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PREFACE

This publication is prepared under a collaborative research
project concerning rural finance in the Philippines. The
principal collaborating institutions are the Philippine Institute
for Development Studies (PIDS), the Agricultural Credit Pclicy
Council (ACPC), and the International Rice Research Institute
(IRRI). OSU participation is funded by the USAID Mission in the
Philippines and the Bureau of Science and Technology, AID,
Washington. The views expressed in these publications are those
of the authors and may not be shared by any of the collaborating

or sponsoring institutions.



INTRODUCTION

This paper describes a number of government-funded agricul-
tural credit programs which utilize non-financial institutions as
conduits for lending. By non-financial institutions, we refer to
input suppliers, traders, millers and/or processors of agricul-
tural commodities. It is generally known that these non-finan-
clal entities comprise an important source of credit for rural
borrowers. Not only do informal loans involve lower borrower
transaction costs, they are also more flexible with respect to
both timing and use. Non-institutional lenders possess a
comparative advantage over financial institutions in lending to
farmers on account of the stronger informational links they have
with the activities of their rural clientele [Virmani (1982)].
Often, these links derive from dealing with the borrower in some
other capacity involving a transaction in another market. This
allows lenders to effectively enforce repayment and, as a result,
incur lower transaction costs and risk.

The view that informal lenders perform a useful function in
rural financial markets and operate efficiently has gained wider
acceptance in the past decade. The failure of supervised credit
prograns to eliminate the informal money lenders is now well-
documented [Adams et al (1984), Von Pischke et al (1983), TBAC
(1380)]. A number of policy alternatives with regard to the
informal credit market have been advanced [Chandavarkar (1985),
Ghate (1986)]: (a) that government not do anytning, simply

allowing the unhampered operation of informal lenders; (b) that a
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more competitive environment be promoted by allowing formal
institutions to match the terms obtainable in the informal
market; anc (c) that the informal lenders be co-opted and used as
lending channels fZor formal credit in the rural areas. In this
paper, we focus on the National Agricultural Productivity Program
(NAPP)1 in the Philippines. The NAPP consists of several
programs aimed at providing credit to the agricultural sector by
using, among others, informal lenders as conduits. The following
section discusses the background, scope, mechanics and status of
the NAPP. The third and final section contains some observations

and comments about the progranm.

THE NAPP: AN OVERV1EW

The National Agricultural Productivity Program (NAPP)i/
comprises some twelve commodity-specific programs (Appendix 1)
geared toward attaining self-sufficiency in food supplies. The
NAPP was launched in the second half of 1984 in response to the
need to increase food production following the eight-month
drought that hit some food-producing regions in 1983, It will be

recalled that in addition to poor agricultural performance,

1/ NAPP was launched by Executive Order No. 976 which original-
ly provides for an "Expanded Corn Production Assistance Program."
However, the same Executive Order also provides for the extension
of crop coverage beyond corn and the availability of funds
initially established for it to "such other animal feed and food
grains as may be deemed desirable and in the national interest"
(Sec. 2). Provinces with the best potential for growing or
increasing production of the crops were targeted for coverage.
The National Food and Agricultural Council (NFAC) coordinates the
entire program and formulates policies and guidelines for
implementation.
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1983~-1984 was a period of rising interest rates, high input
costs, and a drastically reduced supply of credit from formal
sources.

Under the NAPP, funds were set aside to be lent out to food
producers at concessionary rates. However, the inability of most
rural banks to participate in the program, because of their
financially distressed state, necessitated channeling the credit
through other non-financial institutions. These included
traders, millers, and input dealers, among others. Commercial
banks also participated in the program, either through direct
lending to farmers or as channels of program funds to informal
lenders. 1In addition, the government was also a direct lender
through the National Food Authority (NFA). In effect, three
alternative financing schemes were possible under the NAPP
although the terms obtainable under each of the schemes were

similar.

1., The NFA Assistance Scheme

The NFA Assistance Scheme operates as a forward contracting
arrangement whereby the farmer agrees to sell his output to the
NFA in exchange for the provision of credit and other inputs
(Appendix 2). This Scheme provides for a revolving fund from the
Ministry of Agriculture and Food (MAF) and the NFAC to enable the
NFA to extend credit to farmers in the form of material inputs as
well as the farmers' share of the crop insurance premium. Through
its existing warehouses and buying stations in the targeted crop

areas, NFA extends the loans and collects repayment. Production
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loans are extended to farmers who are NFA passbook holders and
are within a radius accessible to NFA buying stations and
warehouses. Technical assistance is provided by MAF technicians
to farmer-borrowers. These farmer-borrowers enter into a
contract with NFA which directly purchases the farmers' produce
at a guaranteed support price. The contract likewise allows
farmers access to NFA's post-harvest facilities for storage,
primary processing (drying, cleaning,etc.) and transport through
the NFA Facility Assistance Progran.

