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EXECUTIVE SUMMARY

Despite massive efforts exerted by the government to industrialize the economy since
the 1950, the relative importance of agriculture in the Philippine economy has not declined as
has been experienced by neighboring Asian countries. It is still the largest employer among the
major sectors of the economy and a significant contributor to the country’s export receipts.
Unfortunately, however, macroeconomic policies have generally been biased against the
agriculture sector.

The government has 1=cently initiated liberalization in several sectors of the economy.
This paper has reviewed financial and agricultural policies and evamined the effects of the recent
financial and trade liberalization measures on the agriculture sector.

The second half of the 1980s marked a big change in agricultural policy. The
government embarked on a balanced agro-industrial policy that was embodied in the Updated
Medium-Term Development Plan for 1985-1987. More recently, the government launched the
Countryside Agro-Industrial Development Strategy, the main emphasis of which is the
modernizat.. n and increase in productivity of agriculture, growth and dispersal through agro-
based industrialization, and the integration of economic activities in the country.

There were specific liberalization measures undertaken. The government lifted price
controls on key agricultural commodities and dismantled existing monopolies in trading and
production. Trade and tariff reforms were also introduced, which were in the direction of
greater trade liberalization. For the agriculture sector, the reforms included the lifting of the
copra ban, abolition of export taxes (except for logs), disbanding of meat impoutation cartels,
privatization of wheat, flour and soybean trading, liberalization of fertilizer and tariff reduction
of most inputs. A new round of tariff reforms embodied in EO 470 was introduced in 1991,
Tn particular, tariffs on imports will be gradually reduced within a five-year period to give
domestic industries time 1o adjust and lessen the tariff reforms’ budgetary impact. Although
there is a narrowing in the difference between the average effective protection rate of the
manufacturing sector and the agriculture sector under EO 470, still the former is accorded much
higher protection.

A significant part of the current rules and regulations covering the financial sector can
be traced to the financial reforms initiated in the early 1980s. Others were introduced in the
second half of the 1980s and the 1990s to complement the reforms done earlier. The 1980
financial reforms intended to foster competitive conditions in the financial markets and improve
the availability of medium- and long-term funds to the industrial sector. The major components
were the deposit and loan interest rates deregulation and restructuring of the banking system.
The reforms introduced during the second half of the 1980s and 1990s involved (a) adoption of
a uniform, market-oriented rediscount rate by the Central Bank, which effectively ended its
selective credit control policy; (b) a clearer definition of the roles of government financial
institutions; (cj switch in the emphasis of Central Bank’s functions from develooment-oriented
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to stabilization; (d) more liberal bank entry and branching regulations; and (e) improved
prudential policies and regulations by the Central Bank.

The performance of the banking system in mobilizing traditional deposits was examined
during the period 1970-1990. The financial intermediation ratio, measured as a ratio of deposits
to GNP, had been moving erratically during the indicated period. As of 1990, the ratio stood
at 30.5 percent, which is still way below the 35.3 percent that was recorded before the 1984-85
balance of paymemic crisis. The results strongly suggest that stability of the economy is an
important requirement to a sustained rise in bank deposits. Interestingly, the ratio in the 1980s
was much higher on the average in the 1980s than that in the 1970s, indicating that the banking
system was able to mmobilize more savings from the private sector in the 1980s than in the 1970s
despite a generally unstable economy.

The agriculture sector has consistently obtained the lowest share in total loans
outstanding of the banking system. Interestingly, the share of rural banks in total agricultural
loans granted declined since 1981. Since the 1980 financial reforms, rural banks were no longer
restricted to agricultural lending. thus, a significant number of them shifted to non-agricultural
loans to diversify their loan portfolio. However, in terms of the ratio of agricultural loans
granted to total loans granted by each type of banks, still rural banks have remained the largest
contributor.

The withdrawal of special credit programs for the agriculture sector that were coursed
through the rural banks and the chinge in the rediscounting policy of the Central Bank since
1985 seemed to have elicited appropriate response from rural banks. In particular, they started
to mobilize more deposits as can be seen from the rise in their deposits in real terms since 1985.

A simulation analysis was performed using the PIDS-NEDA macroeconometric model
for the period 1992-2000 to determine the effects of specific financial and trade liberalization .
measures on the economy, in general, and on the agriculture sector, in particular. The effects
of sequencing the implementation financial and trade liberalization had also been examined. The
results of the simulation analysis are quite instructive.

The impact of reducing fiscal deficit through some revenue-raising measures on the
economy is generally favorable. However, it will have differential impacts on the various
sectors of the economy. In particular, the industrial and services sectors will be favorably
affected while the agriculiure sector adversely affected.

The reduction in the reserve requirement ratio wiil be inflationary due :o the resulting
higher liquidity, thereby causing jastability to the economy. This will, however, have a
favorable effect on the agriculture sector since with reduced reserve requirement, more funds
could be made available to the agriculture sector.

The increase in savings deposit rate expected of 4 liberal bank entry and branching
does not h>ve a significant impact on the key economic variables. Interestingly, however, it will
have a slightly positive effect on some sub-sectors of the agriculture, specifically palay, coconut



and livestock and poultry. This seems to be consistent with the view that a more liberal bank
entry and branching policy will help improve financial intermediation, which, in turn, will
contribute to the development of the agriculture sector.

The sharp depreciation of the peso vis-a-vis the US dollar will cause a slight slowdown
of the economy in the first seven years and an acceleration thereafter. It will have a differential
impact on the various sub-sectors of agriculture, although on a net basis the effect is positive.
The livestock and poultry and fishery sectors will benefit from such policy action.

The economy as a whole stands to gain from the implementation of EOQ 470.
However, it will have varying effects on the major sectors of the economy. The agriculture
sector as a whole stands to lose a little from such policy action. It is to be noted, however, that
the direction and magnitude of the effects seem to vary across sub-sectors of a; <iculture. The
rice sub-sector will be adversely affected while the sugar, corn and other crops sub-sectors will
be favorably affected.

The import liberalization of rice and corn will slightly improve the economy, but it will
have a slight negative effect on the agriculture sector. Some trade-offs are possible within the
agriculture sector. The rice and coconut sub-sectors will be negatively affected, while the rest
of the agriculture sector will be positively affected by such policy package.

The simultaneous implementation of financial and trade liberalization measures
discussed above will have a negative effect on the economy as whole. However, it will have
differential impacts on the various sectors of the economy. In particular, it will adversely affect
the industrial and services sectors but will positively affect the agriculture sector. The
implementation of the package of financial reforms ahead of trade reforms will yield similar
results.

The results of the simulation analysis suggest that stability of the economy must not
be compromised by any liberalization measures. Given this, the policy package that will yield
the best results consists of the following elements: maintain a high reserve requirement ratio on
banks’ deposit liabilities to control liquidity of the financial system, allow the exchange rate to
depreciate moderately in a consistent manner, and implement the tariff reform program
embodied in EO 470 including import liberalization of rice and corn. This policy package will
push the economy slightly higher than the baseline. Also, the industrial and services sectors will
be positively affected while the agriculture sector as a whole will only be mildly negatively
affected. Interestingly, within the agriculture sector, the effects of this policy package will
differ: negative on palay and coconut sub-sectors and positive on the rest of the agriculture
sector. Highly focused government intervention could be designed to reduce the negative effects
of such policy package on a few adversely affected sectors. This will have a greater chance of
being successfully implemented than instituting an intervention program for a greater number
of sectors.



Given the results of this study indicating the potential gains that the agriculture sector
will derive from financial liberalization, it should be actively advocating for financial
reforms.



1. INTRODUCTION

The present environment i the Philippines seems to be more receptive than five years
ago to further economic liberalization measures. The Philippine Chamber of Commerce and
Industry (PCCI), which used to be the proponent and defender of protectionist econontic
policics, is now calling on the government to free the market (Philippine Busiress Conference
1991). Trade and financial deregulation has been greatly emphasized in their position paper.

The same atmosphere seems to prevail in Congress. More recently, it passed the
Foreign Investment Act (RA No. 7042) which seeks to promote foreign investment through
greatly simplified and liberal rules and regulations. The Supreme Court just ruled that the
Foreign Investment Act is constitutional. This is a signal that the judicial process in the
Philippines, slow as it is today, will not anymoic hinder the implementation of ecoriomic policies
formulated by the Executive and Legislative branches of government.

Actually, the march towards greater reliance on the market started in the early 1980s.
A major tariff refonn program was implemented during the period 1981-1985 on schedule
despite strong protests from lobby groups including the PCCI. A reduction in quantitative
restriction should have accompanied it were it not for the balance of payments problem that
struck the economy in 1983.

Amid objections from the same lobby groups, the Aquino government implemented
more trade reforms, which are embodied in Executive Order (EQ) No. 49 (October 1986), EO
70 (November 1986), EO 306 (October 1987) and Republic Act No. 6647 (July 1987). All these
brought about changes in the nominal tariff structure. Medalla (1990) pointed out that while as
a whole the changes were minimal, the average tariff for importable agricultural commuodities
significantly went down from 46.1 percent in 1985 to 24.1 percent in 1988. This time, the tariff
reforms have been accompanied by the reduction in quantitative restrictions. In narticular, the
number of regulated items went down from more than 34 percent of the total ni .nber of PSCC
(Philippine Standard Commodity Classification) lines in 1985 to less than 10 percent today.

Significant reforms have been implemented in the financial sector since 1980. The
structure of the banking system had been altered, giving more emphasis on competition and
efficiency. This was accompanied by the removal of ceilings on interest rates.

Recently, the government had implemented another tariff reform program (EO 470),
which envisions to reduce tariffs over a five-year period. In the financial sector, the Central
Bank had recently reduced regulations on bank entry and branching, which is expected to
improve competition. Hopefuily, this will result in an increase in savings deposit rate, which
today is very low due to the oligopoly power wielded by existing banks. Intermediation taxes
are also expected to be reduced. Moreover, there are strong indicaticns that the foreign
exchange market will soon be deregulated.

All this definitely will have a tremendous impact on the economy. However, it is not
known how these reforms affect the various sectors of the economy. The specific issue that this
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study wishes to address is how the financil and trade liberalization efforts affect the agriculture
sector. For instance, will the agriculture sector benefit from a more liberal bank entry and
branching policy? Will the tariff reforms such as those einbodied in EG 470, positively or
negatlvely affect the agriculture sector? Since the direction and timing of the effects of the
various libsralization measures on the agriculture sector could differ, the issue of sequencing the
introduction of the liberalization measures becomes important. This study will also address this
issue.

Although this study considers the impact of both the financial and trade liberalization
measures on the agriculture sector, more emphasis is given on the former. The main reason for
this bias is that existing literature has very limited discussions on this issue. Thus, more
discussions are devoted to some aspects and experience of the Philippines with financial
liberalizations with special reference to the agriculture sector.

The next chapter briefly discusses the role and contribution of the agriculture sector
to the economy. It also briefly reviews the changes in agricultural policy of the country over
the last twenty years. Chapter 3 discusses some issues on financial liberalization. More
specifically, it reviews the changing views on the character of government intervention in the
financial markets. Chapter 4 presents an extensive discussion of the evolution of the general
financial and agricultural credit policy in the Philippines. It also assesses the performance of
the financial sector. The results of the analysis of the previous chapter and this chapter provide
a useful background {or analyzing the reforms that have been most recently implemented or are
currently beinng contemplated. Chapter 5 provides a quantitative analysis of the likely effects of
various financial and trade liberalization measures on the agriculture sector. A simulation
analysis using a macroeconometric model is performes. The last chapter summarizes the major
findings of the study and discusses some policy implications.



-2. OVERVIEW OF THE AGRICULTURE SECTOR

This chapter briefly discusses the role and contribution of the agriculture sector to the
economy and reviews agricultural policy.

2.1 Role of the Agriculture Sector in the Economy

Despite massive effo:ts exerted by the government to industrialize the economy since
the 1950s, the relative importance of agriculture in the Philippine economy has not declined
significantly as has been experienced by neighboring Asian economies, such as Korea, Thai'and
and Indonesia. During the period 1970-1990, the share of agriculture in total GDP fluctuated
between 27 and 30 percent (Table 2.1). Except for five years, the agriculture sector posted an
impressive growth rate of more than 3 percent during indicated period (Table 2.2). Moreover,
it acted as cushion to the severe economic crisis experienced in 1984 and 1985 when i grew by
2.3 percent and 3.3 percent, respectively, while other sectors posted negative growth rates.

The agriculture secior is still the largest employer among the major sectors. As of
1990, it absorbed 45 percent of the total employed population, slightly lower than its labor
absorption rate in 1970 (Table 2.3).

There has been a visible change in the composition of agricultural output. The share
of crops in total value-added of the agriculture sector rose from 53 percent in 197G to 63 percent
in 1980 and declined thereafter (Table 2.4). This is mainly accounted for by the significant rise
in the share of other crops while those of palay, comn, cocoaut, sugarcane, and banana havc
remained more or less the same.  Of more interest is the share of the poultry sector which
almost consistently increased from 4 percent in 1970 to 12 percent in 1990. In contrast, the
share of forestry substantially declined from 13 percent in 1970 to only 2 percent in 1990.
During the last five years, the livestock and the poultry sub-sectors provided more spark to the
agriculture sector whose growth rates averaged 8.5 percent and 7.4 percent, respectively,
compared to the agricultural crops’ growth which averaged only 0.5 percent (Table 2.5).

Although the contribution of the agricultural output to the total domestic economy has
hardly changed over the last twenty years, its share in total value of exports declined
dramatically from 44 percent in 1970 to 17 percent in 1990 (Table 2.6). It is, however, to be
noted that the composition of agricultural exports has significantly changed over the vears.
There is a marked decline in the share of traditional exports, such as sugar and coconut, while
the share of new agricultural exports, such as fich and other seafoods, rose considerably.

All this points to the dynamism and large potential of the agriculture sector to
contribute significantly to the economy.



TABLE 2.1 Gross Domestic Product by Industrial Origin

(in percent shares to GDP)

Industry 1970

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980

1. AGRI. FISHERY AND FORESTRY  26.88  28.b8  28.58  27.96 27.32 26.78 26.77 Zo.47 26.13 25.70  25.36
2. INDUSTRIAL SECTOR 29.50 30.31 32.00 33.16 33.36 34.08 34.82 35.57 35.77  36.35  36.16
3. SERVICE SECTOR 41.62  40.82 39.43 38.88 39.32 3%.14 3641 37.97 3B.10 3795 38.28
GROSS DOMESTIC PRODUCT 100 100 120 100 100 100 100 100 100 100 100
GROSS DOMESTIC PRODUCT 51,014 53,526 56.464 61.252 64,313 68.437 73,922 78,467 82,784 87.962 92,568

(In Nillion Pesos)

Sources: (a) Economic and Social Statistics Office,
Naticnal Statistical Coordination Board.
(b} National Accounts Staff. Stetistical Coordination Office

National Econemic and Develcpment Authority.
(c) Philippine Statistical Yearbook, Years 1982 and 1989.

(d) Naticnal Accounts of the Philippines, December 1990.

{Fipancial Liberalization/TABLE1A.vk1/12-03-91)




TABLE 2.1 (cont’d)

Industry 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

1. AGRI. FISHERY AND FORBSTRY  25.58 25.63 24.86 27.05 29.20 29.73 28.11 27.40 27.05 26.95
2. INDUSTRIAL SECTOR 36.3¢  36.08  35.98  34.37 32.Z0 3.14  J2.04 32.76 33.16  32.96
3. SERVICE SECTCZ 38.08 38.29 39.15 38.56 38.54 39.12 39.85 39.84 39.80  40.09
GROSS DOMESTIC PRODUCT 100 100 100 100 100 100 100 100 100 100
GROSS DOMESTIC PRODUCT 96.207 98,999 99.921 93.927 89.904 91,180 95,463 101,450 107,168 109,490

(In Million Pesos)

Sources: {a) Bconomic and Social Statistics Office.
National Statistical Coordination Board.
(b) Hational Accounts Staff, Stai.-tical Coordization Office

National Economic and Development Authority.
{c) Philippine Statistical Yearbook. Years 1982 and 1989.

(d) ¥ational Accounts of the Philippines, December 1990.

{Financial Liberalization/TABLE1A.wk1/12-03-91}




TABLE 2.2 Gross National Product and Gross Domestic Product by Industrial Origin

(growth rates, in percent)

Industry 1970 1971 1972

1973 1974 1975 1976 1977 1978 1972 1980

1. AGRI. FISHERY AND FORESTRY ... .91 4.39 6.15 2.38 4.31 7.98 4.96 4.15 4.51 4.67
2. INDUSTRIAL SECTOR e 1.80 11,38 12.41 9.64 8.0 10.38 8.41 6.11 1.98 4.88
3. SERVICE SECT0R cee 2.90 1.89 6.98 6.19 9.93 5.98 4.93 5.88 5.83 6.15
GROSS DOMESTIC PRODUCT e .92 3.49 8.48 5.00 6.41 8.01 6.15 5.50 6.25 5.24
GROSS NATIONAL PRODUCT cee 5.1 5.70 9.26 5.60 5.80 1.40 6.34 5.76 6.89 4.96

Sources: {a) Economic and Social Statistics Office,
National Statistical Coordination Board.

{b) National Accounts Staff, Statistical Coordination Office

National Bcoaomic and Development Authority.

{c) Philippine Statistical Yearbook, Years 1982 and 1989.
(d} National Accounts of the Philippines, Deceaber 1990.

{Financial Liberalization/TABLE1A.wk1/12-03-91}



TABLE 2.2 (cont’d)

Industry

1881 1982 1983 1984 1985 1986 1987 1988 1989 1990  Average 71-90
1. AGRI. FISHERY ARD FORESTRY 4.00 .13 (2100 2.21 3.32 .21 (L.02)y  3.%7 1.29 2.19 3.58
2. INDUSTRIAL SECTOR 4.45 2.1% 0.68 (10.22) (10.17) (2.08) 7.73 8.6% 6.91 1.93 4.68
3. SERVICE SECTCR 3.39 3.47 .20 (1.3 (4.3 2.95 6.63 6.26 3.51 3.28 3.18
GROSS DOMESTIC PRODUCT 3.93 2.90 0.93  (6.00) (4.28) 1.42 4.70 6.27 5.64 2.54 3.98
GROSS NATIONAL PRODUCT 3.45 1.%0 - L11 (7.0 (4.12)  1.86 5.91 6.64 5.70 3.08 4.10

Sources: (a) Economic and Social Statistics Office,
National Statistical Coordination Board.
(b} National Accounts Staff, Statistical Coc-dination Office
National Economic and Development Authority.
(c} Pbilippine Statistical Yearbook, Years 1982 and 1989.
(d) National Accounts of the Philippines, December 1990.
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TABLE 2.3 Agricultural Employment, 1970-1990 (in millions)

TOTATL Number of Persons Percent
Year EMPLOYMENT Emploved To
(A1l Industries) {Agri Sector) Totul
1970 10.734 5.614 52.30
1971 11.584 5.607 48. 40
1972 12.091 6.338 52.4Z
1973 12.706 6.733 52.99
1974 13.078 7.066 54.03
1975 13.443 7.076 52.64
1976 14.450 7.599 52.59
1977 14.547 7.276 50.02
1978 15.741 B.119 51.568
1979 16.733 8.077 48.27
1980 16.724 8.574 51.65
1981 17.631 9.050 51.33
1982 17.993 9.308 51.73
1983 18.898 9.631 50.96
1984 19.238 9.553 49.66
1985 19.698 9.738 49.44
1986 20.489 10.197 49 .77
1987 20.050 9.730 48.53
1988 21.213 9.923 46.78
1989 21.910 9.900 45.18
1990 22.210 9.980 44.93

Source : (a) Economic and Social Statistics Office,
National Statistical Coordination Board.
(b) National Statistics Offlice (NSO).
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TABLE 2.4 Gross Value Added in Agriculture, Fishery and Forestry by Industry Group

"y

&
1978

Industry 1970 1971 1972 1973 1974 1975 1976 191

1. AGRICULTURAL CROPS 92.85 53.04 55.51 52.94 56.44 61.67 61.56 61.75
Palay 18.98 1795 17.04 16.63 17.64 18.32 17.17 18.27

Corn 6.09 5.46 6.27 5.36 6.21 6.71 6.27 5.54
Coconut incldg. Copra 5,30 6.20 1.15 6.00 4.37 6.20 1.21 6.39
Sugarcane 6.69 8.02 6.59 6.51 7.85 7.40 8.28 6.47
Banana 5.05 4.40 1.17 4.15 5.21 2.4 2.28 2.45
Otber Crops 10.74  11.02  17.29 1408 15.16 20.82 20.30  21.64

2. LIVESTOCI 11.85  12.19 1088 11.70 11.79 9.28 8.78 8.69
3. POULTRY .17 1.4 4.49 4.42 4.38 4.72 4.89 5.09
4. FISHERY 17.58  17.21  16.67 16.87 17.31 17.43 16.72  16.86
5. FORESTRY 13.45 12,57 1246  14.07 10.08 6.90 B.05 7.62
GROSS VALUE ADDED IR AGRI- 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

CULTURE. FISHERY, & PORESTRY

Sources: (3) Economic and Social Statistics Office,
National Statistical Coordination Board.
(b) Kational Accounts Staff. Statistical Coordination Office

Naticnal Economic and Developaent Authority.
(c) Philippine Statistical Yearbook, Years 1982 and 1989.

(d) Hational Accounts of the Philippines, December 1929.

{Financial Liberalization/TABLE-2A.wk1/12-03-91}
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61.42
17.41
6.65
6.15
5.99
2.84
22.38
.83
5.58
16.95
1.23

106.00

(i S
V1979 1980
62.60  63.08
17.46  11.62

6.29  6.12
562 5.5
6.04 5.5
316 3.49
24.02 UM
8.65  7.78
6.14  6.90
16.27  16.38
6.35  5.86

100.00  100.00
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TABLE 2.4 (cont’d)

Industry

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

1. AGRICOLTURAL CROPS 62.65 62.78  60.25 61.25 62.60 62.98 61.02 59.54 58.71  56.81
Palay 17.50 17.68 15,70  16.53  17.77 18.07 16.82 17.06 17.24  16.23

Corn 6.07 6.00 9.53 5.79 6.47 6.63 6.98 6.97 6.83 1.16
Coconut incldg. Copra 5.67 5.40 4.87 3.75 5.41 6.72 6.72 5.90 5.35 5.29
Sugarcane 5.43 6.08 4.56 5.24 3.16 2.86 2.61 2.87 3.08 2.84
Banana 3.16 3.12 3.63 3.57 3.55 3.45 3.21 3.07 3.06 2.13
Other Crops 24.81 2449 25.96 26.37 26.25 25.26 24,62 23.67 23.15  22.5%

2. LIVESTOCE 1.82 1.95 8.73 8.51 8.95 8.42 9.06 9.39  10.15 10.74
3. POULTRY 1.36 8.64 9.99  10.19 9.41 9.40  10.22  10.95 1155  12.3
4. FISHERY 16.78  16.76 17.74 17.04 16.84 16.79 17.28 17.39 17.41  18.09
5. PORESTRY en 3.87 . 3.30 3.01 2.69 2.41 2.41 2.48 2.18 2.00
GROSS VALUE ADDED IN AGRI- 100.00 100.00 100.90 100.00 100.00 100.00 100.00 100.00 100.00 100.00

CULTURE. PISHERY. & FORESTRY

Sources: (a) Bconomic and Social Statistics Office,
Hational Statistical Coordination Board.

