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ERBATA

p. b - first para.:
(i) "As the stock of primary securities assumes its balanced
relationshipg .. ." should read "Ag the stock of primary ?
securities assumes its balanced relationship..."

(if) "..., firms' interest payments increases, ..." should
read "..., {irins' interest payments increase, ..."

(iii) ... through time until it closely acdjusts itself to its
- long-run, balanced relationships...” should read
"... through time until it closely adjusts itself to its
long-run, balanced relationship..."

p. 6 - footnote 5 continued:

"..., where t is time". Insert: B* is number of new primary
securities Issued, each security paying ¥1 of interest per
period, B is number of primary securities outstanding, each
paying #l of interest per period, i is the rate of interest, p is
the commodity price level, and Y is real national income.

p. 17 - second para.:
"Long-term financing considerably retrogressed..." should read
"Long-term direct financing considerably retrogressed..."



FINANCIAL GROWTH AND ECONOMIC DEVELOPMENT:

THE PHILIPPINES#

The financial aspects of eccnomic development nave
been discussed by Professors John G. Gurley and Edward
5. Sﬁaw.l The present study draws on their contributions
for the purpose of explaining the growth of debt, finan-
cial assets, and financial institutions in the Philippines

over the last decade and a half.

The first section presents briefly some concepts and
definitions. The second and third discuss the growth of
primary securities and the development of financizl inter-
mediation., In the final section, the contours of Philippine
financial development are summarized and suggestions for

further rescearch offered.

#This paper was based on a master's thesis in economics
submitted to the Department of Economics, University of the
Philippines in May, 1966. & U.P. Eccnomics fellowship financed
the author's graduate studies. The author is likewise indebted
toc Dr. Richard W. Hooley for his rocle as adviser and for the
data on primary securities cutstanding. Errors are entirely
the author's.

1John 6. Gurley and Edward S. Shaw, Money in a Theory
of Finance (Washington: The Brockings Instituticn, 1960);
"Financial Aspects of Bconomic Development," American Eco-
nomic Review, XVV (September, 1955), 515-38; [ Financial
Intermediaries and the Saving-Investment Process," Journal




1
¥ Financial assets accumulate during economic development,
These assets are term=d "primary securities" if issued by
non-financial spending“units and "indirect securities" if

issued by financizl intermediaries.

Primary sccurities

Y Primary securities are liabilities and eguities of the
nan-finanecial seetovrs, i.e., government, businesss, dindividual,
and féreién. These sectors transact primarily in markets for
current autput,-capital stock,; and ldbor. They issue govern-
ment bonds and stocks, corporate bonds and stocks, household

mortgages, foreipgn securities, and = variety of short-, medium-,

and long-term debt.

Dpa{hg any pericd along economic development, primary
security issues of firms are egual to increments in financial
assets of households.? Primary issues are equal to firms'

budget deficit; increments in financial assets to househeolds!

of Finance, XI (May, 1956), 257-76; and "The Growth of Debt
and Mconey in the United States, 1800-1250: A Suggested Inter-
pretation," Review of Economics and Statistiecs, XEXIX (August,
1957), 250-62. For applications of this theory to other coun-
tries, see David 0Ott, ¥Ffhe Financial Development of Japan,
1878-1958," Journzl of Political Bconomy, LXIX (April, 1961),
122-41; Robert Bennett, The Financial Sector and Economic
Development: The Mexican Case, 1945-59 (Baltimore: Jochms
Hopkins Press, 1965); and J.G. Gurley, Hugh T. Patrick, and
E.5. Shaw, *he Financiasl Stricture of Korea (Koprea: USOH,

July 24, 1965, mimeoc.).

2&ssuming that firms do not scquire financizl assets and



budget surplus.3 Deficits (or surpluses) depend on the
distribution of spending relative to the distribution of
income between sectors of the economy. If these distri-
butiocns dre similar, all ssctors have balanced budgets on
income and product account; there is no specializaticn
between sectors in raceiviné and spending income and,

hence, mo growth in primary securities and financial assets.

1# these distributions are dissimilap, there is speciali-

zation in the sense of some sectors having budget déficits

and otherssurpluses; there is financial growth. A5 these

distributions increasingly differ, financial growth is

accelerated.”