Government procurement of grain output at a guaranteed
gupport price is not new. For example, the biggest credit program
in the 19708, Masagana 99, included government purchase of rice
output at a floor price in its package of support services. The
rationale is that with better prices received for their produce
farmers will be better able to repay their loans. Government
purchase supposedly insulates them from the usually lower post-
har-est market prices. One obvious limitation of this scheme 1is
that only those farmers accessible to the buying stations stand
to benefit from the arrangement. Secondly, even for such farmers,
the alleged benefit of a better government price may not be
realizable because of budgetary constraints on the NFA. Thus this
may lessen the incentive for farmers to borrow directly from the
NFA. However, a factor operating in either direction, increasing
or decreasing the incentive to borrow, is knowledge by farmers
about the collecticn performance of the NFA. In other words, even

if there is 2 non-zero chance of not getting a "good" price for
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the output on account of NFA's budgetary limitations, the Scheme
might still be worthwhile from the borrower's viewpnint if it
offers at least the same or a better chance of getting away
without repayment. Sources at NFAC agree that NFA's loan collec-
tion problems are due in part to some weaknesses in its mechanism

for loan collection.

2. The Banking System Assistance Scheme

Through this scheme (Appendix 3), rural banks and commercial
banks (including the Philippine National Bank (PNB) and the Land
Bank of the Philippines (LBP) ) which are determined eligible by
the Central Bank obtain funds from MAF-NFAC in the form of
Special Time Deposits (STDs). STDs may fund up to 100 percent of
the borrowers' credit requirements including costs of production
inputs and crop insurance premium. Loans financed by STD
releases are not rediscountable with the Central Bank. These
loans are released by the banks directly to farmer-borrowers ‘n
accordance with the latter's approved farm plans and budgets.
Farmers sign marketing agreements with private buyers or the NFA.
In the case of government purchase, the NFA has an agreement with
the government-owned banks (PNB and LBP) providing for a check
payment scheme whereby ovutput purchased by the NFA from farmers
is paid by check to be drawn against the NFA's demand deposit
account. The bank in turn deducts the full amount of the loan or
a portion thereof plus corresponding interest from the amount
payable to the farmer. Farmers may also cash checks at rural

banks which, through an agreement between LBP and the Rural
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Bankers' Association of the Philippines (RBAP), pay the farmers
out of their own funds initially and then present the NFA checks
te the LBP for reimbursement. Where the cash payment scheme is
being implemented, the banks, whether government or private, send
their representatives to NFA buying stations to collect directly
from farmers. When the buyer 1s non-NFA, no special arrangements
exist. Banks collect directly from farmers.

An alternative scheme involving non-NFA buyers operates
through a tie-up with a Quedan Guarantee Fund Board (QGFB)-
franthised operator. The extension of a production loan is
subject to the condition that the borrower sell all or a pertion
of the grain harvest to a specified quedan operator. Collection
of the loan is carried out by the operator for the lending bank
which guarantees the operator a quedan loan at harvest time to

procure more produce.

3. The End Users/Input Suppliers Assistance Scheme

Under this arrangement, an agreement with MAF for refinanc-
ing of production loans extended to farmers 1is entered into by
end users and input suppliers through their agent banks. End
users are individuals or enterprises which purchase farm produce
for further physical processing such as for food or animal feed.
Mere traders do not fall under this category. Agricultural input
suppliers are enterprises which sell inputs (seeds, fertilizers,
chemicals, etc.) to farmers. Mere dealers and distributors are
not included here. Repayment of loans from the revolving fund is

the sole responsibility of the end users/input suppliers and is
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not contingent on collection from farmer-borrowers. Contracts
between farmer-borrowers and the credit source may take a variety
of forms. For example, end users may advance payments to input
suppliers for production inputs and/or provide optional cash
loans to borrowers. Borrowers in turn agree to sell their output
to the end user at a price not lower than the government support
price. When the output is purchased at harvest time, the amount
initially advanced plus interest is deducted. Alternatively, end
users may provide initial payments to farmer-borrowers at
planting time in the form of seeds and other inputs with the
balance payable upon delivery of the contracted output (Appendix
4).

Under the agricultural input suppliers approach, local
private input suppliers may sell agricultural inputs to qualified
farmers on credit either directly or through local distributors
or dealers. The credit is payable at harvest time or at some
other mutually acceptable time (Appendix 5). The loan is repaid
either directly by the farmer or indirectly through the buyers of
the produce.

Traders and rice millers are utilized as credit channels
under the Intensified Rice Production Program (IRPP). The term
"trader-millers" refers to rice trader-millers accredited by the
QGFB who possess primary facilities such as threshers, driers and
mills. The trader-millers assistance scheme is essentially
similar in its mechanics to the end users assistance scheme

described above. Trader-millers enter into a tie-up arrangement
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with an input supplier to ensure timely provision of production
inputs to farmers. Farmers contract with the trader-millers a
specified volume of their produce at a buying price not lower
than the government support price. The trader-miller is similar-
iy required to enter into a "payment-in-kind" agreement with the
NFA where the former agrees to deliver the milled rice equivalent
to the amount of loan obtained.