{b) National Accounta Staff, Statistical Coordination Office
National Economic and Development Authority.

{Financ13]l Liberalization/TABLE-2A.wk1/12-03-91)

{c) Philipplne Statistical Yearbook, Years 1982 and 1989.

(d) Hational Accounts of the Philippines, December 1990.
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TASLE 2.5 Gross Value Added in Agriculture, Fishery and Forestry

by Industry Group
growth rates, in percent

Industry 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1930

1. AGRICULTURAL CROPS - 5.29 9.23 0.64 9.38  14.66 1.78 5.28 3.59 6.52 5.48
Palay .- (0.82) (0.90) 2.98 8.82 8.96 119 11.69  (0.71)  4.80 5.60

Corn ... (5.81)  19.91  (6.42) 14.57 13.27 0.98 98.43 .96 (1.11)  1.69
Coconut incldg. Copra e 22.66  20.46 (11.44) (25.24) 48.69  26.58  (7.72)  0.23 {4.51) 3.39
Sugarcane .. 25.66 (14.21)  4.33  23.62  (1.09) 20.80 (18.01) (3.57) 5.48  (3.22)
Banana .o (8.60) (72.35; 275.53  28.90 (54.95) 10.00 12.64  20.87 16.29  15.69
Other Crops .ee .71 63.73  (14.05) 10.38  44.13 5.29  11.90 7.68 12.19 1.72

2. LIVESTOCK . 6.98 (6.79) 13.4 3.36 (17.39)  2.12 3.91 5.82 2.41  (5.88)
3. POULTRY .es 19.22  (1.09) 4.01 159 13.07  11.91 9.13 1419 M.91 174
4. FISHERY e 3.05 0.75 6.84 5.22 5.66 3.60 5.80 4.1 0.30 5.41
5. FORESTRY .. (1.9TY 345 19.15 (6.51) (26.18) 26.03  (0.69) (1.20) (8.19) (3.41)
GROSS VALUE ADDED IN AGRI- - 4.91 4.39 5.52 2.58 4.9 7.98 4.96 4.15 4.51 4.67

CULTURE, FISHERY, & FORESTRY

Sources: (a) Ecomoric and Social Statistics Office,
National Statistical Coordination Board.
(b) National Accounts Staff, Statistical Coordination Office
National Economic and Development Authority.
(c] Philippine Statistical Yearbook. Vears 1982 and 1989.
(d) National Accounts of the Philippines. December 1990.

{Financial Liberalization/TABLE-2A.vk1/12-03-91)
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TABLE 2.5 (cont’d)

Industry 1981 1982 1983 1984 1985 1986

1. AGRICULTURAL CROPS 3.3 J.33  (6.05) 3.98 5.39 3.90
Palay 3.3 4.23 (13.12)  1.712  11.04 5.02

Corn 3.25 1.87  (9.79) 7.0 15.51 5.89
Coconut incldg. Copra 6.32 {1.86) (11.68) {21.32) 49.16 28.%4
Sugarcane 113 15.48 (26.62) 17.56 (37.76) (6.51)
Banana {5.81) 1.80 14.02 0.55 2.53 0.43
Other Crops 1.39 1.79 in 3.9 2.84  (0.64)

2. LIVESTOCK 4.56 4.78 7.59 {031} {2.22) 1.99
3. POULTRY 19.90  11.95 13.18 4.3 {0,500 (1.13)
4. FISHERY 6.60 2.95 3.60  (1.7TY  2.15 2.92
5. FORESTRY (15.22) (16.34) (16.68) (6.59) (7.11} (1.3N)
GROSS VALUE ADDED IN AGRi- 4.00 313 (2.1 2.27 3.32 3.21

CULTURE, PISHERY, & FORESTRY

1987 1988 1989 1990
(£.11y 107 2.84  (1.13)
{7.88)  5.08 5.42 (3.80)

4.12 3.53 2.12 1.18
(0.99) (9.10) (5.3) 1.10
(9.58) 13.98 11.89  (6.04)
(6.10) (2.8%)  3.99  (8.68)
(3.51)  (0.42 1.9 (0.4%)

6.53 9.62  10.35 8.09

1.66 11.42 9.56 9.41

1.91 4.23 4.39 6.18
(0.92) 633 (8.27) (6.17)
(1.02) .57 4.29 2.18

Sources: (a) Economic and Social Statistics Office,
National Statistical Coordination Board.
(b) National Accounts Staff. Statistical Coordination Office
National Economic and Development Authority.
{c} Philippine Statistical Yearbook. Years 1982 and 1989.
{d) National Accounts of the Philippines, Decesber 1990.
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TABLE 2.6 Value of Major Agriculture—Commodity Exports

Commodity 1970 % 1980 % 1990 %
Coconut 0il 96 20.5 567 28.6 361 25.9
Copra and Copra Meal Cake 94 20.1 128 6.5 74 5.3
Other Coconut Products 19 4.1 116 5.9 68 4.9
Centrifugal/Refined Sugar 188 40.2 624 31.5 111 8.0
Other Sugar Products 8 1.7 33 1.7 22 1.6
Pineapples 26 5.6 97 4.9 120 8.6
Bananas 5 1.1 114 5.8 149 10.7
Mangoes 1 0.2 7 0.4 15 1.1
Other Fruits and Vegetables 0 0.0 14 0.7 42 3.0
Coffee 0 0.0 45 2.3 8 0.6
Abaca Fibers 15 3.2 27 1.4 16 1.1
Tobacco Unmanufactured 14 3.0 2 1.5 20 1.4
Fish and Other Seafoods z 0.4 107 5.4 294 z1.1
Other Agro-Based Products 0 0.0 73 3.7 93 6.7
Total Agro-Based Exports 468 44.1 1.981 34.2 1,393 17.0

Total Non Agro-Based Export 594 55.9 3.807 65.8
TOTAL EXPORTS 1.062 100.0 5,788 100.0 8.186 100.0

Sources: (a) DER. Central Bank of the Philippines.
{b) National Statistics Office.
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Despite its significant contribution to the domestic economy, the agriculture sector is
facing several problems. Labor productivity, which is measured as gross value-added per
worker, has hardly improved at all (Table 2.7). There are strong indications that land resources
have almost been exhausted. Farming in marginal lands using the "slash and burn" practice has
recently intensified, threatening the environment. Access to formal credit has also become more
difficult, thus denying farmers of the opportunity to buy inputs necessary for increased
production.! The sector is also suffering from the lack of support infrastructure and services.

For instance, only 47 percent of the 3.12 million potentially irrigable land have been
covered by irrigation facilities. Post harvest losses have remained high—10 percent of total
production for rice and 30 percent for corn—due to inadequate post-harvest storage and
processing facilities. Inadequate transport and shipping facilities and services also complicate
the matter, making transport of grains from one region to another very costly.

2.2 Agricultural Policy

Despite the attention given by policy makers to the agriculture sector, the overall
macroeconomic policy has been biased against it. This stems from the effort of past
governments to accelerate the transition process from an agrarian to an industrial economy. In
the 1950s, the government embarked on industrialization program anchored on import
substitution policy. Infrastructure development had been concentrated mainly in the Metropolitan
area where many of the import-substituting finns located themselves, leaving the rural,
agricultural areas with very little infrastructure sunport. Agriculture pricing policy, the main
feature of which was the price control imposed on rice and corn, had favored urban dwellers at
the expense of the agriculture sector.

The government’s intervention in agricultural production, marketing and international
trade had intensified in the 1970s. As regards agricultural imports, the National Food Authority
was given the sole authority to import without duties wheat and soybean. Importation of
fertilizer was also heavily regulated. With regard to the export sector, the government became
the sole buyer of sugar from sugar mills and the sole exporter of sugar through the Philippine
Exchange, a government-owned corporation, and also controlled the cocenut industry’s milling
capacity and the coconut oil exports through the United Coconut Oil Mills. The resuits of these
interventions had been generally unfavorable. Balisacan (1991) pointed out that "In most cases,
either the interventions were ineffective in achieving their avowed intentions or they yielded
results quite contrary to these intentions" (p 3). He cited the study of de Dios (1984) showing
“that the sugar monopoly resulted in: (a) a loss to producers of between R11 billion and R 14
billion; (b) an addition to the marketing chain resulting in either increased mark-ups, a
redistribution of income from actua: traders to favored ‘paper traders’, or both; (c) no increase
in trading efficiency and in for ..gn exchange earnings; (d) a loss of foreign exchange due to the
financing of operations through foreign loans; and (e) a loss to the econcmy because of the

' More detailed discussions on this observation are presented in Chapter 4.
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TABLE 2.7 Gross Value Added, Employment and Labor Productivity in Agriculture,
Fishery and Forestry, 1970-90
(in millions, at constant prices of 1972)

e e e e o e o o 2 o o o o o " > o T o " = T M = M T M Am MM M am TR mm s e T T ST T oSS TS
e tireedn il ieiempandipninifusinipunipon g pepri PR S E E  tee  ed

Gross Value Added Number of Persons Labor
Year (in real pesos) Emploved Productivity

1970 14.734 5.614 2.624.5
1971 15,457 5.607 2.756.7
1972 16.135 6.338 2.545.8
1973 17.026 6.733 2.528.7
1974 17.465 7.0686 2.471.7
1975 18.327 7.076 2.590.0
1976 19.789 7.599 a/ 2,604.2
1977 20.770 7.276 a/ 2.854.6
1978 21,631 8.119 2.664.2
1979 22.606 8.077 2.798.8
1980 23.662 8.674 a/ 2.727.9
1981 24,608 9.050 2.719.1
1982 25.378 9.308 2.726.6
1983 24.845 9.631 2.579.7
1984 25,409 9.553 2,659.8
1985 26.252 9.738 2.695.8
1986 27,110 10.197 2.658.6
1987 26.834 9.730 2.757.9
1988 27,793 9.923 2.800.9
1989 28.986 9.900 2.927.9
1990 29.620 9.980 b/ 2.967.9

Notes: a/ Integrated Quarterly Survey was not conducted for the
following quarters: 1976-4th: 1977-2nd: 1980-1st and 2nd.
b/ Covers January, July, and October survevs oaly.

Source : (a) Economic and Social Statistics Office,
National Statistical Coordination Board.
(b) National Statistice Office (NSO).

{Financial Liberalization/GVAPROD.wk1/12-03-91}%.
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operating los:es of the agencies, in spite of estimated gross profits enjoyed from the differential
between export revenues and purchase costs" (p 4°.

Tradz policy had been biased against the agriculture sector. As shown in Table 2.8,
the average effective protection rate (EPR) for the sector cfter the tariff reform program initiated
in the early 1980s was -1 percent compared to 23 for the manufacturing sector.

The second half of the 1980s marked a big change in agricultural policy. The
government embarked on a balanced agro-industrial development policy (BAIDS) which was
embodied in the Updated Development Plan for 1985-1987. The Medium-Term Philippine
Development Plan, 1987-1992 of the Aquino government also 1¢ficcied the new policy towards
the agriculture sector. In particular, it stresses on rural-based development strategy. More
recently, the government launched the Countryside Agro-Industrial Development Strategy
(CAIDS), the main emphasis of which is the modemization and increase in productivity,
agriculture, growth and dispersal through agro-based iadustrialization, and the integration of
economic activities in the country (Geron 1991).

TABLE 2.8 Average Effective Protection Rates (EPRs), in percent

1979 1985
(Pre-TRP) (Post-TRP)

All Sectors 24 12
Exportables -3 -3
Importables 44 25

Primary and Agriculture 1 -1

Manufacturing 40 23
Expértables 1 1
Importables 50 33

Source: Medalla (1986).

16



Policy reforms introduced in the agriculture ,ector during the last five years were quite
extensive. The government lifted price controls on key igric 1itural commodities and dismantled
existing monopolies in trading and production. Trade and .ariff reforms were also introduced,
which were in the direction of greater trade liberalization. For the agriculture sector, the
reforms included the lifting of the copra export ban, abolition of export taxes (except for logs),
disbanding of meat importation cartels, privatization of wheat, flour and soybean trading,
liberalization of fertilizer and tariff reduction of most inputs.

The changes in the nominal tariffs and removal f quantitative restrictions between
1986 and 1988 resulted in substantial changes in the EFR. Medalla (1990) found that the overall
average EPR steadily decreased from 49.0 percent in 1985 to 36.5 percent in 1988. However,
when she compared the EPR of the manufacturing sector with that of the agriculture sector with
the latter as the numeraire (i.e., EPR for agriculture is set to 100), she found that the index rose
from 119.3 in 1985 to 125.1 in 1986, then slightly went down to 124.3 in 1988. Thus, she
concluded that "while the overall downward trend appears to be in the rigiit direction, the
relative changes, specifically between agriculture and manufacturing, seem to be contrary to the
movement towards more uniform protection..." (p 25).

Further tariff reforms which are embodied in Executive Order (EO) 470 have recently
been introduced. The gradual tariff rate reduction will be implemented within a five-year period
to give domestic industries time to adjust and to lessen the tariff reforms’ budgetary impact.
The overall nominal average tanff rate will decline according to the following schedule: Year
1—from 28 to 25.96 percent; Year 2—24.27 percent; Year 3—22.56 percent Year 4—21.74
percent; and Year 5—20.07 percent.> At the final year, most of the tariff lines will cluster
around the 10 to 30 percent range. Only 208 lines will remain at 50 percent rate, and quite a
number of these is in agriculture. More specifically, the tariff rate for key farm products such
as sugar, coconut oil, and staple grains, will remain at 50 percent. Looking at the nominal
average tariff rates by sector, it would appear that agriculture rereives the highest protection rate
before and after EO 470. The simple average nominal protection rate for the agriculture sector
will be reduced from 35 percent to 28.02 percent. On the other hand, the simple average
nominal protection rate for the manufacturing sector will decline from 27 percent to 12.04
percent. It is to be noted, however, that many of the high tariff rates for agriculture are
redundant or irrelevant. For export crops such as coconut, sugar, tobacco, pineapple, banana,
coffee, cocoa and sugar, the high statutory tariffs are simply irrelevant. This is also true of
meny food commodities such as roots and tubers, fresh fish and many kinds of fruits, that are
not internationally traded owing to prohibitive transport and handling costs.

The effective protection rate, which gives a more credible measure of protection since
it also takes into account the tariff penalties the producers in a given industry have to suffer
when buying protected inputs, shows a different picture. The manufacturing sector’s average
effective protection rate remains the highest at 28 percent, compared to that of agriculture which

*This is based on Clarete (1991).
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is only 2 percent._In short, although there is a narrowing in the difference between the average
effective protection. rate of the manufacturing sector and the agriculture sector under EO 470,
still the former-is_accorded much higher protection.
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3. ISSUES IN FINANCIAL LIBERALIZATION®

In th late 1970s and early 1980s, several countries had liberalized their financial
sector.  Of course, the scope and speed of financial liberalization varied from count:y to
country. More countries such as Indonesia and Thailand have joined the financial liberalization
bandwagon in the most recent years. Still, other countries have continued the process of
liberalizing their financial sector. The Philippines and Korea can be cited as examples here.
So far, the results of financial liberalization are mixed. In some countries, notably the Southern
Cone countries of Latin America, financial liberalization seemed to have failed (Diaz-Alejandro
1985), while in other countries, such as Korea and Singapore, it succeeded (Hyun 1990; Tyabji
1989). The Philippines’ experience falls in the middle; that is, it cannot be considered a total
success nor a total failure.

The differential results of financial liberalization initiated by several countries have
been attributed to several factors (Corbo and de Melo 1987; McKinnon 1987). One was
unfavorable external shocks. Another was inappropriate order of economic liberalization. Still
another factor was macroeconomic mismanagement during the transition from a repressed regime
to a liberal one.

This chapter discusses some general issues in financial liberalization that are important
in analyzing the experience of the Philippines in deregulating its financial sector.

3.1 Directed Credit Policy

virected credit policy is anchored on the assumption that developing countries have
imperfect and inefficient financial markets; hence, state intervention is required to direct the flow
of credit to the preferred or high priority sectors (Khatkhate and Villanueva 1978). Tn an
imperfect financial market, private profitability and social profitability from loans granted to
different sectors greatly differ, which may be attributed to the following three factors: (1) banks
may overestimate the risk, admiristration, and collection costs associated with extending loans
to high priority sectors; (2) banks’ desired rate of return on loans may be higher than the correct
marginal social rate of time preference; and (3) banks may not take into consideration the
external benefits which expansion in the high priority sectors will yield for the rest of the
economy.

Governments in LDCs had used various instruments to direct the flow of credit to the
high priority sectors. These include, among others, imposing a general ceiling on lending rate,
giving lower rediscount rate to priority sectors, requiring banks to allocate a certain proportion
of their loans to prir ity sectors, creating specialized banks to serve the credit needs of high

*This partly draws on Lamberte (1991a).
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priority sectors, and establishing special credit guarantee programs for high priority sectors.
Oftentimes, these were all carried out at the same time.

Critics of directed credit policy have appealed to both theory and facts to point out its
untenability and adverse effects on the financial markets (e.g., McKinnon 1973, Shaw 1973,
Kapur 1976). Their main contention is that 1t has repressed the financial system. As a
consequence of the ceilings on lending rate that are below the market-clearing rate, the deposit
rates have to be kept low to make banks profitable, thereby causing financial disintermediation.
The lack of loanable funds forces potential investors to rely more on self-finance, and this is
greatly felt by some sectors of the economy including those corsidered by government as high
priority sectors.

The lack of funds flowing to priority sectors oftentimes induces monetary authorities
to institute a very liberal rediscounting policy. This unnecessarily raises money supply, which
in turn causes high inflation rate. The high inflation rate produces a negative real rate on
deposits that ultimately results in more financial disintermediation.

The Philippine experience with directed credit policy seems to support this hypothesis
(Lamberte 1985; and Lamberte and Lim 1987). The subsidies given by the Philippine
government to banks through some special credit programs to priority sectors had artificially
made banks profitable. The result was a proliferation of banks that were induced by the
apparent profitability of banking. When these subsidies were withdrawn, many banks folded up
(Lamberte and Relampagos 1990). But this occurred only after banks were able to appropriate
for themselves a large proportion of the subsidies attached to special credit programs that should
have gone to borrowers (Esguerra 1981).

The directed credit policy is further weakened by the fungibility of funds (Adams
1984). That is, borrowers may use loans fo: purposes other than the ones stated in the loan _
contract. In this case, it is useless to direct credit to priority sectors. It is also argued that when
interest-rate ceilings become more restrictive to make credit cheaper to priority (rationed)
sectors, the size of the loans granted to the nonpriority (nonrationed) sectors increases, while
that of priority sectors decreases (Gonzales-Vega 1984). Thus, directed credit policy further
aggravates the problem of income inequality. The Philippine experience also seems to support
this view. For instance, Llanto and Neri (1985) found that agricultural credit subsidy went
mostly to larger farmers who could have easily obtained credit at commercial rates from barks.

3.2 Financial Liberalization: The McKinnon-Shaw View

McKinnon (1973) and Shaw (1973) were pushing financial liberalization as a way to
develop the financial markets of LDCs. This would involve the freeing of the interest rate so
that the supply of funds will equate with the demand for funds. For LDCs, this suggests an
upward adjustment in the interest rate to reflect the true scarcity of funds. Also, other policies
that tended to repress the financial system need to be dismantled.

20



McKinnon (J987) has buttressed his arguments with empirical evidence. Using a
cross-country analysis of real interest rates and economic growth, he demonstrated that countries
that have sustained higher real rates of interest had generally robust real financial growth leading
to higher real economic growth. Other studies corroborated McKinnon’s findings. For instance,
an Asian Development Bank study (1985) found that an incremental output-capital ratio was
positively associated with the real deposit rate, suggesting that interest rate has a favorable effect
on investment efficiency. The relationship between financial and economic development within
a country has been closely examined by Fritz (1984). In the case of the Philippines, for
instance, he found that financial intermediation "causes" (in the Granger sense) economic growth
at an early stage of development, and the causation is reversed at a later stage. This seems to
follow Patrick’s (1966) view that the supply-leading impetus is necessary at the initial stages of
development, but is gradually replaced by demand-following approach as the process of real
growth occurs.

In the early 1980s, a financial liberalization fever caught several countries. It could
largely be attributed to the IMF and the World Bank which started to put emphasis on financial
liberalization in their programs. It is to be noted that the world entered the decade of the 1980s
when the effects of the second oil shock was mostly felt, and many countries including the
Philippines had to run to the IMF and/or the World Bank for financial assistance to enable them
to restnuciure or stabilize their economies.

The McKinnon-Shaw view has been challenged by several authors, notably Wijnbergen
(1983), Taylor (1983) and Diaz-Alejandro 1985). Winjbergen developed a model that explicitiy
incorporatcd an asset market structure consisting of bank deposits, "unproductive" assets such
as gold, cash, commodity stocks, etc., and curb market loans. In the McKinnon-Shaw view,
it is assumed that deposits and "unproductive" assets are close substitutes so that an increase in
deposit rate would cause a portfolio shift from "unproductive" assets to deposits. In his
empirical analysis using Korean data, Wijnbergen found that the substitution between deposits
and curb market loans is of more importance than between currency and time deposits. Since
deposits with the banking system are subject to reserve requirements, the shift from curb market
(which provides cne for one intermediation) to deposits would cause a decline in the total supply
of funds to the business sector.

That it is not so easy to restructure the economy is captured in the title of Diaz-
Alejandro’s article: "Good-Bye Financial Repression, Hello Financial Crash.” The Southern
Cone Countries of Latin America, namely Argentina, Chile and Uruguay introduced wide
ranging liberalization reforms between the second half of the 1970s and the first half of the
1980s, of course, with varying timing and intensity (Corbo and de Melo 1987). Interest rates
were deregulated at the same time that anti-inflationary measures were introduced. Real interest
rates shot up to unprecedented levels. McKinnon (1987) attributed the high interest rates to the
breakdown of proper financial supervision over the banking systems of the Southern Cone. Bad
loans that had been rolled over several times constituted a large proportion in the loan portfolio
of banks, creating what Harberger (1985) calls a "false" demand for credit. Eventually, several
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banks collapsed. _Corbo and de Melo pointed out an important lesson that can be drawn from
the experience of the.Southern Cone, captured in the following words:*

"The fourth lesson is that each country would have benefitted from
closer scrutiny of its banks. There is a crucial distinction between wholesale
liberalization of financial markets and properly monitored deregulation. A
clear understanding of this distinction could at least have mitigated several
unfortunate developments:

¢ In Chile, banks allowed the debt of affiliated firms to rise even though these
firms were doing badly and should have been forced to liquidate. Hence less
credit was available for more profitable independent firms (Galvez and
Tybout 1985).