Therse are & number of factors which lie behind sec-
toral Income and spending distributions. .4Jhigher rate of
cutput growth raises firms' net investments relative to
their net savingiy the ratio of deficits to iocome incredsesy
and the issues-income vratiec is raised. L& lower output growth

rate deqgreases the issues-income ratio.

that all financial assets are acquired by the household and
financial sectors.

aTrading in existing physiecal assets is dpgnored., This
is one way to settle imbalances on income and product accocunt.



A higher capital-output ratioc raises firms' net invest-
ments relative to income, r=ises Tirms' deficits relative to
income 2nd, hence, increases the issues-income ratioc. A

lower ctapital-output ratic decresases the issues—-income ratio.

/ A higher interest rate raises the issues-income ratioc
by increasing firms' interest payments and reducing net
saving at sach lavel of ineome. A lower interest rate de-

creases the issues-income ratioc,

vﬁg;icit rotation - the rotation of deficits from one
sector to another - is not congenial to the growth of primary
securities and financiazl assets because it reduces the degree
of specialization among sectors in spending and receiving
income. When deficit rotaticn occurs, the aslgsbraic sum of
each sector's positive and negative budget imbalances over
several fiscal perieds is reduced; hence, primary issues and

financial asset accumulations arpe slowed down.

gﬁf;ed asset-debt position - a situation where a sector
holds financial assets and incurs debt - tends to increass
the issues-incomeé ratic. TFirms may issue primary securities
to cover deficits and to increase money balances. Households
may issue debt to acquire business bonds, money, or both. A&n
incr&asingly variegated structure of finaneciagl assets encou-
rages mixed asset-debt positions. Thus, some spending units
may dscide to issue debt thao to give up certain typss of
securities (e.g., money balances), and athers may decide to

acquire certain types of primary securities thap to retire



their own debt.“

Inp/early financial development, the stock of.primary
securities grows faster than national income. The small
stock of primary securities in the early stages of economic
and fimancial development implies that firms have relatively
low leveis of interest payments and deficits. As the stock
of primary securities assumes its balanced relationships
with national income in the long-run, firms' interest pay-
ments inereases, which also increasc the ratio of deficits
to income. Consequently, the issues-income ratio increases
(but at = diminishing rate) through time until it clcsely
adjusts itself to its long-rum, balanced rglationships with

the rate of growth of nationzl income.>

Indirect securities

-{f;ndiTECI securities are liabilities and equities of the
financial system, including monetary intermediaries. These
securities include currency, bank deposits, shares and bonds.
Monetary indirect securities are liabilities and equities of

monetary intermediaries (e.g., currency and bank deposits),

YEach debtor can be visualized to be facing a "disutility
function™ of debt burden. His objective is to minimize this
functicn, subject to @ set of constant externzl parameters like
income, stocks of real and financial assets, interest rates on
types of securities and assets, etc. Note that what is rele-
vant here is minimization of the net disutility function (i.e.,
gross debt function minus finmancial assets function). In =2
similar vein, each crediter can be visualized to be facing =
"ytility function" of his asset portfolio and trying to maxi-
mize pet utility (i.e., gross assets minus dabt), subject to
similar constraints.

SIn mathematical terms, d(B®/ipY)/dt > 0, d(B/ipY)
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The rest are called non-monetary indirect securities (=.g.,

savings =nd loan shares, insurance).

p{{Tha business of financial intermediaries is to serve
as "middlemen" between ultimate lenders and ultimate bor-
rowers. Financial intermcdiaries buy primsry securities
from ultimate berrowers and sell iIndirect sescurities to ul-

timate lenders.

Primary security issues may be sold teo non-finmancial
spending uanits, in which case the financing is Y"direct", oy
to financizl intermediaries, in which case the financing is
Windirecet™, 1In the first cass, ultimate lenders accumulste
primary securities; in the second, they sccumplate indirect
securities. /éha ratio of primary security issues purchased
by the financial system to total net issues of primary secu-
rities is czlled"indirect finance ratioc™. The ratic of
primary security issues purchased by the non-financial sec-
tors to total net issues of primary securitiss is called
"direct finance ratio". A high indirect finance ratio in-
dicates a2 high degree of impoptance of the financial system
as an intermediary between/ultimate lendgré and ultimate bor-

rowers.

It
This section discusses the growth of primary security

issues and stocks of primary securities outstanding. The

fdt> 0, but d2(B /ipY)/dtZ <0, d&(B/ipY)/dt2Z &0, where t
is time. See Gurley and Shaw, op. cit., 107-10,



financial data will be compared with gross national product

in beth cases.