In sum, what is common to all these approaches is the
linkage established between the credit source and the output
market which insures both input provision and loan recovery.
However, a qualification must be made with respect to the third
financing scheme which involves informal creditors. While the
contract states that the purchase price for the output shall not
be lower than the government support price, the actual buying
price is nct predeterminzd and the price provision in the
contract is not binding. It is more often tha case that farmers
are paid lower than the support price, according to a responsible
source at the NFAC. Despite this, farmers continue to deal with
private end users and trader-millers. The ineffectiveness and
limitations of governmeﬁt price support provide a good explana-
tion. Farmers also prefer to ve paid in cash, which does not make
the NFA's part-cash part-check payment attractive. This suggests
that the costs of transacting with a bank could be significantly

high for some farmers.
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Eligibility and Loan Terms Under the NAPP

Applicants for loans under the different programs included
in the NAPP must satisfy certain requirements. The first require-
ment is that the borrower's farm be of a certain minimum size. In
the corn program, for instance, farmer-borrowers must be cul-
tivating not less than one hectare "except for certain provinces
wherein less than one hectare could be allowed" [NFAC (1985)].
Farmers who are members of a Samahang Nayon (government-sponsored
cooperative), or an accredited farmer organization or cooperative
are preferred borrowers. In addition, the loan applicant must
have no outstanding obligations under the other financing
schemes. This means that only one financing scheme may be used by
borrowers at any one time. Finally, borrowers with past due loans
may be extended new loans provided they sign promissory notes to
the previous lender regarding their payment plan and/or the
restructuring of loans.

The terms and conditions of loan§ under NAPP are shown in
Table 1. The borrowing rate is uniformly set at 15% per annum
regardless of the financing scheme employed. Loan maturity is
150 to 240 days depending on the crop being financed. The cost
of funds to lenders under the direct agency and banking system
schemes is 3% per annum, while under the trader-miller/end
user/input supplier scheme it is 6% per annum. The latter
includes bank service charges. Participating banks and non-
financial institutions are given from 160 to 250 days (i.e. 10

days move than the repayment period for the farmers) to repay
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Table {

NAPR TERMS AMD CONMDITIONS

Schema [ Schems I Scnewe [II
Direc: Agercy Traoe—diller/ Baniing Systea
Enquser/Sugniioe
{1) (2) (3
Bank Not Apolicanle CB/M¥ authorized CB/NF authorized
bank bank
Intevest %0 ~arser 152 cer annum {S% per arnum S2 per annum

Maturity Pericd for

rareer

Cest of Fund

Servica Charges
of Agent Sank

Maturity Period
For Lenger

Penalty Rata 4/

13 - 249 days cevemiing o oo

2% er ammun §% cer amnun 1/ 3% per annum

Not Ruplicable 1/2% per anmow on  Hot Aoclicable
princinal amount
relezsed 2/

1X per anmm on
prircipal amount

collected 3/
Not Additional 18 cays Additional 1@ days
foplicable to date of loan to date of loan *
maturity reckoned  maturity recikoned
from date of from date of
financing said availment
422 per annuw 422 per armum

1/ Irclusive of service charges of Aoemt Bank
2/ For ECP : 1% per armm

3/ For IRFP : 2 per anmum

4/ Irclusive of Cost of Fund

Source : National Food and Agriculture Comncil (NFRC)
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their fund availments under the program. A penalty rate of 42%
per annum (inclusive of cost of funds) applies to all past due
obligations of banks and non-institutional lenders.

Data available from the NFAC (Table 2) show that as of
October 1986, P893 million had been released under the three
financing schemes of the NAPP. This is a relatively small
amount; it is less than 10 percent of the cumulative agricultural
credit total of about P10 billion as of the third quarter of
1986. The bulk of NAPP loans or about P592 million (66 percent)
were channeled through various government financial institutions
or agencies. Another P162 million (18 percent) went through the
banking system under the dire:t bank lending scheme. The remain-
ing P139 million (16 percent) was disbursed through private
individuals or corporations by Central Bank-approved agent banks
under the trader-miller/end-user/input supplier scheme. By crop
breakdown, P549 million (62 percent) were rice production loans
under IRPP, P324 million (36 percent) Expanded Corn Program (ECP)
loans and P8 million (1 percent) rootcrops loans under the
National Rootcrups Program (NRP). Table 2 suggests that there
were no government fund relvases under the other programs
included in NAPP.

Data on loans granted to farmers are not available at NFAC
SO there is no way of directly verifying whether the funds
channeled through the various conduits eventually flowed to
farmer-borrowers. Estimates on loans grarted to and recovered

from farmers available from the Technical Board for Agricultural
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II. TRADER/MILLER/ENDUSER/INPUT SUPPI_IER {(Agent Bank)

FINANCING SCHEME/

CONDUIT

DIRECT BAMK LEKDING

Rural Banks

Land Bank

LMSB

uces

Bangko Balauan

Security bank ¢
Trust Co.