¢ Bankers suddenly placed in a free market environment failed to recognize that
the increase in the interest rates tended to redirect their loans away from low-
risk, low-return activities, resulting in ‘adverse selection’ (Stiglitz and Weiss
1981). Better bank monitoring might have resulted in less upward pressure
on lending rates.

® De facto deposit insurance provided incentives for undue risk-taking. Banks
with poor portfolios were able to attract new funds by raising deposit rates,
thereby forcing less-risky banks to match these rates” (p 137).

33 The Emerging Views

The failure of the financial liberalization efforts : several countries has prompted
many economists to rethink their ticories. There was a cor “ensus that liberalization per se is
not doomed to failure. Severai countries did it and emerged successful. But the execution of
it is not as simple as first thought out 10 be. Many have recognized the need to closely examine
the context within which liberalization is being introduced. In particular, it has been noted that
a certain degree of stability must first be achieved by the economy before any attempt at
liberalization is going to be made. Otherwise, stabilization takes precedence over liberalization.
Also, many have recognized the importance of examining closely the process of liberalization
and of managing it properly. Thus, stress is being made on the order and speed of economic
liberalization. There is a consensus that domestic markets be deregulated first to ensure that
resources are reallocated more efficiently. The liberalization of the current account of the
balance of payments is to follow. The last to be liberalized is the capital account of the balance
of payments.

* We have mentioned here only one of the five lessons drawn by Corbo and de Melo (1987) from the experience of
the Southern Cone of Latin America.
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With respect to financial liberalization, Lanyi and Saracoglu (1983) have suggested that
lending rates be liberalized first before deposit rates. An adjustment of deposit rates well in
advance of thé€ lending rates would result in losses to banks, and if these losses are
disproportion: ‘ely large, banks would collapse. Even a simultaneous deregulation of the lending
and deposit rates would be awfully dangerous to banks since interest rates on savings deposits
will immediately be adjusted while those on term loans cannot be altered before maturity unless
floating interest rates on those loans have been applied.

McKinnon (1987) has recently taken a different view of financial liberalization. While
still pushing for a libera! financial policy and cautioning policy makers against going back to the
financial repression syndrome, he takes the view that in the presence of macroeconomic
instability and the moral hazard in banks, an interest rate ceiling on loans is in order. In Stiglitz
and Weiss’ (1981) model, both the "adverse risk selection” and "incentive effect” induce banks
to limit voluntarily the interest rate charged to any one class of borrowers in order to maximize
expected profits. McKinnon has modified this model by introducing moral hazard problem
under the situation of macroeconomic instability, and has obtained an entirely different result.
In particular, if the government committed itself implicitly or explicitly to provide deposit
insurance, a bank may be induced to undertake very risky lending at extraordinarily high real
rates on interest. He pointed out that:

"in the presence of macroeconomic instability, which inevitably
creates positive covariance in the default rates of the bank’s
borrowers, moral hazard on the part of the bank itself becomes a very
serious problem. With its own future profit now a random variable,
our loosely regulated bank with inadequate loan-loss provisions has
undue incentive to make high interest (and therefore risky) loans
knowing ex ante that a favorable macroeconomic outcome will lead
to very high profits—and that it can walk away from heavy losses"
(McKinnon 1987; p. 408).

Since the monetary authority will ultimately bear the burden of an unfavorable
outcome, it therefore has the obligation to institute measures to reduce bank’s incentive to lend
to risky projects; and setting interest ceilings on loans is one of those measures. However,
McKinnon considers this only as a "second best" response. Still, instituting prudential
regulations is considered the best approach.

1n conclusion, the views on financial policy have apparently swung from one extreme

end to the other, with the most receat view taking the middle ground in view of the need to
manage the transition from a repressed financial regime to a more liberal one.
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4. EVOLUTION OF THE GENERAL FINANCIAL AND AGRICULTURAL CREDIT
POLICY IN THE PHILIPPINES

This chapter first traces the evolution of the general financial and agricultural credit
policy in the Philippines. It then analyzes the overall performance of the financial system with
special refsrence to agricultural credit.

4.1 Financial and Agricultural Credit Policy
4.1.1 Period of Directed Credit Policy

Up until 1985, the Philippines pursued a "supply-led"® financial policy, which was
characterized by liberal provision of credit to priority sectors of the economy. Being considered
a priority sector, the agriculture sector seemed to have been favored by this policy.

At the turn of the 20th century, the government established the First Agricultural Bank,
which accepted deposits but specialized in providing secured agricultural loans. It was later on
absorbed by the Philippine National Bank which was created in 1916. After the establishment
of the Central Bank in 1949, the government had further intensified its direct and indirect
intervention in the agricultural credit market. In particular, the Central Bank pursued a selective
credit policy, whercby loans at highly subsidized rates were directed to priority sectors through
highly specialized financial institutions. Since commercial banks were not lending to the
agriculture sector, the government created the rural banking system. Massive government
subsidies, including capital an¢ liquidity subsidy through the rediscounting window of the
Central Bank, were given to rural banks to encourage local investors to set up rural banks in
rural areas of the country.

The 1970s witnessed the unprecedented growth in the number of special credit
programs for the agriculture sector (Table 4.1). The prescribed maximum lending rates for
these programs, which ranged between 3 and 17 percent, were substantially below the prevailing
market rates. A good number of them could be rediscounted with the Central Bank.
Interestingly, some of them were supported by multi-lateral, agencies such as the World Bank
and the Asian Development Bank. Many of these special credit programs were administered by
non-bank government agencies which did not have the expertise in lending. They exerted so
much effort in disbursing the funds to targeted beneficiaries but did not exert the same amount
of effort to collect those loans. Thus, most of these programs experienced dismal repayment
record, which ultimately undermined their sustainability. For instance, under the Masagana-99
program the total number of farmers covered reached a peak of 36.4 percent of the small rice
farmers and 47.2 percent of the potential rice farmers in the mid-70s. This is not surprising

*This term was comed by Patrick (1966). It suggests a causal relationship runming from financial sector to the real
sector. Specifically, it argues that the creation of financial institutions and the supply of their financial assets, liabilities,
and related financial services be done 1n advance of demand for them, especially the demand for entrepreneurs in the
modern or growth-inducing sectors.
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TABLE 4.1 Summary List of Agricultural Credit Programs
by Source of Fund Category

-------------------------------------------------------------------------------------------------------------------
-------------------------------------------------------------------------------------------------------------------

YEAR  NO. OF
PROGRAN YEAR PROJ  YEARS IN  IMPLEMENTING LEKDING LOANS  GRANTED REPAYMENT
IMPLEMENTED AGMT  OPERATION AGENCY CHANNEL(S)  AMOUNT PERCENT RATE
TERMINATED (PH) SHARE
I. Governzent Funded with
CB Rediscounting (GFR)
1. H-99 1973 12 HAR/NFAC PNB, RBs, LBP 5807.6  48.11 82.3
2. Cotton Financiag Program 1974 11 PCC, CB-SBS III TRB, RBs, LBP  88.0 0.73 1.1
Thrift Banks(TBs)
3. CB-HECS Supervised
Bxperienced Education
Prograe 1974 11 MBCS, CB-SES III 3.3 0.03 98.2
{4, Gulayan sa Kalususgzn 1975 10 NFAC RBs 62.0 0.5) bv.4
5. Bakahang Barangay 972.2 8.05 n.a.
a. Fattening 1978 T  BAI, CB-5BS III RBs
h. Cow / Calf 1981 4 BAI, CB-SES III RBs
¢ Biyayang Dagat 1979 6 BFAR PNB, RBs, DBP  101.7 0.84 25.0
7. Supervised Credit for
Orchard Crops 1982 3  CB-SBS III RBs 36.1 0.30 b.a.
8. Maisagana 1982 3 MAR/NFAC PNB, RBs, LBP 192.3 1.59 62.1
9. Pukyutang Barangay 1982 3  CB-SES III RBs
10. Yalabaw ng Barangay 1983 2 BAl, CB-SES 111 RBs, TBs 3.1 0.03 n.a.
11. GFSHE 1984 1 KRE-PCA, CB, Accredited 149.5 1.2
Accredited Financial
Banks Institutions
SUB-TOTAL 7416.4  61. 44
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TABLE 4.1 (cont’d)

----------------------------------------------------

e b e b b L TP IR

PROGRAN

I1. Governoent Funded, No
Rediscounting but
Adninistered by CB (GFNR)

A. Domestic

1.

6.

1.

5

IAF Virginia/Burley
Tobacco Pinancing
Prograe

. SARF
. EAGARA
. IRF

IRPP

ECPAP
111
UB-TOTAL

B. Foreign Sources

L.

§

HAR Second Rural
Developrent Land
Resettlement Project

. C§p
. Pourth CB-IBRD Rural

Credit Project

\quaculture Development
Jroject

YEAR  KO. OF
YEAR  PROJ  YEARS IN
IMPLEMENTED AGHT  OPERATION
TERHINATED

1976 9
1978 1
1982 3
1983 2
1984 1
1984 1
1982 3
1978 1
1979 6
1979 b
1964 1990 1

UB-TOTAL

IMPLENENTING
AGENCY

LENDING
CHANNEL(S)

PYTA, CB-GES II1 RBs, SLAs

HAF

CB, NAF/NFAC
CB, MAF/NFAC
HAF/NFAC

HAF/NFAC
HES

KAF, MLGCD
HPH, HPW, HOH,
CB, NFA, NIA

BCOD

(B

CB, MAF, BFAR

PNB, RBs, LBP
RBs

RBs

NRA, Input
Suppliers
(Cyananmid)
PXB, RBs, LBP

PPI, Cyanamid
PNB, DBP, LBP

RBs, CRBs,
SLAs

Rés

RBs

RBs

LOANS

(PH)

112.6

106.6
6.0
8.5

336.4

193.0
833.7
1593.8

4.3

2.9

6a1.1

8.2
186.5

GRANTED REPAYMENT
AMOUNT PERCENT  RATE

SHARE

0.93

0.88
0.05
0.04

.79

1.60
6.90
13.20

0.20

0.36

5.64

0.07

6.21

87.4

66.6
n.a.
97.4

32.2

60.3

0.a.

n.a.

n.a.

n.a.
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TABLE 4.1 (cont’d)

- YEAR  NO. OF
PROGRAH YEAR ~ PROJ YEARS IN  [MPLEMENTING  LENDING  LOANS  GRANTED REPAYMENT
) IMPLENENTED AGHT  OPERATION AGENCY CHANNEL(S) ~ AMOUNT PERCENT RATR
TERMINATED (PH) SHARE

...................................................................................................................
...................................................................................................................

II1. Governpent Funded but
Adpinistered and/or
Channeled through
Other Banks (GFOB)

A. Domestic Sources

1. Pagkain ng Bayan 1973 12 Bxec. Committee, PHB 21.7 0.18 i1.4
National Advisory
Council, Ninlstry
of Finance, NFA,
HAF, MAR, DED,
BABcon, Prov’].
and City Govt’s.

2. KEE-local Goveroment 1982 3 Ninistry of Loc. PNB 164.3 1.36 21.0
Special Pund Program Govt’s., HHS
SUB-TOTAL 186.0 1.54

B. Foreign Sources

1. Agrarian Refors IEDP 1978 7 LBP, MAR, MLGCD, LBP, DBP 179.3 1.48 39.3
MAF, DBP
2. DBP-IBRD Smallholders
Tree Farning 1978 DBp DBP 40.6 0334
3. Small Farmer Dev't. 1979 6 LBP / MAR LBP 2.9 0.02

Field Action Project
(HAO-FAO-ASSARD)

4. SHSP 1879 6 BCOD CRBa/PNB 5.8 0.05
5. Third Livestock and 1980 1984 5 DBp DBP 547.0 4.53
Fishery Dev't. Proj.
6. Laguna de Bay Fishpen 1979 6 Laguna Lake D3P 67.1 0.56
Development Project Developaent
Authority
SUB-TOTAL 1614.7 3/ 13.38 &/

Note: #/ Includes the DBP-IBRD Livestock Development Project, the DBP-IBRD Fishpond and Marine Project. and ‘he
Rehabilitation Program of Fishing Industry in the Philippines.
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TABLE 4.1 (cont’d)

:::::::::::::::::::"."-':Jf.:?.f:::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::Z::::::::::::Z
L= - YEAR N0, OF
PROGRANH"- YEAR PROJ  YEARS IN  IMPLEMENTING LENDING LOANS  GRANTED REPAYMENT
IMPLEMENTED AGHT  OPERATION AGENCY CHANNEL(S)  AMOUNT PERCENT RATE
TERKINATED (PH) SHARE
IV. Governpent Funded but
Administered and/or
Channeled through Non-Bank
Institutions (GFNB)
A. Domestic Sources
1. PTA Supervised Fara 1975 10 PTA PTA 10.3 0.08 60.7
Credit Assistance
2. Sugar Workere® Fund 1982 K| KOLR BRW 1.1 0.01
3. BRW-RPB Livelihood 1983 2 HOLE, RPB BRY 1.3 0.11
Prg. for Sugar Workers '
4. CDL¥ 1973 12 CDLF / MAF CDLE / MAF 147.0 1.22 16.4
5. KAR Loan Assistance HAR HAR 0.4  <0.005
Progran
SUB-TO0TAL 160.7 1.33
B. Foreign Sources
1. PSDC Irrigation Sys- 1978 10 FSDC FSDC 58.8 0.49 39.9
ten/ Infrastructure
Developrent
2, FSDC EAISA Bnterprise 1980 5 FSOC FSDC 248.2 2.06
Developnent
3. AITTP 1983 2 TRC TRC 36.4 0.30 100.0
SUB-TOTAL 343.4 2.80
GRAND TOTAL 12071.5 100,00

Source: National Development Authority (NEDA), 1986.
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since the program haci just started, and lured by the relatively easy access to it, many farmers

switched from tl€informal credit markets to this institutional source of credit. By 1980, the
actual coverage- dropped to only 3.7 percent of the total small rice farmers and 4.8 percent of
the potential vice.(atmers. Concomitant with this was the rise in the past due ratio reaching as

high as 84 percent.

Proponents of the special credit programs had argued that despite the high default rate,
these programs were successful in motivating the agriculture sector to adopt more efficient,
modern technology. However, the overwhelming pieces of evidence do not support this view.
For instance, many farmers adopted high-yielding varieties even before the introduction of
subsidized credit programs such as the Masagana-99 program. Still, other proponents of the
special credit programs pointed out the favorable equity impact of such program. Again, the
wieces of evidence do not support this view. For instance, Esguerra (1981) fourd that the credit
subsidy of the Masagana-99 program went to large farmers. David (1983) added that the
Masagana-99 program favored the irrigated rice farmers who are in general richer farmers than
those non-irrigated rice farmers.

A~ide from rediscounting and special credit programs, there were indirect forms of
government interventions in the agricultral credit markets. One is the agri/agra loan quota
scheme. This is designed to augment the funds for agricultural lending by mandating all banking
institutions to set aside 25 percent of their net incremental loanable funds for agricultural
lending, 10 percent of which is to be lent to agrarian reform beneficiaries and 15 percent for
general agricultural lending. As found by TBAC (1985), this scheme had very little impact on
the flow of credit to the agriculture sector. Most urban-based banks which do not have the
capability to lend to the agricuiture sector complied with the requirement by buying eligible
government securities.

The deposit-retention scheme was another policy tool of the government to augment
the funds for the agriculture sector. The scheme requires all branches and exter..ion offices of
commercial and thrift banks operating outside of Metro Manila to allot at least 75 percent of the
total deposits generated in a particular region or service area for investment in the same area.
Most banks did not comply with this requirement (Lamberte 1987), suggesting that it is still
profitable for banks t transfer the funds to urban areas and pay the penalty.

4.1.2 Financial Liberalization Period

A significant part of the current rules and regulations covering the financial sector can
be traced to the financial reforms initiated in the early 1980s. Others were introduced in the
second half of the 1980s and the 1990s to complement the reforms done earlier.

The 1980 set of financial reforms is so far the broadest initiative undertaken by the
Philippines in the financial sector. Prior to these reforms, it was clear that the financial system
was not responding to the requirements of a rapidly growing economy. There was lack of
competition in the financial markets. Funds mobilized by the financial system were severely
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inadequate. Moreover, whatever funds available therein were mostly of shorter maturity.
Because of the~h111§}aqgate supply of long term funds, business enterprises used money market
funds for permanedf working capital and for the acquisition of fixed ascets. Indeed, many
corporste giants saw-the need to establish in-house financial institutions to ensure themselves of
adequate supply of funds (Lamberte 1989). Manry of these financial institutions were engaged
in money market activities. A significant volume of funds in the 1970s were raised in the
money markets because to surplus units, money market instruments whose rates were not yet
subjected to any ceiling were more attractive than traditional deposits in terms of return and
liquidity.

The foregoing were the main issues which the 1980 financial reforms attempted to
address. In particular, the reforms sought to foster competitive conditions in the financial
markets and improve the availability of medium- and long-term funds to the industrial secto-.
The following is a more detailed discussion on the major aspects of the financial reforms
effected in the 1980s and 1990s. More attention will be given to the banking system.

Structure of the Financial System. The financial system has been re-structured to
make it more competitive. This was done by reducing functional differentiation among different
types of financial institutions. At present, there are five types of banks in the Philippines.
These are: (1) universal banks or banks with expanded commercial banking functions; (2)
ordinary commercial banks; (3) thrift banks; (4) rural banks; and (5) specialized government
banks. Table 4.2 summarizes the authorized functions and activities of the various types of
banks, except the specialized government banks. It can immediately be observed that there is
a reduced differentiation among the different bank categories as far as their functions are
concerned. For instance, the term "commercial bank" was usually applied to a financial
institution that accepted demand deposits subject to withdrawal by check. This definition would
no longer be completely valid in the Philippine context since other types of banks may now be
authorized by the Central Bank to accept demand deposits provided that they satisfy certain
prerequisites. Also, enforced specialization has been eliminated. For instance, rural banks,
which before were allowed to lend only to small farmers, may now lend .o medium-sized farm
and non-farm enterprises. The creation of universal banks is one of the important aspects of
the 1980 financial reforms. The idea is to make a "one-stop banling facility" which offers
clients a broad range of financial services so that they do not have t) go to different financial
institutions for their various financial needs. Thus, aniversal banks have been authorized to
perform some functions, such as securities underwriting and syndication activities, which before
were reserved only to investnient houses. Aside from investment functions, they are also
allowed to have direct equity investments in allied and non-allied urdertakings with some
restrictions to ensure he flow of long-term funds into the economy.

The functions and range of services offered by ordinary commercial banks have also
been broadened to include non-traditional functions of a commercial bank. However, unlike
universal banks, they have restricted investment functions. More specifically, they are not
authorized to perform securities underwriting and syndication activities. In addition, their equity
investments in allied undertakings are more restricted compared to universal banks. They are
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TABLE 4.2 Authorized Activities of Various Bank Categories Based on the Amended
‘ Banking Laws

(N {2) (3
Tharift Banks
Expanded Cossercial Banks  =-ecevmeemcmcaiomincnccieann.. feral
Authorized Cossercial (Kds) Savangs & Privale Savings banks
Activities hiaks  -ececemecmmeoeilan Rorteage Dev, and Loan
(Unabank)  Dosestic  Foreton Danks Banks  Associatron
A, Coasercial Janking
Services
1. Accept deposits | | | ) 1 | 1
2, lssue LC's and Y] Y] Y]
accept drafts | | )| 1 1 | '
3. Discounting of
prosissory aotes
and cossercial
papers 1 | | )| )| ! |
A, Foreign exchange
transactions | )| } 1 11 1] '
3. Lind aoney against
security )| )| | )| )| 1 )|
1. Nationwade Draaching
Operations | )| )| | | )| |
C. Eavity Javestaents in
Allied Undertakings 1l 1l 11 1} I 1 1l
b, Equity lavestaents in
Non-Allied
Undertakings | ' L ' ' ' '
E. Trest Operation 11 11 1] It 1l 11 11
F. ssae Real Estate

and Chailel Rortgage, bonds

Buy and Sell These for

Its Qun Account, Accept/

Receive in Payaent or

as Asortization of Loan | | l | | | |
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TABLE 4.2 (cont’d)

— ey

(1) 2) 3
Theafi Banks
E1panded Coasercial Bankg -=--e-ceemmmeemcmeccaiicecnen Rvral
Authorized {ossercil (KBs) Savings & Private Savings banks
Activities Janks  eeeemeecccccenenn Norlgage Dev, ind Loan

{Un1bank)  Doseslic  Foreign Banks Banks  Association

6. Diretl Borrowing
with Ceatral Dank ! | ] | 1 | |

H. Achivaties of
Investaent Houses

1. Seturities

1 derwnling | ! : 1 ! ' [}
2. Jndication
aclivities | l | | )| | |

3, Business develop-
aent and project

iaplesenlation )| ] 1 )| | ] !
4, Financaa) Consuliancy

and Javestamt 1 | ! ! ] ! ]
3. Mergers and

coasolidation 1 | ! ! )| ! ]
6. Resparch and studies | ! ! ! 1 | !
1. Lease real and/or

persosal properties 3 ' ' i, s ( s
111, Roaey Market ¥ b/ M ) b b/ 7]

Oaeration § 1 ! s ' ] ]
1 - Author:zed Actavities 11 - Authorazed but sudjecied to Monetlary Board Approval

8 - Not aulhorized/prokidited

i
Limiled only 10 domestic LCs and drafts.

b/

The lendang side nay be done by al) banks without prior (B approval.
The borrowang sade {quasi-banking) way be exercased only wilh prior
(B approval for all bank,

Sources: a) .PDCP, "Universal Banking in.tne Philippines,"
Philippine Business Review Vol. 13, 1980.
b) Central Bank Circular (various issues).
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prohibited from :_E\Lesting in non-allied activities. Table 4.3 compares the limits of equity
investments i “gHied._and non-allied undertakings between universal banks and ordinary
commercial banks="The main point here is that with the deregulation in equity investment by
universal banks, the-agriculture sector will be one of the sectors which will stand to benefit. In
particular, it has been expected that some universal banks will infuse equity in some rural banks
and improve their banking operations. So far, only one universal bank bought several rural
banks and tried to coordinate their banking activities. Others preferred to open branches in some
rural areas. Private development banks, savings and mortgage banks, and stock savings and
loan associations used to perform different functions. For instance, private development banks
specialized in extending long-term loans to industrial and commercial enterprises, whereas
savings and mortgage banks specialized in providing housing and consumey loans. With the
1980 financial reforms, the functions of these three categories of banks have been standardized,
and they are now called thrift banks, although individual banks falling in any of the three
categories may retain their established identity. Thrift banks may secure authority from the
Central Bank to have additional functions, such as demand deposit account operations, issuance
of domestic L/Cs, undertaking trust services, etc., after meeting certain requirements prescribed
by the Central Bank for each additional function. In short, thrift banks may have "full domestic
banking" functions, which means that they actually operate like a commerciai bank but without
international baziking operations. The competitiveness of thrift banks is further enhanced with
the newly-incareduced regulation which allows those with minimum paid-in capital of 250 million
to accept currency acposits. The regulation that limits their total amount of unsecured loans to
only 10 percent of their total loan portfolio was removed in 1990 to make them at par with
commercial banks. Many of the thrift banks, especially those located outside Metro Manila,
have played an important role in delivering credit to the agriculture sector.