Primary security issues and GNP

Our period runs from 1949 to 1964. Over this period,
GNP in current pricerrose by more tham 200 per cent, while
GNP in 1955 prices grew by 126 per cent, at an average annual

rate of 5.6 per cent,.

From 1950 to 19864, the annual ratio of prima;g security
issues to GNP in current prices averaged 7 per eent. The
annual ratios, however, fluctuated between 3 to 13 per cent.
To eliminate short-term fluctuations in the ratig, the years
are grouped into subpericds, each subperiod fﬁﬁgﬂly ﬁﬂenti-
fied by rates of change in real GNP; each subp&%ﬁad %pmmancas
with a high.rate of growth of rcal GNP and Eﬁd%.ﬂith a lower

one., These subpericds are 1950-54, 1955-60, and 1961-6&.
|

L
]

In terms of the subperiods, an upward tpend in theé ratic

¢
iz evident, as Table 1 shows. !

TABLE 1

PRIMARY SECURITY ISSUES AND GNP, . .
1950-1364, BY SUBPERIODS
(In millions of pesos;%)

1 (] L]
Subpericd ;, Total Net Issues® GNRD y Issues/GNPC

1950-1954 1,740.0 37,683 .0 4,6
1855-1960 3,771.0 62,382.0 6.0
1961-1964 5,396.0 64,250.0 9.3

Measured in issue prices; net of retirements.
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bpyeasured in current prices.
Ccumulated pet issues diwvided by cumulated GNP during
a subperiod,
The highest ratic, 9.3 per cent, cccurred during the
early 60s; this was due to substantizl primary security
issues of the business and individusl sector during this

periad.ﬁ

Primary securities outstanding and GNP

The increasing net issues of primsry securities through
time generated an increasing stock of primary securirties
outstanding. The same upward trend in the stock-income ratio

is observed.

Eburing the early 60s, annual primary issues of firms
and individuals were consistently twice their 1960 wvalue:
from F.6 billion in 1960 to Pl1.2 billiom in 1361, PFl.3
billion in 13962, P1.2 billion in 1963, and PL.Y% billion in
1964. For a discussion of the determinants of primary issues
cf the private dcmestic secter, see pp. 2-4., Also, see Hugh
L. Coock, "Observations on Market Structures and Hational
Economic Dewvelopment in the Philippines!', Joeurnal of Farm
Economics, XLI (August, 1959), 500-18,.




TABLE 2

PRIMARY SECURITIES OQUTSTANDING END GNP,
1949-1964
(In millions of pesos; ratios)

L4 L] ®
End of ! Securities Outstanding® ! GNPP ! Stock/GHP

1949 2,243,0 6,136.0 .3655
1950 2,681.0 6,625.0 L5046
—51951 2,907.0 7,367.0 .3945
1952 3,328.0 7,519.0 .BE26
1853 3,780.0 §,002.0 .5723
1354 3,983.0 8,170.0 LLB75
1955 4,582.0 8,687.0 5274
51956 4,974.0 9,532.0 .5218
1857 5,558.0 10,033.0 .5539
1358 6,193.0 10 ,4%64.0 .53818
1959 6,832.0 11,365.0 .600%
1350 7,754,0 12,297.0 .6305
1861 9,545,0 13,432.0 .7106
1962 11,666.0 14,972.0 L7391
~ 1963 12,280.0 17 ,145,0 .7162
1964 13,750.0 18,701.0F .7352

SMeasured in issue prices.
bMeasured in current prices.

CPreliminary.
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Primary security issues are directly financed through
'
the non-financizl sectors, or indirectly fimanced through
the financial system., This section discusses the role of

financial intermediariess from 1949 to 18564,

Direct and indirect finance

In the Philippines, there is sufficient evidence from
both stock and flow data that the financial system was the
biggest and most active buyer in the primary securities
market. The indirect finance ratio - the ratic of primary
security issues purchased by the*iinancial sector to total
primary security issues - was 47.7 per cent in 1950-54,
68,6 per cent in 1855-60, and 83.3 ﬁer cent in 1961-6L4.