TOTAL

INTERSIFIED RICE PROD. 1/

loans loans Loans

Rel.
(Pd30)

68542
35833

167472

Percent of Total Progras

Viloria (RB Sol.)
TMAID (LBP)
Ferwins (RB Cab.)
Cruz (FEBTC)
Barcia (RB Cab.)
SGANDI (PCIB)
Calica +CIB)
Silay (PCIB)

PPI (PCIB)
Marigold (LDP)
L6AS (LDB)

T. Borja (LDB)

3488
7176
243
357
2816
07
3125
90e0
12133
587
1899
2374

Hat.
(R332}

43872
233715

3609

76847

1929
3818
243
37
2816
e
3125
7200
12133
587
999
1436

Repd.
(Fo£d)

46348
23375

3éed

13915

1923
287
281
386

335
3125
720

12133

87

99
14%

Reput
Rate
%

183
102
190

¥/
n
83
86

108
100
188
168
102
186
16

EXPANDED CORN PROGRAH 7/

Loans
Rel.
(P320)

18552
13444

20755

33191

14621

1088

24249
26811

Table 2
NATIONAL AGRICA TURAL PRODUCTIVITY PROSRAM

As of Octcber 1546

{Cusulative Awcunts)

Loars
Mat.
{¥300)

18186
12338

207195

31611

11914

248

14529
25811

loars Repat/
Repd.  Rate
(PO23)

15211
12338

8735
368

7687

240

14528
2592

x

84
108

168
162

78

189

106
108

hll

Mat.

loans lcans Loans
Repd.

— 802 FESOS —

1262

1608

A58

424

814

438

NAT'L ROOTCROPS 3/

Repat. Loans
Rate Rel.
X (Ped@)

Az 876%4
49274

237195

18.15

21797
243

2816

2186

3185

168 34149
38144

o587

1899

TOTAL NRTICNAL
loans  loans
Mat. Repd.
(P2OQ)  (PG2R)
69858 62575
35765 35765
€08 (2]
231’ 237135
308 3
3% 3%
129848 123365
1929 1933
14824 1@558
243 28l
397 325
2816
795 795
3125 3125
22178  22(78
33144 38235
567 587
999 93
1495 14%

hwt.
Rate 4/

91
198
182
8
1%

H

190
7

iee
108
1
160
108
102
182

76l



II. {Continuation)

fitlas Ent, (LDB) 639 895
ECRIC (PCIB) 1846
Socohos (PCIB)

Cyphil (Citytrust)

Far East Venture (Citytrust)

Advanced Rgro (UCPB/RPB)

H. Alberto (LDB)

Ruson, Inc. (PCIB)

Philstarch (PCIB)

Unistarch (PCIB)

Matling, Ind. (PCIB)

Highgrains {Plarters Dev't Bank)

TOTAL A67TR

Percent of Tctal Propram

™ 7%

II1.DIRECT RGENCY

NFA &/ 168092
B &/ 65090
Bangkoop 6/ 25009
FSIC &/ J76M
CIRDP &/ 308
NOFRB 502 459
D6FB 105008  48%45
Abra 3008 R
fB Lirab 1588 1508
Negros Oriental
TGTAL 3950€8 57945
Percent of Total Program
GRAND TOTAL 549248 178817
Percent 61.5

1/ Cumulative from Phases 1-4
2/ Cumulative frox Phases 84B to BGB

3/ Cassava: Cumulative from Phases 1(1985) to 2(1986)
4/ Repaywent Rate = Loans Repaid/Loans Matured x 108

S/ Allocated from the IRF
6/ Revolving loan fund

Source: Natiomal Food and Ryriculture Council (NFAC)

B99

11488 7/

48945

978

49323

156863

108

36825 32225 89

108

65

g5

91

42 A22
To1h To14
682 682
2328 520
1438
78228 68331
SP6R
53289
5000
80928 36485
2008 2009
193288 33485
324719 151828
36. 4

7514 198
682 189
528 188

ST TR
356488 108
36486 B
182195 9%

2ie8 768 1879
il
387
6681 1418 1328
3
7991 2888 2334
9.89

&/

¥

P

1638 859
1846
422 422
Toté  To14
682 682
8448 8/ 528
756 756
1438
2728 768
2586 200
387
1200 9/
139825 98374
13.56
213758 10/
118290
25008
J50ae
3800
4508 4509
186006 85431
3088 35
1o5e¢ 150
2o 2000
91958 96431
66.28
893828

10¢.@

7/ Unutilized portion returned to CBP shall not be considered as repayeent
8/ P6120 under the PHF hssistance Propras

9/ Under the PHF Assistance Progras

10/ P37 under the NSPP

#/ More than 180%1;

