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uhaptérb 1

CENTRAL BANKING IN UNDERDEVELOPED ECONOMY

A. The Role of Central Banking in Underdeveloped Economy

vThe overwhelmingly important goal of public policy in under-

developed economy is rapid economic deﬁelopment. lence societies build

institutions in order to further social goals,‘the ma jor §urpose of the

' central bank in underdeveloped économy should be to promote economic

development. Yhe central bank can promote development through its .

control over the monetary systém and by its~policies directed toward

#

the expansion of the economy's financial.infrastructupgg
At may happen that the monetary authority is assigued a dominant
position in promoting development when thereyis no efﬁective planning
body. vn the béginning’ two decades of Philippine industrialization,
the Mbnetar& Board of the Central Bank functioned as the most powerfu}
economic g:oﬁp in the governmenﬁ.'Jﬁhe developﬁéﬁti)olicy, essentially
an industcializacibn‘policy of the impcrt-substitution type, was imple-

mented through selective credit and exchange control. Tax incentives

were important supplements to the credit and exchange incentives though

it should be noted that the Monetary Board has for its chairman the

Secretary of Finance. This type of central banking'might be made to

assumé too broad a role in promoting economic development. There is.

danger that the central bank having a narrower set of objectives than

a national planning_body, would adopt policies geared to this narrow set

of object;ves but whick have 2 broad allocative impact.

S




\f/’ the‘viéw Ehgtithé'central.bank'shﬁuldf§g a promoter of growth and
ﬂevéibémeut9is in sharp cdntfas: to the traditiomal or orthodox view of

\\xthe'rolé of the central bank. fKQadttionally, it has bgep\thoughtvthat

K the central bank's role should be stabilization of the egonbmy. ~This
X;rthodox view’of the role.of the central bank is a,céusequence of the
evolution of central banking in advanced industrialized economies,
especiaily in the ﬁnited Kingdom and the United States.y In the advanced,
71 ndustrialized economy stabilization of the economy is the dominant

/

T economic goal, and most central bamk policies are directed toward the

H v

attainment of stability. The existence of a satisfactory long-term
rate of growth, the presence of a highly-developed financial infrastrucure,
and the functioning of a well-integrated ﬁoney mafket*are assumed.

., v/ Orthodox central banking will nbt be very effective in an economy
/Qith underdeveloped finéncial atructure.l//Banks tend to be concentrated
: in principal cities, leaving the towns and countryside unserviced by

i banking facilities.i Stock markets and private securities markets are

S
; non-e§éent or small and highly speculative. Government bond markets

are either totally lacking or too small for effective policy purposes,

gy a

Financial intermediaries of all types are inadequate to transfer funds
: f from savers to investors, Retardation in the growth of the financial
i a3t ) - ) ’
g , infrastructure will cause retardation in the rate of economic develop-

ment as savings will not be transferred efficiently to investors. ' i




Selective credif,

/ Therefore, it is argued here that a major task of the central bank ia

the less-developed economy is the conscious, delibefate'development of
the country's financial g§££%g%5&gaggg}./Where specific facilities are

lacking, the central bank should take an active role in developing i

them. /If banking facilities are unawilabieoutside of the major cities,
the central bank can promote their extension of the outlying areas. 1f

a government bond market is small or non-existent, again the central

bank can faster its setting-up or expansion.'/Central bahk poiicy should
be designed to meet the financial needs and requirements of the par-
ticular economy in which it operates.

There exists a number of altefnatives for finéncing economic
development froﬁ which policy makers may choose. As will be seen in
the example of the Philippines, each technique gives a different alloéa-'
tive implication; its impact is influenced among others by institutional
factprs.' Ihe experiénce of a number of developing economies seems to
show that policy'makers hardly considered teléQan; alternatives before
one is adbpted.2 It seems‘that é technique ié chosen either because it
was successful in other developing countries or that it was a well-
known one. " The unorthodox central bank is a very handy agency to use

fer financing economic development, and credit control tools are easy

- to implement, This explains reliance on monetary rathér than fiscal

technique for financing development.
Due to the importance attached to promoting economic development,
Lontrols, rather than general or quantitative credit

controls, were more extensively used. Chosen sectors of che economy




1.4
~can be expanded or é%ﬁ%ractéd as a conéequence of deliberate, selective
credit‘policyﬁ:ASglective credit 1n$trumehts are numerous, and various
types of selective intruments have been devised to meet selective

S credit needs in different economies. Multiple exchange rates, dif-

\ ferential rediscount rates, varying margin requirement for loans or
lettérs of credit, and dirett'credit rationing are examﬁles'of'selectiVe
instruments. ‘These and other selective instruments have been adopted
in the Philippines to promote industrialization, and in recent years,
the develdpment of the ruttl sectot; These instruments are briefly

described and analyzed in Chapter III.

B. Quantitative Monetary Instruments

The traditional quantitative instruments of mometary policy--the
discount rate changes, open market operations and varying reserve
ratiogr--can be feasible and effective policy instruments inm highly devel=
épod--economies; with the likely exceptions of extreme economic cir-
cumstances such as war and severe depression.

/Banks meet fluctuations in demand for loans with excess tesérves

e

and by borrowing from the central bank, They also resort to their

Depegs o

&y

secondary resgtves which are principally in the form of government
¥ securities. These sources of reserves--the discount window, the open ,
market for government securities, or their excess reserves--which the

banks will use to meet changes in demand for credit ory;hanges in demand

deposits will naturally depend on their relative cost. 'Qﬁémlewefnthe

‘digcount rate, the less costly it will be to borrow from the central




-goversment-bond-mavket. Their debt policy may even prevent the devel-

e

viaamueina. At the same time, changes in the discount rate are re-

gafaed as indicators of contractionary or}expansionary moves of the

_ central bank in the immediate future. In generai, quantitative in-

struments in advanced econom;ee work through the pertfolio behavior
of commercial banks rather than directly through changes in the level
of ;eserves. The one exception to this rule is the variable reserve
ratios. - This instrument has the draw-back that the ratios cannot
feasibly be varied in a relatively small amount due to the imprac-
ticality of specifying a reserve requirement with nany decimal places.
«/In 1ess developed economies, traditional instruments of monetary

policy may not be applied effectively or in a similar manner. The

~ conduet..of open-market operations nn&*changes'in the- &fucuuﬂt“rutes

T

!equtpoaw@heneuﬁszence%oiwa?bgaaﬁwanBH&E!%V@”ﬁﬂ?k!t“fﬂ!“gﬁV!fumeutwﬁnd
privete-secarities, ichaugesfin the discount rate wonld only work-if
thef&neeéesemwateswon finaneialneldimsuere free tb'fluctuate!sovthat
d&wmmmaervempnrtﬁoliuﬂcanﬂreﬁpoﬁd“fﬁ”fﬁﬁere%tfchanges. with respect

to .open-market opefations, manyMLesswﬂeneiopedwcountr%eswhaye»no

}

opment of this market as in the Ph;lippine case,

&

(épe to limitetiansfimposeg,uponfthe banking system stemming from

the underdevelobed nature of the money and government bond markets,

-instruments: that-directly change-the tevel of Fesstvas Will be more
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aﬁﬁnﬁkﬁu‘m&aweampuvﬂsenﬁeut4zmﬁfﬁmbnt§“%h§t‘ﬁﬁrk*thféﬁgh“tﬁé*péfffblfb
behavior-af.banks. Important econometrlc ‘works on the reserve port-

folio behavior of banks in the United States confitm ‘the portfolio

response of banks to relative cost of reserves. In contrast, b£1} and discount
rateéiare*noa sigpificant variables in expiainiﬁg the behavior of re- .

serves in the Philippines.

Paradoxically, one still finds a.discussion of these instruments
as traditionally applied in textbooks written for the Philippines.3
This paper hopes to show the unique aspects of Philippine central
banking and give an analysis of their allocative implications. Chapter
II describes the role and structure of the Philippine Central Bgnk;
Chapter III gives an analysis of the allocative implications of the
set of credit measures adopted; and Chapter IV develops a money-supply

function adapted to the monetary control instruments used in the

country. -

£

i




'underdeveioped,.ggpoft-qriented economy .

o | CHAPTER II _ _
| WE STRUCTURE, OBJECTIVES AND POWERS OF TWE CENTRAL BANK
S OF THE PHILIPPINES,

"fge Central Bank of fhe Philippines was created on Juﬁé 15, 1948 by
the passage of kepubiic Act 265, the Central Bank Act, and the Central
Bank began 6perations on January 3, 1Sug. Vége Philippine Central Bank
from its very inceptioﬁ was a most unorthodox type of central bank, if
compared to.thé ﬁore traditional type.‘Vf; was Qspecia;ly designed'to
déal with'the economic conditions of the ?hilippines, a relatively small,

V4he foundérs.of the Philipﬁine Central Bank cleaély recognized the.
need for a central bank which'départed significantly from the-the‘tra-
ditional model, and%they récogniied that a traditiohal typé of central ;'

bank in the Philippines was likely to be very ineffectual.v/A keen under-

standing of the need fof an unusual type of central'bank is evident in
the many writings of Miguel Cuaderno, principal founder of the Philippine
Central Bank and its first Governor (from 1949-1960). -

VﬁBeing thoroughly convinced of the need for a central
bank in our countxry...l had been making a study of the best
type of central bank which will be suited to the Philippine
economy...in this study I found that we in the Philippines
would do well tordraw from the experiences of small under-

J;eveloped countries whose economies are just like our own.

countries within the orbit of the British Commonwealth of
‘Nations, a considerable departure from traditional patterns
based on British and Americap experience hds had to be made
‘in order that the central banks could function properly and
effectually."l '

T found that in countries in Latin America and even in the i
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' The Philippine Central Bank was patterned after the central

banks of Paraguay and Guatema.l;.2 The Central Bank Act vested’th;
Central Bénk with the usual traditional functions of a central bank:
(a) it‘has~sq;e responsibility for currency issue, (B) it holds and
manages the reserves of the banking system, (c) it,provides'facilities
as a léﬁder of laét resort in order to maintain the liquidity of the

financial system, (d) it discharges banking services for the governments

. and for the commercial banks, and (e) it manages the country's inter-

national reserves.
Three broad.policy objectives are contained in the Central Bank

Act.

3 (a) To maintain mbnetary stability in the Philippines;

(b) To preserve the international value of the peso and
the convertibility of the peso into other freely conver-
tible currencies; and

(c) To promote a ris;ng level of production, employment,:

and real income in the Ph;lipplnes." [Sec. 2, Article
1, R.A. No. 265].. :

{;e-Ccntral Bank Act also has numerious unusual provisién » wWhich
are intended specifically to aid in the development of the Phgiiippine
economy and to pPOtéci it againsfladversc conditions in thec internation-

al sector. “%he Act provides for a high degree of coordination between

3

. w N N et . . .‘..._ i
government palio ”eg and central -bink sciicius bv having membershin on q
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the Monetary Board overlap with government executive positions.’ Central

Bank regulatory control is very extensive extending to "all banking in-
stitutions", instead of to commercial banks only. Essentially

all institutional financia; intermediaries come under central bank

control, with the exception of insurance companies, whiqh are explicitly
exempted from fhe.Act but over whichlthe Bank exercises persuasive influence,
The Bank has exteﬁsive powers to.use selective credit controls to pursue
specific economic objectives.‘ The bank is given the responsibility of
developing a governmeht securities market theugh its lending power to the

government is severely curtailed. The Bank is empowered to create special-

" ized lending lnstltutlons and to control the level and allocation of their

credit. It has extensive powers to deal with a foreign exchange crisis.
The bank can impose exchange controls and margin requirements on letters
of credit, and it can alter the exchange rate with the approval of the

Pre81dent.

At the time when the Central Bank was established, its immediate

<\\\and most pressing tasks were to assume the respdnsibilities of (political)

independence and to assist in post-war reconstruction of the economy.
There was a need to develop a new currency system, to serve the banking
nepds of the government, to prov1de llquldlty to the banklng system, and

to manage the lnternatlonal reserves. Since the most immediate problem

-

at the time was the balance of payments, the attention of the Central
Bank was concentrated on controlling the flow of foreign exchange. With
the passage of time, the Central Bank assumed other responsibilities,

such as promoting industrialization, financing economic development, and




s
Sy

encouraging the growth of capital and money marketé. The'Cnntral-Baﬁk

I1.4

Act did not explicitly envision these latter responsibilities, however, -
the law pfovides the Central Bank with very broad powers which could be
utilized to promote develbpment,objectives.' Furthérmore,'the Central

Bank is so organized as to have extensive influence on the allocation

‘of funds of public and private financial institutions.

A. Currency System

Qfﬁe Central Bank act established for the Philippines a modern
managed currency system and the Central Bank has sole authority for
currency iésue, Véﬁé present éurfency system contrasts sharply to the
previous currency systeﬁ known as the "DoliarsBxchange>Sfandard“.