Phe direct finance ratic - the ratic of primary security
issues purchased by the non-financial secters to total pri-
mary security issues - necessarily behaved in the opposite
direction; it steadily fell from 52.3 per cent in the fFipst
pericd to 3i.u peér cent in the second and, finally, to 16.7

per cent in the last., Table 3 records these trends.

The advance of financial intermediation during the
postwar pericd was steady. The counterpart of this is the
grewing share of indirect securities, eon the one hand, and
the declining share of primary securities, on the other, in
the finanecial asset portfolios of spending units, as Table &

shows .




- 31 =

TABLE 3

DIRECT AND INDIRECT FINANCE RATIOS,
1950-196%, 3Y SUBPERIODS, %

iu 112 ia _IIa

I
Subperiod ' Direct Finance Rstios ' Indirect Finance Raties
1 L

—
1550-135% 50.8 523 49 .2 47.7
1955-1360 31.7 31.4 68.3 68.6
1961-15964 L5 I6..7 Bl 5 B3.3

Unadjusted for foreign purchases of primary security
issues.

8adjusted for foreign purchases of primary security
issues.

TAZLE §

FINANCIAL ASSETS BY TYPE,
SELECTED YEARS, 1943-1964
(In millions of pesos; %)

¥ ] L]

End of 7 Total % ' Primary % ' TIndirect &
L] { ] L
1949 2,826.9  100.0 1,184.7 41.9 1,642.2 58.1
1554 4,170.7 100.0 2,069.3 U49.6 2,101.4. 50.4
1960 7,568.5 100.0 3,263.3 43,1 4,305.2 56.9
1564 12,756.9 160.0 y,372.3 34.3 B,3B4.6 ©5.7

Indirect finance and monetary intermediaries

/The major intermediary during the entive period was the
monetary system which, by our definition, issues currency and
bank deposit liabilities. The monetary system includes the

Central Bank of the Philippines, commercial banks, savings,
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rural, =nd development Danks, and the Postal Savings Bank.
The monetary system abscrbed 44 per cent of total primary
security issues during 1950-54%, 56 per cent during 1955-60,
and 74 per cent during 1961-64. The indirect finance ratios
of the non-monetary sector were 4 per cent in the first
phase, 12 per cent in the second, and 9 per cent in the
last. Apparently, some retrogression in non-meonetary inter-
mediation occurred during the early 60s. Table 5 indicates

these trsnds.

TABLE 35

INDIRECT FINARCE RATIOS BY TYPE OF INTERMEDIARY
1350-13964,
BY SUBFERIODS, §

¥ e = 118
E] L
Subperiod ! Monetary System 1 Nen-monctary Sector
L] L
1950-1954 45.4 bu 1 3.8 3.6
1955-1960 '56.2 56 .4 x Jo2 3 12,2
1961-1964 72.7 Th. 4 8.8 8.9

YUnadjusted for foreign purchases of primary security
issues.

Bidjusted for foreign purchases of primary security
issues.

‘;ﬁe steady advance of mometary intermediation was
mainly due to the active intersediation of commercial, sav-
ings, and rural banks combined. The Central Bank's inter-

mediation retrogressed during the 60s, while that of the




development banks during the late 50s. The Central Bank was
most active during the late 50s; the development banks, during

the early 50s.

The countevrpart of all these is that an dncreasing share
of monetary indirect finmancial assets found their way into
spending units' portfolios. Morcover, the accumulations of

these asszts have swung toward bank deposits and away from

CUrreEncy.
TABLE &
INDIRECT FINANCE RATIOS BY TYFE OF
MONETARY INTERMEDIARY,
1950-1964;,
BY SUBPERIODS, 3%
1 I 1 "
Subperiod ' Central Bank ' Other Banks® ' Dev. Banks' Postal
L] L] 1 L]
1950-1954 Tl 22.4 1h.2 =il
1955-1960 24.6 29.6 22 -
196311964 7.4 577 8.3 =

2Commercial, savings, and rural banks., All ratios are
adjusted for foreign purchases of primary security issues.

The financial system increasingly purchased short-term
issues. During 13950-54, short-term primary issues it pur-
chased were only 29 per cent of total primary issues; during
1955-60, this ratio increased to 38 per cent;'and, finally,
during 1961l-64, the ratio made & decisive thrist to 68 per

cent. Tahle 7 records these trends.