Conduit has advanced payments on

899 18
514 198
682 108
528 198
1078 3/
9818 R
11488 7/
85431 1M
978 65
BG4E9 R

324653 308532 3

ol

T
1
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Credit (TBAC) are different from the institutional level data
reported separately by the NFAC (Table 3). Note that based on
NFAC data, the government had released some P549 million under
the IRPP through the various conduits as of October 1986.
According to TBAC data, P563.2 million had been granted to
farmers by the different lenders as of September 1986 under the
IRPP. For the ECP, the NFAC reports P324 million released to the
lending channels while TBAC reports P295 million granted tc
farmers. The discrepancy between the two data sets may be due not
only to the difference in period covered; actually one month is
short enough to be negligible. The more important sources of
discrepancy could be the possibility of lending from own funds
which should make the TBAC figures larger than those reported by
NFAC, and the presence of unused portions of government releases
which should make the NFAC figure larger than the TBAC figure.
The TBAC figures, however, are a combination of data reported by
individual lending institutions, and information gathered from
NFAC where financial institutions' reports are not available.
TBAC aggregates the amount of loans granted by the various credit
sources to end-borrowers. However, since not all of the lenders
gsubmit their reports at the same time, the NFAC data which shows
how much was released by the government to each of the credit
channels are substituted for the unavailable borrower-level data.
This is the case with the figures reported in Tables 2 and 3 . In
other words, the assumption is that for lenders which have not

filed reports on loans released and recovered from borrowers, the
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Table

3

SUMMARY PERFORKANCE OF SELECTED CREDIT PROGRAMS, CUMULATIVE DATA
Rs of Septesber 38, 1986

(Rmounts in M)
Nane of Program Loans Loans Loans Loans Past Due Repaywent
Eranted  Collected Outstanding Past Due Ratio (X)  Rate (X)
I. Llocally Funded
A.  Crops
al/ .
1, #9599 5715.9  4,799.2 916.7 468,08 51.e 91.1
b/
2. IRep 983.8 333.3 7.7 n.a. N f. 82.3
e/
3. ECP 295.9 184.2 1117 n.a. n.a, 84. 4
d/
4, NRP 8.0 23 a7 na. Ned. 82.9
e/
5. Nspp’ 1.0 8.4 e.6 Ned. e d. 48,3
£/
6. 85K 4.4 58.5 15.9 14.6 91.8 8e.e
o/
1. Cotton 2742 1.7 46.5 .7 9.8 as.1
8. IFF Tobarro S1.6 42,8 8.6 4,1 2.8 81.6
9. PTR Supervised Credit 7.5 3.3 4.7 3.1 £5.3 Al
£/
18, SARF 109.5 72.9 6.7 N d. n.a. 8.9
h/ h/
Sub~total: Crops 7,121.8 5§ 723.8 1,219.8 532. 4
B. Fisheries
i/ Y Y k/
1, Biyayanp Dapat 168.8 31.6 14,8 8.2 9.0 18.7
1/
. FSIC: CARE Dev't Prog. 4.4 8.3 3.8 No Past Due
3. Taal Lake Dev't Prog. 1.1 8.2 8.9 8.2 2,0 28.0
4, Lapuna Lake Coop.
Dev't Prog. .5 1.1 6.4 1.1 17.8 =.0
Sub-total: Fisheries 181.35 R.2 85.9 9.5




D.

11,

Cooperatives
1. COLF 199.4 5.9 139.5 3.6
Sub-total : Cooperatives  199.4 .9 139.5 97.6
Clientele-Sperific
1. Quedan Financing for
-traders/processors 1,787.3  1,65.5 141.9 32
-ssal] farmers 6.1 3.6 2.3 -
2 FEOC
~Irri, Systes a/
Support Services 185.6 18.8 218.3 54.0
-KAISA Agro- »/
Industries 3.5 5.2 3.2 16.2
Sub-total : D 219.2 24,8 249,35 7.2
Comprehensive Type
£/ n/
1. KKK 1,423.9 148,9 1,275.8 770.6
2. Pagkain ng Bayan 29,1 2.7 17.4 1.5
3. IfF 2.4 18,5 1.9 8.6
o/ p/
4, GFOME 189.4 g2.2 127.2 15.8
Sub-total : E 1,650.8 224.3 1,431.5 788. 4
TOTAL: LOCAL 9,3648.7  6,83%6.1 3, 126.2 1,458,2
Foreign-assisted
Fisheries
a/
{. Panay Rguacuiture 18.7 8.2 1.6 N a.
2. No. Palaman Fisheries
Dev't Project 3.9 e.3 3.6 n.a
3. Lapuna de Bay Fishpen
Dev't Project 18.3 2.4 7.8 3.8
Sub—total: Fisheries £5.9 2.9 c4.8 3.8
Cooperatives T T T _
i/
1, 98P 5.3 23 3.6 1.2
)
2. Cup 46.3 18,7 28.6 6.1
Sub-total: Cooperatives 2.1 19.8 3.1 1.2