B. The Dollar-Exchange Standard

Vg;evious.to the establishment of the Central Bank in 1949, the
Philippines was on a.dOIlar—excﬁangé standamd. this system'required‘
that the Philipﬁine currency be backed_iOQ percent by foréign exchange
reserves, namely United States dollars, and.the excﬁange rafe between
u.s. doilars and Philippine pesos was fixed by law at 2 = $1. Currency,
in the form of Treaéury certificates, was issued by the Philippine
Tréasufy.~fThese certificates couid'be baéked 100 percent by silver

coins and United States dollars, but in practice they were issued

.against United States dollars only.3 ) . i

The dollar-exchange system caused the volume of local currency
outstanding to fluctuate in accordance with the surpluées or deficits

of the intermational balance of payments--surpluses caused the volume

of currency to expand, and deficits caused it to contract. When




X
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II.
surpluses were present, foreigﬂ exchange would be sold to the Treasury for
peso equivalents.-ﬂphey supply wrould imcrcase and fercign exchonge

would be held by the Treasury as backing forthe ihcreased money éﬁpbiya

When deficits were present, pesos would be presented to the Treasury in order

to purchase foreign exchange. Foreign exchange holdings of the Treasury would

fall and the peso equivalents would be sterilized by the Treasury and would
cease to cirqg%§pe. ‘The Philippine currency system ﬁas very rigid. |%hanges
in the volume of currency outstanding was'determined solely by conditions -
prevailing in the international balance of payments, and the total stock of
currency”outstandiﬁg at any moment of'timé repiesented the accumulated
surplus in the country's balance of payments plus domestically produced
gold .and s-ilvér reserves. ,/When Monetary requirements of the domestic
economy came into confligt with the requirements of the dollar-exchange
standar@,domestic considerations were sacrificed for international consid-
erations.

How well the loo-percent reserve system has served colonial tep-

ritories is a subject of considerable debate. There are several advantages

and disadvantages of the System. Among the advantages are the following

considerations: (1) The likelihood of over-issue of currency leading to .

‘ ilnjurlous 1nf1atlon and dissipation of foreign reserves was highly unllkely,

(2) The terrltory had a 31mp1e, lnexpen51ve currency-lssue mechanism, .
where opportunities for mismanagement due to 1ncompetence or corruption were
minimal (3) The system provided a complete and absolute guarantee of

convertibility of the peso into U.S. dollars at a stable exchange rate,

resulting in a maximum of incentive for foreign investment. The dis-

i



‘advanﬁages'includgd; (1) The monetaryxauthorities were prevented from
exercising any mqnétary policy with the aim of affecting the dohéstic
edonomy, (2) The expansion of currency in circulation required that the
couhtry become a net exporter or internatiopal creditor. To the extent
thét the éommunity wished to add to its stock of currenéy it had to
lend to the colonizing coﬁntry.

/ The required export surélus results in a loan or sacrifice of
real resources from the colony to the colonizing'country.”This flow of
real resources is matched by a financial flow.v;The¢colony acquires -
hoards 9f foreign exchanges (noh-interest bearing securitiés) or when
provided for, the foreign exchange is invested in interest-beafing
securifies of the colonizing country./ A currency system which causes »
a poor country t6 become a net creditor is thought now to be inap-
propriate since international policy,is oriented towafd causing capital
to move from rich countries to poor countries.

~ The general consensus on this subject is that the 190 percent
reserve sténdérd was a fairly satisfactory monetary system ig areaé

where it was used during the colonial period and there is no evidence

T
: Q{"‘“i_ﬂ S

1}that the s&stem seriously‘impeded Phi;ippine economic development.,
mfiiits déflétionary bias was probably offset by its attracting of foreign
’ capifal./(However; it is genefallnggreed'that this'type of currency
system ig not appropriate for aﬁ i.ndepcndenfcountry;u

A. The Managed Currency System

/@he currendy system of the Philippines was totally reorganized

with the passage of the Central Bank Act. The 100 percent reserve

/116



currency,system was feplaced by a/fiexible manag

is no required ratio betwee;.tpe voluﬁg of international reserves held by
the Central Bank and the volume of outsfanding currepcy Or note and deposit
liabilities. /%herefore,-all reserves of foreign exchange are freed for use
in settling international accounts and their adequacy is left to the discre-
tion of the Monétaby Boardwlf%he country no longer was forced into the
position of internatidhal creditor in order to éffect increases in the supply
_ of currency and for the first time it was in&aﬁposition.tq pursue discre-
tionary monetary policy. “The volume of local outstanding currency was to be
determine& by domestic and international considerations.‘
Jfgerinternational value of the peso was fixed at two pesos to one
United States dollar as under the‘previous system.//The value of peso was
also defined in terms of gold, unlike under the previous system,‘where the
value of tﬁe peso was defined in terms of U.s. dolla?s only.//Further-
more, the peso could be reealugd‘in the event of a fundamental diéequilibrium
in the Philippine balance of payments.//glso, a revaluation of the U.S.
dollar A0 longer required a revaluation of the Philippine peso. Under the
%2 dollar-exchange standard, any revaluation'ofvthe dollar requiﬁed a re-
;;ﬁvaluation of the peso in order to maintain the ¥2 to $1 ratio. Under the
,f*‘managed currency system a revaluatioﬁ of the ‘dollar would change the peso-
’ dollar exchange rate but not the value of‘the peso defined in terms of gold. |,
In essenée,‘then,’the international value of,the peso was defined in terms
of gold independently of the value of the U.S. dollar, and the quoting of;its

value in terms of dollars served oﬁlx’for purposg of convenience. Since

in the Philippines a large percentage of ifiternational trade is conducted




on a dollar basis and the dollar is used so widely as a unit of inter--

national accounting, it serves as a more convenient "denominator" than
gold.

C. The Structure of the Philippine Central Bank

YMonetary and credit authority is vested in the.Monetary Board
of the Central Bank. The Board is composed of seven members. %Le
chief 3§eeutive of the Eank bears the title of Governor of- the Central
Bank. ’He‘ié appointed by.the.President of the fhilippine RepuBlié to
serve a term'of six years. The Secretary of»Finance, Governor éf the

) Development'Bahk of the Philippines, and President of the Philippine
National Bank aiso serve on the Boarﬁ. The other three mémbers are
appointed by the President of the Republic to serve six-year terms.
-The principal reason for placing the Secretéry of Finance on the
Monetary Board is to promote an effective coordination of monetary
and fiscal policies@? The drafters of the Central Bank Act were
quite conéerned about conflicts of policy arising between the govern-
ment and the Central Bank, and they wanted tozminimize the possi-

oS :
¥ Dbilities of these two institutions working at cross purposes.6 There-~
< ,
é?;fdre, the Konetary Board is not as independent of the Executive
£ : .

¥ Branch of the government as in the United State of America.

The question of independence of the Cen#;al Bank is a

controversial éubject. There is what Ngv calls the right-wing

and the left-wing view of the issue. Ahz right wing central bankers
lay heavy stress on the virtues of the independent authority of the
Central Bank, while those of the left-wing view emphasize the in-

evitability of a high degree of "integration between monetary measures

IX.8



applied b} the Central Bank and the 1évels of incomeiand empigymént for
which ultimate responsibility must clearly rest with'the govérnment and
cannot be devoived on any independenf agency."7 gcé;rding to Nevin the
balance of advantage would seem to be somewhere.ﬁetween'the two extremes,
although probably closer to the official-agency position than the indepen-
dent-body position. Nevin explains the rationale for many Eentral bankérs
gravitating towards the middle as arising from the increasing degree of
responsibility of the government for/éﬁié%?&gl of income and:émp;oyment.
One can extend the reésoning to'deveiopmenf objectives. The overriding
goal by a de?eloping COuntry‘is to raise“its productive capacity and nation-
al income. ﬁonetafy s&abilization is a secondary objective in many of
these coﬁnéries. One can probably apgde that central banks in developing
countries would tend to be less independeﬁt and assume a'more active
participation with other government agencies in promoting économic develop-
ment.p However, as will be seen in the chapter evaluating monetary policy
and its impact, this lack of independenée,{especiélly from the executive

Branch, can be misused for political purposes.

;\§7C. Scope of Central Bank Control

Véhe Monefary Eaard.eontrols not only commercial banks but all
"banking institutions" defined to be entities engaged in the lending
of funds obtained from the public through receipt of deposits or sale

/

institutions!" include most of the financial intermediaries such as

of bonds, securities, or obligations of any kind. "The term "banking

“Commercial banks, savings banks, mortgage banks, trust companies,

4..“,,
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he Monetary Eaard-controls not only commercial banks but all

"banking institutions" defined to be entities engaged in the lending
of funds obtained from the public through receipt of deposits or sale

/

institutions" include most of the financial intermediaries such as

“..ﬂ"

of bonds, securities, or obligations of any kind., "The term "banking

“Commevcial banks, savings banks, mortgage banks, trust companies,
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building and loan associations, branches and agencies in the Philippimes
of foreign banks and all other corporations, companies, partnerships,
and associations performing banking functions in the Philippines."

"insurance companies are exempted from the provisions of this
Act butvshall present to the Central Bank such information, data and
report as the Monetary Board may require iﬁ order to ascertain the
affects of the opefations of the insurance companies on the monetary,
credit and exchange situation in the Philippines. [Sec. 3 of the
Geﬁeral Banking Act, R.A. No. 337]

The law provides for the creation of a department of super-
vision in the Central Bank, to supervise the operation of banking
institutions., 'This Department is headed by the Bank Supertiéor.

No bank may be licensed to 6perate unless approved by the lMonetary
Board. The Central Bank has therefore both supervisory and policy
power over all banking in§titutions. The policy powers of the

Central Bank will_be discussed in the next section of this Chapter.

In the course of its history in thé Philippine government
created By law several types of financial institutions aimed mostly
at channelling savings to finance some priority projects or go
service particular éectors. quemqst among these institutions avre
the Philippine National BanE;“gpgié}ic commercial bank, the De?elop- i
ment Bank of the Philippines;lé;m;nvestment bank; two insurance
companids: The Government Service Insurance Systém (GSIS) an? the

.

Social Security System (88S); the rural banks, and the private develop-

ment banks. The last two are quasi-public institutions which are

EW




< QVJ','{;‘K ;I‘M‘”

N

‘d;r

e

II.11-

partial;y capitalized by the government. ‘With respect to these institutions,
the law provides "governmént-owned corporatiQns which perform banking or
credit functions are hefeby declared tb be instruménts of the national
monetary.policy and, accordiﬁgly, shall qdﬁrdinéte their generai credit
policies and those of the Monetéry Board," [Art. X, Chapter 19, Central
Bank Act,] |

The Central Bank not only écts as the banker for the gdvernment
but also as the Treasurer. Sec. 38, Article IV, Chapter VII provides

that "all powers, duties, and functions vested in the Bureau of the

| Treasury and the Treasurer of the Philippines...shall be exercised by

the Bank and are hereby transferred to the Central Baﬂk." At the same
time, the issue of securities representing-obligations of the government
gnd its political éubdivisiontand instrumentalities, shall be made
throﬁgh the Central Bank, which shall act as agent of and for the account
of the government...the servicing and redemptiénwof the public debt shall
also be effected through the Central Bank."

The power of the 8entral Bank to extend>credit to.the government
is legally restricted to an unusual-dégree. The Central Bank Act
stipulates that the Central Bank shall act as agent for the placing

of government securities, but "the Bank shall not subscribe to the

f

issue of said securities and shall not guarantee their placement.,"
[Ch. V, Art. I, Sec. 122, Central Bank Act].<:?his means that the govern-
ment of the Philippines cannot léwfully finance budgetary deficits by

selling bonds to the €entral Bank;:>This provision was included in the

S — g




11.12

Central Bank Act to prevent the inflationary finance of government expen- .
— o
ditures, which had occurred in some other countries. "Advances to the

government can only be made to cover seaéonal gaps in revenues and expen-
ditures and must -be repaid before the end of the first-éﬂérter following
the termination of the fiscal year. Their total may not exceed 15 percent
of the average annual income of the borrower for the last three preceding
years."8 But as will be seen by its regulation of ﬁank reserve portfolio,
this law is easily circumvented. ;

This section may be concluded by stating that the Philippine
Central Bank has the authority té influence the level and allocation
of credit of all financial intermediaries, private or public. At
the same time, it is responsible for the maintenance of international
reserves and fhe issue,*servicing and redemption of éublic debts. To
a large extent, it also has powers to influence the level.of public
expenditure in its decision to change the size of éublic debt. The
following chapters feview the credit measures used and evaluate their
impact on allocation of resources and over-all economic,deVelopment.

D. Policy Tools of the Central Bank

\/%eweent«r&lvﬁank;sis “provided-by -daw 'vﬂwi'thwwmypeswuf‘-?oﬁcy
instruments=-{3 xquanxitatiﬂeweontﬁolsawhichwapewintendeé to+affect
fﬁ§"89§rﬁarr*mvﬁ@fa?y“aﬁ&“G?@&ffﬂe&imaté“bf“thqmeeoncmyﬁby“tightening
or easingmthewavaéiabi&iey*6ﬁ“&r§dit;-énd (b) veelective ‘controls which 1
haxamaﬂdeliberatewa&locativemQoéaénuesﬁmeﬂt)*éfféctl‘iSéIéﬁ?IVé“Eﬁédit
cantrols.have direct .impact.-on -the.-secher-they: - -+aim~ to influerce.