TABLE 7

INDIRECT FINANCE OF PRIMARY ISSUES BY MATURITY
OF ISSUES, 1950-1964,
BY SUBPERIODS, %

Iu IV Iu Iiv

] ¥
Subperiod ' Short-tern® ' Long-termh
L950-1954 28:9 29.48 183 BT
1955~1980 380 381 30.3 30.5

fLoans with maturities of less than 5 years.
Dgovernment bonds and stocks; corperate bonds and
P

stocks, mortzages, and loans with maturities of 5 to more
than 5 years.

UUnadjusted for foreign purchases of primary issues.

Vadjusted for foreign purchases of primary issues.

YThe monetary system was the bigger sector of the finan-
cial system in absoclute and relative size; the fact that the
financial system increasingly purchased short-term issucs is
not surprising since these issues tclosely matched the struc-
ture of liabilitics of the monetary system (short-term deposit

liabilities).

f&he revérsal of the trend in long-term indirect finan-
cing of primary issues in the early 605 was due to the rever-
sal cf the trend in long-term indirect financing by the mcne-
tary system, as Table 8 suggests. Structural incompatibilities
between the assets and lizbilities of the mometary system

equally apply here,
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TABLE B

LONG-TERM INDIRECT FINANCE RATIOS
BY TYPE OF INTERMEDIARY,
1350-1964,
BY SUBPERIODS, %

4 112 I 112
5 is ]
Subperiod Monetary System ' Non-monetary Sector
] L]
1950-1954 23.5 22.5 5.7 5.4
1955-1960 36,0 36,3 24,0 24 .2
1961-1964 20,1 21.1 28.9 30.3

uUnadjusted for foreign purchases of long-term issues.

2pdjusted for foreign purchasss of long-term issues.

«The sector most heavily financed by the financial sys-
tem during the period was the business and individual sec-
tor. And the trend is toward more indirect financing of
this sector. The financial system's purchases of private
domestic issues WEréi§E}par cent of total primary issues

during 1950-54, 42 per cent during 1955-60, and 66 per cent

during 1961-64, Table 9 shows these trends.

During the 60s, the financial system's purchases of
govarnment issues were nn{;;if per cent of total primary
issues. #And throughout the EDH, government debt outstanding
as a fraction of total primary securities cutstanding, if
aaything, lost ground. Table 10 presents scme evidence of

this.



TABLE 9

INDIRECT FINAMCE OF PRIMARY ISSUL
BY TYPE COF BORROWER,
1950-1954, BY SUBPERIODS, %

b
(=]
£l

Iu 1u IIs Ia I1s8

Subpericd ' Goverament ' Business 5 Ind. ' Foreign

1950~-1954 12.6 1.7 37.0 35.9 sl ark
13955-1560 26.2 26.3 42.0 2.2 ey L |
1361-1964 51 FECS 65.0 Be.4 1.% 1.4

“Unadjusted fer foreign purchases of primary issues.

2pdjusted for foreign purchases of primary issues.

TABLE 10

PERCENTAGE DISTRIBUTION OF PRIMARY SECURITIES
QUTSTANDIRG BY ISSUING SECTOK,
-SELECTED YEARS,
195%3-1364

End of ' Goverament ' Business & Ind. ' Foreign
¥ ] L

1949 31.2 67.% 1.4
1354 27.3 71.9 .8
1960 30.2 69.3 .5
1861 29.8 58.6 1.6
1962 26.8 71.% 1.8
1963 25.0 73.9 T §
1964 23.2 76.0 .8
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The significant findings here are that the private domes-—
tic sector (i) was dominant on the Selling side of the secu-
rities market, and (ii) was the sector most heavily financed
by the financial system which, in turn, (iii) domihated the
securities market on the buying side. These facts are borne
out by stock and flow data.

Direct and indivect financing of long-term
security issues

Throughout the peostwar period, the financial system was
the most important source cf lomg-term financing. Long-term
financing considerably retrogressed during this period, al-
though signs of resurgence of this type of financing seem to
be showing in the 60s. At any rate, particularly in the late
508 and =arly 50s, the financiz]l system deminated the capital

market. Table 11 records theses findings.