41.2

60. 4
8.7
4.6

12.4

8.2

9.8
9.8

2.8

242

16.2
68.8
9.4

9.7



C.  Comprehensive Type

k/
1. ALTTP 168.5 6.3 188.2 e.8 .7 27.3
2 AF 432.6 2.8 16€.8
Sub-total: C %1.1 292.3 £69.8 e.8
D. Others
1. Apro-Processing r/
Marketing Project 1.2 e.1 1.1 e.e 108.0
2. PIADP 3.3 8.5 2.8 s/ s/ g/
Sub~total: Others 4.5 .6 3.9
TOTAL: FOREIGN A4, 7 314.8 338.0 11,9
p —-——4 —— EEZEE L - -
GRAND TOTAL 1e,813.4 6, 378.9 3, 456.2 1,470.0

8/ RBs and LBP data as of June 32, 1986 ME figures as of Rugust 31, 1986.

b/ End-borrowe- level data reported by LBP (as of June 30, 1986), GGFB (under IRPP/ECP trader/miller schese) ,
FSDC ard NFA (data includes interest charpes); and for the rest of the conduitr (such as rural banks, other private
banks, Bangkoup and trader/miller/end-vemr/input sunpliers, data (as of Oct. 31, 1986) reflects the performance of
the conduits and not the end-users since information on the latter are mot available.

e/ Includes end-borrower level data reported by PNB (as of Rugust 31, 1986), LBP (as of Jume 38, 1985) and
NA (as of October 31, 1986); and conduit-lavel data of rural banks, other private banks, and trader/miller/end-
user/input suppliers (as of October 31, 1986).

d/ Conduit-level data, as of October 31, 1985.

e/ Data reported by N°R as of October 31, 1986.

f/ Data as of June 1985 only.

g/ Only PNB and RBs reporting.

h/ Cannot be derived. Information on loans maiured/past due loams mot available.

i/ Data of DBP as of March 31, 1986 only; Data of PNB and RBs as of Rugust 31, 1986.

)/ Rs reported by DBP and PNB only.

k/ Loans collected - Loans granted.

1/ Data ac of Fugust 31, 1986,

®/ Data on collected, outstandinn and past due have included irterest payable,

v/ Rt least 54.3 percent went to apriculture; 28.4 percent are aquamarine projects and 25.9 percent are
livestock projects.

o/ RActual sue disbursed. Amount eligible for guarantee totalled P2SS. 19K,

p/ Refer to total outstanding loans, some amortizations of which are pest due, HAvailable data as of
August 1988,

o/ Data as of July 1986.

r/ Data shows status of the Private Modernization Component of the prograe as of Novesber 39, 1985,
s/ No matured ioans yet.

Source: Technical Board for Agricultural Credit (TBAC)
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anount lent out is equal to whatever has been availed of from the
government. Any real discrepancy, if any, between the two data
sets cannot therefore be detected or analyzed due to lack of
information on actual loan releases to farmer-borrowers.

In terms of repayment performance, the programs seem to be
doing quite well with repayment rates mostly in excess of 90
percent (Table 2). Loan recovery under the direct bank lending
scheme was slightly better (95 percent) than under the trader-
miller/end user/input supplier scheme (92 percent). Particularly
noteworthy is the repayment performance of rural banks which, at
91 percent, exceeds expectations considering the rural banks'
perennial arrearages problen. While most non-financial entities
had 100 percent repayment rates, a few private individuals or
firms had not repaid about 20 - 30 percent of their obligations,
thus accounting for the lower repayment rate as a whole. With
respect to specific programs, the NRP had the lowest repayment
rate at 82 percent mainly due the poor showing of rural banks (42
percent). Going to the repayment rates shown in Table 3, not
much can be said by way of a comparison because of the deficiency

noted above in the compilation of borrower level data.

ISSUES AND IMPLICATIONS

While this paper was being written, the Philippine Govern-
ment issued an executive order consolidating all commodity-
specific agricultural credit programs into a single fund to be
managed by an inter-agency committee headed by the Ministry of

Agriculture and Food (MAF). This order in effect abolishes the
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NAPP and other similar special credit programs which target loans
to specific agricultural sub-sectors. The centralization of the
various agricultural funds under one office is expected to reduce
the cost of funds administration. This is an unanbiguous benefit
considering that, in the past, the prollferation of activity-
specific credit lines managed by different agencies not only
resulted in lack of coordination but also generated a con-
siderable amount of bureaucratic waste as the number of funds
management committees alone will suggest. It is not clear,
however, whether the consolidation of credit programs under the
Consolidated Agricultural Loan Fund (CALF) spells the end for
loan targeting. Under its terms of reference, the Agricultural
Credit Policy Council (ACPC), which will oversee the CALF, is
empowered to identify and prioritize usage of the funds. Whether
loan targeting will be resorted to again thus remains to be seen.