Although rural banking as a category remains, their functions and activities have also
been broadened to enable them to compete with other types of financial institutions. Whereas
before they were merely unit banks, now they are allowed to have branches. This will enable
them to reduce risk since they will be able to diversify their loan portfolio at least
geographically. They have functions similar to thrift banks except that they are not allowed to
open domestic L/Cs. At present, the Central Bank has not granted them the authority to
undertake trust cervices.

Since the different bank categories have been given broader powers, the Central Bank

has adjusted upwards the minimum capital requirements to ensure stability of individual banks.
Table 4.4 presents the latest schedule of minimum capital requirements for each bank category.
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TABLE 4.3 1980 Financial Reforms—Limits on Equity Investments by Banks’

-

- Limites for Limits for
Activities Commercisal Universal
Banks Banks

Allied Undertakings

Financial Allied Undertakings
Commercial Banks 30% 0%
Thrift Banks (private
development bhanks.
savings and mortgage
banks. saving and
loan banks. stock

savings. etc.) 100% 100%
Rural Banks 1002% 100%
Investment Houses 40% 100%

Others (leaslng. credit
card venture companies.

etc.) 40% 100%
Non-Financial Allied Undertakings

Warehousing Companies 100% 100%
Storage Companies 100% 100%
Safe Deposit Box Companies 100% 100%
Mutual Fund Mgt. Companies 100% 100%
Computer Service Companies 100% 100%
Insurance Agencies 100% 100%
Home Building/Development

Companies 100% 100%
Agricultural Drying or

Milling Companies 100% 100%

Non-Allied Undertakings

Agriculture 0 35%
Manufacturing 0 35%
Public Utilities 0 35%

*¥Limits setting only a minority equity investment in a single
enterprise can be waived upon the approval of the President.

¥*¥A universal bank or a commercial bank with expanded functions
has a minimum capitalization of Pl billion.

Sourcz: Central Bank Circular 739, pp. 50-57.
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TABLE 4.4 Minimum Capitalization of Private Domestic Banks and Non-Banks
~Affitiorized to Perform Quasi Banking Activities (NBQB)

Type of Institution Minimum Capitalization
(In PM)
1. Universal Bant~ P1.500
2. Commercial Banks
with FCDU License 750
3. Thrift Banks 150

(a) New Thrift Banks

(i) Metro Manila 20
(ii) Other Places 10

(b) Existing Banks

(i) Metro Manila 10
(ii) Other Places 5

4. Rural Banks

(a) Hew
(1) Metro Manila 20
(ii) First Class "A" Cities 10
(iii) Other Places 0.5

(b) Existing banks

Existing rural banks are allowed to increase their
capital within a period of time depending upon their
number of years of operation.

Source: Central Bank.
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Merger/consolidation has been encouraged to meet the minimum capital requirement. The
response to this-ngw-policy has been impressive. To date, ten private commercial banks and one
government-contrellgd bank have been granted the license to operate as a universal bank.® They
have expanded the number of their affiliates/subsidiaries through merger/acquisition to position
themselves well in this new competitive environment.

There are three specialized government banks, but one of them, the Philippine Amanah
Bank that provided banking services to the Muslim communities, is now moribund. The two
remaining ones are the Land Bank of the Philippines (LBP) and the Development Bank of the
Philippines (DBP). LBP was established in 1963 to finance the acquisition by the Government
of landed estates for division and resale to small landholders, as well as the purchase of
landholding from landowners. After the entire country was declared in 1972 a land reform area,
LBP was reorganized and strengthened. More significantly, it was given the authority to engage
in commercial banking activities. In fact, it is actually a universal bank. As part of the reforms
recently initiated by the government, LBP has already gradually phased out its retail lending
activities and is now concentrating on wholesale lending so as not to compete with private banks.
It has also opened a rediscounting facility to provide liquidity to rural banks. More recently,
it has become the major conduit of government agricultural credit programs.

DBP'’s main function has been to help accelerate the industrialization in the country by
providing industries with medium- and long-term funds. Previously, it was also given the task
to develop the private development banking system in the country through direct equity
investments in private development banks and some liquidity windows. Under the new charter,
its powers have been broadened to take into account the recent financial reforms and to enable
it to operate competitively. DBP has remained the major conduit of government credit programs
for the industrial sector.

While the banking system was re-structured to encourage more competition, the policy
on bank entry and branching had remained very restrictive. In fact, the Central Bank tried to
reduce the number of banks by encouraging merger/ consolidation. It was only in 1989 that this
policy was changed. In particular, licensing of new banks has been liberalized. The opening
of new branches has also been deregulated. More specifically, all restrictions on opening new
branches in rural areas have been removed, while in urban areas and metropolitan areas, the
Central Bank still retains its discretionary policy on branching in order to prevent any market
concentration problems in a certain area. This is a big change compared to the previous Central
Bank policy that stressed on limiting the opening of branches to avoid instability that might be
brought about by too much competition in a certain area. Also, the prerequisite investment in
low-yielding government securities to open branches that unduly increased cost to banks was
removed in 1989, and a bidding process has replaced it. There is a bill being deliberated in
Congress proposing to liberalize entry of foreign banks into the domestic banking system. With

® One universal bank 1s not included here because it was closed wn 1987. The government-owned commercial bank
is now partially owned by the private sector.
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its expected passage in 1992, the banking system will definitely undergo another restructuring.
Banking competitim;is expected to spread into the rural areas.

Interest Rate Policy. Although the anti-usury law was abolished in the early 1970s,
still the Central Bank administratively set all interest rates, up until 1981 when it began freeing
the interest rates. The interest rate liberzlization was done in several stages. In 1981, interest
rate ceilings on all types of deposits and loans, except that of short-term loans, were lifted. The
interest rate on short-term loans was finally lifted in 1983. It is to be noted that the sequence
being followed in deregulating the interest rate did not follow those suggested by Lanyi and
Saracoglu which was discussed in the previous chapter.

The rediscounting policy was changed in 1985 when the Central Bank started setting
one rediscounting value equivalent to 80 percent of the value of the original loans and one
rediscount rate for all eligible papers that is supposed to be aligned with the market rate. At
present, the basis for determining the rediscount is the 90-day Manila Reterence Rate
(MRR90).” The redisconnt rate is re-evaluated and, if necessary, adjusted every quarter to
reflect the prevailing cost of funds.

Credit Policies, Towards the second half of the 1980s, the policy on special credit
programs has been changed. Firstly, the government has adopted the policy of aligning the
interest rates on special credit programs with the market rates. Secondly, the funds of the 20
out of the 46 agricultural credit programs were consolidated and are now being used to beef up
the existing credit guarantee and insurance programs of the government.® And thirdly, special
credit programs that used to be managed by the Central Bank have been transferred to the
appropriate government financial institutions so that the Central Bank can now concentrate its
efforts in the management of monetary aggregates and in bank supervisio-..

Portfolio Regulations. The deposit retention scheme policy has been relaxed since -

1988. Firstly, the Central Bank has reduced the number of regional groupings from 12 to 3.
This would allow banks to move funds in a much larger geographical area. Secondly, it
narrowed down the definition of deposits. This effectively reduces the base for computing the
amount to be raised to satisfy the regulation. And lastly, tiie Central Ban’ has allowed banks
to use other methods of compliance. Specifically, the policy is deemed complied with if, in a
particular region, the bank’s lending for the financing of agricultural and export industries
aggregated 60 percent of its deposits.

Another portfolio regulation is the requirement for all banks to allocate 25 percent of
their total loanable funds to agriculture/agrarian refom beneficiaries. While the bill in Congress

"The MRRY0 is based on the weighted average of the interest rates on promissory notes and time deposits with a
90-day maturity,

* This is called Comprehensive Agncultural Loan Fund (CALF) which is being inanaged by the Agricultural Credit
Policy Council (ACPC).
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that proposes to abolish this law has not yet been passed, the Central Bank, in the meantime,
has suspended safigtions for non-compliance with this loan portfolio regulation, This in effect
relaxes the said- regiilation.

Prudential Regulations. The 1980 financial reforms addressed bank stability in two
closely related areas, namely size of capital and capital adequacy as reflected in the net worth
to risk asset ratio. As already mentioned earlier, the minimum capital requirements for various
types of banks had been raised several times. Those that are allowed to perform more functions
have higher minimum capital requirement than those that have fewer functions. As regards
capital adequacy, the definition of the net worth to risk asset ratio was clarified so that the true
risk exposure of financial institutions can easily be monitored.

Despite the failure of several banks that occurred during the first half of the 1980s,
nothing had been done to strengthen prudential regulations. The unwritten policy of the
government during that period was not to allow any bank to fail. Towards the end of the 1980s,
the Central Bank has started to strengthen its prudential regulations. Firstly, it declared a policy
of not sustaining weak banks for unduly long periods. It will extend its financial assistance only
to banks that are facing the problem of liquidity rather than of solvency. This sharply contrasts
with the previous policy of providing assistance to any bank without exaniining first whether the
bank is encountering a liquidity or solvency problem. The difficulty in securing assistance from
the Central Bank will hopefully prompt banks to behave more prudently. Secondly, the Central
Bank raised the minimum capital requirements for the different bank categories. Thirdly, the
Central Bank introduced a number of measures to strengthen its bank supervision function.
These include, among others, the improvement in commercial banks’ reporting requirements and
specific guidelines for asset valuation and loan loss provisions to tighten, standardize and apply
criteria uniformly to all banks. And, lastly, it proposed several measures to curb insider abuse.
These measures, however, need legislative actions.

Table 4.5 gives a summary of the measures that have been most recently implemented
or proposed. Those that require legislative actions are all pending in Congress, and it may take
more time before they are passed. Most of those measures pertain to the strengthening of
prudential regulations and bank supervision.

4.2 Performance of the Financial System
This section examines the performance of the banking system in terms of deposit

mobilization and allocation of credit during the period 1970-1990.° This period covers both the
period of financial repression (1970-1980) and liberalization (1981-1990).

’This partly draws on Lamberte (1991b).
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TABLE 4.5 Action to Support Financial Sector Reforms Implementation Schedule as of

31 May 1992
Action / Objective STATUS
A. Amendment to the Central Bank and PDIC Acts
1. Amend the Ceuntral Bank Act to:
(a) Introduce cease and desist orders to add to These proposed amendments are included in a
CBP s avalilable enforcement instrumnents: bill pending before Congress to amend the
(b) Add appropriate new criteria for sappointment CB Charter

of receivers for distressed banks to provide
MB more flexibility in dealing with insolvent
banks;

(c) Curb insider abuse by eliminating secrecy
accorded to deposit of DOSRI;

(d) Empower CBP to institute civil suits against
bank directors and officials accused of
wrongdoing: and

(e) Protect the regulatory staff against rersonal
losses resulting from suits brought against them
for action taken in performance of their duty.

ov

2. Strengthen arrangements for Depositor Protection

(a) Appoint PDIC, by law. as receiver in all cases Included in proposed amendmente to the Central
of bank failure and increase 1its capital. The Bank charter as well as to the PDIC law
objectives are to: (a) give a substantial role pending before Congress. The House of Repre-
to PDIC in dealing with failed banks, (b) avoid gentatives has already approved its verseion
allegations of conflict of interest when CBP of the propceed vill amending the PDIC
acts as conservator. receiver and ligquidater. Charter.

and (c) empower PDIC to institute civil suits
against bank directors and officials accused
of wrongzdoing.
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TABLE 4.5 (cont’d)

Action / Objective STATUS
-—-zg;_étrengthen PDIC s management and staff Part of the institutional strengthening plan
to prepare PDIC for a substantially approved by the Board of Directorq of the
enlarged role. Corporation will be fully impleméﬂgqq after

the bills pending before Congrgss nending
the PDIC Charter had been approveh and PDIC’ s
capita. had been increased. Managerial man-
power is now being augmented preparatory to
the transfer of responsibility over cloeed
banks as soon as PDIC e Charter is amended.

In the meantime, PDIC’s paid-in capital had
been raised to P2.0 billion. The Corporation
had also been authorized to recruit addi-

tional personnel.
B. Strengthen Bank Supervision and Regulation

1. Study and Improve :

(a) Commercial banks” reporting requirements; Final report of the Committee approved by the
MB per its Res. No. 759 dated 01 September
1889. Various issuances to implement the
decision now circularized.

(b) Guidelines for aseet valuation and loan Report of the Committee approved by MB per
loss provisions to tighten, standardize, its Res. No. 1093 dated 22 December 19883.
and apply criteria uniformly to all banks; Various issuances to implement the decision

now circularized.

(c¢) Guidelines for treatment of trust acccunts Revised report of the Committee approved by
by commercial banks to prevent abuses; the MB on 08 October 1980. Various issuances

to implement the decision now circularized.

(d) accounting principles governing preparation Revised report of the Committee approved bv
and reporting of banks”® financial condition the MB on 07 January 1991. Various issuances

and operating results; and to implement the decision now circularized.




TABLE 4.5 (cont’d)

{e) Guidelines governing emergency loans to
banks to ensure consistency and predic-
tability in their application.

C. Reduce Intermediation Costs

——— i — —————— —— ——— — —— A ———— ]~ W~

(a) Lift moratorium on establishing new banks.
Establish objectives qualifying criteria
for new bank applicants.

(b) Review and improve the policy governing
weak banks. The objectives would be not
to sustain the weak banke for unduly
long periods.
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{(¢) Review and improve conditions governing
orening of new branches.

D. Transfer of APEX AND IGLF programs to DBP and
ALF to LBP from CBP.

Guideline approved under MB Res. No. 245 dated
27 March 1988. However, circularization will
wait urtil action on the bille fi win
Congress pertaining to the s&mqqmg?.ér hae
been made. In the meantime, shoul here be a

need for emergency loans, egaid guidelines will
be applied.

Policy already approved by the MB per its Res.
No. 244 dated 27 March 1989 and issued as
Circular 1200 dated 16 May 1989.

Policy already approved by the MB per 1its Res.
No. 244 dated 27 March 1989 and issued as
Circular 1200 dated 16 May 1989.

Further liberalization of branching guidelines
subject to prudential requirements circula-
rized under Circular 1281 dated 15 April 1991

implementing MB Res. No. 411 dated 12 April
1991

The transfer of ALF to LBP and IGLF and APEX
to DBP have now been effected.
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TABLE 4.5 (cont’d)

1.

Amend laws and procedures governing debt reco-
very and real estate mortgages by: (a) reducing
redemption period of six months, (b) eliminating
distinction between bank and non-bank creditors
in the case of judicial foreclosure, and (c)
tightening the access to courts after an extra-
judicial foreclosure.

Amend bankcruptcy laws to (a) protect the reor-
ganization process from subversion by seizure of
assets by creditors, (b)) give courts explicit
authority to enablie debtor enterprises to continue
operation while reorganization proceeds, and (¢)

give SEC or another agency unambiguous power to
appoint a trustee.

By Reducing Taxation on Financial Intermediation:

(Sh]

Phase out Gross Receipts Tax (GRT)

Eliminate 20% Final Witholding Tax
on Interbank depcsits.

Phase out implicit tax arising out
of current reserve requirements.

Eliminate preferential reserve

requlirements

on long-term time

deposits.

The proposed bills amending preseﬁn/i&wa
already endorsed to Congress. )

_do_

The &radual phase-out of the Gross Receipt Ta:
at 1% p.a. i= now pending at Congress. It hac
already prassed the first reading.

Presently. Interbank loan transactions are
ravable within five days. thus. not taxable.

Aprroved under MB FRes. No. 760 dated Septembe:
1. 1989 and circulated under CB Circular Ne.
1209 dated 01 September 1989.




TABLE 4.5 (cont’d)

Phase out Agri-Agra requirements tc eliminate
redundant (Agri) and unresalistic (Agri) lending
targets and free banking sector from mandated
credit programs.

Phase out CBP role in credit allocation
pPrograms.

Adopt a general policy of market-oriented
interest rates on all government sponsored
loan programs and those funded by official bor-
rowings, to eliminate subsidies and distortions.

Reorient DBP to a wholesale bank with private
sector orientation and substantially reduce
present retail banking operations. The objective
is for DBP to mobilize long-term funds both
domestically and internationally and act as a
market-maker in long-term paper. This objective
cannot as yet be implemented due to some
disagreement raised by the Commisssion on Audit
on the terms of privatization.

A bill had been filed in Congrqss” \eliminate
<he requirement for banks to alloéate part of
their lcanable funds to Agri-Agra require-
ments. The CB had endorsed this bill.

Transfer of all loan programs administered by
CB have now been implemented.

Already incorporated in the Goverament s
Statement of Policy and being implemented.

1. Funds to be used by DBF for wholesale

banking now made available to DBP

{such as IGLF and APEX).

Institutional strengthening prescribed to

supprort this conversion to wholesale

banking effected as follows:

a. Capital Markets Department created.

b. Vice President to head CND approinted.

c. Financial Inscitutions Dept. created.

d. Vice President to head PID appointed.

3. Privatization of branches which formed part
of DPBP"s rehabilitation program was tempo-
rarilv deferred due to guestions raised by
the Auditor. COP approved the hiring of a
Privatization Advisor and Industrial
Investment Credit Project was chosen.
Evaluaticn still underway.

N

Source: Central Bank ¢f the Philippines

{Financial Liberalization/IMPLSKED.wkl1/12-04-91}



4.2.1 Deposit Mobilization

The trepd”in the volume of traditional deposits (i.e., demand, savings and time
deposits) mobilized by the banking system during the period 1970-1990 is shown in Figure 4.1.
Nominal deposits increased from R8.2 billion in 1970 to R345.4 billion in 1990. The annual
growth rate during this period averaged 21 percent. Note, however, that the average nominal
growth rate of total deposits was lower in the 1980s (19.1%) than in the 1970s (23 8%). In real
terms, the trend in deposits show a different pattern. It remained more or iess the same during
the first three years of the 1970s. The decline of real deposits in 1974 was associated with the
high inflation rate which occurred that year as a result of the first oil shock. This was followed
by a sharp rise in real deposits that went on up until 1980. It was interrupted in 1981 when a
liquidity crisis struck in the beginning of that year. It resumed its growth for the next two years.
Real deposits dropped precipitously in 1984 and 1985 as the economy experienced its severest
balance-of-payments crisis. Recovery started in 1987 and real deposits rose since then. The
level of real deposits in 1990 already approximated that of 1983, the highest ever achieved
before the balance-of-payments problem.

The performance of the banking system in mobilizing traditional deposits may be
measured in terms of the ratio of total deposits to GNP. A high ratio indicates financial
deepening or a high level of financial intermediation. The trend of the ratio of total deposits to
GNP is shown in Figure 4.2. The ratio declined during the period 1971-1974, which means that
disintermediation took place during this period, and rose during the period 1975-1980. The ratio
fluctuated in the 1980s indicating several stresses encountered by the banking system during
this period. As of 1990, the ratio of deposits to GNP stood at 30.5 percent, which is still way
below the 35.3 percent that was achieved in 1983. The results strongly suggest that stability of
the economy is an important requirement to a sustained rise in bank deposits. Note that on the
average, the ratio in the 1980s (32.1) was much higher than that in the 1970s (18.8%), which
means that the banking sysiem was able to mobilize more savings from the private sector in the
1980s than in the 1970s despite a generally unstable economy.

To determine how well the Philippines performed in mobilizing private financial
savings, its performance is compared with those of other countries. In addition to the four
ASEAN countries, 14 countries were randomly selected for this purpose. The data on deposits
and GNP (or GDP as the case may be) were taken from the IMF International Financial
Statistics. For bank deposits of the 18 countries, deposits in deposit money banks and other
banking institutions (lines 24, 25, 44 and 45) were ottained. The ratio of deposits to GNP was
regressed on real GNP (or GDP) expressed in U.S. dollars. Both variables are expected to have
positive relationships. The estimated regression line traces the average performance of the
country in mobilizing deposits. Countries whose ratios of deposits to GNP are above the
regression line are said to perform better than the average, while those whose ratios are below
the regression line are poor performers. The regression analysis was performed for two years,
i.e., 1980 and 1989, to see if the Philippines has improved its performance relative to other
countries since it started to liberalize its financial systemi. The results are shown in Figures 4.3
and 4.4 for 1980 and 1989, respectively.
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(In Milhen Pesos)
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FIGURE 4.1 Deposits of the Banking System, 1970-1990

N c-»mnaf;_-—t: 4o e _
Year Deposua_z_. | i
1970 8 155 150 1 o
1971 9317 P
1972 10,121 ) ;
1973 12.895 =2y :
1974 15635 7 i :
1976 17182 & 5
B ) 283 :
1976 22,906 = / !
1977 10585 5 ! MOMIMAL [EFOZTTY f
1978 38,286 & 2ag L -
1979  54.192 = ! 3 ‘
1980 82543 ¢ i e
1981 88.912 & yEQ T
1382  105.040 ¥ | 5
1983  122.808 | . '
1984  147.594 123 2 !
1985  162.260 ! > ‘
1986 162110 } o '
1987  176.472 % - ?
1988 223,123 ; s !
1989  283.919 N s A A T R T R .
1930 345.3%6 I S TS N B N7 B FUNE PO S
Real
Year  Deposung TESRS
""""""""""" 35 f
1970 167586 |
1971  10.083.3 M 2 o
1972 101210 32 - ‘ ‘.\ oo
1973 11.0687 R Qo ,
1974 3.363 4 S d .
1975 102954 b a, !
1976 125650 § sl - | . |
1977 15.1622 & -1 ; ! . :
1978 178540 § 24 b } FEAL LEPOSITSE
1979 218335 % L ; = :
1980 28.0187 = “| s T |
1981 268535 v 20
1982 23.786.0 L N
1982 222356 3 . ~
1984 244199 15 5
1985 21.808.6 o L
1986 2175932 | )
1987 22681 6 2 _ -
1988 26.367.3 ok Bre—e T2
1989 30.336 8 N o ° L o
1950 32.793.8 T sz 7z e 73 TR Az AL s &35 83 i
{Financial Liberalization/FIGT wh1/12-24-91} resncz



“FIGURE 4.2 Ratio of Deposits to GNP, 1970-1990 (in percent)
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FIGIJRE 4.3 Relationship Between Deposit to GNP Ratio and Real GNP,
Selected Countries, 1980
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FIGURE 4.4 Relationship Between Deposit to GNP Ratio and Real GNP,
Selected Countries, 1989
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In 1980, 13 countries including the Philippines, had performed below the average. The
performance ofﬁ@ﬁppines, however, was close to the average. It was almost the same as
that of Korea, Thgildnd, Sri Lanka, India, and Argentina, but much better thaz that of Indonesia,
Nepal, Brazil, Chile; and Peru. The regression line in 1989 has shifted upward suggesting that
on the average, fimancial intermediation has improved over the years. Several countries,
including the Philippines, are found to perform lower than the average. There are at least three
striking observations that can be made from Figure 4.4. First, Korea and Thailand had shown
an above-average performance whereas in 1980, they were shown to parform just below the
average. Second, the Philippines’ ratio had moved further below the regression line. And third,
Indonesia, India and Sri Lanka had outstripped the performance of the Philippines while Chile,
Peru and Nepal are fast catching up with the Philippines.