However, they often have indirect effects onthe over-all availability

of credit, .-
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As stated at the begiﬁning of this Chapter, thé Central Bank Act
did not provide explicitly how the third basic goal of the Central Bank,
that of promoting rising levels of employment and real income, may be
achieved., But éubsequent banking acts of>Congress established banks for

economic and financial market development. -

Reference is made to the following banking laws establishing various

types of banks.

1. Rural Banks Act, Rep. Act. No. 720, approved June 6, 1952
provides for the creation, organization and operation of
rural banks.

2. Development Bank of the Philippines (Rep.. Act No. 2081,

approved June 14, 1958) amending Rep. Act. No., 85 and
other laws to_provide facilities for intermediate and
Jong-term credit by converting the Rehabilitation and ~
_Finance Corporation into the Development Bank of the_
Philippines, authorizing the said Bank. to.aid in the
establishment of provincial and city private develop-
ment banks... : '

3. Private Development Banks' Act (Rep. Act. No. 4093,

" approved June 19, 1964) aimed at encouraging "the
establishment of more private development banks in
order to meet the needs for capital and to meet the
demands' f£or adequate credit or medium and long-term

loans for Filipino entrepreneurs".

% 4. Republic Act, No. 2023 gives special provisions
oz relating to cooperative banks.
,%{‘ 5. Philippine Veterans Bank Rep. Act No. 3518, approved
g? June 18, 1963. 51% of its capital is to be subscribed
e by the Philippine Government for and in behalf of the
3 by . .
veterans, their widows, orphans and heirs. It may i
grant long and short-term loans.

Some minor banks such as cottage industries banks and land banks are

also created by law.




The selective instruments of the Central Bank have been used

extensively toeinfiuenge--.the-level-and-the-allocation ot funds. of
the banking institutions, especially those that were established to
serve particular sectors such as the development banks and the rural
banks.

hetie&cmix-—to provide for the other selective credit instru-
ments. Among the more important provisions are those governing directly
the cosy’and availability of credit.
"The Monetary Board may fix the maximum rates of
interest which banks may charge for different types
of loans and for any other credit operations...[Sec.
109, Article VIII]. '
It may specify the maximum maturity of loans and
investment the banks may make and the kind and
amount of securities to be required against them.
It may place an upper limit on the amount or rate
of increase of specific categories of. loans and
investment which the banks may hold.
The Monetary Board may also prescribe minimum ratios

of capital and surplus to the volume of assets of
banks.

PN N B

In addition, the discount window has been used exten-
sively to influence the allocation of credit. The 2
antral Bank gives differential discounting privilege

d discount rates to the various types of banking
institutions.

,r
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The Rural Bank and the Private Development Bank Acts
stipulate that the Development Bank of the Philippines,
with prior approval of the €entral Bank, capitalize the
establishment of these banks; up to 50% of paid in capi-
tal in the case of rural banks, and without restriction

in the case of private development banks.

g
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- E. Management of the Foreign Exchange Reserves

The responsibility of the Central Bank to maintain the inter-
national value of the peso and its international converfibility probably

%o

warrants a separate section. "Various methods of control}ljng the flow
. of foreign éxchange have been tried by the Bank. Vg;ticles II and III
of Chapter IV of the Central Bank Act stipulate the powers of the Bank

to achieve this objective by means of foreign exchange control, deposits

-
-

on letters of credit, multiple exchange rates and spot puréhases or sales
6f foreign exchapge. It has broad powers over domestic holding, production
and processing of gold. Mést of-the methods of controliing the flow of
foreign exchange are selective in nature. The allocation of foreign
exchange and the multiple exchange rates were used extensively to 

promote industrialization, A substantial literature has bewn written

on the industrialization poiiéy, in particular,on the orientation of

the past policy toward import-substitution.9 On the other hand, some -
of the tools used to control foreign excﬁénge have.quantitative impact

on the supply of money and credit. For instance, the deposit require-

ment and the dollar retention scheme directly reduce «the money supply.

% 738
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Chapter I1I

ALLOCATIVE EFFICIENCY OF ALTERNATIVE FINANCIAL TECHNIQUES ,
«é;e development of the flnanc1al system should be cons1dered as part

of the .over-all development plan.V/éince the financing of development is

usually the first problem encountered in plannlng, a more serious considera-

tion of the alternative financial techniques available need to be takea..

{;wasethe hﬂuﬁhetmeegcfvneguhat&ons

o /
WW%M»@M@&wm Sayel. o Me;:epdn and its. allgeation, . Except

for. the very aggregatlve arguments about the pros and cons of inflationary
finance versus those of taxes development economlsts have skirted the issue
of choice of financial technique. Recently, Professor Gurley (l) discussel
three alternative techniques of financing'development--inflation, fiscal
and financial‘intermediaries. b_his'speclfication of alternatives seems
"to.be too'aggregative. vfeflatiope{yifinence, for instance, can be done
directly or indlrectly;_gigegtly, where,government expenditures are financed
gz“ehaqgesvin money supply,_and-indirectly, ﬁhere'through some monetary
control 1nstruments the loanable funds of financial 1ntcrﬁed;ar1es are allowed
go increase. These two alternatlve inflationary methods of financing are
%&kely to result in different allocatlon and dlstglbutxon of 1ncome.‘/%he
r ‘e can be said between the choice of flscal technique versus indirect -

1nf1atlonary technique of flnanC1ng develcpment. One technlque may give ‘ i

a superior allocation dependlng on the relative efflclency of government

agencies and of private financial iﬁtermediaries.in allocating funds.
The literature onlinVestment criteriaf, including those which take

into account the presence of externalities, assume their automatic application

P
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by the finanéial system or by govérnment agencies. In many developing -
private enferprise ecénomies, the &Egiggﬂpfmf§9§9¢§§l technique is a
very real problem. A number of socic-political issues come into the
picture. For example, the degree of cqrrﬁpt;on in government is quite "l
.likely to affgg;ﬂf?g allocation of fund§ obtained through directvinflation~
ary finance or taxation. Credit subsidies coursed through»privatevfinancial
intermeédiaries will face the daqger.of being poorly allogated in a culture
of extended family where nepotism is widely practiced. Sinée administrative
cost znd degree of efficiency of allocation afe affected by socionolicial
factors, these shauld enter as decision variables in the choice of financial
technique. *

this paper reviews the financial techniques used in a few countries with
a focus on the technique used in the Philippines. 'Its aiﬁ is to show the
allocative implicafions of each financial'techniqué chosen. The experience
of'many countries, includ}ng ihat of Taiwan and of the Philippines shows

~ that the-Deasures-

..for..increasing.the.rate. of, capital. formation.are

ot fea-difficult. 10, 4mpl

aldeeation.of.funds. The possible sources of misallocation are identified

i —

‘~§n this chapter. | The paper will also describe how the whole set of cggé}t

» The prablen.encountered ;seens: to-be~in-the

B

f;rules and measure QgggégeSthe structure of the fipancial system _that the
country develops. The author hopes to extend this study to some empirical i
. - , ST

measures of the misallocation of resources consequent to the financial!

technique chosen in the Philippines.&-

S
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I. Credit Policy and Measures Used in the Philippines

vf;wpunsuum;Aﬂu»@malsHQ£4axnmmiawda¥einpmen$.~thegﬂngigpumuegas
reiteduhegvggyﬁoaﬁcmgdismmeasuaeswteus&imu&aﬁewin&esmmsaihﬁﬁh%Hﬁ&ﬁﬁﬂuﬂﬂd
in priority sectors. The financial technique nsed'has three maﬁor features:
a) Taxation is not an important source of financing activities ekcept in
paying for elementary education and govefnﬁent adminietrétion; b) there
was a deliberate‘decision»to encourage the gpodth of the banking system
which was to assume the ma]or role in financing development' and ¢) the
banking system has operated under a fairly extensive set of control and
incentives. |

The choice of fiqancial‘technique waé probably very much influenced
by political censideratione. The tax base, whether-for an income tax
or for a property tag, overlaps with the political»baee. it was not easy,
therefore, to pass tax legislations that would hurt directly the political-
#ested interest., There was also a strong mistrust of govermment ability
and integrity, hence the wariness to place’ large tax revenues in its hands.
It seems that in the early part ef the ceuntry's development hietory, govern-
ment banks were not identified with ether government agencies. And so
iE RKS were established as the main financing agent for the government and
éér the private sector. E : _ ' | v(
,éi V/goth selective and qﬁantitati§e sets of credit measures were used g f
extensively. véeieetévewmeasuneamnensésmﬁ5d%énﬂea&ixﬁswxhnanzhwnﬁiﬁiixﬁly
1Q£§nwin$€¥gﬁiwgﬁtﬁﬁmandmmnmaeiggieatﬂdisamunémpg$v$&eges. Quantitative
WMWMMMSQJ&GLW&uina,,ima%k&s&é%%&@Aiﬁhﬁmmféithxqggh

- which.changes ip. gredit were implemented. The selective impact of quantitative

{ "
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control was unavoidable since the financial institutiéns'developed were highiy»":‘
specialized in nature. | | |

Decisions on.financial technique may be made in the form of legislation 4.i*
or the day-to-day action of the monetary authqrity. Two pieces of legislatigns

have had pervasive influence on credit--the Usury Law of 1916‘and the Central

‘Bank Act of 1Su48. The Usury Law imposéd a ceiling-on the rate of interest on

loans. The Central Bank Act of 1948 created a very powerful agency. It has
supervisory power over all bahking institutions, 1t.contovals. mot«oniy-the

sugplymaadmallocatmenhef eredbtsbu$<a&so -theseof: feretgn@exchange. The-power

| oxenxhaﬂ«supply«ﬁi’ crediy gives. the.. Ceamﬂkm&m&vmxm&m%

over banks.

The Usury Law stip&lates a nominal ceiling of 1& percent on unsecured
loans gnd 12 percent on secured loans. With respect to secured loans, all
charges are to be 1ncluded in the computation of the rate of 1nterest. All
other forms of credlt such as purchase; én 1nstallment and issue of bonds
and other claims are not covered by the Law. Though there is a Truth in
Lending Act'fqr installment credit which requires full disclosure of all |
charges related to the purchase, there is no stipulation as to the- computation
'&f the rate of interest. (&here may also exist a large unorganized market
dgsr whlch the Law is not enforced.) Hence the direct impact of the Usury Law

5 ' w4 :
i? on the bank;ng system. i O

This impact depends essentially on thd size of loans whose equilibrium . f

o> _ . -
market rates are above the ceiling rates. In a freely operating market the %%

&

interest rate structure will be dgterminedbby supply and demand for variolis— .




m.s
forms of credit, Both,éuantit& Eupplied end quantity demanded for apy forﬁ'rb L
ef credit will in turn depend on its 1iquid1ty end risk. Very‘short;term and -
safe loans whose equilibrium rate in the merket is below the ceiling rate will
not be affected by the Law. There‘ere some evidences that.would indicate |
that the rate of interest in the market for a large volume of ctedit is above
the ceiling rate.1 The more important effect of the Law, however, is(:g; it
goverm the choice of various rates of ieferest by the Monetary Board of the
Central Bank, be they deposit rate, loan rate or discount rate. 1In the
" Philippines,‘cheap credit policy seemed to heve‘meant credit at rates of
interest lower than the Usury ceiling rates. For this reason, the effect
of the Law is felt in the major credit measures adopted by the Monetary Board
The more.impnxtant_selective_and_quantitatine_measn:eg_gsed by the -
Central Bank are reviewed below. These are as follows:
1. aesietance in cepitalizing new banks -
2. discount window

3. interest ceiling on de5331ts interest rates
on Ioans granted by government banks

4. reserves requirement and reserve composition

5. debt management

! m“w a'lﬁﬂ‘ '

Wi

’Each of these measures will be described briefly and their allocative

implications as ae will be enalyzed in the following sections, i

1) Assistance in Capitalizing New Banks
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4znima&@mdau&legmagtﬁbaakawasdmthQHVGtewanSﬁsank. Other financial institutions
such as the sociasl security system were salso createdAby law. The two largest
government banks, . the Philippine National Bank and the Reconstruction and
Finance Corporetion, now the the Development Bank of the Philippines, were
established earlier, Except for the Development Bank‘of’the Philippines and
the private devélopment banks, most of the banks created were commercial banks.
The banks may be classified ‘into publié, senii~public, and private. Public
banks are fully'capitaliégd,by the Central Bank, and éemi-public or government-'
supported banks have a éspitél contributidn from the government. The percent-
age contribution of the Central Bank to the initial capital of these banks is
given below,.