TABLE 11

LONG-TERM DIRECT AND INDIRECT FINANCE
RATIOS, 1950-196%, BY SUB-

PERIODS, %
) i1 I i
L] [
Subpericd °* Direct Finance ° Indirect Financs
L ] [ ]
1950-13954 70.8 T2.1 29.2 27.9
1955-1360 0.0 39.5 60.0 60.5
1561-136% 51.0 4B.B L9 .0 51.%

YUnadjusted for foreign purchases of long-term issues.
SAdjusted for foreign purchases of long-term issues.
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Heaviest issuer of long-term securities was the pri-
vate domestic sector. aAnd the trend is toward more long-
term issues of this sector. Foreign leng-term securitiss
were a fairly stable proportion (1%-2%) of total long-term
securities outstanding, while government long-term securi-
ties displayed a diminishing share {uu.:i in 1949, 39.1%
in 1354, 33.%% in 1960, and 2u4.1% in 1364).

Direct financing of long-term issues started high
during the early 50s, lost some ground in the second half
of the decade, then resurged in the 60s. All non-finan-
cial sectors were responsible for the retrogression of lomg-
term direct finance starting the mid-50s; only the business
and individual sector was responsible for the resurgence,

Table 12 dramaticelly pictures these Ffindings.

TABLE 12

LONG-TERM DIRECT FINANCE RATIOS,
1950-196%, BY SUBPERIODS, %

a6 4 112 % 113
L] ' []
Subperiod ' Government ' Business and Ind. ' Foreign
L 1 ]
1950-1954 1.2 13.%8 0.1 58.6 —=3.5 A
1355-1960 -3.5 =9.6 8.7 3.0 -8 ik
1961-1964 - - .2 55.5 68.0 -4,5 -19.2

YUnadjusted for forsign purchases of long-term issues,
2Adjustad for foreipn purchases of leopg-term issues.
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The fact that, amocng the non-financial sectors, the
private domestic sector was the biggest (and incresasingly
so) buyer of lcong-term security issues is not at all sur-
prising, since corporate equities were tightly held within

family corporaticns,

On a net basis, long-term securities traded by the
private domestic sector were & trickle. The trend, though,

is teoeward increased trading.

O = gross basis, the foreign sector purchased sbout
8 per cent of total Jlong-term securities, mostly govern-
ment securities and government-guaranteed domestic debt;
the remaining & per cent went tc the government portfolio.
The small share of the gevernment is largely explained by
the fact that most government long-term securities found

their way intg the finanecizl and foreign sectors,

v
This final section summarizes the contours of the
financial development of the Philippines and suggests some
selected sreas for further ressarch.

e



Summary
,‘Lile the proportion of GNP that is externally financed

was rising, the proportion that is indirectly Ffinznced was
also rising and, of course, the proportion that is directly
financed was falling. A growing portion of primary issues
was being sold to financial intermediaries. The accumula-
tions of financial assets have been relatively more and more
in the form of indirect financial assets, and less and less
in the form of primary securities. 4And, among financial in-
termediaries, the pace-setters were commercial, savings, and
rural banks combined, =t the expense of othars, norably, the
Central Bank. This means that, although a2 growing share of
monetary indirect financial sssets found their way dinte
spending units' portfolios, the accumulations of these assets

have swung tcward bank deposits and away from currency.

Q%ﬁ Financial intermediaries as a group were active more
in the short-term securities market. However, they in-
creasingly purchased moderate volume of long-term issues

during the 50s, after which some retrogression folliowed.

The sector most heavily financed by the financial sys-

*

tem was the private domestic sector, And the trend is to-

ward more indirect financing of this sector.



Throughout the pericd, the financial system was the
most important source of long-term financing, Long-term
direct finance substantially retrogressed, although signs

of resurgence seem to be showing in the 60s.

Heaviest issuer of lonz-term securities was the pri-
vate domestic sector. Foresige long-term securities were
a stable proportion of totzl long-term securities, while

government long-term debt, if anything, lost ground.

Conclusicn

s The fihancia{ﬂixstam in this study had = permissive
role in economic development, i.., it caonot trigger;
per se, economic development., Am increasing backlog of
EEtrepreneurial talent and technicelly feasible projects

requiring indirect financing is equally important.

The upshot of this paper is that financial innovations -
S —— — e

invention =f securities contracts, emergence of instituticms
for the distribution of these contracts, and changes in the
preference functions of spending units - ars requirements
of sustsined economic development. After zll, direct and
indirect finance could not have taken place without thess

innovations.
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Suggestions for further research

Studies of unorganized finance are called for. The
role of organized finance will be properly adjusted if
the unorganized sector's financial activities are guanti-

tatively determined.

iStudies of financial transactions between the domes-
tic and foreign sectors without the intermediatiosn of the
—
financial system will no doubt prove useful., Once these
transactions - by volume, type of claim, and type of bor-
rowepr - ape determined, the rvroles of the foreign and finan-

cial sectors will be adjusted accordingly.