The performance of the Philippines in mobilizing deposits over ‘iie yeriod 1970 to 1989
is compared with those of a few selected countries, namely Malaysiz, India, Sri Lanka,
Indonesia and Thailand (Figure 4.5). Malaysia’s and Thailand’s deposit-to-GNP ratios were
already high in the 1970s compared with that of the Philippines, and still they increased much
faster in the 1980s. India and Sri Lanka had about the same ratios as the Philippines’ in the
1970s, but towards the second half of the 1980s, the deposit-to-GNP ratio of the Philippines fell
well below those of India and Sri Lanka. Interestingly, the ratio of Indonesia in the 1970s was
far below that of the Philippines, but it had been steadily rising. By 1989, it already overtook
that of the Philippines. Among the countries shown in Figure 4.5, the Philippines obtained the
lowest deposit-to-GNP ratio as of 1989.

The results discussed above suggest two things. First, the Philippine banking system
has performed badly relative to its potential (as indicated here by the regression line). Second,
although the deposit-to-GNP ratio of the Philippines has been rising over the years, nevertheless
it has lagged behind those of other low-income countries. The relatively low performance of
the Philippine financial system could be attributed to the low real rate of return of deposits and
instability of the financial system.

Figure 4.6 depicts the movements of nominal and real interest rates on savings
deposits. In 1973, the Central Bank was given the authority to set interest rates on all
deposits.'® The nominal interest rate on savings deposiis was raised by the Central Bank from
6 percent in 1975 to 7 percent in 1976. It was adjusted again in 1979 to 9 percent. The
nominal rate continued to climb after the interest rate liberaliz..cn in 1981, but declined since
1986. As of 1990, the nominal rate on savings deposits was about 5 percent, which was lower
than the fixed rates in the 1970s.

The effect of inflation rate on the real return on savings deposits is quite instructive.
The real interest rate had been negative in all the years during the period 1970-1990, except
1986 and 1987 when inflation rates plunged precipitously. It seems that the interest rate

" Prior to this year, the rate. were fixed according to the Anti-Usury Act of 1916.
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FIGURE 4.6 Nominzal and Real Interest Rates on Savings Deposits, 1970-1990
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liberalization has not conferred any benefits to small savers who usually hold their money in
savings deposits:=This could be partly attributed to the oligopoly power wielded by banks on
this market.'!

The movements of noiainal and real interest rates on the 91-day time deposits are
shown in Figure 4.7. The nominal rate had been increasing since 1974 up until 1984, It
declined in the next three consecutive years, but rose again in the last three years. The
movement of the real interest rate on time deposits is quite interesting. It was negative in most
of the years before the 1981 interest rate liberalization, but has been positive thereafter, except
in 1984 and 1985, the height of the balance of payments crisis. Moreover, there is a perceptible
increase in the real interest rate on time deposits during the period 1970-1990.

It is to be noted that inflation rate had been higher in the 1980s than in the 1970s.
Clearly, it has substantially negated the positive effect of interest rate liberalization introduced
in the early 1980s on financial intermediation.

To be attractive to the depositing population, deposits must also be secured. Deposit
security hinges on the health of the financial system, in general, and of the financial institutions,
in particular, as well as the adequacy of the deposit insurance provided by the government.
Instability of the financial system diminishes deposit security or increases the risk of losing a
part of the whole deposits when banks fail. Close supervision of banks by the Central Bank
could reduce the risk of bank failure.

The history of the Philippine banking system is replete with banking failures. Even
large banks, such as Manila Bank with over half a million depositors and almost B2 billion
deposits and Banco Filipino with over 2 million depositors and almost R1 billion deposits, had
failed. Throughout the period 1972-1988, the Central Bank closed a total of 232 banks broken
down as follows: 6 commercial banks; 3 savings and mortgage banks, 4 private development .
banks, 26 stock savings and loans associations; and 193 rurai banks. The cumulative total
deposits involved amounted to R7.6 billion (Table 4.6). Note that the incidence of bank failure
was higher in the 1980s than 1n the 1970s. Also, a number of large banks with huge amounts
of deposits failed in the 1980s (Table 4.7).

Most of the bank failures were not caused by the crises that struck the economy since
1970. Instead, the crises merely exposed the weaknesses of those banks which had been caused
by mismanagement and fraud committed by the owners and officers of the failed banks. The

"' There are casual pieces of evidence pointing to the existence of the oligopoly power of banj-« especially in the
savings deposit markets. For wmstance, when PNB raised its interest rate on savings deposits a fev: months after the
Central Bank removed thie ceilings on interest rates, the private banks represented by the Bankers Association of the
Philippines (BAP) sent some signals to PNB indicating their dislike for such move. The president of PNB who was sure
to get elected as president of the BAP before PNB made such move was suddenly rejected by the BAP members. In
addition, Lamberie (1991a) found bank spread to be Increasing since the interest rate liberalization n 1980, which
happens to be strongly correlated with the concentration ratio (measured by the Herfindahl index).
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FIGURE 4.7 Nominal and Real Interest Rates on Time Deposits, 1970-1990
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Central Bank is encountering some difficulties in closely supervising banks because of lack of
personnel and e¢ftain laws, particularly the Secrecy of Bank Deposits Law, that weakens their
supervisory functiofl, Although its examiners may be able to see violations of DOSRI loan
ceilings, however,-in cases where dummies are used, they usually find it difficult to prove the
flow of funds from dummies to the DOSRI (when made through the deposit accounts) because
they cannot examine any deposit account per the said Law."

The role of the Central Bank as a regulatory body and lender of last resort is important
in ensuring the stability of the banking system. Its timely and adequate intervention in times of
financial stress could prevent a local bank run from developing into a global or systemic bank
run. The Central Bank appears to be responsive to imminent bank runs. For instarce, it
provided financial assistance to the banking system during the 1981 liquidity crisis and the 1984-
1985 balance-of-payments crisis. As shown in Figure 4.8, the ratio of Central Bank’s financial
assistance to banks to reserve money rose significantly in 1981 and 1984-1985. This was aimed
at stabilizing the financial system.

All banks of the Philippines are members of the Philippine deposit insurance program
administered by the Philippine Deposit Insurance Corporation (PDIC), a government-owned
corporation. The present maximum coverage per depositor is 240,000. As of December 1988,
96 percent of the 17.9 million deposit accounts had balances below the insurance maximum
coverage.'® The total exposure of PDIC was estimated at 76.4 billion, which was about 31
percent of the banking system's total deposit liabilities.

The credibility of the deposit insurance system to depositors depends on the quickness
of PDIC in paying claims, which, in turn, depends on its financial and human resources.
Unfortunately, however, PDIC is severely undercapitalized and undermauned. Its permanent
insurance fund is only #2 billion. Its income from assessment fees and investment in securities
has not been sufficient to cover its operations and payments of insured deposits. While its total
gross income for the period 1970-1988 amounted to B 1.4 billion, the estimated insured deposits
payable for the same period reached more than 3.5 billion yielding a loss of over 2 billion.
Consequently, it has to resort to borrowing from the Central Bank to support heavier
disbursements. Even with this, its available funds are still insufficient to meet payments of
insured deposits of failed banks. In fact, it has been way behind its payments of claims. In
1988 alone, it paid a total of ®368 million to insured deposits of failed banks, such as
Manilabank, PISO Development Bank, Banco Filipino, etc., that had been closed more than two
years ago In its annual report for 1988, PDIC admitted that "some 600,000 depositors with
estimated insured deposits of £2.345 billion in 475 banking offices were still to be served"

7).

'” DOSRI refers to directors, officers, stockholders, and related interests of a bank.
' The latest annual report of PDIC is dated April 1989,
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mLE 4.6 Banks Closed After the Establishment of PDIC in 1969
Under Republic Act 3591

--------- Tatad Na. Tota) No.' Teal  ~ Amount Paid Equivatent
ot Banks of Acoounts Deposhs by PDIC. - No. of Paid
Yaar~end B ' N M) (P M) Accouma

1972 6 148,092 30 896 10.615 na.
1?73;:' 10 na. na. 17 010 54,683

_____ 1979 12 na. na. 46 273 na.

197§ 12 na. na. na. na.

1975 14 218,928 162.329 46.672 na.
19}7 gé 21 386,559 3583.804 60.941 60,983
1‘.},}9’,; 22 394,728 365.182 61812 62,329
1573:, 24 398,162 356.032 61.855 62,485
] ‘ . .'I 47 480,000 368.327 66.870 81,604

79 640,200 415.836 93.003 na.
‘, 86 na. na. na. 85,801
1983 94 na. na. 173.883 218,804
1’9.8'4. - 120 1,744,627 1,877.694 364.168 275,703
L 1985 164 4.891,556 5,726.140 1,680.000 762.800
2 1985 189 4,994,731 5,776.445 1,847.763 837,074
i 393.'.! 219 5,610,617 7,635.050 2,490.680 993,978
o8 232 na. na. 2,859.000 1,058,832

Note: na. - no data available from the annual reponts.
Source: P.D.I.C. Annual Reports, 1972-1988.
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TABLE 4.7 Large Banks Closed by the Monetary Board of the Central Bank

=

R ) ~ Na.of . Depasits
BANK - .~ Dbaearce. Deposit © (n Million
’ ' Takenver - Aceounts - Pesas)

hialahhdaabhhddnb b ddob b dotol i d ol et e e R i il dad otk D 2 S D O S U R

(1) Conuinental Bank 1/ 6-25-74 60.128 121.2
{2) General Bank & Trust Co. 2/ 3-25-77 157,977 199.6
(3) Royal Savings Bank, Inc. 3/ 7-06-81 302,580 350.7
(4) Banco Filipino Savings

and Mongage Bank 1-25-85 2,413,000 897.0
(5) Philippine Veterans Bank 4-10-85 no data 1.600.0 4/
(6) Pacific Bar.king Corp. 7-05-895 no data 3.058.0 &/
(7) PISO Development Bank 2-04-87 20,088 206.3
(8) Manila Banking Gor . 5-29-87 633,614 1.905.2
NOTES:

1/ Resumed normal operation on May 31, 1977 under the name Allied Banking Gorp.
2/ Rasumed normal operation on September 19, 1977 under the name of International

Corporate Bank.
3/ Resumed nommal operation on September 11, 1984 under the name of Commercial Savings

Bank. a subsidiarv of COMBANK (now renamed Boston Bank of the Philippines).
4/ Data penain to end-1984. Note that 1.4 billion pesos of the 1.6 billion peso
deposits were goveinment deposits.
9/ As of Devember 1984. In 1987, Far East Bank and Trust Co. (FEBTC) wn the bid to
operate Pacific Bank’s 43 branches all over the country and since then has been
servicing all depositors of the closed Pacific Bank.

SOUWRCE: PDIC. Anual Reporta and the Central Bank.
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FIGURE 4.8 Ratio of Central Bank’s Assistance to Banks (ASS) to Reserve Money
(RMj, 1970-1990 (in percent)
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In summary, bank failures increase the risk of deposits, which would be considered
asa disincentiv&gg_g_\iers. Indeed, the numerous bank failures that occurred in the 1980s partly
negated the gains-detived from financial liberalization.

4,2.2 Financ;al Innovations

It is incomplete to describe the performance of the domestic financial system by just
examining mobilization of traditional deposits. It is to be noted that since the 1970s, financial
innovations have occurred. Interestingly, some of these innovations emerged in response to
regulations. The following, therefore, discusses some financial innovations and their impact on
financial savings since they relate to financial liberalization.

Deposit Substitutes. The emergence of the new financial institutions, called nonbanks,
which were not directly under the control of the Central Bank, paved the way for the
development of the money market. This market offered a variety of short-term financial
instruments whose rates were unregulated by the Moneiary Authorities. It inevitably drew some
resources away from the traditional deposits. Banks responded to the challenge posed by
nonbank financial institutions by offering their own money market instruments, called deposit
substitutes, whose rates were not covered by the Anti Usury Act of 1916. The interest rates on
deposit substitutes in the early 1970s were much higher than those on time deposits (Figure 4.9).
Concerned about the impact of high interest rate on investment, the increasing emphasis on
direct lending by nonbanks, and possible insider abuse as demonstrated in the case of one of the
commercial banks that failed in 1974, the Ceniral Bank issued in 1976 new regulations covering
money market operations of banks and nonbanks. These regulations included interest rate
ceilings on deposit substitutes, higher minimum trading lot size, r~ .crve requirements and 35
percent transactions tax o all primary borrowing in the money market, all of which effectively
reduced the interest rate differential between deposit substitutes and traditional deposits. The
interest rate liberalization that took effect in 1981 has further diminished the relative
attractiveness of deposit substituics vis-a-vis the traditional deposits.

The first officially recorded data on outstanding deposit substitutes appeared in 1976.
From R16.6 billion, it rose to #26.2 billion in 1982, but declined thereafter. By 1990, the
outstanding deposit substitutes amounted to only ®9.9 billion, which is equivalent to only 38
percent of that of the 1976 level. Interestingly, the share of commercial banks in the total
outstanding depe-it substitutes substantially declined from 65 percent in 1976 to 32 percent in
1990, suggesting that they have become less dependent on this source of funds.

Although it drew some resources away from traditional deposits, nonetheless the
deposit substitute market was able to mobilize additional financial savings. As can be seen from
Figure 4.10, the ratio of financial savings that include traditional deposits and deposit substitutes
to GNP (FS2) was much higher especially in the 1970s and the early 1980s than that which
includes only the traditional deposits (FS1). However, tiie difference between FS2 and FS1 has
tended to shrink since 1981 when the interest rate was liberalized. As of 1990, the difference
was hardly noticeable ar all.
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While the deposit substitute market has provided savers with alternative investment
instruments, how:ﬁ_ég,\it has not benefitted at all the small savers. The deposit substitute market
is a maike:t for-largg savers. Most of the placements were more than half a million pesos.

Trust Accounts. Another financial innovation that emerged in the domestic financial
market is the trust account. Banks may secure authority from the Central Bank to operate a trust
account, which is treated as an off-balance sheet activity of banks.

Trust accounts grew faster during the second half of the 1970s when deposit substitutes
began to be subjected to several regulations. During the period 1970-1990, the growth of trust
accounts averaged 31 percent compared to only 21 percent for traditional deposits. In the 1980s,
a large amount of funds had shifted from deposit substitutes to trust accounts. This partly
accounted for the latter’s sustained growth and the former’s steady decline (Figure 4.11). It
must be noted that the reserve requiremem on deposit substitutes was high compared to that on
trust accounts. It reached 24 percent in 1984 for deposit substitutes as against only 10 percent
for common trust funds and O percent for other trust funds. Aside from this, banks have been
reported to transfer loan accounts to their trust departments in order to facilitate compliance with
Ican portfolio requirements, such as the agri/agra law. Similarly, the gross receipts tax which
is imposed on all interest, commission, and discounts from lending activities of banks would not
apply to income from trust loans and investments since these do not accrue to banks themselves.
Ali this enables banks to offer more attractive returns on trust funds than on deposit substitutes
or traditional deposits.

While it is true that trust accounts have absorbed some funds from deposit substitutes
and traditional deposits, it has also yielded a et contribution to the overall financial savings
mobilization. As can: be seen from Figure 4.12, the ratio of financial savings, which include
traditional deposits, deposit substitutes and trust accounts, to GNP (FS3) is much higher than
that which does not include trust accounts (FS2). The difference between F33 and FS2 has
remained large even in the second half of the 1980s when deposit substitutes markedly declined.
The share of trust accounts in the total financial savings had remained above 10 percent in the
1980s.

Small savers, however, are left out in this innovation. The required minimum lot size
for a trust fund is very higii. A survey of a sample of banks reveals a minimum requirement
ranging from £20,000 to #100,000.

Government Securities. Government securities are alternative savings instruments for
the private sector. The 1980s saw a phenomenal rise in outstanding government securities. As
of 1990, outstanding government securities already reached ®243.4 billion or 21 percent of
GNP compared to only ®34 billion or 16 percent of GNP in 1980. Among the government
securities, the Treasury bills, which are basically short-term securities, have become the primary
instrument in terms of outstanding value. From only B3 billion in 1980, it rose to 2192.6
billion in 1990. Its share in total outstanding government securities had also increased
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FIGUR_E 4.9 Nominal Interest Rates on Time Deposits and Deposit Substitutes, 1970-
R 1990
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FIGURE 4.10 Ratio of Financial Savings to GNP with Deposit Substitutes, 1970-1990
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FIGURE 4.11 Outstanding Deposit Substitutes and Trust Accounts, 1970-1990
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FIGURE 4.12 Ratio of Financial Savings to GNP: with De; osit Substitutes and Trust
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phenomenally from 9 percent in 1980 to 79 percent in 1990. The issuance of the Treasury bills
has been dictatedy the need to finance the growing budget deficit of the government sector in
the face of dwindlirig external financing.

The Treasury bills have become more competitive with other savings instruments in
the market since 1984. Since 1986, the interest rates on Treasury bills have been determined

through competitive bidding among accredited dealers.

The impact of the emergence of high-yielding government securities on private
financial savings can be seen from Table 4.8. The private sector was a small holder of
government securities in the 1970s and early 1980s. However, their share in total outstanding
government securities suddenly jumped to 27 percent in 1984 and was more than 50 percent in
most of the years during the period 1985-1990. As of 1990, the outstanding government
securities held by the private sector stood at #114 billion, which was equivalent to 46 percent
of the total outstanding government securities.

The government securities, especially the Treasury bills, have played a vital role in the
1980s in mobilizing a larger share of incomes in the form of financial assets. This is shown in
Figure 4.13 (also Table 4.9) where the ratio of total private financial savings, which include
traditional deposits, deposit substitutes, trust accounts and private sector holding of government
securities, to GNP (FS4) is compared with that which does not include government securities
(FS3). The figures suggest that private financial savings actually recovered fast after the 1984-
1985 balance-of-payments crisis than what has been perceived. As of 1989, FS4 already stood
at 48 percent, which already approximated the highest ratio attained in 1983. However, most
of the recovered financial assets went to the Treasury bills. In 1990, the ratio declined to 47.2
percent as the economy sharply decelerated to only 3.1 percent and inflation rate surged to 12.7
percent.

While yields on Treasury bills are very attractive, small depositors do not have access
to such instrur»:nts. Accredited dealers require high minimum placements on Treasury bills.
A random survey of banks shows that the required minimum placements range from R50,000
to #100,000.

Although total private financial savings as represented by FS4 appears to be high, still
it cannot compare with that of Thailand and Malaysia. The ratio of their total traditional
deposits to sNP (which is equivalent to FS1 in this study) in 1989 already stood at 61 percent
and 63 percent, respectively, whereas the FS4 of the Philippines in 1990 was only 47.2 percent.
Thus, the Philippines will have a lot of catching up to do in the next few years. It should also
be noted that a significant part of private firancial savings is used to service outstanding debt
of the government. Indeed, the relatively low private financial savings and the allocation of a
large portion of those savings to debt servicing have seriously undermined the development
process in the Philippines.
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TABLE 4.8 Outstanding Government Securities by Holder, 1970-1990 (in Billion Pesos)

Holder

1970 19 1972 1970 1974 1915 1976 1977 1978 1979

. Central Bank

. Cosaercial Banks

. Thrift Banks

. Trust Tonds

. Sesi-Government Entities
. Private Sector

. Foreign

T0TAL

24 24 3.0 3.6 4.2 {4 4.8 §.2 4.9 3.6
(46.15) (41.38) (39.47) (32.14) (28.00) (22.45) (21.72) (20.16) (16.90) (11.65)
1.3 1.6 1.6 3.9 4.1 5.7 6.3 8.4 110 1.6
(25.00) (27.59) (21.05) (34.82) (27.33) (29.08) (26.51) (32.56) (37.93) (31.54)
- 0.2 0.1 0.3 0.3 0.3 0.4 0.5 0.7 0.8
(=)  (3.45) (L.32) (2.68) (2.00) (1.53) {1.81) (1.94) (2.41) (2.59)
0.7 0.8 0.9 0.9 1.0 1.4 1.7 1.7 2.1 2.1
(13.46) (13.79) (11.84) (8.04) (6.67) (7.14) (7.69) (6.59) (7.24) (8.74)
0.2 0.2 0.3 1.0 2.4 .1 5.7 6.5 3.9 8.0
(3.85) (3.45) (3.95) (8.93) (16.00) (20.92) (25.79) (25.19) (20.34) (25.89)
0.5 0.6 1.6 1.5 2.9 2.3 2.0 2.3 2.0 3.7
(9.62) (10.34) (21.05) (13.39) (19.33) (11.73) (9.05) (8.91) (6.90) (11.97)
0.0 0.0 0.0 0.0 0.0 1.3 1.3 1.2 1.2 0.5
(=) (=) (=) (-) (-) (6.63) (5.88) (4.65) (4.14) (1.62)

5.2 3.8 1.6 1.2 15.0 196 2.1 258 290  30.9

Note: Migures in parentheses are percent to total.
Source: Central Hank of the Philippines
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L9

Bolder 1980 1981 1982 1983 1984 1985 1986 1987

~

1. Central Bank 4.7 5.0 1.8 8.4 11.3 12.2 11.1
(13.82)  (13.09) (16.70) (17.28)  (16.24) (12.86)  (8.97) (6.12)

2. Commercial Barnks 12.0 12.9 15.2 15.6 20.2 17.9 2.2 19.6

(35.29)  (33.77) (32.55) (32.10)  (29.02) (18.86)  (19.56)  (113.04)
3. Thrift Banks 1.0 0.9 1.0 0.8 0.7 1.8 1.9

(2.94) (2.36)  (2.14)  (1.8%; (1.00) (1.80) (1.54) (1.20)

4. Trust Funds 4.3 4.9 5.3 5.8 6.5 1.3 1.8 10.0
(12.65)  (12.83) (11.35) (11.93)  (9.34) {7.69) (6.31) (6.65)

5. Sesi-Governmeat Entities 7.0 9.6 10.9 13.6 11.9 14.0 15.1 20.6
(20.59)  (25.13) (23.34) (21.88)  (17.10) (475 (12,20 (13.11)