Percent Contribution

s

Development Bank of the Philippines ‘ 100%
Philippipe National Bank : C 106i
Rural ﬁanks ‘ . 50%,
Private Development Banks , 407
Phiiippine Veterans Bank. 51%
: Cooperative Banks . 67%1
: Nacida Banks (National Cottage Industries Banks) 677
The public and semi-public banks were est;bllshed for 8peciaiized {

functions, the sectors to which the banks cater are indicated by the name of
the bank. Though the Philippine National Bank is & ommerciel bank, {its
loans 1like those of the Development Bank are mostl& intefmediate and long

term. Except for the Nacida and Cooperative Banks, public and semi-public
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banks are féirly lerge banks with branches in most provinces.

Aside-fram.tha.governnent.- sontribution. in.copitalizing-hanks,, these

‘banks-wiso-receive-lenient-diacounting privilege....The rural bapks .have,«m.,h *

discounting.privileges. st rates.of intereat.af less.than. half.those.chéxged
tamo&haawbanksWﬂﬁpaiuatowcomnegoiaixondasauingsabanka@dowuntﬂruoetvewcapita1
aeedstance.but.they.get.the. md&mgm&g;iv;l&&% 88.non=private com-
aa&cialubanka, Please see Table III. 2

2) The Discount Window,

‘/!nmmﬂippim,@hedusmmm(mftywwwpmr&twd it
mwewv'»u-'f%uﬁfﬂqmwrremvew"m:emw*cmmiwf~ e also gives -
the Centrel Bank a &trong.means. of. mwig% m§;g¢e the. discount

~privilege-mon.be.withdrawn. from-erving!- banks,

V4&nder orthodox control banking)discounting of notes is usually
discretionary on‘the part of the monetary esuthority. ‘Ihé Monetary Board,
however, has given banks the right to discount their notes up to the
‘size of benk capital as long &s they meet specific discounting regulations.

V&here are differentisl discounting ratios depending on the purpose of the

ieens. Vfge discount ratio is simply the ratio of Central Bank advances to

tgommercial loans discounted. vfhis discounting rule gives & higher reserve .

multiplier than the ordinary reserve wultiplier,

v/ksauming drmctobe.discount-retio end wesekosberthe reservervequirement ,

mﬁmmmfmxm@fa&mw:LLl-a-x-&mLM&g., o DADeY,.89pRly, as

follow. (This of course, assumes that banks do not keep excess reserves

and there are no leakages in demand deposits.)

1)

)]

1




instead of simply

'3) Interest Pelicy : S | //,
-#8d-selective. interest pakicy
- b).differeptisl
= 1aanﬁe&aewandmwn)mﬁheeoﬁiaakﬁwmmmnunanrgnvernment
Securitias. ahqaen5;nm;;gﬂggbtwqggggement. /;able 1 gives us the 1nterest
rates on deposit chnsen by the Monetary Boerd over the past decade and a half.
Table 2 gives the discount rate for different types of banks or by purpose of
loans, We’find,intheee tWO'tables thag the Monetary ‘Board allows a wide
matgin between the 1oan rate and the discount and deposit rates,
4) Reserve Requirement and Reserve Composition
wf;e_zhilippineawfallauame)£xnstionalnaesaxﬁeam:QQuiremen:eand AeEER:L0
h%usadethummdis@ Angtxument. fregquently.a8 evidenced . byo, the..changes.-in
| reeerae~requ&u¢nontmo~ew»mhompaa&mtnnmdeeodes. See Table 3. This 1nstru-
, ment was probebly-an&msemeﬁioegiuem&ewnhangﬁngﬂexhﬂ%t until the middle of

~the 1960's since banks had maintained substantial excéss reserves until then,

mwﬂ ‘w‘l"'

iFurthermore, the lenient discounting rule can easily of®set the limitation on
; money crestion of the reserve requirement. The more 1ntereating aspect of

thie'instrument, as_used‘in the Philippines, is theﬂfeoerveweempeoi@éon. A i‘

vmnswﬂwnauhqunuunudiun4uLanuixed;meaewuennmnymbemhahdwinmthewfoommdf |

govocnmoatweeounit&ea 90 percent in 1965, 75 percent in 1970.2 Please

see Table IV.3 of the following chapter.
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‘bonds are lower than the yields on its short-term issues, and on corporate

II1.9

Sineebanks-hold-mest-of-the-ostetanding: government-securtties as
part oE their rewerves] open-mariet operativns Have vary tirete-quantitative

iupact-on- the‘money ‘supply .« wggg\ggg"pentral_aank “buys goverﬂmehtﬁsecaritaes

tHEYE T8~ "fio change ‘in reserves; ?here“is érely 8 change 1n their - Gotigosition.
5) Debt Management

The reSponsibility for debt management also lies with the Monetary
Board of which the Secretary of Finance is the Chairmen. While each issue
is enacted by Congress, the Monetary Board has wide discretion in its
marketing. fhe laws do not clearly stipulate the‘effective rates of interest

at which the bonds may be sold. The Monetary Board has, however, marketed

‘the bonds at their stated rates (or at their per values).

Until 1966, only intermediate snd long~-term government’bon&s were
issued., Table 4 gives a list of these issues and their corresponding
. . N
stated rates. The rates on these bonds have been pegged at their stated

values, 1In 1966, Congfess enacted a law for issuing a short-term Treasury

. Bills., The law specificelly provided that these were to be sold at
. competitive prices. Table 5 gives the effective yield on short-term govern-

iment bonds, the outstanding issues and the over-subscription. It is to be x

vqited that the interest rates on the govermment's long-term and intermediate

equities and bills., The Central Bank has to supplement 4its interest policy f

on government debts in order to have a market for them. Discussed in the

preceding section is the stipulation allowing banks to hold a very large
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propofffon of their reserves in the form of government bonds. Only about
10 percent of these bonds are held outside the banking sector. The policy
on debt manggement is hard to rationalize except as & more complex means

of inflatio;wry financing of govermment eXpeni!itures. This debt policyv \‘f
impedes the use of open mark‘e)t operation as a monetary control instrument, -

So far we have described the brincipal measures adopted by the Central

A = Bank in the past two decades, SThewowerrcriding.objective was-to-stimulate

L4 4 :

. jatestaent. especially. B 4006 -866EOTS. The.Bank.hes.fallowed..s.chesp-cvedit
H ] p&li&)(«::C@dgf;hﬁﬂmﬁhgﬁ%ﬁmﬁde»b«ﬁmﬁﬁélﬁ.&m::r»ﬁsﬁ-;theuzmﬂdilma;ﬁhmgb%wh@d‘nm

ereeved--funds..are.allocated. .La~spending.upits. We can say thst the
> Bﬁuc&m&mki%}&@nnitmaab&emwdemloytha*bankinsn,mtem :
This development could be seen from the growth in number of banks and of
their assets and liabilities, Please see Tables 6 and 8. We can also see
<he.xeliance.on. the havking systew.in.financing, investment in%h&x@'*?“
lmm‘w*twetmﬂﬁé&mﬁﬂ&mm&&hﬁg=,P§§§:s;§1.9cade. In the next seétion, the
allocation problem involved in Jhe financial measures will be analyzed.

II. Efficiency in the Allocation of Funds

Adee

Véch perticular financial technique or each whole set of credit measures

G

- 4 :

,fdop ted mbeaw&mtadmmmwchimmmoihqyeaxily; 4t..18 able to

,%ﬁ

¥

!

> inaxm&amueﬁmn&ﬁd&hm,..;in,f.‘.t«gms_:é,aﬁwhwa«eﬁﬁci,m&;ye -it-allocetes them,

" In this section @ will examine how the credit measures adopted in the
Philippines q_ff%}: *che manner {n which the financiael system operates. The
description of the way the system operates will point to problems of

allocation which seem to be inherent in the finéncial'technique chosen. It

might be useful to describe allocation under competitive conditions in
order to appreciate the problem of allocation when these conditions are

relaxed, Described below in en ideal situat;ion of allocatiqn with the




et, namely,
Y. perfect information and certainty
Z. small borrowers and lenders

2 no externalities.

\ ~woutd-bethe sthedul e of -merginel- rates
4&5*&0@6@&”0“”*ﬂ*e&@meﬂﬁﬂﬁﬂ‘m4&Nl“¥0ﬁ40@84033bp4¥msuFVDWO@&fuﬂdﬂmﬁbﬂldwhﬁm&h&
M&&w&h@»ﬂmi-ml«:—Qooat»o'fmﬁuadls:@wmcblfe. The latter is upward sloping
-for the industry assuming an 1ncreasing marginal time preference, or the expected
portfolio response of wealthholders to yield on bank cleims, 1Included in the
marginal cost of funds supplied is the cost of intermediation. 1In Cheft 1, let
us essume the ss curve as the supply of funds by savers, and the AC = MC line
as the horizontal summation of the most efficient average cost of intermeeiation
in the financiel market, The sum of the two curves, SS, is the total marginal

cost curve which is the sum of intermediation cost and the marginal time

preference. The intersection between the demand curve for funds and the SS

curve gives us the market equilibrium point, It is efficient in two ways:

. 1) efficient in the allocation of funds to the most productiveness and until

1 l

1 %fhe marginal return to, the funds invested is equal to the marginal cost; and,

efficient in 1ntermediat10n.

’§ A'feirlemount has been written on the bahavior of each of these
variables--time preference, cost of intermediation and return to investment, j

Only a.few words on the cost of intermediation is'probaﬁly warranted here,

(RN

ot

rel
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> loans, deposits

- Chart 1

Since intermediaries are able to specialize in their business, the
MWWMawmiweum&&m%mmwuiﬁggthan in
the unorganized market; Spaéii&iaéﬁﬁouwwuwtnadewal&awasthﬂmatcmhnve
betbwéafmim—m@emxsﬁmSemnkbusmeaawsandinmaffect ing
hthewlazteralmproéegtaa Thef are also able to diversify their portfolio,
thus being ablerto"feduce the risk cost. The pooling of savings of a
large number of in&ividuals permits the intermediaries to increase the

liquidity of the financial asset. They are able to borrow short and
."gl .

¥ |
£ economies of scele from the processing of loans and other papers, It
¥

-

lend long; to borrow and lend any size. There are also resulting ‘
is very likely, therefore, that the average cost curve for each firm
is yU-shaped and that the‘cost'of channelling savings to investment 1
through intermediaries will be lower than through individual saver-

borrower arrangement, In very small localities where the level of

saving is small, the average cost of intermedistion might be higher -

than in the case of ﬁilateral or individual.arrangement, in such a
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situntion,rintermediaries will not be volunga:ily establiahéd.
The effects of‘a given set of credit measures can be eesily analyzed
tnrnugh thé;r effect on the supply and demand schedules, The supply curve drewm
is a long-run supply cnrve. It has a time dimension when we are dealing with
economies which have underdéveIOped financial markets. We cen imqgine the supply
curve as shiffing rightward through £1me,as more and more banks are established.
In a situation where the marketiis very small, directvinflation.ry financé'A
may simply involve the allocation of the same level of saving which would other-
wise have been channelled into the unorganize sector or hoarded, The institution
through which the saving is channelled does not necessarily have to be a
financial intermediary. A central planning agency could visualize the supply
curve of saving in the economy and use taxation or inflationary finance to
get equivalent to what would otherwise-be ‘available to a well-developed
financial mavket, The supply curve of funds could therefore .be drnwn as the

Supply curve of a banking system or of a central financing agency.

> loans, deposits

= ﬁ e re
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Chart 2 gives us the supply and demand curves under competitive
conditions; these are exactly the same functions depicted in Chart 1,
The equilibriu@ rate would have been at r,. Let us now impose & ceiling
deposit rate at rgq and a ceiling loan rate at r;. Without the discount
privilege, cepital will have to be rationed at F;, the supply of funds
at deposit rate rg. Since banks are given very lenient discount privileges
the éupply of funds from deposits is supplemented by money creation from
the Central Bank. The new supply curve with discounting privilege is that
which is traced in red at the discouqt rate, ry.. Discounting is completely
discretionary on the part of the Central Bank so that its advances to banks -
through the discount window may be equal to, less than, or more than the
loss of deposit sources of funds as a consequence of thé»deposit ceiling,
The point to be noted is the substitution of money creation for deposits, -
There are three possible allocation problems involved in the set
of policies: At the aggregate level, the level of loans is at é point where
the marginal social diséouut rate is higher then the interegt rate on loans.

% There is also a possible allocative problem that may arise in changing

$

e

Uefeh
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the relative prices of factors. The third allocative problem is concerned
with the efficiency of intermediation. We will discuss each of these in the
following sections. The first type of allécation problem is nbrmative in
nature, whereas the second and third ere positive in essence,

When investment is stimulated through a set of measures such that
it excéeds thet which would be made by the society volunterily from
independent individual decisions on saving, there is loss in welfere. The
loss in welfare may be reduced if the government is able to change
individual time'ﬁrefefence by a ocampaign for economic and social develop-
ment, This campaigh can be regarded as en application of Sen's theory
of the interdependence of individual and the social rate of saving--one
might be willing to save more if everybody else is seving more. The
Japanese experiencg may be ﬁaken as an example of the ability of a govern-
ment to raiée the rate of saying as part of an over-all effort at nation-
building. The Japanese experience is not unique; the reduction in personal
consumption to pay for war expenditure is a common historical experience.