By coincidence or design, the NAPP reveals an important
aspect of the behavior of lenders in the rural credit scene.
This pertains to an implicit division of laber or a natural
specialization wumong different formal lending institutions based
on their perceived competitive advantages in rural lending. The
availability of different financing schemes under the NAPP seems
to have put to work a self-selection process among institutional
lenders. Such is suggested by the information in Table 2 which
shows that rural banks participated under the direct bank lending
scheme while commercial baiks preferred to act more as agent

banks channelling funds through the network of non-institutional
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lenders. The difference in the responses of the two types of
banks may be explained by possible differences in their percep-
tion of risk. Rural banks are generally more familiar with
agriculture and the rural community compared to the largely
urban-based commercial banks whose costs of evaluating the
craditworthiness of rural clients may be higher. It may be the
case that commercial banks choose to leave the task of retalling
small production loans to othere who may have more information
about rural borrowers. Whether a similar pattern may be observed
for a commercial bank with an extensive branch network and why is
an interesting research question to pursue. In general, it is
more desirable to have a variety of mechanisms for credit
delivery to the rural sector. The flexibility that alternative
venues for lending allow institutional lenders can only enhance
their participation in financing agriculture. Unfortunately,
there is no information on loans granted by rural banks and
commercial nanks from their own funds so that the extent of
participation of these banks beyond relending government funds
(STDs) cannot be ascertained. Comparing loans released by the
government via the alternative financing schemes to loans
released by institutions to farmer-borrowers might give a rough
idea about the extent of private initiative in agricultural
finance. But the deficiency in the reporting of borrower-level
data al:ready mentioned earlier renders any comparison meaning-

less.
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How does one explain the generally high rate of recovery of
government funds under the NAPP? Two possible explanations come
to mind. One is the high penalty rate of 42% for all past due
obligations which is comparatively higher than for previous
credit programs. It could be argued, however, that without an
effective enforcement mechanism, penalties are of no use.
Moreover, the leniency exercised in the past toward rural banks
regarding their past due obligations with the Central Bank makes
the threat of enforcing the sanctions less credible. In addition,
following the argument of Wette (1383), the higher penalty rate
could set into motion an "incentive effect" and a "sorting
effect” among the lenders of government funds. While the incen-
tive effect works to increase the probability of repayment, the
sorting effect operates in the opposite direction by attracting
lenders who are greater risk-takers. Thus even if the threat of
penalizing non-repayment were credible, there is no guazrantee
that only those lenders with a good track record in loan recovery
would join the credit program. The prospect of paying the high
cost of delayvyed repayments may make investment in risky ventures
more attractive and thus attract primarily those who are predis-
posed to take greater risks. Perhaps a more plausible reason for
the better loan recovery is the "screening process" that was
accomplished by the financial crises which gripped the rural
banking system during the period 1983-84. That is, only those
banks which were presumably better managed, and therefore

survived the financial crises, were around to participate in the
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program. This self-screening was moreover reinforced by regula-
tory screening as the Central Bank exercised its authority in the
determination of which banks could participate in the Progran.
Gnod standing with respect to repayment of obligations (e.g. STD
and/or rediscount availments) to the Central Bank was a principal
eligibility criterion.

Another reason that may account for the high recovery rate
is the use of entities other than banks to extend credit to
farmers. In the first place, the NAPP guidelines stipulate that
fund availments from the government must be repaid regardless of
loan repayment performance by farmer-borrowers. Thus the trader-
millers/end users/input suppliers could not use non-repayment by
farmers as an excuse for delaying their payments. This provides
them the incentive to be more selective in their checice of
borrowers. In a number of cases where credit investigation by
agent banks deemed it necessary, collateral in the form of real
estate was required of non-bank conduits. On the farmer-bor-
rowers' pvart, the link between credit and their transactions in
the input and output markets increases the chances of loan
repayment. The operative mechanism that is involved here is the
timely provision of agricultural inputs during the planting
season and a ready market for the farm produce at harvest time.
Being involved in these same transactions, the creditor 1s in a
position to enforce repayment, and with little cost. 1In fact, an
interes:ing aspect of the NAPP experience is the observed

tendency among participating informal lenders to confine their
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lending activities to customers they had long serviced and known
prior to the NAPP.

Two years are probably not enough for the credit programs
under the NAPP to have made any significant impact. However, as
discussed above, even as it was short-lived, the NAPP has
probably revealed some basic principles and processes that are at
work in rural financial markets. These pertain to the natural
specialization among rural lenders according to their competitive
advantage, of which the division of labor between wholesalers and
retailers of loans is just one aspect. Then there are also the
potential benefits to be gained from linking credit transactions
with transactions in other markets. If farmers cannot obtain
credit any other way because they are not considered to be
creditworthy for a variety of reasons, then credit with tie-in
stipulations may be beneficial to both borrower and lender. At
the same time, certain questions come to fore. The repayment of
funds borrowed from the government by non-financial institutions
regardless of repayment performance of farmer-borrowers is good
for loan recovery. However, in providing the retailers of these
funds the incentive to choose only creditworthy borrowers, there
is the possibility that even the ineligible (based on the
program's criteria) may be able to borrow as long as they have
the ability to repay. Verification is costly and documentation
can be falsified. On the other hand, foilowing the guidelines
entails a not insignificant amount of screening, documentation

and reporting -- increasing the cost of transacting a loan for



18
both lender and borrower. These are the all too familiar problems
attendant to loan targeting.