6. Private Sector 4.8 5.0 6.5 4.6 19.0 1.6 63.6 89.1

(14.12)  (13.09) (13.92) (9.46) {21.30) (43.84)  (51.41)  (59.28)
7. Foreign 0.3 - - - - - - -

(0.88) (-1 (-) (-) (-) (-) (-) (-)

T0TAL 3.0 38.2 46.7 48.6 69.6 9.9 123.7 150.3

(23.47) (23.29)

(11.93) (22.76)

(54.16) (46.45)

Note: Figures in parentheses are percent to total.
Source: Central Bank of the Philippines
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Type of Liability

1970 1911 1972 1973 1974 1975 1976 191 1978 1979

1. Deposits
2. Deposit Substitutes
J. Trust Accounts

4. Govt. Securities

5. Total

6. s X of GNP

8,15.0 9,317.0 10,121.0 12,895.0 14,635.0 17,183.0 22,906.0 30,385.0 38,386.0 54,192.0
(89.40) (83.30) (78.30) (83.20) (78.40)  (80.20)  (52.30)  (57.10)  (60.00)  (62.5)
. . . .. . . 16,652.2 17,205.7 18,225.8 20,860.0
(-) (-) (-) {-) (-) (-) (38.00)  (32.30) (28.50)  (24.10)
469.5 1,269.7 1,197.3 1,107.6 1,136.2 1,934.0 2,245.4  3,368.4  5,332.4  7,930.8
(5.15)  (11.35) (9.21) (1.14)  (6.09) (9.03) (5.13) (6.32) (8.34) (9.15)
500.0 600.0 1,600.0 1,500.0  2,900.0  2,300.0  2,000.0  2,300.0  2,000.0  3,700.0
(5.48)  (5.36)  (12.3%; (9.68)  (15.53)  (i0.74)  (4.57) (4.32) (3.13) (4.27)

9,124.5 11,186.7 12,918.3 15,502.6 18,671.2 21,417.0 43,803.6 63,994.2 86,682.8 75,052.0
2.3 22.%5 23.09 .47 18.70 18.711 32.64 .75 36.12 39.76

Type of Liability

1980 1981 1982 1983 1984 1985 1986 1987 1988 1889 1990

1. Deposits
2. Deposit Substitutes
J. Trust Accounts

4. Govt. Securities

5. Total

6. As X of GNP

§2,543.0  88,912.0 105,040.0 133,808.0 147,594.0 162,260.0 163,110.0 176,472.9 223,123.0 283,919.0 345,396.0
(66.30)  (64.80)  (67.80)  (71.80)  (71.90) (66.80)  (60.30)  (57.70)  ( 57.40) (62.00) (64.56)
23,699.9 25,763.2 26,215.2 25,781.3 17,734.7 14,063.0 10,3370 11,438.0  9,619.0 11,642.3  9,864.9
(13.00)  (18.80)  (16.90)  (13.80)  (8.60) (5.80) (4.00) (3.70) (2.50) (2.50) (1.84)
13,543.6 17,4114 17,0776 22,133.3 20,844.1 25,047.9  32,890.2 28,922.2 38,324.4 39,552.6 65,823.1
(10.87)  (12.70)  (11.03)  (11.88)  (10.16) (10.31)  (12.16)  (9.45) £9.86) (8.63) (12.30)
4,800.0  5,000.0  6,500.0 4,600.0 19,000.0 41,600.0  63,600.0 89,100.0 117,500.0 123,000.0 113,900.0
(3.85) (3.65) (4.20) (2.47) (9.26) (17.12)  (23.51)  (29.12)  (30.24) (26.8%)  (21.29)

124,586.5 137,086.6 154,832.8 186,322.6 205,172.8 242,970.9 270,537.2 305,932.2 388,566.4 458,113.9 534,984.0

41.10 45.15 46.16 49.19 38.91 40.65 44.01 43.50 §7.22 47.63 7.4

Note: Figures in parentheses are percent to total.

Source: Central Bank, DER-Domestic.
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FIGURE 4.13 Ratio of Private Financial Savings to GNP: with Government Securities
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Year FS2Z - ;5'4
1970 2113 2226
1971 2129 22 65
1972 2023 2203
1573 13 4 21 47
1974 1579 187
1979 16 71 13 71
1973 115 J2 &4
1577 32250 3470
1978 24 99 2612
1979 z2 08 2976
12890 25 28 471
1981 42 5 45 15

1982 47 98 4919
1984 253 33N
1985 3563 40 &5
1936 33 66 44 01
1987 20 822 42 5
2a8 3299 722
1989 34 84 47 €3
1390 3713 47 24
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Credit Allocation. The previous sections analyzed the performance of banks in
mobilizing depomowever, that is only half of the function of banks. The other half is
credit allocation. —This section analyzes the efficiency of credit allocation in the Philippines.

Figure 4.14 shows that the incremental capital-output ratio ICOR) had remained low
and quite stable in the first hal of the 1970s. However, it started to go up towards the late
1970s and rose sharply during the first half of the 1980s. The ICOR improved considerably
after the 1984-1985 crisis, although some sign of deterioration can be observed again in 1990.

On the other hand, the real lending rate fluctuated widely during the period 1970-1990
which was mainly due to sharp swings in the inflation rate. Nevertheless, it was positive in
most of the years during the indicated period, and appeared to be drifting upward particularly
after the interest rate liberalization in 1981. The increasing trend of real lending rate coupled
with the slowing down of the economy beginning 1980 did not justify the sharp rise in the
ICOR. During periods of high real lending rates, investzient is normally expected to decline,
but this seems to be not the case in the Philippines. It can only be argued on the basis of the
data above that a large part of investment went into economic activities where effective demand
was low. As can be gathered from Figure 4.15, the current account deficit deteriorated faster
between 1974 and 1983 when the ICOR tended to rise sharply. This means that investments
particularly in the late 1970s and early 1980s did not only go to industries where demand is low
but also went into industries that could not compete in the international market. This could
largely be attributed to the then prevailing trade, industrial and exchange rate policies. The
softening in both domestic and world demand in the early 1980s that was laigely caused by the
second oil shock dealt a heavy blow to the less competitive Philippine industries.

Since banks were lending to industries, it would follow from the finding above that
they had misallocated credit. Table 4.10 shows the distribution of their loans by indu-try. The
agriculture sector has consistently obtained the lowest share in total loans outstanding. There
seems to be no pattern of an increasing share of agricultural loans. Among the various types
of banks, commercial banks had the largest share of agricultural loans granted (Table 4.11).

Interestingly, the share of rural banks in total agricultural loans granted declined since
1981. It is to be noted that since the 1980 financial reforms, rural banks were not restricted
anymore to agricultural lending. Thus, a number of them shifted to non-agricultural loans to
diversify their loan portfolio. However, in terms of the ratio of agricultural loans granted to
total loans granted by each type of banks, still rural banks have remained at the forefront (Tabie
4.12); that is, their loan portfolio still largely consists of agricultural loans.

The phase out of special credit programs for the agriculture sector that were coursed
through the rural banks and the change in rediscounting policy of the Central Bank in 1985
seemed to have elicited appropriate response from the rural banks. In particular, they started
to mobilize more deposits after 1985 (Table 4.13; In fact, their deposits in real terms and
deposit-to-borrowing ratio consistently increased since 1985, suggesting that they are
increasingly relying on deposits to finance their lending operations. This finding is not
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FIGURE 4.14 Real GNP Growth Rate (GNPR), ICOR, and Real Interest Rates on
N Secured Loans (SECLNR), 1970-1990
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FIGURE 4.15 ICOR and Current Account Deficit as a Percent of GNP
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TABLE 4.1¢ Total Loans Outstanding Classified by Industry (in Million Pesos)

End af Period 1/ Agriculture Industuy Serviies
TOTAL

1977 41,895.6 5,640 0 16,0189 20,236 7
{100 00) (13 22) (38 24) (48 54)

1978 56,492 9 5,950 2 23,438 0 27,1047
(100 00) (10 53) (a1 49) (47 98)

1979 72,193.9 8,525 8 31,5934 32,0747
(100 00) (11 81) (43 76) (44 43)

1980 79,690.3 12,6905 35,5729 321,426 9
(100 00) (15 92) (44 64) (39 44)

1901 91,097 8 11,616.4 39,624.0 39,857 4
(100.00) (12.75) (43 50) (43.75)

198% 103,719 9 13,428.6 47,0102 43,281 1
(100 00) (12 95) (45 32) (41.73)

1943 122,793 2 16,852 2 57,3424 48,597 6
(100 00) (13.72) (46 70) (39 50)

1984 127,202 0 11,2601 63,444 8 52,497 1
(100 00) (8.85) (49 88) (a1 27)

1968 98,170.9 11,067.2 42,135.4 44,968 2
{100 00) (11 27) (a2 92) {45 81)

1996 94,827 6 14,8715 36,7598 43196 3
(100 00) (15.68) (38.76) (45.55)

1947 109,030 4 13,786.6 54,030 3 41,2136
(100 00) (12 64) (49 56) (37 80)

1968 137,859.9 16,760.9 66,987 1 54,111 9
(100.00) (12.16) (48.59) 29 25)

19689 180,083.9 15,980.0 92,503.7 71,600 2
' (100 00) (8 87) (51.37) (39.76)

199D 215,131 1 18,937.9 110,958 4 85,224 8
{100 00) (8 80) (51 58) {39.62)

tills. clean: except data for PNB frocm 1977 to0 1979.

2/ Excluding loans outstanding of stock savings and loan associations
due to differences in industry rlassification.

Nate- Figures in parentheses are percent to total

Scurces of basikc data’ (a) CBP Form-Nos 5-17-01,5-17-02, and

§-17-09 (Summary Repont on Loans).

(b) Supervisory Reports and Corporate Analysis

Department (SRCAD).



TABLE 4.11 Distribution of Total Agricultural Loans Granted by Institution

(in Million Pesos)

Institution 1981 1985 1990
Commercial Banks 18916.6 24204 31583.6
(KBs) (81.9) (886.3) (67.1)
Thyrift Banks 436.8 355.6 3115.7
(TBs) (1.9) (1.3) (8.6)
Specialized ... 78.8 242.2
Governmnent Banks (0.3) (0.7)
{ SGBs)

Rural Banks 3729.9 2777.9 1334.4
(RBs) (16.2) (10.1) (3.7)
TOTAL 23083.3 27426.3 36275.9

B O T N I R L L R L D  m e L L L m m e i g o o o ot oo 2o o i v o e O T e v e O e >ow Tt b o o e b

Note: Values in Parentheses are Percent to Total

Source of Basic Data: Central Bank, SRO.
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TABLE 4.12 Ratio of Agricultural Loans Gzanted to Total Loans Granted,
by Institucion, (in Million Pesos)

Institution 1981 1985 1930
Commercial Banks 7.5 9.0 6.2
(KB3)

Thrift Banks 4.3 4.6 4.8
(TBs)

Specialized 0.0 10.5 7.5
Government Banks

(SGBs)

Rural Banks B5.C 71.4 ho.2
(RBs)

TOTAL B.4 9.7 6.2

Source of Basic Data: Central Bank, SRO.
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C e

Deposit-to-Borrovings:
Ratio (percent)

Assats Loan Portfolio Deposit Liabilities Capital Accounts  Total Borrowings
e Nominal  Real Nominal  Real Nominal Real Nominal  Real _;oninal Real

1984 8023.3  1568.1 7022.5  1220.4 3316.2  §76.3 1510.3  262.5 3561.7  619.0
1985 8821.7 1299.9 6636.3  977.9 3018.7  444.8 1580.9  232.9 3465.5  510.6
1986 9350 5 1359.5 6790.5  987.3 J167.1  541.7 1698.9  247.0 3175.2  461.7
1987 9960.8 1341.1 1221.0  973.0 4516.3  608.1 1859.8  250.4 2159.6  371.5
1988 11018.2  1353.5 7970.2  979.1 9269.0  647.3 2038.0  250.4 2682.4  329.5
1989 12621.8 1391.3 8859.0  984.3 6253.8  694.9  2301.3  255.7 2485.1  2711.2
1990 13862.1 1348.3  9735.7  946.9 7067.2  687.4 2693.1  261.9  2521.7 245.3

93.1
87.1
118.6
163.7

196.4

280.3

Source of Basic Data: SRO. Cestral Bank.
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consistent with the view that there are no deposits to be mobilized from predominantly
agricultural, rurdiFareas and that the only way to finance agricultural activities is through the
provision of cheajrgavernment funds coursed through rural banks.

Due to lack of access to institutional credit, the agriculture sector relies heavily on the
informal credit markets (ICMs). As can be observed from Table 4.14, a very high proportica
of farmers had obtained loans from the ICMs. The proliferation of rural banks and special
credit programs for the agricultuse sector in the 1970s and early 1980s seemed to have reduced
farmers’s reliance on the ICMs. However, the closure of several rural banks and the phasing
out of several special credit programs for the agriculture sector in the secc:1d half of the 1980s
may have compelled again more farmers to secure loans from the ICMs.
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TABLE 4.14 Percent of Farmers with Loans from Informal Sources, Various Surveys,
S Philippines

-

e ——

Total Number % of Borrowing

Reference Survey Area of Borrowing who obtained
Year Respondentsa Informal Loans

19508

l. 1954-55 Nationwide 5,144 farmers 74.0

1960s

2. 1960-61 Nationwide 1.1 million farm 88.1¥
households
(majority rice
farmers)

1970s

3. 1976 Nueva Ecija, Laguna 85 74.1

Camarines Sur, Iloilo
Zamboanga del Norte

4. 1977 Nueva Ecija, Laguna 78 79.5
Camarines Sur, Iloilo
Zamboanga del Norte,

S. 1978 Nueva Ecija, Laguna, 74 76.4
Camarines Sur, Iloilo
Zamboanga del Norte

6. 1978 Bulacan, Camarines Sur, 912 farmers 72.5
Isabela (mainly rice
farmers)
1980s
7. 1981-82 (*IS) Nati nwide 1,699 farm 68.2
households
8. 1986 (RSM) Batangas, Camarines Sur, 502 farm and 85.4
Pangaginan, Negros non~farm
Oiental, Iloilo, households
Misamis Oriental
9. 1987/88 (ICM) Nueva Ecija, Laguna 322 farm, 94.4
Quezon,Batangas non-farm
households

¥YIncludes farmer-borrowers or households who borrowed from
both formal and informal sources.

¥In % of farm households (with cash loans only) who reported
being mostly depended on informal gource. Of the total household
sample only 9 households reported to have borrowed in kind.

Source: Ernesto Bautista and Marife Magno (1990).
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5. IMPACT OF FINANCIAL AND TRADE LIBERALIZATION ON THE
- *ZAGRICULTURE SECTOR: SIMULATION RESULTS

——

-

The issues’in financiai liberalization discussed in Chapter 3 and the analysis on the
performance of the Philippine financial system presented in Chapter 4 provide some lessons on
how to proceed with the liberalization process. Optimal sequencing of liberalization has been
proposed. In particular, stability of the economy should not be compromised in any
liberalization efforts.

This chapter attempts to analyze the impact of financial and trade liberalization on the
economy with special reference to the agriculture sector. A simulation analysis is performed
for the period 1992-2000 using the PIDS-NEDA macroeconometric model. The main features
of the model is briefly discussed below. A baseline will be established first and later on aspects
of trade and financial liberalization episodes will be introduced as exogenous shocks to the
baseline. It is to be noted that this exercise is not intended to give precise magnitudes of the
effects of changes of certain policies, but only general directions of the effects of such policy
chaages.

5.1 Description of the Model

This study makes use of the existing PIDS-NEDA macroeconometric model developed
by Constantino et al. (1990). There is no need to discuss in detail the features of the model
siiice it is available to the public in a working paper form. What we will do here is to highlight
some aspects of the model that are important to the issues being addressed in this study.

The model is based on a combination of classical, Keynesian, structuralist and
monetarist concepts. This is necessary to reflect Philippine realities. For instance, since the
Philippine economy is still largely dependent on the agriculture sector, aggregate supply plays
an important rcle in dete/mining output.

There are four major blocks in the model, namely: (1) the real sector consisting of the
production, expenditure and employment, and wages and prices; (2) the fiscal sector; (3) the
financial sector; and (4) the external sector. Under the real sector, the production sector consists
of the fixprice sector which has an adjusting output level and fixed prices, the flexprice sector
which has fixed output level and adjusting prices, and the flexquantity/flexprice sector which has
adjusting output level and prices. The first is more appropriate for the industrial sector which
is characterized by oligopolistic market structure. The second is applicable to some agricultural
crops, sich as coconut and sugar, which are facing some capital or resource constraints. The
third applies to some agricultural crops and to the rest of the agriculture sector. Note that
supoly of certain agricultural crops could respond to price changes even in the short-run due to
mult.-cropping within a year. Aside from output price, supply responds to prices of inputs, such
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as labor, fertilizer and feeds. Availability of loanable funds also affects supply.'* Thus, in the
equations for the%gpply of agricultural commodities, availability of credit, which is proxied by
rural bank loans-to the agriculture sector, enters as an argument. This variable, in tumn, is
affected by the’ gencral condition of the monetary sector; that is, in times of tight monetary
policy, loans of rural banks to the agriculture sector should decline. In short, the model
establishes a strong linkage between the agriculture sector and the monetary sector via the
availability of credit.

The determination of fiscal sector deficit is the main focus of the fiscal block. The
deficit is being financed by currency creation, tax on intermediation (reserve requirement),
domestic open market operation, and foreign borrowing.

The financial scctor block centers on the determination of demand and supply of money
using the reserve multiplier concept. Demand function is specified for the various types of
financial assets, such as currency, demand deposits, savings deposits, time deposits and deposit
substitutes. Aside from reserve requirement ratio, these factors affect the money multiplier.
On the cother hand, the monetary base is determined in items of the asset side of the Central
Bank, i.e., net foreign assets and net domestic assets. Fiscal deficits partly affect net domestic
assets.

The external sector block consists of three smaller blocks, namely exports, imports and
balance of payments. In the export sector block, commodity exports have been divided into
agricultural and manufactured goods. Included in the former are exports of coconut products,
exports of sugar (quota and non-quota) and exports of other agricultural products.

The list of endogenous variables is presented in Annex A.'* There are 114 behavioral
equations and 53 identities. The equations were estimated using data series for the period 1967-
1987. Howevez, some equations used shorter periods due to ’ack of data for earlier years.

5.2 Baseline Scenario: Assumptions and Results

Sixty-two (62) variables are assumed to be exogenous. Their corresponding values for
the period 1991-2000 are given in Annex B. The assumptions are based on most recent
available information gathered from published and unpublished reports of government agencies
and from studies done here and abroad. Whenever information about certain variables included
in the list of assumptions is not available, their past growth patterns are assumed to remain for
the next ten years with soms adjustments based on our evaluaticn of the likely growth patterns
of the variables. One example here is the nominal growth of legislated wages for agriculture.

" This 1s a more appropriate independent vanable than interest rate. Various studies have pointed out that farmers
are more concerned about access to credit than the price of credit (TBAC 1985, Lar " rte and Lim 1987). Their
willingness to pay very high interest rates 1s demonstrated by their persistent borrowing frc 1 the informal credit markets.

'*The estimater’ equations are given 1n Constantino et al. (1590). They are not reproduced here for lack of space.
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Exchange rate is exogenously determined in the model. The most recent information
seems to suggest¥hatthe exchange rate will average ®27 per US$1 dollar in 1991. In the past,
the exchange ratexdepreciated by not more than 5 percent per year (except in 1990), despite very
high domestic inflation rates relative to those of trading partners and foreign competitors. Thus,
it seems reasonable to assume tiat the exchange rate will depreciate oy 5 percent per year for
the next ten years. This is a more realistic assumption on the exchange rate than having a fixed
exchange rate all throughout the projection period.

The model includes as exogenous variables tariff rates on 7 groups of merchandise
imports, namely: fuel products, basic metals, cereals, chemicals, textiles, machinery and
transport equipment, and other commodities. It is assumed that the tariff reforms will not be
pushed through starting in 1992 as scheduled. Thus, the 1991 average tariff rates on these five
groups of commodities will remain up to 2000.

The present reserve requirement on all deposit liabilities of banks is 25 percent. It is
assumed that the Central Bank will retain this rate up to 2000 to stabilize the economy and to
keep inflation rate at a single digit level. Interest rates are assumed to remain the same at their
current levels up to 2000. The low interest rate on savings deposits still reflects the assumption
of the existence of the oligopoly power of banks in the small deposit market. Implied in this,
of course, is a very restrictive policy on bank entry and branching.

In general, the assumptions given above portray a scenario in which there is virtually
no financial and trade liberalization to be expected between 1992 and 2000, except for the
modest rise in the exchange rate.

The results of the baseline scenario are shown in Table 5.1. The stabilization measures
will succeed in gradually reducing the budget deficit ratio over the years and in containing
inflation. Thus, the Treasury bill rate will decline over the years. The economy will start to
recover in 1992, posting a 3.82 percent growth rate. Growth will gradually accelerate in the
succeeding years. cor the entire period 1992-2000, GNP growth rates will average 6.2 percent
per year. All the major sectors of the economy will post positive growth rates.

The agriculture sector will attain an impressive growth rate, which will average 4.42
percent annually during the forecast period. Livestock and poultry will be the fastest growing
sector in the agriculture sector. Within the crops sector, corn will achieve the highest average
growth rate during the period indicated. One factor that explains the impressive growth rate of
agriculture is the availability of agricultural credit. As a proxy for the availability of agricultural
credit, loans to rural banks by the monetary authorities will grow by 18 to 25 percent. The
gradual upward adjustment in the exchange rate is translated into higher fertilizer prices.
However, its negative effect on agricultural production is outweighed by the pusitive effects of
other determinants of agricultural production such as the availability of credit.
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53 Financial Liberalization Episode
hel

There-age four elements to be considered here, namely: reduction in the budget deficit;
reduction in intermediation taxes; liberalization of bank entry and branching; and liberalization

of the foreign exchange market. The effects of each of these factors will be analyzed below.
5.3.1  Reduction in the Budget Deficit

It has been pointed out in Chapter 3 that it is very important to achieve stability to
maximize the benefits from liberalization policy. In the context of the Philippine economy, the
large budget deficit of the government has been the main destabilizing factor. Thus, it is
important to address the budget deficit to achieve some kind of stability.

It is assumed here that the government will be able to reduce its deficit by increasing
its tax revenues by 10 percent over the baseline. Since the Central Bank is partly financing the
budget deficit of the government through money creation, a decrease in the budget deficit will
give the Central Bank an opportunity to reduce money creation.

The results of this stabilization measure is shown in Table 5.2. As expected, total
liquidity will grow at a slower pace than the baseline. Thus, inflation rate will be lower than
the baseline. The Treasury bill rate will decline much faster than the baseline because the fiscal
authorities will reduce its borrowing from the public. Lower interest rate induces more
investment. As a result, gross capital formation will increase much faster than the baseline.
In contrast, personal consumption will be adversely affected because the increase in tax revenues
will reduce disposable income of the private sector.