% Because of the interdependence of individual and sociel time preference

I

s

it is not clear whether and by how much there is a loss in welfare when a

£ .
x government forces an increase in saving. It may not be too objectionable

BN

to consider this type of allocation problem as & normative decision of the

government. The government may increase the rate of saving to the extent

that will be tolerated peacefully by the community.
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The second aliocation problem might be more serious than the first
and a number of important works for the Philippines have already been. done
on the Subjéct. Power, Sicaet and Willismson have, in joint and independent
works, described the factor'proportion bias of Philippine trade end credit
policies, Power end Sicat discussed compyéﬁensively, though quslitatively,
the capital-intensity bias of the po;icieS'so far adOpted.3 In a very
recent article on "CapitallAccumulation, Labor Absorption, Once More",
Williamson estimated the user cost of capital in 19 two digif manufacturing
industries and sh&wed that these yanged from 10,8 to 33.9.4 But so far no
empiricel work on the social cost of the factor bias has been done. The
rsocial cost of a policy is defined here as the output foregbne from the use
of scarce factors, 1In general,’the gsocial cost of policy which affect |
factor prices is determined by the production functions assumed and on
initial factor prices.

Vége,crgdigmgglggzjin the Philippines results in two types of

distortions in the factor market. These are likely to result in a different

§ level and composition of output and a different level of investment,

fégapital is made relatively cheaper than labor for all industries.v/;ndustries

ijﬁcluded in the priority list of the Central Bank receive relatively more

*credit subsidies than other'iqdu§cries. Credit subsidy is in either or

-

both formg~--a larger allocation of credit .at the generally lower interest

rate on loans or in lower rate of interest on credit granted.

The social cost of this type of distortion can be estimated by the
» .

same method as that used by Fishlow and David, by H.G, Johnsbn, and by




-
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Birnberg and Cohen. For practical reasons, they all assume a two-sector

- economy, and two degrees of distortion--two different relative prices of
factors for the two sectors, 1In our case there are as many distortions of

_-factor prices as there are differential credit and other subsidies. The
estimation procedﬁre will have to be expanded to treat multiple distortion .

~ in verious industriés, including those that do not receive any form of

subsidy. The empirical work will form Chapter V of this study.5 It is

to be expected that the number of industries that can be included in

estimating the cost of distortion will be drastically limited by date

availability,.

Without having to mgke the difficult estimation of social cost
discussed sbove, we may point to some evidences of poor sllocation of -
capital in the Philippines.’/éheap credit probably explains to a large
extent the c&nstructipn of incongrously elegant mansions in the often-
reported Forbes Park and other surrounaing "yillages". An accounting
of fixed aséets of subsidized firms might also reveal they have higher
proportion of construction cost then in other sectors. w;;ny ma jor office
buildings in Methpolitan Manila exhibit besutiful executive suites and

- dining halls; a number of them even built theatres which add to the

nnused capacity of the Cultural Center. A more substantisl waste of

investment funds may be found in what are considered to be distressed
‘industries. A not significant number of menufacturing enterprises have

been reported as distressed by the Development Bank, their main

créditor. In general these industries are operated below capacity.




|
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; likely to result in & 1essrthan efficient allocation of credit. Credit
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Among those that are oftentimes mentioned in the paper are textiles, flour,
cement, steel, applisnce, car assembly, sugar and fertilizer‘inaustries. One
could sﬁeculate whether expensive office and home construction and unused
plant capacity would have been undertaken had the interest rate on loans
been allowed to float to & higher level,.

/%remiuﬂ is placed in interlocking direcﬁorate of banks and

business, since credit subsidy is grented to both. A businessmen can

) fmeximize his profits not just by borrowing but by lending to himself. There

is premium on corruption in the allocation of credit in government

banks. f(;thermore, lending criterion is still essentially based on the

J
{
1

value of collateral, These three institutionsl aspects of bankiﬁg,are

~—

allocation will be determined, not so much by some objective criteria but

by who obtains the credit.

C. Efficiency of Operation

We have seen, in Section I, bank behavior under competitive

5
2f:onditions. (Chart 3 gives the average and marginal cost curves of a bank

§f;rm\3(These cost curves include intermediation cost and deposit rete. The

;;mpqsition of loan ceiling rate and the granting of discounting assistance,
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L Ly " loans, deposits

assistance would shift the AC. curve downward to Acé. The loan demend
is assumed to be horizontal at the ceiling rate rl; Profit maximiza-
tion loan level wil; be at Ly where marginal cost is equgl to r,.
Positive profits are earned, The loan level is not hecessarily at the
nost efficient péint of operation. Since firms do not have to compete
for deposit at increasing cost because of thehpvailpﬁility of the dis-
ggypting window, profits couldrbe maximizéd by a replication of the same
scale‘of'production through branch baﬁking. In fact, branch banking, -
esPecially‘of rural benks, is a commonly observed phenomenon in the
Philippines. It could eesily give rise to monopoly power in banking.
With credit subsidies coursed through banks, indust:iél-banking mergers,
as ia;already observed in the Philippines, may also follow.6>

III. Credit Policy and Measures and the Structure of the Financial System

Yéhe choice of financial technique will essentially mean the choice

of the structure of the financial system. It will not only determine the
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Ei types of finencial ihctitdtions (which are not directly governed by them),

’

111.20
relative importance of the size of the financiol institutions as Profeaoor .l

Gurley argues, ‘but the structure itself of the finnncill system. The

i et S 7 o A B e,

Philippine credit policy and measures lead to the predominance of bonking
inatitutions, especially, of government banks. Since each type of
financial intermediary issues a pnrticular set of financisl assete the
co?pcsitiqn of a country's. finanial assets is correspondingly determined
by the policy and measures adopted. We ‘have elso seen ebove\how the credit !
measures may influence the industrisl organization-of the banliné ipduetry.

Of the three me jor segments oi the_financi&l,marketglbanking Al

. ¢
institutions,osevings and loan compenies, and the stock exchange--banks

are the most directly cffecced by ihe‘Usury Law and the Honetafy Authority,

As lending institutions, they are directly covered by the Usury Lew. The

interest ceiling on deposits determines the supply of funds comihg from
deposits, There are also portfolio ceilings wbich govern their lending.
 Theoretically, the Ubury Law and the interest ceiling on deposits

will tend to discourege the growth of the banking system relative to other

3
Rl The _Usury Law doea not apply to other claims ‘such es bonds, installment

e

»
: credit and other commercill pepers. Intermediariea which issue or hendle } i

these claims primarily vill theoretically, have an ldventage over banks

since they are free to icaue these claims et any rate of return, If thesé

rules were not aupplemented by other credit measures, nonbank intermedil-f

ries would tend to flouriah at the expense of banks es whet happened in f

Brazil The lenient discounting privilege and capitel assistence to banka

probably more than offset the negative effects of the ceiling on depoeit
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and loan rates though they were not adopted for this purpose,
The objectives of assisting benks are clearly stated in the
various banking iaws. There is an explicit policy to develop the banking
systém end to use it to stimulate priority industrial sectors. In

contrast, there was no pplicy on the development of non-benk finencial -

institutions. The disadvantages suffered by'non-bank finencial inter-
‘mediaries from the policies are not in any wey offset by eny credit
measure, Hence we seetfpe”small and declining use of the equity mprket

o

in exte;nal financé of business. See Table 9.

ﬁ,/' At the early stage of financial developmeﬁt, where savers are
i just being introduced to financial essets, banks sre probably the most

; ;cceptable finencial 1ﬂtermedia:ies. The Philippines seems to be.beyond
| the rudimentary state of financial development end has & market for more
diversified financiel assets. Large spéculqtors in the stock markgt have
succeedéd in the victinizing small 1nvestors. Since 1966, the.freely
marketed Treasury Bill have been oversubscribed, Other facts would

;‘probably point to the existence of & market for equities and bonds.

& .

e

3igf credit policy is not changed,,hdwever, the. domimance of bahks will
% - 5
,;continue and the benefits from portfolio diversification will be 1oatl’

IV. Financial Technique in Taiwan, Korea and Brazil !

'v/;aiwan and, subsequently, Korea followed-similar credit policies.
Interest rates on both 1§ans and deposits were allowed to'fluctuate
i within feirly high levels. The deposit nominal rate reaching 24 bercént
per year in 1953 in Taiwan, and the nominal rate on time deposit of
30 percent in 1965 in Korea. The highest real rate, also in the same

year, was 20 percent. The real rate was lower than these especially in
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‘the early period of reform beceuse of the inflation both countries experiém
then, Preferential loan retes were given to some priority sectors, in
particular, to the export sector in both countries, In Korea, it is estimat
that one~third of total loans were given at preferentiel reates in the late

1960's. Taiwan exercises strict supervisory control over th; allocation of

funds to investment through licenéing.7
Clearly thére are two mein differences in the credit policies adopted

in Taiwen, Kores and in the Philippines. As we have discussed le?fhily in
this paper,[?;edit interference in the Philippines is veiy extensivé?]and %f
the sources of misallocation of resources fairly numerous. ’fhgre is a gene-
rally éheap cred;t policy which is extended to all spending units, including
conSumefs, with additional prefereéntial rates to priority borrowers. Interest
on deposit is held at a very low level. The interest policy is supplemented’
money creation of offset the loss in'funds to banks beceuse of the low ceiling
on deposit. ’

| Taiwan and Koreas followed @ high interest rate policy though large credit

%i subsidies were given to selected industries. Some supplementel meesures were

%ﬂgdopted to-compensate banks for their losses due to the inverted rate of

&

-~ ‘interest on loans and deposits., The distortion is limited to the impact
3

on total production of the preferential loan rates given to &8 few sectors. i
Brazil's policy wes a simpler case of direct inflestionary finance.
In aﬁalyzing the socisl cost of this policy, we cannot confine ourselves

to the efficiency of sllocation of a given fund with a given demand and
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supply functions of investment funds. These functions are’ themselves
distorted when inflation’re&ches a8 certain level and continues over a long
period of time, ,Thefe.is & thick literature on high inflhtionar& finance
which .need not be reﬁeated here, Efficiency of the government in allocating
funds to alternative projectb’will depend én its integrity, on aveilable
informetion and on its planning expertise, '
Brazil has also ensacted a Usury Law in 1933 ﬁhich I;mits the interest
rate on loans to 12 percent per annum, Dééosit rate was held at 6 percent
per annum. VWIthout compénsatory measurés l1ike those used in the Philippine#
the developnent of the banking system was impeded in Brezil. '"Cases de cambio"
flourished instead since these agencies were free to pay high rates of interest
on the bills, Thg agéncies competea'against banks in attracting funds, ;hough
'.both types of iﬁtérmediariés extended financé at competitive rates. The
Usury Law in Brazil was easier to circumvent for there was no stipulation
on what charges to inélude in éomputing'the rate of interest. Effective
8

loan rates were, therefore, very much higher than the Usury ceiling.®

V. Distribution of Income

The lending criterion used by banks makes credit measures biased in

L

_xéavor of prOperty<6wﬁets. Central Bank-criteriqﬁ’fz;/éstablishing banks

:’are also property-based, _A<lafge proportion of‘loahs are secured by prOperty.,
The unsecured loans are usu&ll& granted to large depositSrs oflto old {

clients whose 1n;t1&1.transactions must have been secured by prOperty.9

Depositors, on the other hand, come from a wider étoss-section of income

classes, We have seen in the preceding sections that the main beneficiaries

of -the credit subsidies sre borroﬁers and bankers, Borrowers come from
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thé wealthier classes, and the bankers are probably even more affluent
then the borrowers. Deégsitors on the other hand are discriminated
against by the artificially low rate of interest paiéién iheir depésits.
Loans for consumer durables are disproportionately distributed
in favor of the higher income classes. The average cost of residential
construetion in the éecade of the 1960's was about PQ0,000. This type
of housing is definitely beyond the reach of the lower 60 percent of
income classes. The subsidized rate on these loans have regressive
impact,
The regressive impact of credit policy is probably very serious.
A 1argé iﬁ&ustrial-financial elite has developed from the system of

subsidies, the most important of which are credit, exchange and tariff

subsidies.
The chapter tried to give an analyticsl framework for evalueting
the allocative impact of a financial technique or of a whole set of credit

measure. The mejor credit measures adopted in the Philippines were

reviewed and analyzed within this framework, It is hoped that this frame-

%ﬁork will be applicable to alternatxve financial technique adopted in

other economies. Simple demand and supply functions in the financial

* .

market were used to see the impact of policy on this sector. We were

able to identify sources of misallocation cost both in the financial

market and in production,
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Interest Rate on Loans_and Wholesale
Price Index (19552100)

