M-%9 loans granted: ®E = P2,065.9 million as of February, 1980;
FNB = ¥2,073.1 as of April, 1980. Total M-Malizan loans granted az of December 31,
I978; "RB -=-P154:2 million:PNB = P353.1 million.

b/ Claims payment= net of loan recoveries From farmers.
2/ Includes the 15 per cent counterpart risk bone by banks under AGE and
other lcan defaults not covered by AGF either because of non-participation in

AGF or because the nature of default is cutside the AGF liability.

Source: Technical Board for Agricultural Credit, “Benefi+-Cost Analysiz of
the Agricultural Guarantee Fund (AGE) Scheme " 1081,



Table 9

SIMULATED SHARING OF DEFAULT RISK BURDEN IN M-94
CREDIT FROGRAM UNDER CROP INSURANCE,
15741979

In % of Loans Par Cent
fmounts (FM Ly
3 o Granted _Contribution
FRB PHE RE FHE EE PHE
; 1/ .
Total uncollected loans -~ 210,90 Y2620 1505 0.58 T4, 0 10¢.0
i 2 4
Borne by crop insurances’ 112,18  46.37  5.43 2.24 3.1 10.9
Borne by Bank 198.72  379.83 9.52 16.34 63.9  89.1

lf M-99 loans only. #As of February 1980 for REs: as of Aprdl 15840 Ffor PNE.

Efj}ﬂuabantee payments/loans guaranteel} x Amount of loans ghanted_} F85
b
e
scource: Technical Board for Agricultural Credit, "Benefit-Cost Analvsis of
the Agricultural Guarantee Fund (AGF) Schews. -




Table 10

SCHEDHLE OF CHAHGES IN CERTRAL BANK REDISCCUNT EATES,
MAXIMUM INTEREST RATES ON BANE LOANE
AND SAVIHNGS AMD TIME BEPOSITS
[Rate in % Par Anoum)

C8 Cir./MAEABY Ch Bank Bank Bank
Darte MB Resol. Rediscount  Lending Savings Time
Ho. Rate ate-a Deposit Rate Deposit Rai
1948 - fugust 4 MER 164 1.h§;
December: 29 HER 317 3.0=
B ; A by
1852 AuFust ¥ MEBE 451 20— ot
August 1y RA 821 8=
Jutee . 19 OB Sin. 32 B =120
1954 January 19 i T l-th
1955 — September § RA 1403 0.5-1.5
1856 - July 1 CB Cir. &7 2.0-7.% 2.0-3.5
July 3i CB-Cir. M1 2.0=-3.5 2. 0=-2.3
1957 — April 1 RA 378 G.5-2.0
August 28 RA 1226 0. 5=l &
Cotobern CH Cir. To I.0=3.5 3.0-3.5
1359 - Fabruary 3 HARE F.o=500
HMay & MogH 3poa T.5=12.0
1960 March 21 i IRE s S ] 3 U=4 A
October 26 CB Cip. 112 4.0
Rovember 21 HALAR J.5=4.0
1969 - May 5 HER 119 0.5=3.0
June 1 HALR 1476 T.0=12.0
1262 - January 8 MAARE 0. 5=6.0
viune ] MAKE QS=300
1963 - March 27 CB Cir. 149 F.0-4.0 3.75-H_5
July 3o £B. Cip. 257 3.5-6.5

Excluding bank service and nther charges.

.I:I.,;II.llif‘:q"li'_'lLE Lo comEercial hanks Ul_.'l":.?a
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