Finally, studies of the role of the financial system
in the stabilization of the price level and cf the balance
of payments logically follow. Estimations of real demand

functions for liguid zssets are needed.
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APPENDIX

SOURCES, METHODS, AND LIMITATIONS

The main source of data was the Statistical Bulletin

(henceforth referred to as the Bulletin), volume 17, mum-
ber 1, March, 1965, published by the Department of Ece-
nomic Research, Central Bank of the Philippines. For ex-
change rates used in converting dollisr holdings of the

fipancizl system into pesos, Annual Reports of CBF through

the years were used. The Honey and Baoking Section of DER,
CBP, provided a list of financial iastitutioms operating
in the Philippines as of the end of 1964, their number and
type of ownership. Perhaps the most imporiant source of
basic data was Dr. Richard W. Hooley, the zuthor's thesis
adviser. Many calculations partly owe their derivations
to his primary scries outstanding. GNF figures, nominagl

and real, were taken from the Statistical Reporter, published

by the ¥atiomal Economic Council.

The financial system in this study includes the follow-
ing: (1) Central Bank of the Philippines; (2) Philippine
Hationsl Bank: (3) Development Back of the Philippines;

(4) Postal Savings Bank; {é];ﬁgricultutai Credit Administra-
tion; (6)-Covernment Service Insurance System; {T}JSQcial

Security System; (8) 32 commercial banks; (39) 7 savings banks;




(10) 283 rural banks; (11) 23 development banks:; (12) 154
insurance companies, life and non-life; and (13) 142 pawn-

shops and building-lcan asscociations.

The activities of mutual funds were not covered. If
substantial, their inclusion would strengthen the thesis of
the study, i.e., that the finaneial structure plays an im-

portant role in economic development.

The Philippine eccnomy is divided into four sectors,
namely: (a) financizl; (b) govermment; (ec) business aand in-

dividual; and (d) rest-of-the-world.

Financial sector. - This is divided into: (i) monetary; and

(ii) non-monetary. The monetary subsector includes all
banking institutions listed above (1, 2, 3, 4, 8, 8, 10, and

11); the rest comprise the non-monetary subsector.

Government. - This includes z2ll levels: national, provincial,

municipal, and ecity. GCcecvernment corporations arse also in-

cluded.

Business and individual, - This includes private corporate

business, partnerships, single proprigterships, and indivi-

duals.
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Rest-of-the-world. - This refer to the foreign sector.

Financial clzims =re divided into: (=) gold and fo-
reign exchange; (b) primary securities; and (ec) indirect
securities.

Gold and foreign exchang_. -~ These refer to the-interna-

tional reserve of the CBP and to foreign exchange holdings
of commercial banks.

Primary securities. - These are liabilities and equities

of the non-financial sectors, i.=., government, business

and individual, and rest-of-the-worlé. (i) Short-term

primary debt refers to loans with maturities of less than

5 years. (ii) Long-ters primary debt refers to goverament

bends and stocks, corporate bonds and stocks, mortgages, and
loans with maturities of 5 to more than S5 years.

Indirect securities. - Thess are liabilities and equities

of the finanecial sacter. (i) Monetary indirect securities

are lisbilities and equities of the monetary system.

(ii) Non-monetary indirect securities are lisbilities and

eguities of the noa-monatary sector.

From end-cf-year balance sheets of financial ipstitutions

in the Bulletin, combined balance shesets were prepared from



1943 through 1964, With the help of supporting tables in
the Bulletin which presented detailed breakdown of assets
and deposit liabilities of financial institutions, balance
sheets of the finmancial system by debtor and owning sector

were built up.

To arrive at statements of financial assets and lisbi-
liti=ss, it was necessary toc g=t the series on total gress
primary securities outstandinmg. Dr. Hooley's data run from
1949 through 1982. Figures for 1963 and 1964 were estimated
by the formula P_ = Po X + r}n, where P, stands for total

primary securities accumulated after n years, P_ for the

(+]
initisl stock, r for rate of growth compounded annually, and

n for mumber of years.