- (2) @ (%)
Weighted Medien Proportion of . Proportion of Proportion of

Interest Credits at 4-69% Credits at 7-107% Credits at 11-147%
Rate Interest Rate Interest Rate Interest Rate

7.80 0.15 0.81 0.04
1960 7.62 0.15 0.81 0.04
1961 8.15 0.16 0.78 0.06
1962 | 8.26 0.16 , " 0.76 0.08
1963 '8.68 0.07 0.80 0.12
1964 9.01 0.05 0.78 0.17
1965 9.79 - 0.06 0.61 0.33
1966 9.70 0.09 0.60 0.31
1967 ®  9.99 0.04 - 0.56 0.41
1968 10.36 0.02 0.49 0.49
1969 10.73 0.03 0.33 0.65

Central Bank Statistical Bulletin, Vol. XXII~--No. &4 Dec. 1970, Table 17 p. wum

mbﬁﬂﬁmu

+June figure,
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Schedule om Chenges in Central Bank Rediscount Rates to Commercial Banks

Table II1I.2

1949 to present (Dec. 7, 1970)

Circular, MAAB or

M. B. Resolution

RATES (PERCERT)

|

1 Rat

NOTE: From 1949 to Februery 2, 1959, there w

1]
: : v Preferentia
: : : ¢  Agricul- : Agricul- : Indus-
H : s + tural Pac~ : tural : trial
No. : Date : : Agricul- : king Cre- : Papers : Papers
: t Basic ¢ tural : dits & Ex- : H
: : Rate tCrop Loan : port Bill H
: : a) r (2 : 3 : () : (5)
M.B, Res. #164 1949 - Aug. &4 ...... 1.50 - - - - -
M.B. Res. #317 Dec. 29 ...... 3.00 - - - - -
M.B. Res. #491 1652 - Aug. 7 ...... 2,00 - - B - -
M.B. Res. # 75 1954 - Jan. 19 ....... 1.50 - - - - e
M,B, Res. #378 1957 - Apr. 1 ...... 2.00 - - - -
M.B. Res. #1226 Aug. 29 ...... 4,50 - - - - j
MAAB 1959 - Feb. 5 teines 6.50 4,50 5.50 - °® - W
MAAB “T9B0 - June 7 ...... €.00 4,50 5.00 - - N
MAAB Sept. 8 ...... 5.75 4.50 5.00. 4,50 4,50
' MAAB Nov. 21 ...... 5.00 4,00 4,00 4.00 4,00
M,B., Res. #719 1961 ~ May 5 cieees 5.00 3.00 3.00 3.00 3.00
g MAAB 1962 -~ Jan, 8 (..., 6.00 6.00 £.00 6.00 ¢,00
M.B. Res. #985 Aug., 21 ...... €.00 3.00 3.00 3.00 3.00
M.B, Res. #121 1966 - Jan. 10 ...... 4,75 3.00 3.00 3.00 3.00
Cir. No. = 242 1967 = June 23 ...... 6.00 - - - -
Cir. No. 256 1968 - Feb., 27....... 7.50 - - - -
MAAB 1969 - Apr. 16 ...... 8.00 - - - -
Cir. No. 276 1969 to
< - June 71,. 8.00 - - - -
s\Jﬂﬂ\
T A

was no vwmmmnmsnuuaxwunm mnmsnmm by the Centrel Bank other than
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Reserve Requirements on Demand, Saving, Time and Foreign Deposits

Effective Date

1949~-~January
1959-~February
March
April
1960--September
November
December
1961--January
May
1962--January
1963-~-August
1965~-May
1966--January
1967--June
July
August
September
October
November
December
1968~-January
1970~~February
' March
May
June
July
August

Source: Central Bank Statistical Bulletin, Dec. 1970, p. 4.

Januery 1949 to August 1970

Demand

18
19
20
21

19

18
17
16
15
19
19
10
10
11
12
13
14
15
16
16
16
17
13
18
19
19
20

1/2

1/2

Savings

[ .
YW oO MUy wunt it

20

1/2

1/2.

1/2

1/2

Time

v \n

wOwoouwmooownmunmuunnintn

20

& 6
1/2
1/2

1/2

1/2

Foreign

10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
10
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" Table III.4

List of Bonds Issued
Their Maturities end InterestARate

Bond Issue

PW & ED Bonds
NPC Bonds
NAWASA Bonds
ACCFA Notes

" "
1t "
1] "
1] . 1"
Treasury Notes
" L}
R.,P. External loen Bond
NIA (National Irrigation Adm,)
Treasury Notes
” ”

" LU

Certificete of Indebtedness
PW & ED Bonds

NAWASA . "
NPC " (non-supported)
NAWASA :

R.P, Replacement Bonds"
" ” ”

NIA Bonds

Land Bank Capital Bonds

Treasury Notes
" "

1965 - 1970

- Maturity in Years

30
30
40

WuuiNwnmuL N

U

Lol SO SNV}

1/2
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Interest Rate’

Lol
’

NCDHN\I\IN\INOMUIJ-‘OU\NUWUNNUU!#

. 10
11

-

Source:- Annual Reports, Securities Market Department, C,B.

1/2
1/2

1/2

1/2

1/2
1/4

3/4
3/4
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Table III.5

End of the Quarter Average Yield on Treasury Bills
and Bancom Bills, 1966-1970

TREASURY BILLS

End of the
Month Rete 49 91 182 273 Bancom Rate
1966
3 6.8
6 6.5
9 6.5 1.7
1 1967
o 3 5.6 6.9
o 6 6.9 6.8 12.6
1 9 6.1 7.2 11.0
i 12 6.4 7.8 11.7
1 1968
| 3 6.6 7.3
: 6 6.4 8.9 13.6
9 6.2 8.4 14.4
12 6.7 7.3 13.8
N 1969
§ ~ _
3 3 7.6 7.1 13.9
. 6 7.7 11.3 14.8
. 9 8.8 11.3 13.6
g 12 8.1 6.9 7.9 12,5
+
1970 1
3 9.9 11.¢ 12,6 12.9 14.0
6 14.1 14.2 14.9 15.7 16,2
9 10.3 11.2 11.8 11.9 15.9
12 12.9 14.3 14.7 14.8 15.7
Source: Philippine Financial Statistics, Centrel Bank, 1970,




a “ -
= .H.ms.m. I11.6
m Assets and Liabilities of Benking Institut
. 1950, 1960, 1970 (in Millions of Pesos
Cash Due .~ Due
Checks from From . CLA and
and other Central. Other Loans & Unmatured
+ Assets Cash Sums Bank Banks Discounts Overdrafts Export Bills
womo 1,334 52.3 200.8  200.8 473.5 185.6 71.8
pmoo 3,109.2 83:5 174.0  159.9  1,568.7 511.7 266.7
970 18,609.2  687.1 1,252.1 508.6  9,802.3 1,161,6 1,621.9
% of
Distribution
wcuo 100.0 3.9 15.0 15,0 35.5 13.9 5.4
pwww ‘ 100.0 2,7 5.6 5.1 50. 5 16.4 8.6
100.0 4,7 6.7 2.7 52.7 6.2 8.7
Total Demand Savings : Due to Managers Dividends Bills
Liabilities Deposits  Deposit Deposit Banks Checks Paysble Payable
1950 1,3354  °  s566.9 255.4 40.1 86.7 6.5 .1 10.¢
1960 3,109.2 775.8 797.6 244 4 43.8 20.9 .2 134.1
1970 18,609.2 2,465.7  4,768.3  1,560.5 642.8 144,9 - 2,451.3
% of
Distribution
1950 100.0 42,5 19.1 3.0 6.5 .5 - .8
1960 100.0 25,0 25.7 7.8 1.4 .8 - 4.3
~1970 100.0 13.3 25.6 8.4 3.5 .8 - 13.2
Source: Central Bank of the Philippines Statistical Bulletin, Dec. 1970, Tables 47-52. The 1!
were obtained directly from unpublished financial statements of the Development Bank ¢
development banks wes not in effect then and the data are from thig,bank only. All cc
are classified as banking institutions. o AR

T R - o




;iPrivate commercial banks
f Private Savings banks

1 Rural Banks

[N

: Development Banks
Philippine National Bank

Total

. Private Commerciai Banks
Private Savings 3anks
' Rura] Banks
Devel."gpment Banks
Philipéine National Bank
°  Total

Source: Table III.5;

and Centrel Bank Statistical Bulletin, Dee., 1970,
loans granted. .
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Table III.7

Distribution of Assets and Loans
by Type of Banks, 1960, 1969

Total Assets

1960 : 1969
(In Million (In Milldon
Pesos) % Distribution Pesos) % Distribution
1,499.2 ' 48 8,294,3 52
71.6 2 576.2 4
76.3 3 499,2 3
624.,5 20 2,833.8 .18
£3,109.2 100 $15,958.9 100
. Total Losns Granted .
1960 1969
(In Million (In Million '
Pesos) % Distribution Pesos) % Distribution
2,331.5 , 74 13,973.2 83
25.0 . 1 105,7 1
139.2 4 421.9 3
154,6 5 598.7 4
517.6 16 1,704,0 10
P3,167.9 100 P16,803.5 100 .

7

unpublished financial ‘statements of Philippine National Bank;q

Table 16, 27, 38, 41 for
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Year
1950
1951
1952
1953
1954
1955

1956

1966
1967
19683

1969

All Benks

116
123
128
175
200
226
251
290
308
331
380
437
520
608

663

Table III.8

Number of Banks, by Type: 1950-1969

Commercial Banks
108
114
118
134
138
140
126
130
133
137
155
220
249
301
338
368
447
508
583
606

Development Banks
4
4

11
11
12
16
21
30)
36
40

42

Source: Central Bank Annual Report. Annual seriés.

Savings Bank
3
4
4
16
27
38
38
42
42
42
43

5
10
14
15
24
29
35
39
48

III.32

Rural Banks

18
26
38
75
106
120
135
160
181
224
252
283
309 1
338
369
411

446~
July



Table III.9

Financing of Gross Domestic Investment, 1960-69
, (In Million of Pesos)

.+ 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969

Internal Financing

Corporate 929 993 1425 1718 2033 2139 2391 3077 3444 3796
Residential -1482 - - -36 -157  -509 -1474 -2486 ~-3261 -
Externel Financing .
“Capital Market a/ 273 377 345 437 450 490 587 628 758 731
Long-term Loans- 1600 1812 1850 1393 1419 1452 1708 2442 2517 2855
oo<oﬁssmwn Invest- _ ; : ,
ments=- 78 - - 79 56 66 74 104 134 122
Foreign Capital
Inflow 342 301 - 302 - 176 625 1020 1719 2210 2714 -

Gross Domestic . ,
Capital Formation 1740 2688 3082 3767 4426 4658 5005 5975 6306 6307

Per Centage Distribution

Internal Financing

Corporate 53.4 36.9 46.2  45.6 45,9 45,9 47.8 51.5 54.6 60.2

Residual -82.2 - - -1.0 -3.6 -10.9 -29,5 -31.6  -51.7 -
External Financing ’ _ .

cov»now,xunwmnn\ 15.7  14.0 11.2 11.6 10.2 - 10,5 11.7 10.5 12.0 11.6 -
Long-term Loan= 92.0 67.4 60.0 37.0 32,1 31.2 34,1 40,9 39.9 45.3
no<mn=smwn:H=<mmn-. . _ _ _ . .
ments=~ a 4.5 - - 2.1 1.3 1.4 1.5 1.7 2,1 1.9
. Foreign Capital , -
Inflow 19.6 11.1 9.8 4,7 14,2 21.9 34.3 37.0 43,0 ‘-

Gross Domestic

Capital Formation
MN Long-term Loens are assumed to all go into investment,
b/ Total Investment Outlay

SOURCES: Central Bank Statistical Bulletin, Dec. 1970 e
"National Income Accounts,” Statisticel Reporter (NEC)
GAO Annual Report Series 1960-1569
Central Bank Annual Report Series 1960-1969
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CHAPTER IV

QUANTITATIVE MONETARY CONTROL IN THE PHILIPPINES

‘/in this Chapter, alternative money supply functions are derived for
the Philippimnes. ‘K/mdney:supply function relates the nominal money supply
to policjvééntrolled variables., V?;ese variables are selected from policy
instruments that were actually used in the Philippines. The way each
instrument works would depend, to a‘large extent, on the structure of the
financial market and on other credit measures that are already in use.-'
Since the instruments are’used in an entirely different way (though they
are called by the same terms), the.money supply function will have a
different argument from that of the money supply function in other countries.
The institqtional setup in which they are applied is also likely to affect
their impact. The preceding Chapter described some of the more important
credit measures that the Philip@ine Central Bank has adopted. The relevant
quantitative measures are identified for this Chapter. It might be helpful
to contrast the‘money'Supply function of the-UniEgd States with that of tbe
Philippines for this will deﬁonstrate the difference in the application of

§ the control variables.