In allowing the trader-millers, input suppliers, and product
processors to participate in the lending program, the NAPP merely
formalized what is already commonplace in the informal credit
market: namely, the use of contracts which tie the provision of
loans to specific transactions in other markets. These types of
contractual arrangements allow risk-~sharing between the con-
tracting parties and, thereby, facilitate those transactions
which might not have taken place (e.g. credit provision) in their
absence. With reference to the scheme under the NAPP, the
government which provides the funds is in effect sharing a
portion of the risk burden with the trader-millers/input sup-
pliers/end users. It has in fact transferred the cost of collect-
ing loan payments to the latter, who in turn, because of the
nature of the contract they have with farmers, can economize on
collection costs.

But it might be asked to what extent the informal credit
market can be mimicked or co-opted to accomplish the goal of
credit delivery to the small farmer while ensuring that the
government gets its money back. Here we can only speculate at
best. One advantage of the informal lender over the formal lender
is that the former does not specify loan use. This is good for
the borrower and lender alike in that no additionzl cost is
incurred in paper work justifying the loan. With special credit

programs, much time is consumed in preparing application require-
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ments in connection with a production loan. But such information
is of little use because of the fungible nature of finance.
Furthermore, loan targeting is welfare-reducing to the extent
that the risk of negative sanctions raises the cost to the
borrower of diverting loan funds to those uses which provide him
higher returns or greater utility.

Government credit programs (such as the NAPP) which attempt
to exploit the risk-reducing advantages of linking with informal
lenders are limited by the loan-targeting feature of their
design. It is doubtful whether trader-millers/input suppliers/
end-users are going to be enthusiastic about participating in a
program that increases their transaction costs. It is thus
unlikely that they will be meticulous about documentation, and
possibly they will just continue to lend to farmers whom they
would have lent to even without the program. These are presumably
the relatively bigger and better-off farmexs. The crucial issue
is therefore whether a special line of credit with the government
will cause an expansion in the volume of business of informal
lenders to include small farmers. We suspect not. Either former
borrowers will receive larger loans or informal lenders will
substitute cheap government money for their own funds, releasing
the latter to expand other businesses. The fungibility argument
still applies and the government has no way to enforce com-
pliance. It may not even bother trying to enforce the guidelines
as long as loan recovery is good. Given the foregoing considera-

tions, it does not make sense to offer informal lenders low-cost
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funds. The special terms under the NAPP simply increased their
net returns for activities they wouid have done anyway. Corol-
larily, there is no reason to believe that the 15% per annum
celling on the borrower rate was enforced. It is possible that
NAPP merely subsidized the activities of informal lenders.

One other issue arising from the discussion of formal-
informal linkages in the credit market is the possibility of
allowing rural banks to engage in other agricultural activities
such as trading, input dealership and the like in order to
compete more effectively with the informal lenders. The question
here is whether such banks are equipped with the expertise to run
businesses other than banking. There is also the related problenm
concerning the disposition of depositors' funds and the potential
for abuse associated with using bank funds to finance the
business operations of the same owner(s). Finally, there is the
possibility that inequities could arise given the unequal
bargaining strengths between the farmer and the creditor who has
possession of various transaction-specific assets [Bardhan
(1980)]. Policy-making should therefore proceed cautiously
pending more rigorous analyses of the foregoing issues.

The implications of the NAPP for the long-term development
of rural financial markets in the Philippines are far from clear.
Such programs cannot be viewed as effective long-term substitutes
for efficient rural financial intermmediaries that mobilize local

deposits and inject them back into the local economy through
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loans which meet the needs of firms and households. Future
research shoula focus on the factors that inhibit the detvelopment

of the financial intermediary in ruia’ areas.



APPENDIX 1

THE NATIONAL AGRICULTURAL PRODUCTIVITY PROGRAMS

1. Intensified Rice Production Program (IRPP)
2. Expanded Corn Program (ECP)
3. National Soybean Production Program (NSPP)
4. National Rootcrops Program (NRP)
a) cassava
b) sweet potato
5. Integrated Program on Ipil-ipil Leafmeal (IPIL)
6. Unified Azolla Program (UAP)
7. Post-Harvest Pacility Assistance Program (PHF)
8. Others
a) Gulayan sa Kalusugan (GSK)

b) Kabataang Sakahan Para sa Kaunlaran Program
(KASBKA)

¢) Multi-storey Cropping Under Coconut Program
d) Multiple Cropping Program (MCP)

e) Rice-Fish Culture Program (RFCP)

(MSC)
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THE BANKING SYSTEM ASSISTANCR SCHEME
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