In general, the impact of this measure on the economy is favorable. GNP will grow
slightly higher than the baseline. However, it will have differential impacts on the various
sectors of the economy. In particular, the industrial and services sectors will be favorably
affected by such stabilization measure while the agriculture sector will be adversely affected.
In fact, the value added of all the sub-sectors in agriculture will decline relative to the baseline
One of the major reasons for this is that the availability of credit to the agriculture sector will
be reduced as total liquidity declines (reiative to the baseline). The Jomestic demand for
agricultural products will also decline since personal consumption enters us an argument in the
demand functions for agricultural products.

5.3.2 Reduction in Intermediation Taxes

Despite interest rate liberalizaticn effected since 1981, the financial system is still
repressed. As noted in Chapter 4, various types of explicit taxes on financial intermediation still
exist, viz., the agri/agra loan, the gross receipts tax imposed on interest income and the 20
percent tax on interest income from deposits. At present, the reserve requirement on deposit
liabilities of banks, which is a form of an implicit tax, is set at a very high level (25 percent),
This is done to partly finance the budget deficit and to stabilize the econoniy. The frequent
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TABLE 5.1 Baseline Scenario

- -

TR m mm m WM 195 1% 197 1% 1999

A. Drpenditures on GDP (X change) =

Personal Consusption )] 5.08 5.0 5.4 5.19 5.15 5.52 5.8 6.12 5.8
Governasnt Consusption .2 .U 5.61 5.1 5.3 5.5 5.1 {.69 .0 LR
Gross Dogestic Capital Torsation -0.01 8.08 1.3 13.00 12.% 1.3 10.07 10.27 11.08 1.4
Dursble Iquipaeat 2.3 1.9 1.4 12.9 12.3 11.05 10.31 10.93 11.92 1.
Private Construction -.8 5.13 1.08 1.4 11.69 11.84 11.39 1.3 12.16 0.4
Pablic Conatruction 1.3 8.5 12.4 1145 10.08 8.3 kR kRN, 3.3 L4
Lrports 6.16 1.% §.22 8.9 8.40 9.1 8.75 8.64 1.8 1.4
Liporta of Goods 1% 1.69 10.3 10.04 10.56 10.20 9.02 8.0 8.15 ™m
Gargents 6.10 1.9 §.02 §.76 10.5) 11.29 1.4 11.51 12.07 1.3
Seaiconductors 8.91 1.82 8.9 9.06 10.97 9.46 10.%6 11.56 9.81 B.5%
Coconut products -1.83 3.3 3.8 KW E LU 3.8 .87 LN J.60 3.6
Other agricultural products 0.2 3.95 -6.12 1.5 1.28 1.51 8.29 8.9 8.22 .1
Other sanufactured foods .85 8.5 14.9 1.1 10.43 11.13 5.3 6.3 .78 i
Other goods ¥ 8.4 12.75 11.42 11.46 10.1 8.92 1.98 6.66 6.3
Irports of Hoa-factor Services 10.63 6.18 5.4 .92 1.8 {.88 1.5 6.76 6.43 6.20
Inports 1.7 10.9 6.4 8.66 8.9 10.23 9.8 9.1 9.99 9.0
Inports of Goods .3 10.2 6.4 8.59 9.86 10.20 9.8 9.85 10.03 9.08
Ruel products LU 10.00 {1 1.28 8.72 10.72 .54 9.9 10.37 LN
Hachinery 1.8% 11.51 6.80 11.20 12.59 12.40 11.50 12.26 12.22 10.02
Basic netals a2 1.9 6.62 8.4 10.95 10.85 .07 11.10 10.26 10.4
Cereals §.66 20.42 6.8 3.40 .2 .U 2.18 .4 2.68 .9
Chenlcals 2.9 11,91 8.2 10.32 12.03 13.2 12.11 11.69 11.89 10.94
Textile yaras 5T 11.61 11.4 §.51 10.51 14.7§ 12.80 11,45 12.20 8.16
Other inports 316 1.7 6.2 1.9 8.2 9.60 §.92 8.95 8.1 8.86
Inports of Hon-factor Seevices -26.91 32.02 6.66 10.28 10.71 10.82 8.83 8.39 9.0 8.95
Gross Bational Product 0.8 3.8 5.52 5.66 5.12 5.1 5.8% 8.29 6.80 .1
Gross Domestic Product "o KR K] 5.49 5.68 5.00 5.55 5.15 §.25 6.69 6.9
B. Production (X change)

Production of Palay -0.51 .% 1.M .3 2.4 .59 4.3 6.08 5.75 5.1
Denand for Bice 4.9 {.54 5.61 5.0 5.3 6.04 15.40 34l 5.99 5.15
Parazate Price of Palay 13.20 18.07 16.07 16.20 16.17 15.93 15.19 17.65 12.9 17,5
Talue-added in Aariculture 1.9 LN ') 4.5 3.0 3.8 415 5.3 4.7 .52
Crops 0.3 .1 .9 4.5 3.40 3.4 ' XY) 'Rl .49 4.5
Palay -0.9 .26 L LU 3.6 L TR} 5.9 5.02 0
Cora U 1% 6.16 5.80 {.67 1.2 1.15 5.88 3.18 6.67
Sugar 1.2% LU 3.9 3.3 3.5 3.90 I 3.50 LB 2.8
Coconut 0.4 5.09 .3 in 0.3 0.83 2.40 2.66 1.6 wn
Other crops 0.5 1.78 3.8 5.18 3.49 U .04 446 4.9 418
Livestock and Poultey 'R | 6.12 {.86 4.4 .45 5.3 6.61 .26 6.29 5.76
Habery 3.63 L2 5.3 5.1 475 3.3 3.66 " 3.80 2.9
Talue-added 1o Industey -0.80 3.8 6.53 6.83 5.9 1.20 1.% 1.86 8.88 9.5
Hasufacturing -0.68 3.36 5.93 3.59 5.8 1.2 1.9 8.3 §.42 10.04
Tood -1.01 3.96 4.59 579 4.8 4.5 1.80 1.6 1.6 1.1
Sealconductors 2.60 6.00 0.0 8.03 8.57 9.05 9.88 10.2% 10.95 §.68
Garaeats 1.12 5.1 £.3 6.05 6.3 5.83 6.70 10.49 11.13 10.93
Other nanufacturing -2.42 2.91 6.65 .13 6.03 9.09 1.83 8.1 10.83 12.05
Construction -1.3 'R .M 10.29 8.46 10.06 1.08 1.8 8.42 9.56
Hining and Quarrying 0.85 .29 414 .9 .22 3.08 2.89 4 (.6 5.70
Dlecteicity, gas, & vater 341 2.6 2,802 2026 1.5692  1.8926  2.8437  {.1003 A.568  5.0292
Valoe-added in Services 0.82 kR | 5.41 541 .9 53 5.04 5.8 5.99 6.20
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TABLE 5.1 (cont’"

TS 1 193 80 1995 1986 19T 199 1% 200

C. Other Variables related to Agrlcalture

Loans to Rural Banke (% change) BB UK .8 2.3 20.99 A2 20.66 19.67 18.92 1.6
Price of Fertillzer (I change) N2 0.6 19.4% 1.4 1.0 12.9 12.19 11.61 113 10.13

D. Prices, Laployreat

Consuer Price Inder (X chapge) 15.23 9.47 9.7 3.2 8.40 9.23 10.0y 10.92 10.52 10.32
Wages of Unakilled Norkers (X change) 12.60 1.9 3.2 .0 ] .1 6.3 6.85 .17 wm
Tull-tise uneaployweat rate 2.8 .46 26.09 26.16 26.30 26.25 25.96 25,33 U4.67 un

I. [xtersal Accounts

Balasce of Payaeats (ail §) 121,19 1049.56  1899.52 142849  1514.40 115844 1302.82  1565.79  1205.75  1359.43
Careeat Account (afl §) -1760.00  -1786.44  -1640.58 -1685.91 -1669.85 -1804.26 -1743.28 -1660.76 -2113.70 -21%6.97
Careeat Account Ratlo AL -3.4 -2.89 Al 2.4 24 L1 -1.81 - -1.4

1. Bonetary Acconnts

Total Liguidity (X chasge) 13.06 5.2 12.42 4.2 14.96 16.2 1.0 1.3 15.41 1.0
Hoaey Supply (X chaage) 10.97 15.60 3.1 13.22 13.80 U 15.46 16.91 17.28 1.8
80 day 1-Bi11 rate 0.2 .01 0.6 19.96 18.67 19.52 19.11 18.68 17.48 1.%
Hooey multiplier 1.9 1.61 1.3 L 1.0 0.97 0.92 0.8 0.87 0.86
Savings Depoaits (X chenge) 15.31 nn 14.42 13.29 13.4 13.61 1.5 15.04 16.39 16.51
Tine Deposits (3 change) 'R 1.2 nn 13.48 1.3 15.02 16.11 1.3 nn 17.9
Depoait Substitutes (X change) 67.82 4G 8.0 8.12 .21 042 0.4 ) 0.9 20.76

6. HMecal Accounts

Budaet Deficit (nil P) 277,50 33367.96  4S678.14  49509.52 45730.22 51369.32 41836.30 J4859.87  5377.51 -7680.23
Deficit Ratlo L& 2.6 21 2.5 2.0 2.02 1.2 1.0 0.13 -0.16
Revenue Effort 13.90 15.69 15.64 16.08 16.16 5.9 15.89 .51 15.58 15.19
Tax fort 1.9 .07 14.20 u.n 14.89 un 1.8 14.56 14.70 R
Revenanes (1 change) 1.2 .9 1.3 .2 18.21 3% 16.17 14.78 18.41 15.01
Taxes (1 change) 10.69 i 16..7 18.20 16.76 14.82 17.% 19.79 18.41 15.68

B. Other Values
Joainal GBP 1267069 1470661 1687711 1924648 2207549 2543182 2955680 476659 4095840 48367

.............................................

30 October 1981 version
{Hpancial Liberalization/TAB23.uk1/12-06-91)
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TABLE 5.2 Reduction in Budget Deficit, Percent Deviation from Baseline

- 1991 1992 1993 1994 1988 1996 1997 1998 1999 2000

T L L LY T TR

A. [Rxpenditures on GDP

Personal Consumption 0.00 -0.09 -0.19 -0.27 -0.4 038 -0.41  -0.43 -0.43 -0.4)
Government Consumption 0.00 0.09 0.30 0.56 0.86 1.16 1.45 1.76 2.10 2.46
Gross Domestic Capital Formation  0.00 0.3 0.49 0.71 0.9 1.26 1.56 1.81 2.06 2.29
Exports 0.00 0.4 0.36 0.5 0.63 0.73 0.80 0.93 1.07 1.19
Inports 0.00 0.00 -0.01 -0.02 -0.04 0.00 0.00 0.03 0.09 0.14
Gross Hatlonal Product 0.01 0.07 0.10 0.15 0.28 0.30 0.4 0.60 0.1 0.85
Gross Domestic Product 0.00 0.09 0.12 0.18 0.22 0.35 0.43 0.54 0.70 0.85

B. Production

Production of Palay 0.00 -0.05 -0.21 -0.53 -0.89  -1.51  -2.00 -2.38 -2.67 -2.87
Demand for Rice 0.00 -0.29 -0.68 -0.97 -l -142 -1.53  -1.81 -2.00  -2.20
Parngate Price of Palay 0.00 £.60 -0.11 -0.31 -0.48  -0.59 -0.61 -0.59 -0.5  -0.48
Value-added in Agriculture -0.01  -0.15 -0.47 -0.79 L1 -l -1 2,05 2,28 -2.48
Cropa -0.01  -0.06 -0.25 -0.50 -0.85 -1.08 -1.39 -1.66 -1.82 -1.95
Palay -0.01  -0.03 -0.24 -0.56 -1.06  -1.51 -2, -2.45 -2.11  -2.81
Cora -0.91  -0.04 -0.18 -0.32 -0.49  -0.5¢ -0.57 -0.60 -0.59 -0.52
Sugar -0.00  -0.32 -0.66 -1.01 -1.32 -1 -1.85  -L75  -1.1%  -1.81
Coconut 0.00 -0.12 -0.58 -1.20 =201 -12 -4.29 -5.52 -6.80 -8.28
Other crops 0.01 -0.04 -0.17 -0.31 -0.5¢  -0.54 -0.64 -0.7¢ -0.70 -0.64
Livestock and Poultry 100 -0.46 -1.19 -1.81 -241 -2.88 -3.28  -3.68 -4.10 -4.46
Fishery -0.01  -0.05 -0.2 -0.39 -0.61  -0.73 -0.90 -1.07 -1.21 -1.3%
Value-added in Industry -0.01 0.29 0.60 0.93 1.22 1.60 1.86 2.15 2.48 2.1
Hanufacturing -0.01 0.23 0.43 0.69 0.92 1.23 1.45 170 1.98 2.70
Food -0.01 0.00 0.00 0.07 0.11 0.29 0.6 0.48 0.67 0.5
Sealconductors -0.01 0.32 0.40 0.55 0.62 0.80 0.83 .86 0.H 1.00
Garnents -0.01 0.1 0.59 0.86 1.06 1.36 1.55 1.65 1.79 1.89
Other manufacturing -0.01 0.4 0.84 1.30 1.76 2.19 2.60 J.06 3.46 3.73
Construction -0.02 0.73 1.67 2.41 3.02 3.12 4.2 {4.78 5.46 5.98
Hining and Quarrying -0.01 0.43 1.22 2.23 3.32 .59 5.07 .17 .43 9.58
Electricity, gas. & water -0.01  -0.13  -0.55 -1.03 -1.66 -2.20 -2.86 -3.60 -4.40 -5.30
Value-added In Services 0.00 0.08 0.13 0.2 0.32 0.45 0.60 0.78 0.98 L1
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TABLE 5.2 (cont’d)

C. Other Variables related to Agrl.

Loans to Bural Banks -0.01 -1.77  -2.43 -3.49 4.4 -7 504 504  -5.62 -5.90
Price of Fertilizer - - -

D. Prices, Employment

Consumer Price Index 0.00 -0,30 -0.77 -1.16 1.9 -1 -9 -2.23 -2.60 -2.87
Nagee of Unskilled Workers 0.00 -0.16 -0.47 -0.82 -1,16  -1.49  -L75  -2.08  -2.47 -2.82

I. [Ixternal Accounts

Balance of Payments 0.03 {.2] 2. 5.71 7.86 12.46 13.40 1481  23.70  25.60
Current Account 0.02 2.48 3.16 4.84 1.13 .00 10.24 14.06 13.52 16.U4

F. Honetary Accounts

Total Liquidity 0.01 ~-1.63 -2.48 -3.32 3718 -1 L -4 5100 -5.45
Noney Supply 0.00 -0.06 -0.5 -0.86 -1.06 -1.28 -1.32 -1.48 -1.7% -1.30
97 day T-Bill rate 0.00 -1.78 -0.M -0.713 -1.00 -1.20 -1.04  -2.28 -1.63 -0
Honey Multiplier 0.00 -0.15 -0.22 -0.3% -0.42 -0.40 -0.38 -0.42 -0.39 -0.35
Savings Deposit 0.00 -0.02 -0.50 -0.78 -0.86 -1.16 -1.21 -1.31  -1.85 -1.80
Tine Deposits 0.00 -0.21 -0.84 -0.96 -1.17 -1.40  -1.46 -1.60 -1.85 -1.99
0.00

Deposit Substitutes -0.22 -0:68 -1.08 -137  -LE1 -l -1.82 2.1 -2.1%

G. PMscal Accounts

Budget Deficit 0.00 -60.16 -57.80 -62.51  -78.01 -78.70 -112.25 -154.64 -1187.0C 955.87
Revenue Kffort 0.00 1024 10,72 11.08 1130 15T .63 1178 12.08  12.24
Tax Bffort 0.00 10.2¢ 10.72 11.08 11,31 1% 1.6 11,79 12,08 12.24

- - . - - . e P D e e D DU e S0 e B D D T 0 e D D P D R D s e D D S S e R D D R D R D P P R P B
prepengtuiuueiunspenpuniyip ey upeipuosruesuptpapepuipuu ot ge=aip=uipuirepupuprgerpgpagepapepapugngupepapp=ppmpnpep=pupEm g L R L
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changes of the reserve requirement in the 1980s and 1990s suggest that the Central Bank has
been greatly relyg"if-o\n this instrument to influence the level of liquidity in the financial system.
A substantial reduction or abolition of these intermediation taxes is part and parcel of the process

of financial liberalization.

To simplify the analysis, it is assumed here that only the reserve requirement ratio will
be reduced. This constitutes the largest component of the tax on intermediation since the Central
Bank pays only 4 percent per annum on these reserves (World Bank 1988). In the 1980
financial reforms, the reserve requirement was envisioned to decline gradually to 16 percent.
Hence, it is assumed that the reserve requirement will be reduced by the Central Bank in 1992
by two percentage points from 25 to 23 percent and by one percentage point thereafter untii the
16 percent level is attaired in 1999.

The results of this policy are shown in Table 5.3. The money multiplier increases
faster than the baseline, which in turn raises iotal liquidity. This turns out to be inflationary,
which adversely affects ail the components of expenditures on GDP. It is to be noted that in the
equations for private consumption, private construction investment, durable equipment, and
government consumption, inflation rate enters as an argument having a negative sign.

Interestingly, this measure will have differential impact on the various sectors of the
economy. In particular, the industrial and services sectors will be adversely affected since
output prices of these sectors depend on prices of inputs such as labor. On the other hand,
demand for these sectors negatively depends on sector prices and positively on indicators of
aggregate demand. The hign inflation rate is translated into higher input prices. For instance,
wage rates of unskilled workers will rise above those of the baseline. Since these sectors apply
mark-up pricing, output prices tend to rise as input prices increase. This, in turn, negatively
affects demand for the outputs of these services.

In contrast, the agriculture sectos will be positively affected by this policy action. One
of the reasons is that with the rise in total liquidity, more funds could be made available by the
rural banks to the agriculture sector. As shown in Table 5.3, loans of rural banks to the
agriculture sector will be substantially higher than the baseline. And this positively affects
supply of the agriculture sector. Another reason is that the inflationary impact of the rise in
liquidity pushes up prices of agricultural products, particularly palay, which stimulate more
agricultural production.

In general, however, the inflationary impact of the reduction in the reserve requirement
brings instability to the economy. GNP will grow much slower than the baseline. This brings
home the point that any financial liberalization measure, such as reduction in reserve
requirement, should take into account its inflationary impact because it would just lead to
instability of the economy.
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TABLE 5.3 Reduction on Reserve Requirement, Percent Deviation from Baseline

. 1991 1992 1893 1984 1995 1896 1997 1998 1998

-----

A. Bxpenditures oa GDP

Personal Consumption 0.00 0.02 0.00 -0.08 -0.29 -0.68 -1.32 -2.25 -3.14
Governeent Consumption 0.00 -0.42 -1.67 -3.88 -1.00 -10.9¢ -15.33 -19.81 -23.85
Gross Domestic Capital Forsation  0.00 0.03 -0.52 -1.82 -4.03  -7.05 -10.82 -15.20 -19.M4
Exports 0.00 -0.51 -1.82 -3.69 -6.01  -8.71 -11.63 -14.49 -16.83
Iaports 0.00 -0.05 -0.31 -0.80 -1.83 <244 35 -4.83 -6
Gross Hational Product 0.00 -0.26 -1.01 2.2 -4.06 -6.55 -9.52 -12.80 -16.00
Gross Domestic Product 0.00 -0.24 -1.0% -2.23 -4.08  -6.47  -8.41 -12.74 -15.98

B. Production

Production of Palay 0.00 0.25 1.12 3.19 6.92 12.67 2040 30.06 4).60
Demand for Rice 0.00 1.05 3.53 7.06 1.6 1741  23.02 32.74 41.03
Faragate Price of Palay 0.00 0.00 0.38 1.46 3.4 4.92 6.97 9.05 11.13
Value-added in Aqriculture 0.00 0.76 2.1 6.02 10.87 1780 26.74  37.62 49.79
Grops 0.00 0.36 1.29 3.03 51 9.80 15.04 21.55  28.85
Palay 0.00 0.36 1.49 J.99 8.31 15.05 2405 35.29 48.43
Corn 0.00 0.20 0.68 1.45 2.9 3.5 {.64 5.63 6.18
Svgar 0.00 1.66 4.61 8.96 14.36  21.01 28.81 31.88 1.9
Coconut 0.00 0.7 .13 8.06 1714 31,83 52.95  82.09 119.56
Other czopa 0.00 0.19 0.56 1.17 1.82 2.13 3.62 {.31 {.60
Livestock and Poaltry 0.00 2.00 7.07 14.90 26.04 41.04 59.78  01.92 106.04
Fishery 0.00 0.42 1.63 3.79 7.06 11,87  18.25 25.99  34.88

- Value-added In Industry 0.00 -1.18 -4.39 -9.20  -16.42 -25.51 -36.64 -49.31 -61.32
Manufacturing 0.00 -0.87 -3.28 -1.03  -12.45  -10.20 -27.35 -36.25 -44.28
Food 0.00 -0.31 -1.3 -3.07 -5.75  -9.33 -13.40 -18.08 -22.82
Seciconductors 0.00 -1.07 -3.66 -1.24 -11.99 -17.61 -24.03 -30.87 -36.78
Garaents 0.00 -0.92 -3.27 -6.80 -11.86 -18.68 -27.17 -35.91 -43.89
Other manufacturing 0.00 -1.37 -5.13  -10.91 -19.19 -20.04 -d1.14 -54.44  -§5.52
Conatruction 0.00 -3.57 -12.17 -4 -41.77 -62.93 -90.67 -122.82 -154.02
Hining and Quarrying 0.00 -1.60 -6.85 -16.78  -32.57 -56.10 -88.83 -131.13 -179.39
Electeicity, gas, & vater 0.00 0.84 3.46 8.30 16.06 27.45 42,08 59.31  76.981
Value-added in Services 0.00 -0.17 -0.M -1.89 -3.64  -6.07 -9.20 -12.87 -16.72
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TALLE 5.3 (cont’d)

1501 1992 1993 1094 1995 1986 1997 1898 1999

C. Other Variables related to Agri.
Loans to Rural Banks 0.00 5.89 16.31 30.60 .74 67.53  89.29 112.56 134.33

Price of Pertilizer -

D. Prices, Eaployment

Consumer Price Index 0.00 1.35 4.63 9.28 .83 2115 21,02 3178 3304

Nages of Unskllled Workers 0.00 0.70 2.75 6.22 1091 16.99  23.17  29.06  32.87
E. External Accounts

Balsnce of Payments 0.00 -5.26 -10.71  -30.49  -50.66 -106.57 -135.91 -161.11 -262.37

Current Account 0.00 -3.09 -12.38 -25.84  -45.94 -68.42 -103.81 -151.90 -149.67

F. Monetary Accounts
Total Liquidity
Honey Supply

0
0
90 day T-Bill rate 0.
Honey Hultiplier 0. 8.28  20.97 3.4 97.86  B81.57 107.78 135.95 156.32
0
0
0

0 1.45 18.36 32.62  48.64  69.52  91.66 115.64 136.34

0

0

0
Savings Depocit 00 14 3.17 5.97 8.2 1165 1321 13.23 11.01

00

00

00

00 163 3.40 6.43 9.60 1248 14.08  14.02  11.63
0 -1.76 -3.48 -6.00  -8.97 -10.15 -10.11  -8.71  -3.36
0

Tine Deposits 1,02 3.39 6.48 .1 12,6 1436 1433 1197
Deposit Substitutes 1.07 3.58 6.91 10.5¢  13.89  16.08 16.57 14.8]

G. HMsacal Accounts

Budget Deflcit 0.00 -3.08 -9.63 -19.09 -35.36 -46.89 -76.02 -107.53 -690.27
Revenue Zffort 0.00 -0.52 -1.70 -3.26 .78 -5.99  -6.65 -6.46 -5.50
Tax Bffort 0.00 -0.50 -1.67 -3.24 -4.02  -6.14 -6.83 -6.88 -6.05
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5.3.3  Increase in Savings Deposit Rate

It was petiited out in Chapter 4 that the Central Bank has just recently liberalized bank
entry and branching. The greater banking competition it will engender will have a more
significant impact ofi the savings deposit market since as pointed out earlier, this is one market
that existing banks seem to have some oligopolistic power. More specifically, the increased
banking competition is expected to result in higher savings deposit rates, which would encourage
savers to save more. It is assurned that the recently adopted liberal bank entry and branching
policy will be sustained in the future, and as a result interest raic on savings deposits will
increase according to the following schedule: 1992—from 5 to 8 percent; 1993—9 percent;
1994—10 percent; 1995—11 percent; and 1996 to 2000—-12 percent.