.
-

=

‘f:.the United States, the maiﬁ control variables are changes in
’ reserve requirement, open market operations and changes in discount rate. K
Tg;se control variables détermine the supply of money indirectly; their
immediate impact is on the reserve portfolio of commercial banks.

Banks usually keep a desired level of excess reserves and a portfolio of

secondary reserves. The discount window may also be regarded as a

source of reserves. The choice of the form of reserve to be used to meet
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changes in‘demand for credit would naturally depend on the relative cost of
the alternative reserve sources. 'Severél major econometric works on the
money market have been done since the middle 1960's which consistently
confirmed the“;ortfolio behavior of banks with respect to their holdings
of excess reserves and of government securities, and their borrowing from
' the Federal Reserve System. Works by dc L;cuwz; tcigs, Goldfild, rnd Hendershott,
sce refcrence,among others, show ¥ he sensitivity of excéss resertves to the
treasury bill rate and the discount rate, the relative cost of alternative

=

reserve forms. Hendershott obtained the following money functions which are

: s ~ 1
based on an adjustment model of desired excess reserves.

ORE = -.065 + 156 rdis - .151 rtb - .337 Rf-,
- (.062) (.050) (.0u4)
i
+ .4728Rue - .0B836ACL + ] a,S;
(.053) (.0137)  i=1
R? = .858 S.e. = .086 DW = 1,870
L . . RE- ,
AD = .060 Lo 151 PdS o o ZEB 533 L .
9 (.061) ¢ (0.49) T (.ous) ¢
. 4 S,
+ 530 BRUe . oeer AL 4 ] .=
q qa ;5 ia
i (.051) (.0131)
% i 2
H R = .919 s.e. = ,793 DW= 1,875




where Rf is excess reserves, Rf*is.desired excess peserves; Rue is unborrowed
reserves, CL are commercial bank Yoans, r-is is discount rate, and r+b is the
Treasury Bill rate.

The validity of these functions follows from the instruments that
were used by the‘Federal Reserve System.N’Open market operations in
Treasury Bil%é is an effective way qf changing the level of reserves of
banks. \%hgre'is a large volume of outstanding government bonds of both
long and short maturities.w/fhere is also a'large volume of private securities
which are substitutes for'goverﬁment issues. yChanges in interest rates
arising from open market operations will have their impact on the portfolio
of close subéiitute reserves and .financial assets; and coﬁversely, bank
pertfolio of gc!erhmént securities and excess reserves will be sensitive to
changes in the discount ratec,

/The control variables used in the Philippines are quite different.

<A normal market for Treasury Bills and other government securities does

not exist. <This market is described in the preceding Chapter. There are

®o day to day open market transactions. . Instead, the Central Bank markets

*
@

'government.sécurities at discrete.time intervals. (CShgress gives the
}Central Bank the responsibility to market governmentvissues which are
legiélated for special purpéses). So far, most issues are of longer

term maturities though there has been an excess demand for short term

'bills as evidenced by the over-subscription of each float. _The size of

over-subscription ranged from two times to five times each float over
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the past five years.?-(lt miéht'be argued that yield on Treasury Bill is
made artificially high by ratiohing these bills while the yieldsvonllonger
term government bonds are pegged at their stat4 rates.  These rates #ire
below the yield on equivalent securi_ties3 and much lower than the‘yield on
Treasury Bills;xAPlease see Tables 3 and 4 of Chapter III. /It is not
valld therefore, to talk of open maket operations in the Phlllpplnes, and
to use the Treasury Bill rate as an explanatory varlable in the money
supply function,

(‘The discount instrument also works differently. ,The discount rate
is not changed frequently as a means of cdntrbliing the borrowing of com-
mercial banks. .We find, instead, atgredual upward trend in the discount
eete whieﬁ seems to correspond to the upwerd trend ih»allvmominal rates
9f-interest--deposit‘rates, loan rates, government'bond rates. Since a .
fairly wide margin is allowed between the discoust rate and the loan
rate, and this ma:gin.has remained fairly constant over time, banks are
quite passive with regards to changes in discount rates.-,Tﬁe margin
of profit allowed tends to make the demand for borrowing from the Central

" Bank infinitely elastlc.z/In this case, the level borrowed is determlned
iirnly by what the Central Bank decides to lend to the banking system.
Hfhls should not be confused with the right of banks to discount as
dlscussed in Chapter III. The ruIes of discounting and the speed in

which loans are discounted remain the prerogative of the Central Bank.

.

iy,
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A third aspect of Philippine monetary control is the predominance of
government financial institutions wﬁose activities are mcmse directly controiQ
led by the Central Bank. Changes in loans granted by thésg banks are expected‘
to foliqw closely the Monetary Board's degision on credit ease cpr tightness,
rathervthan in response to the more traditional control variables. Hence
we may expect that changes in money supply will be directly determined
partly by changes in bank lending,

Almost 90 percent of oufstanding government securities are held by
bankiﬁgﬂinstituiions,rincluding the Central Bank. Since a large portion
~4(kabou't: 75% in 1970) of required reserves can be held in the form of govern-
ment securities, open ma market operations may not necessarily result in .
changes in :esgrves. There may only be a change in reserve compositioﬂ.

The expansionary effect of any increase in outstanding Qovernment debts
would result mainly.from deficit’financing, not from changes in resérve
compoéition. Given the above pecular;ties of the Philippine monetary

set-up and the way the instruments are used, the following money ;upply

. functions are posited:

, } R ,RD , CL _" '
Fi
* _ R ,RD ,CL ,G
AMi-f(AE,A—-d-,A—E,Aq) (2)

vhere DD is demand deposit, Ml is money supply, R is reserve, RD is
rediscounted leans or borrowing from the Central Bank, CL is total

_loans granted by banking institutions, G is current govermment dis-

bursements and q is the reserve requircment.
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The reserve.portfolio function and the money supply function tested
for the United States by Hendersﬁott and de Leeuw are also tried on
Philipping data. Two sets of data were used, monthly and quarterly. The
results are given in Table IV.l. | 7 4

In the first set of equations using monthly data, l.a and 1l.b, only
unborrowed reserves give consistenfly significantvcoefficients and which
have the expécted sign. The coefficients of the other three indépendent
variables-~discount rate, excess reserves, lagged one month, and bank
loans~~either have the wréng signs or are not significant. In the excess
reserve‘function,.the coefficient of the discount rate is significant at
15 percent level and has the correct sign. Changes in bank loans are
not a significant explanatory variable in either the demand for excess
reserves or invthe supply of méney function.

In the regressiqsusing quarterlyldata the discount rate is not
found to beisighificant explanatory variéﬁle in either excess reserve
equation or money supply functions. As in the first set of equations,
unborrowed reserves explained consistently well the behavior of excess
reserves and the suﬁply of money. Changes in bank loans determined

-

**significantly changes in éxcess reserves but they failed to explain changes

in demand deposits. A comparison of equations l.a. and 2.a, would seem
H to indicate a faster adjustment of excess reserves to desired level as
shown by the better results obtained by using monthly data over those
obtained from quarterty data. However, changes in the supply of money

seem’ to take a longer time to respond to changes in reserves as implied

by the better results obtained in the money supply function using

s




Table 1¥,] .

One Stage Rggpession Equatlons on ) Demand for Excess Reserves
and § _gpply of Money Functions

Monthly Changes, January 1961- June 1971 : ‘ R?  DW
ARE = 11.090 + 41.029 rdis -.333 RE-; + .172 ARU + .033 AcL, . .35 © 2,08
(2.12) (1.58) (-4.84) (5.14) (1.17)
23-6 78081 027 ‘2.25
ADD = -7.437 + .012 rdis + +066 RE _ , + .017 A RU + .006 A CL + . 105 2.4y
- q q o q q
(.56) (1.86) (.529) (1.72) (.75) .

c26 023 —.00.‘4- 003

Quarterly changes, January 1961-June.l19%d

ORE = -4.836 - 16.212 rdis + .251 RE_'+.235 ARU -,174 ACL .73 2,27
(=651)  (-.u8) (2.28)  (4.56)  (=4.57)
.73 -4,51 .23 2,80
§
i | |
ADD = -10.357 + .009 rdis + .118 A RE _ , + .O4L ARU + .007 ACL .50 2.21
? - q . a f
(.483)  (.907)" (3.48) . (2.48) (.58) : '
32 .1 -.02 .08

RE is excess reserves, DD is demand deposits, rdis is rediscount rate, RU is ‘un-
borrowed reserves and CL is total bank loans, q is the peserve requirement,_

The figures in parenthesis are the t-StatlSthS and those below them are the
~ elasticities at the mean. :
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duarterly data. '

These results are to be cohpared to the money supply function
adapted to monetary contfol instruments used in the Philippines.

Alternative forms of reserves--excess reserves, unborrowed
reserves and total available reserves--were each used as an explanatory
variable in the money supply function., The tesf of equations (1) and
(2) are given in Table IV.2 below. We find.that -among these forms of
reserves, total available resefves gave the best results. In all cases,
the coefficient of the rediscount rate was not significant. Neither
was the coefficient of commercial loans significant. The latter regres-
sion resultsrefute- our hypothesis that government bankg: lending are
directly controlled by the Monefary Board. It would seem that fhé
Monetary Board exercises the same type of‘control over government banks
as over private banks. |

' Government expenditures are a significant explanatory variable

of mone& supply; The strong but nega%ive relationship between changes
in money supply and éhanges_in government expenditures can probably be

explaineé by the close cooperation between fiscal and monetary authoriti

g It might be speculated that when large government disbursements are

*
L

" anticipated, they are deliberately counter-acted by a reduction in money

supply. This fact could be viewed as a lack of accord between fiscal
and monetary authorities but in a situation where strong political
pressure for deficit financing is often times exerted, compensatory mone

policy becomes an important stabilization strategy.

w.8

esS.

tary
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Table IV.2

One Stage Regression Equations on Supply of Money Functions

Quarterly ‘ , : ‘ R2 | DWW,
| ADD = 42,992 + .137 ARA + .002 ARD - 13.319 rdis - .079 4G .55 1.61
1 : q QT Q
t ‘
| ; (3.59)  (5.20) (.105) (.207) (-3.24)
' .086 -.002 o -.07
ADD = 47.837 + .126 ARE -.002 BRD -3.188 rdis -.084 A G .40 1.61
a - q : q
(3.46) (3.59)  (-.09)  (-.04) (-2.27)
-.05 -+003 -.01 -.07
AM = 78,627 + .189 ARq + .039 ARD - 73,951 rdis - .123 AG 42 1.69
q q q
(3.80)  (i.14)  (1.03) (-.864) (-2.93)
1 .07 .02 -.13 -.06
b [
3 4 4 = 85,183 + ,171 ARE + .032 ARD - 59,370 rdis - .130 4G .30 1.74
E @) (2. (T7) (-.49) (-2.77)
~.04 .02 -.10 | 1

DD is demand deposits, RE is excess reserves, M is currency and demand deposits
RA is available reserves, RD is rediscounted loans on borrcwing from the Central
Bank, G is govermment current disbursements, rdis is the rediscount rate, q is-
the reserve ‘requirement.

The figures in parehthesis are the t-statisties and those below them are the
elasticities at the mean.

&
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B. Impact of Quantitative Monetary Policy on the Economy

\//;either the Keynesian nor the Fisherian model applies well to the

Philippine economy. Vf; the Keynesian model, changes in rfioney supply has

. i ~ XN‘N
a direct impact on the rate of interest through disturbances created in
the desired portfolio of assets of wealth holder,. The wealth holders
adjusts his portfolio to the change in the supply.of one asset; money.
The real impact on the economy depends on the interest elasticity of
expenditures. In the Fisherian model, changes in money supply directly
affect expenditures. Changes in the level of expenditures,iin turn, /

determine the new price'levels and the rate of interest.ZSIn the Philippines,
however, thereaére'int;;est_regulations which prevent interest rates to
fluctuate freely. Changes“in monéy supply are more directly felt in changes
in expénditures. How much these, in turn, result in changes in real income
would de§end on fhe nature of unémplbymenf. It is expected that though /
there is substantial Unemployment of résourceg, changes in the leve; of j
expenditures would be partly feflectedAin changes in'price level,

y/k recently developed macro-economic model of the Philippines shows

rquite well the impact of monetary policy in real income and the price

§§vel.. The basic model is given in equations (3) to (5) below. These

constitute a simultaneous System of equations in Y,N, and P, given

i,
AN

exogeneous values of K, W, Z.

Y = -2443,5 + .9500N + .1994K R% = .99 (3)
(4.18)  (4.30)

Cor L Ry

N = 4112.8 + .5877Y + 13.11P -2.5618 R = .99 ()
(16.62) (2.29) (-4.46)- ’

P = 85.37 - .0043Y + .0423Z - R%= .98 (5)

(-7.71) (18.22)
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GNP at 1955 prices, in million of pesos.

N = average of the May and Octgber employment survey figures,
in thousands.

P = implicit pelce index for GNP, Pl955 = 100.

K = capital stock at 1955 prices at beginning of year, in

million pesos.