By deducting primary securities absorbed by the fiman-
cizl system from total gross primary securities, gross pri-
mary securities held by the non-financial sectors were cal-
culsted. The next step was to determine the distribution of

gross primary securities by debtor and owning sector.

By debtor sector. - Regarding the forsign sector, cnly

foreign claims held by the fimancial systes were ccnsidered
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as total gross foreign debt because of extreme difficulties
in the calculation of stock data from the balance of pay-
ments. Data on total gross public debt are available din

the Bulletin. Subtracting the sum of gross public and fo-
reign debts from total gress primary securities outstanding
held by the non-financial sectors, gross private debt of the

domestic sector was =rrived at.

By owning sector., - Data on external and internal public

debt are also avaiizble in the Bullstin. It yas assumed that
external public debt was the only compcnent of the securities
portfolio of the foriegn sector. External public debt in-
cludes debt incurred by all levels of government, government
corporations, and domestic debt guaranteed by the government.
In calculsting gross primary securities held by privats firss
and indiwviduals, an assumption was that gross primary securi-
ties issued by this sectcr found their way either intoc the
portfolic of the fimancial system or into that of the private
domestic sector itself, Primary debt of firms and individazls
held by the financizl system having been previously calculated
on the basis of the systea's balance sheet, this series was
deducted from total greoss private primary debt to arrive at

gross primary securities purchased by the private domestic




sector, Summing all primary claims held by the fimnancial,
foreign, and private domestic suctors, and subtracting from
total gross primary securities, gross government primary

holdings were computed.

Gross long-term securities. - Gross long-term debt of
the government sector is available in the Bulletin. Gross
foreign primary securities held by the financial system
(IMF shares, 1cng;term deposits of Philippine financial
system with foreign banks) were considered all long-term,
and cnly these were assumed tc be gross long-term foreign
securities. As before, total gross private primary debt
Wwas assumed to have been split up between two broad credi-
tors: the financial system and the private domestic sector.
The financial system holds both long-term and shert-term
private domestic securities. The private domestic sector
was assumed tc have hald only long-term private domestic
securities (e.g., corporate equities in tightly-controlled
family corporaticns). By deducting short-term private pri-
mary hcldings of the financizl system from total gross pri-
vate domestic debt, gross long-term private domestic debt

was calculated. By summing gross long-term public, foreign,



and private deomestic debt, toial gross long-term debt ocut-

standing was estimatad.

As regards the distributicn of total gross long-torm
securities by owning secter, the following procedures were
followed: external public debt was assumed to be all long-
term ancé the only component of the gross long-term securi-
ties portfolic of the foreign sector. By deducting long-
term private sccurities held by the financial system from
tctal gross long-term private domestic debt, gross long-
term private domestic securitiss held by the private domes-
tic sector itself were computed. Subtracting the sum of
long-term securities held by the finmancial, foreign, and
private domestic sectors from total gross long-term secu-
rities, gross long-term clzims held by the governmant sec-

tor were calculated.

Toctal gross shoert-term debt cutstanding is the arith-
metic difference between total gross primary debt outstanding
and total gross long-term primary debt ocutstanding.

w,

Changes in the stock seriss presented In statements of
financial assets and liabilities make up the financial flcowus

during each periocd.
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Ratios cof financizl series to GNP ars the fellowing,
whichever is indicated: (1) cumulated flows of financial
sapias, measured inm issue prices, divided Dy cusulated ENP,
measured in current prices; and (2) financial serirs out-
standing as a8 Stock., scasured in issue prices, divided by

GNP, measured in curreant prices.

Te eliminate short—-tsrm Fluctuations in the ratios of
financial series to GNP, the years 1343 through 1964 are
grouped into subperiocds, each subperiod roughly identified
by rates of change in peal gross national prcduct. These
subperiocds are 1350-54%, 1955-60, and 1861-64. Each of
these begins with & high annual rate of growth of real GNP

and ends with = lower one.

There are 2 noumber of limitations of this study.

First, this study deals only with crzamized finance.
Finance companies, urban and rural scneyicnders, and indi-
vidual brokers were not taken into accoumt. This by nn.
means indicates that their financizl activities were unis-
portant. They were nct considered becauss of an unfortu-
nate lack of

iata on their activities, If the unorganized

sector is included, the role of organized Tinance, to some

—