=
11}

annual money wage rate.
Z = average of end-éf—monthhmoney supply, October to September.
The figures in parenthesis are the t values.

Given the above model, the reduced form equations are given below.

Y = 5249.6 + .4066K - 5,009W + 1.084Z ()
N = 8021.9 + .2161K - 5.223%W + 1,130Z ' (7)
P = 62.849 + .0017K - .0215y + .03762 (8)

The imﬁact of. monetary policy on real income, employment apd price
level may be inferred from the coefficients of money supply in the above
equations. "A P100 million increase in the money supply raises output
by P108 million and employment by 113 thousand, ‘But it also inereases
. the price level by about 4 index points."“Equation (6) is interesting,
in the sense that it reflects an aspect of underdevelopmeht. A reduction
in the level of income produces some inflationary pressure. Not infrequent-'i
1y, crop failure due to bad.climate conditions produced inflationary pressure.
The draught in 1969 to 1970, and the successive typhoons in 1971 partly
explain the inflation in the last two years. Increases in money supply
have averaged about ?106 million per year except during the years im-

mediately following the 1962 devaluation and during the last two presidential
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electioﬁ years. It might be said that except forlthese years, quantitative
monetary policy has been fairly éonservative. To some extent, the first .
Governor of the Central Bank ésfablished a conservative mqnetéry policy.S
He was almost obsessed with countering inflationary policy aven during
years when prices were goiﬁg down. In the first few years of central
banking in the Philippines thchvcoincided with post-wér reconstruction,
prices were high in comparison to the pre-war levels but there was
no inflationary pressure. This conservatlve tradition mlght be breaking

down as shown by the much larger increases in money supply in recent

years. But this statement is still highly speculative.

o
We described in this Chapter, some important features of monetary

control instruments that were used in the Philippines., It is seen that

of : :
mainly becauseAtaé interest regulations, including the interest policy

on government debts, the traditional tools of policy which work through

the portfolio behavior of banks are not applicablc here. Instead,

ggﬁtggmgpts that directly determine the level of rei§§ves are used.

" These are changes i resgrve‘yéq;irement and changes in bank bofrowing
froﬁ the Central Bank. lloney sBupply is determined by avaiiable reserves 1
and by borrowed reserves. The cost of alternative sources of reserves- 7
diseount rate and treasury bill rate are not significant explanatory Qﬁ;ﬂ\

variables of money supply.
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The impact of quantitative monetary policy is described throggh the
relevant equations from a macro-c¢conomic modgl of the Philippines. It is &
to be noted that the money supply functions given are based on monthly and
quarterly data but the equations in the mécro model use annual aata. Most
of the income and expenditure variables are available only in annual series.
(i) The major concern of quantitative monetary policy isrstabilization,

whereas that of selected credit and exchange policy is ecorgmic development.
It is reasonable to state that until about 1968 the ;onduct of quantitative
monetary policy had been quite conserva‘tive.6 We chose the cut-off period
of 1968 when very large incﬁeases in money supply are observed. Except for
the strong inflationary pressure experienced during the period of devaluation
in 1962-63, the rate of inflation rajiged between -5.3 to 13,1 from 1949 to 1968.
The recent inflation from 1969 to 1971 is partly due to the devaluation in
1971, the crop failure from 1969-1971, and inflationary finance of thé 197Q

elections. It is hard to say whether all three forces will occur simultaneously

again.

res

9

,\ T



Table IV.3 . V.14 '
' $

Commerciel Bank Reserves, Holding of Government Securities and L
Borrowing from the Central Benk 1950-1970 -
A (in Millions of Pesos)_. .,
. e - 5n '!‘“\3)( ’
— . (v\“‘\ Lhdo s N %“LS ‘
(1) (2) (3) (&) (5)
Central Bank Loans Holding - Proportion
Total Required Excess and Advances to of Govt, To Total Reserves

Reserves Reserves Reserves Comaercial Banks  Securities (3)/(1) (4)/(1) (5)/(1

1950 244 116 129 10 - .53 .04

1 116 97 19 42 - .16 .36

2 148 108 40 46 - .27 .31

3 148 114 34 19 - .23 .13

4 166 118 48 63 - .29 .38

5 189 137 52 13 . - .28 .07

6 234 162 73 96 - .31 W41
7 202 160 42 81 " 101 .40 .40 .50
8 325 170 155, 102 e 90 .48 .31 .28
9 297 253 43 135 85 .14 .45 .29
1960 251 197 54 81 106 .22 32 . 42
1 310 229 - 81 328 412 .26 1.06 1.33
2 405 314 91 187 - 345 .22 .16 .85
3 460 397 63 218 429 .14 - 47 .93
4 450 384 65 417 ' 379 .14 .93 .84
5 465 402 64 514 451 .14 1.11 <97
6 507 377 127 629 644 .25 1.24 1.27
7 856 765 91. 1,147 873 .11 1.34 1.02
8 1,041 962 79 . 1,345 ' 955 .08 1.29 1.29
9 1,295 1,110 186 1,444 1,398 .14 1.12 1.08
11970 1,639 1,516 123 921 1,141 .08 .56 .70

j Sourcei T. &, p. 31, T. 7, p. 37, T. 84, p. 251, Central Benk Statistical Bulletin,
» Dec, 1970. '
1



Footnotes for Chhpter I:

1
The finsancial infrestructure includes (&) the currency system,

(b) the cential bank, (c) the commercial banking system, (d) other
finencial intermediaries, such as savingc banks, developrient banks and
insurance compan;es and (e) the direct securities market, which in-
cludes the stock exchange and a government bond market.

2 '
See Korean, Philippine, Brazil end other Latin American financial

policies,

3

Miranda, Gregorios, Essentisls of Mobey, Credit, and Banking,
R.M, Gaicier Publishing House, Manila, 1967; R. Hooley, article on

‘monetary policy in the Philippines in Sicet, et. eal., Economics and

Development, University of the Philippines Press.

Footnotes for Chapter II:

1
Cuaderno, Miguel, Guideposts to Economic Stability and Progress,

Centrel Bank of the Philippines, 1955, p. 168.

2 o , ,
Cuaderno,  Sr. M., Central Bank of the Philippines (A Monograph),

Central Bank of the Philippines, Manila, June 1949, p. 5-6.

3 ,
Grove, David and Exter, John, "“The Philippine Central Bank Act",

Federsl Reserve Bulletin, Vol. 34, August 1948, p. 938.




Footnotes to Chapter II continued:

4
Nevin, Edward, Capital Funds in Underdeveloped Economies,

MacMillan, London, 1961, p. 8-13; Grove, Devid and Exter, John,

~op.cit., p. 940-941; Dreke, P, J., ?inancial Development in Maleya

and. Singapore, Australian National University Press, 1969, p. 54-63.

5
Grove, Devid L. end Exter, John, op.cit., p. 940-941,

6 ,
Cuaderno, Sr. Miguel, Problems of Economic Development (The

Philippinesg~-A Case Study), 1960, p. 11-12,
7
Nevin, op.cit., p. 7.

8 .
Cuaderno, Sr. M., Central Bank of the Philippines, p. 76.

9 ,
A. A, Castro, "Import Substitution and Export Promotion,"

IEDR Discussion Paper No. 69-10; and J. J, Power and G, P. Sicat,

"Industrialization in the Philippines" IEDR Discussion Paper No. 70-11,

Footnote for Chapter III:

1
An unpublished study of the Inter-Agency Committee on the Study

of Interest Rate, transmitted to the National Economic Council on

i,

March 12, 1971 gives the following rates of interest:



Fociaotes to Chapter TIT continued

Statutory Rates Effective Rates
Percent Per Annum Percént Per Annum

Commercial banks 9-14 12,18-16.78
Rural banks 12-14 15-18
Development banks 12 , 15
Investment banks - 9-12 , 13-15
Government financed : _ ,

institutions : ' 9-12 ' 14-16
Insurence firms 12-14 60-400
Unregulated markets ‘
Commercial paper* 9.75-11.75
Government securities:* .

Short-term bills , 10-14 ‘ ' 16-18

Medium-term notes 7-10

Long~term bonds 7

*

If the paper or bond is 3old at less than par value, the
effective rate will be higher than the stated rater. For example
@ bond with par value of P100 and stated rate of 107 if sold at say
P90 will have an effective rate of b2 LU il 17

. - wo . Cl

Source: see p. 17 of the study.

These rates are based on a selected sample of banks. Due to the

Usury Law, it is not feasible to calcﬁl;te the effective rate of interest
é on loans. We coula infer from some merketvrhtes, though, that the equi-

librium interest rates are higher than ceiling rates, For instance,
market determined bill rates averaged about 14 percent in 1971. This
could be compared to deposit rate of about 6 percent in the same year,
and to the Usufy ceiliﬁg.

It gshould be noted that the figures on loen rete given above
reflect only one form of circumvention ;f the Usury Law, Interest loans

is usually collected when the loan is released rather than at maturity,

The effective rate, T, would be equal to the stated rate, rs/(l-rs).
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Footnotes to Chapter III continued:

2 .
Circulars Number 163 in 1964, 215 in 1965, 253 in 1967 end 297

1970 allows 32%, 90%, 50% end 75%, respéctively of reserves to be held in
cash and government bonds. ‘ |

3 | a |
‘Their studies on trade and credit policies and the resulting

factor bias are summarized in their book, Power, Sicat and Mo Huan Hsing,

The Philippines and Taiwan, Oxford University Press, 1971.

4 .
Williamson, J,G., Quarterly Journal of-Economics, 85, No. 1,

February, 1971, Table II, p. 52.

5
Chapters I-IV were written while the author was a visiting fellow

Yale University. Unfortunately, time and datq constraints did not permit
the completion of the empirical work suggested.in the Chapter. This part
of the study will be continued in the Philippines.

PR |
The Office of Monetary Board Member Ceser Zalameas is currently

studying monopoly and bank-business interlocking directorate. Evidence
points to presence of interlockiﬁg directorate between banks and business.

7
Please see the studies of A. Chandavarkar, "Some Aspects of Interest

Rate Policies in Less Developed Economies: The Experience of Selected i'

Asian Countries," IMF Staff Papers, Vol. XVIII; and Kanesa-Thasan,

"Stabilizing an Economy-~A Study of the Republic of Korea", IMF Staff
Papers, Vol. XVI.

'8
Please see the paper of Simonsen, M,H,, "Inflation of Brazil,

University of California Press, Berkeley and Los Angeles,'1969, p. 133-161.




Footnotes to Chapter III continued:

9
See Table 19, p. 55 of Central Benk Statistical Bulletin, 1971, The

proportion of secured loans granted by cdmmercial banks ranged ffom 18
percent in 1960 to 38 percent in 1969. There is & definite upward trend
in the proportion of secured loans to total loans. 1In & masters thesis
‘submitted to.the Departuent of Economics, University of the Philippines,
Virgilio Velasco showed that the main lending criterion of the Deve10pmént
Bank of the Philipﬁiﬁes is the value of collateral. This could be said of

rural banks also.

Footnotes for Chapter IV:

1
P.H, Hendershott end De Leeuw, Frenk, "Free Reserves, Interest

Rates, and Deposits, A Synthesis," The Journal of Finance, 1971, pp.599-
613.

Their basic equetions are as follows:

ARE. = A(Rf* - RE_,) + a,4Rue - o, aCL. (1.1)

) * = : 3 - ] -

RE*, By + Bzrd1s _Bzrdxs Bsrtb (1.2)
Employing the basic reserve identity

Ru = Rf + Rr = Rf + gD (1.4) 7

ARu aRf + qaD + D_, aq . (1.4)

ARue = Ru - D_,8q¢ = Rf + qaD (1.5)

where Ru 1is total reserves, Rr is required reserves, q is reserve
requirement and D is demand deposits.
The variable Rue is the sum of Ru end reserves liberated by

changes in required reserves -D_iAq.




P i b i o

Footnotes for Chaﬁter IV continued:

The deposit change equation is to be derived from above as

s Rf :
A8, rgls + B4 -1, (1-a1)4R“e- s o AL

q 1q

= - L
aD = -A8y o

2
Treasury Bills were first issued in 1966. 167%, 137 end 317 of

outstanding debts were short-term or of less than one year maturities in
1950, 1960, 1970, respectively. Central Bank Statistical Bulletin, 1971,
T. 86, p. 253.

3. : i
Yield on bonds underwritten by Private Development Corporation and

the Bancom Corporation. The two largest investment companies in the
Philippines averaged about 12% per yeer. See their Annual Reports.

4
Encarnacion, J., Mariano, R., and Bautista, R., "A Meacro-Economic

Model of the Philippines, 1950-1969," University of the Philippines,
IEDR Discussion Paper No., 71-11, 1971,

5
Cuaderno, Sr., Miguel, Problems of Economic Development (The

philippines-~A Case Study), 1960, p. 11-12,

6
There were only two years when the wholesele price index increased

by more than 10 index points from 1909 to 1968. A number of years

showed active changes in the price index. !
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