The results of this poiicy are shown in Table 5.4. The volume of savings deposits will
be a little higher than the baseline. The impact of this on total liquidity is very mirimal.
Hence, prices will not be affected at all. In general, it does not have a significant impact on key
economic variables. Howevesr, it is worthwhile noting that it will have a slightly positive effect
on some sub-sectors of the agriculture sector, specifically palay, coconut and livestock and
poultry. This seems to be consistent with the new view that a more liberal bank entry and
branching policy will help improve the financial intermediation, which, in turn, will contribute
to the development of the agriculture sector.

5.3.4  More Rapid Depreciation of the Peso

The baseline already assumes a gradual depreciation of the peso vis-a-vis the U.S.
dollar. In this scenario, a much more rapid depreciation of the peso is assumed in 1992 and a
gradual depreciation thereafter. In particular, the peso will depreciate by 20 percent in 1992 and
by 5 percent annually for the rest of the period. It has been pointed out in various studies that
the domestic currency is overvalued by more than 20 percent (Medalla 1990).

The results of this policy action are shown in Table 5.5. As expected, exports will
improve with the sharp depreciation of the peso. However, it is going to be inflationary, as may
be seen from the significant rise of the CPI above the baseline. Inflation will mainly be
imported as total liquidity will not significantly increase. It will have differential impacts on the
three major economic sectors. In general, the industrial and services sectors will be adversely
affected; that is, they will experience growth lower than ifie baseline. However, the export-
oriented sub-sectors of the industry, such as garments and semi-conductors, will benefit from
such policy.

On the other hand, the policy will have favorable effects on agriculture in the short-
run. Although the domestic price of fertilizer increases with exchange rate depreciation, the
corresponding increase in farmgate prices of palay stimulates more palay production. However,
ar demand for palay declines in 1996, palay production will decrease in subsequent periods. ‘The
beneficial effect on corn of a sharp devaluation is much shorter than palay. Starting in 1996,
GVA for corn will be lower than the baseline. In contrast, the GVA for livestock and poultry
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TABLE 5.4 Increase in Savings Deposit Rate, Percent Deviation from Baseline

1991

1992

1993

1994

1995

1996

1997

1988

1999

2000

A. Rxpenditures on GDP

Personal Consuaption
Goveroment Consumptlon

Gross Domestic Capital Yormation

Exports
Inports

Gross National Product
Gross Domestic Product

. Production

Production of Palay
Demand for Rice
Farngate Price of Palay
Value-added in Agriculture
Crops
Palay
Corn
Sugar
Coconut
QOther crops
Livestock and Poultry
Fishery
Value-added in Industry
Manufacturing
Food
Seaiconductors
Garnents
Other manufactnring
Construction
Hining and Quarrying
Blectricity, gas, & water
Value-added in Services

8888

-0.26
0.13
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TABLE 5.4 (cont’d)

Revenue Effopt
Tax Effort

0.00

-0.13

-9.19

-0.12

0.09

.28

’ f9§l 1992 1993 1994 1995 1996 1997 1998 1999 2000
. Other Varlables related to Agri.
Loans to Rural Banks 0.00 0.20 0.28 0.29 0.27 0.23 0.14 0.05 -0.02 -0.07
Price of Fertilizer - - - - - - - - - -
. Prices, Imployment
Congumer Price Index - - - - - - - - - -
Wages of Unskilled Workers - - - - - - - - - -
. [External Accounts
Balance of Payments 0.00 -0.21 -0.23 -0.32 -0.28 -0.32 -0.11 0.12 0.48 o.M
Corrent Account 0.00 -0.12 -0.27 -0.21 -0.26 -0.20 -0.09 0.12 0.27 0.45
. Honetary Accounts
Total Liquidity 0.00 0.25 0.25 0.22 0.19 0.15 0.05 -0.03 -0.08 -0.11
Noney Supply - - - - - - - - - -
90 day T-Bill rate 0.00 -0.2¢ -0.04 -0.05 ~0.02 -0.01 .23 0.44 0.52 0.41
¥oney Hultiplier 0.00 0.29 0.3 0.27 0.2 0.17 0.05 -0.05 -0.11 -0.16
Savings Deposit 0.00 1.4 1.56 1.1 1.80 1.84 1.57 1.32 1.11 0.93
Tine Deposits - - - - - - - - - -
Deposit Substitutes - - - - - - - - - -
. FHacal Accounts
Budget Deficit -0.22 -0.23

-2.58
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TABLE 5.5_ More Rapid Depreciation in 1992, Percent Deviation from Baseline

1991 1892 1993 1994 1995 1996 1897 198 1999 2000

A. [Expenditures on GDP

Pergonal Consuaption 00 -0.03  -0.10 -0.16 -0.22 -0.25 -0.26 -0.26 -0.26 -0.21
-2.62  -4.78 -6.38 -1.44  -8.10 -8.47 -8.66 -8.69 -8.66

0

Government Consusption 0.09

Gross Domestic Capital Formatios 0.00 -0.42 -0.21 0.2 0.81 1.45 2.03 2.51 2.04 3.15
0.00 1.91 0.57 0.37 0.18 0.24 0.25 0.33 0.37 0.41
0.00

Exports

Ieports -0.83 -1.67 -2.04 24 -2 -3 2.3 -9 -2.2
Gross ¥ational Product 0.00 -0.27 -0.54 -0.62 -0.53 -0.48 -0.28 -0.10 0.07 0.22
Gross Domestic Product 0.00 -0.15 -0.46 -0.50 -0.52  -0.37  -0.21 -0.13 0.02 0.21

B. Production

Production of Palay 0.00 3.39 5.45 6.06 5.51 4.13 2.29 0.50 -0.85 -1.67
Desand for Rlce 0.00 -0.44 0.17 0.33 0.056 -0.32 -0.70 -1.10 -1.47 -1.82
Farnqate Price of Pzlay 0.00 6.76 5.00 3.10 1.54 0.41 -0.21 -0.5%1 -0.44 -0.20
Value-added in Agriculture 0.00 1.30 2.16 2.54 2.36 2.03 1.47 0.96 0.47 0.13
Crops 0.00 1.61 2.39 2.60 2.42 2.00 1.26 0.59 0.00 -0.34
Palay 0.00 {.15 6.2 6.97 6.38 5.10 3.20 1.41 0.03 -0.76
Corn 0.00 0.73 0.81 0.60 0.15  -0.17  -0.43 -0.53 -0.57 -0.43
Sugar 0.00 -0.39 -0.40 -0.65 -1,23  -1.83  -2.57 -3.16 -3.70  -4.18
Coconut 0.00 1.76 .37 4.99 6.25 6.92 6.1 6.08 1.9 J3.48
Other crops 0.00 0.42 0.47 0.47 0.21 0.15 -0.07 -0.22 -0.3¢ -0.31
Livestuck and Poultry 0.00 1.15 2.9 J3.09 2.82 2.9 1.83 1.38 0.90 0.48
Fishery 0.00 0.71 1.23 1.64 1.17 1.4 1.1 1.51 1.26 1.03
Value-added in Industry 0.00 -1.41 -2.51 -2.65 2.4 <1712 -1.06  -0.42 0.18 0.78
Manufacturing 0.00 -0.79 -1.96 -2.01 -2,21 -1 -1.40 -0.96 -0.52 -0.07
Food 0.00 -0.5¢ -1.54 -2.01 -2.33 -2.29 -1 -1.98 -1.77 -1.48
Semiconductors 0.00 2.12 1.56 1.22 1.22 1.58 1.78 1.97 2.07 2.2
Garments 0.00 0.22 -0.16 -0.08 0.22 0.78 1.4 1.60 1.89 2.11
Other manufacturing 0.00 -2.96 -3.87 -3.80 -3.85  -2.1% -1.88 -1.26 -0.52 0.14
Construction 0.00 -7.58 -9.69 -9.45 -8.27  -6.20  -4.67 -3.24 -1.8%  -0.64
Hining and Quarrying 0.00 -1.36 -3.% -4.88 -5.31  -4.89 -3.79  -2.26 -0.49 1.36
Electricity, gas, & vater 0.00 5.52 9.1 12.86 15.43 17,39 18.60  19.55  20.15  20.81
Value-added in Services 0.00 -0.13 -0.54 -0.75 -0.85 -0.80 -0.70 -0.57 -0.43 -0.29
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TABLE 5.5 (cont’d)

. Other Variables related to Agri.

oans to Rural Banks 0.00 1.1 3.40 .22 1.97 0.3 -1.18  -2.41 -3.50 -4.38
Price of Fertilizer 0.00 16.07 20.14 20.77 20,38 19,70 19.01 18.38 17.81 17.31

. Prices, Eaployaent

Consumer Price Index 0.00 5.33 6.72 7.18 6.93 6.54 6.11 5.77 5.38 5.18
Wages of Unskilled Workers 0.00 2.1 .50 5.52 5.86 5.99 5.083 5.68 5.42 5.28

. [Ixternal Accounts

Balance of Payments 0.00 22,52 14.07 25,06  27.25  42.08 AL.50  41.45 61.16  61.55
Current Account 0.00 1.2 1625 2.2 272 27,02 31.73  38.08 34.89  38.86

. Honetary Accounts

AU 3.46 2.16 0.57  -1.05 -2.27 -3.M  -4.00 -4.68
B 550 5.91 5.83 5.60 546 5.3 516 LI7
m -018 -0.271 -0.5%5 -0.80 -1.00 -LM4 -u.ll -0.16
3 1.8 1.80 1LY 096 0.63 042 0286 031
0 50 5.40 536 518 5.0 503 488 493
LK,
9

Total Liquidity
Konsy Supply

90 day T-Bill rate
Noney Hultiplier
Savings Deposit
Tine Deposits
Deposit Substitutes

9.86 6.27 6.15  5.86  5.67 554 5.3  5.32
1.26 .13 8.10 7.66 7.19 678 6.38 6.1

eoooeeoe
E883888

. Fiscal Accounts

=410 -87.23 4148 -52.42 -53.95 -76.36 -106.71 -806.91 661.84
. 0.49 0.3 0.1 0.3 106 128 L3 1.52
.30 0.87 0.61 0.77 LIS 126 148 1.55 1.70

Budget Deficit
Revenue Bffort
Tax Bffort

.0.0o
goo
L — ]
=d
o
—
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and fishery will post growth rates higher than the baseline throughout the projection period. The
exchange rate dépreciation has the effect of raising prices of these commodities, which in turn
stimulate more production. This shows that exchange rate policy will have differential effects
on the various subssectors of agriculture.

As a whole, the 20 percent depreciation in 1992 will cause a slight slowdown of the
economy relative to the baseline in the first seven years and an acceleration thereafter.

5.3.5 Combined Effects: Simultaneous Financial Liberalizaticn

The effects of simultaneously adopting all measures discussed above will now be
examined. That is, efforts will be exerted to raise tax revenues, reserve requirement will be
gradually dec.eased, bank entry and branching will be liberalized, and a sharp depreciation will
be effected in 1992. The results are shown in Table 5.6.

Inflation rate will accelerate much faster as a result of the significant rise in total
liquidity (domestic component of inflation) and the exchange rate (imported component). This
happens even if a substantial reduction in the budget deficit occurs. The external accounts will
improve in the first two years, but will deteriorate more rapidly in the subsequent years.
Interestingly, only the agriculture sector stands to benefit substantially from such policy package.
Even the negative impact on the agriculture sector of the reduction in the budget deficit noted
earlier will be outweighed by the positive effects of other measures. Moreover, ail sub-sectors
of the agriculture sector will grow much faster than the baseline. The livestock and poultry sub-
sector will be the: lcading growth sector. Availability of credit and higher output prices largely
explain the extraordinary performance of the agriculture sector.

Under this policy package, GNP will increase at a slower pace than the baseline. In
addition, the differential growth rate between this scenario and the baseline significantly widens
over time. The substantial growth in liquidity arising from the reduction in reserve requirement
contributes significantly to the poor performance of the economy. This serves to underscore the
need to place greater emphasis on stabilization the economy in any plans for financial
liberalization.

5.4 Trade Liberalization
Two policy options will be considered here. The first assumes that the tariff reforms

under EO 470 will proceed as scheduled. The second assumes that in addition to EO 470,
importation of rice and corn will be liberalized.
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TABLE 5.6 Combined Effects—Simultaneous Financial Liberalization and Reduction in
Budget Deficit Percent Deviation from Baseline

1891 1992 1983 1894 1885 1986 1997 1898 1999 2000

- > R 20 e D O O P T R D P R S -

A. Bxpenditures on GDP

Personal Consusption 006 -0.03 -0.M4 -0.30 -0.6 -0.96 -1.5% -2.38 -3l -4.59
Governaent Consuaption 0.00 -3.03 -6.40 -10.04 -13.93 -18.11 -22.30 -26.29 -29.78 -32.81
Gross Domestic Capital Formatios 0.00 -0.27 -0.72 -1.70 -3.45  -5.8%  -9.15 -12.87 -16.75 -20.21
Exports 0.00 1.2 -1.22 -3.25 -5.69 -8.23 -10.85 -13.22 -15.38 -16.96
Isports 0.00 -0.95 -2.01 -2.93 -3.85 -4.82 -5.91 -7.06 -8.18 -9.32
Gross National Product 01 -0.52 -1.58 -2.8% -4.58 -6.86 -9.39 -12.05 -14.67 -17.03

-4.56 -6.713 -6.30 -12.001 -14.61 -17.01

S
]
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ol
=3
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Grosy Domestic Product

B. Production

Production of Palay 0.00 3.62 6.51 9.4 12,21 16.58 22,27 20.49 38.03  47.09
Demand for “ice 0.00 0.57 3.70 7.40 11.66  16.87 21.43 28.84 34.08 39.M4
Farngate Praice of Palay 0.00 6.76 5.3 4.5 4.60 5.37 6.71 .35 9.96 10.61
Value-added in Agriculture -0.01 2.4 4.93 8.60 1342 20.06 28.00  36.05 45.78  54.66
Crops -0.01 1.95 3.67 5.65 8.26 11,91 16.30 21.46 26.85  32.20
Palay -0.01 4.51 .14 10.91 4.7 20,18 21,04  35.52 45.13 55
Corn -0.01 0.91 1.47 1.99 2.61 3.50 4.3 5.05 5.2 4.80
Sugar -0.01 1.18 4.10 7.98 12,76 18.55 24,65  30.87 36.37  41.67
Coconut 0.00 247 6.55 13.26 23.9¢  39.69 60.49  87.07 118.62 153.08
Other crops -0.01 0.57 1.04 1.54 2.13 2.97 3.65 3.99 3.76 2.89
Livestock and Poultry 0.00 3.10 9.68 18.27 29.3)  43.91 o0.87 78.81  96.22 113.35
flonery -0.01 1.12 2.89 5.48 8.89 13.90 19.87 26.43 33.18  40.01
Value-added in Indunstry -0.00  -2.5 -6.81 -12.06 -18.75 -26.93 -36.38 -46.17 -54.52 -61.4
Manufacturing -0.01  -1.63 -5.2 -9.30  -14.65 -20.93 -27.80 -34.87 -40.88 -45.62
Food -0.01 -0.87 -2.92 -5.21 -8.07 -11.59 -15.26 -19.21 -23.03 -26.62
Semiconductors -0.01 1.1 -1.69 -5.31 -9.30 -13.76 -18.49 -22.89 -26.23 -28.83
Garaents -0.01  -0.60 -3.45 -1.05  -11,70  -17.84 -25.02 -31.47 -36.51 -40.49
Other manufacturing -0.00  -3.40 -8.7% -14.82 -22.9% -31.93 -42.50 -53.27 -61.48 -67.17
Constructlon -0.02 -11.13 -22,02 -34.42 -50.26 -69.07 -82.54¢ -116.84 -137.51 -154.59
Hining and Quarrying -0.01 -2.92 -10.31 -21.96 -38.36 -01.48 -91.84 -128.14 -165.80 -202.60
Blectricity, gas, & vater -0.01 6.40 13.48 22.02 33.20  47.64 64.46 82,90 101.05 118.61
Value-added in Services 0.00 -0.30 -1.33 -1 -4.58 -6.98 -8.96 -13.32 -16.85 -20.4
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TABLE 5.6 (cont’d)

e o o o e e e e e e o e e e e e e e e e e e e e e e e e e e o e e B P e = Ll e e e 0 0 e e 0 0 0 o e e 2 0 0 e 0 0w 0 0 4 0 13 0 O 8 0 e e e

C. Other Variables related to Agri.

Loans to Rural Banks -0.01 7.50 19.83 33.92 49.65 67.31  84.39 101.79 115.31 128.32
Price of Fertilizer 0.00 16.07 20.4 20.77 20,38 19,70 19.01 18.38 17.81 17.31
D. Prices, Ewployment
Consuaer Price Index 0.00 6.67 11.39 15.54 21.87  27.82 33.02 37,23 9.84 4.
Wages of Unskilled Workers 0.00 3.42 7.26 11.79 16.86  23.09  28.95  34.51  38.56  42.32
E. Bxternal Accounts
Balance of Payments 0.03 17.66 3.91 -3.46  -20.57 -57.61 -83.70 -103.82 -178.45 -193.62
Current Account 0.02 10.38 4.52 -2.9¢  -18.65 -36.99 -63.99 -87.88 -101.80 -122.03
}. Honetary Accounts
Total Liquidity 0.01 9.50  22.06 34.95 50.01  67.61  84.57 100.95 112.23 125.79
Honey Supply 0.00 5.51 8.79 12.18 15,14 17.84  19.27 19.46 18.09  16.92
90 day T-Bill rate 0,00 -1.84 -3.1 -5.41 -7.60 -9.55 -9.35 -8.04 -2.70 -1.66
Honey Multiplier 0.00 8.66 23.17 39.79 59.37  82.55 104.68 125.55 142.21 155.11
Savings Deposit 0.00 6.39 9.59 12.98 15,74 13,30 19.59 19.68 18.28 17.13
Time Deposits 0.00 5.13 9.17 12.66 15.64  18.3¢  19.82 20.001 18.68 17.41
Deposit Substitutes .00 6.02 10.73 14.93 18.40 21,31 23,02 23.35 22.16  20.53
G. Fiscal Accounts
Budget Deficit 0.00 -60.16 -57.80 -62.51 -78.01 -78.70 -112.25 -154.64 -1187.00 955.87
Revenue Effort 0.00 3.93 0.67 -2.43 -493 -1.10 -8.22 -2.36 -1.32 -6.32
Tax Bffort 0.00 3.93 0.67 -2.43 -493 -1.10 -8.22 -8.36 -1.32 -6.32

-t
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54.1  Effects of EO 470

It is vigmally impossible to reflect all the tariff lines in the model. As mentioned
above, the model €ensiders only seven merchandise imports as endogenous. 1mports of rice
and comn are exogenously determined. Thus, only the average tariff rates of the seven
merchandise imports could be reflected in the model. Given the governmem’s concern for
stabilization, the currently high reserve requirement ratio will be maintained. This scenario
actually reflects most of the current policy program of the government being in place.

The results of this policy package are shown in Ta%le 5.7. The budget deficit will
increase relative to the baseline as the government will forego some revenues from the tariff
reduction program. As a result, the Treasury bill rate will more or less be the same as the
baseline. Since growth in total liquidity will be moderated and prices of impor 1bles will decline
due to the reduction in tariff rates, inflation rate will fall below that of the baseline. However,
the current account will deteriorate as imports tend to rise faster than exports.

All the expenditure items on GDP will siightly be higher than the baseline, and GNP
will increase by a small margin over the baseline. In general, therefore, the economy will reap
some benefits from the implementation of EO 470 as scheduled. However, it would have varying
effects on the different sectors of the economy. The industrial and services sectors stand to gain
from such policy. Within the industrial sector, only the electricity, gas and water sub-sector will
be adversely affected by it all throughout the projection period. The negative impact of it on
garments will only be felt starting in 1998. In contrast, the agriculture sector as a whole stands
to lose a little from such policy action. It is to be noted, however, that the directior and
magnitude of the effects seem to vary across sub-sectors in the agriculture sector. Palay
production will be most severely affected. The reason is that with the decline in the domestic
price index of merchandise imports, the price of palay will decline. This is a disincentive to
palay production. On the other hand, the sugar sub-sector will post higher growth rate than the
baseline starting 1992, while corn and other crops sub-sectors start feeling marginal positive
effects in 1995 as a result of the decrease in the import price of fuel brought about by the
decline in average tariff rate for fuel products.

5.4.2  Import Liberalization of Rice and Corn

The issue here is what would happen to the agnculture sector and to the economy as
a whole if importation of rice and comn is liberalized in addition to EO 470. This is reflected
in the model by assuming a 50 percent increase in the imports of rice and corn in 1992 and 10
percent increase thereafter.

The results are shown in Table 5.8 which are almost similar to those obtained in Table
5.7. There are some glaring differences, however, with respect to its impact on the agriculture
sector. The rice (palay) and coconut sub-sectors will be severely affected. In contrast, the
livestock and poultry, fishery, corn, sugar and other crops sub-sectors will be positively affected
by it. In the case of GVA for com, the decline in the import price index for fuel products
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TABLE 5.7_Trade Liberalization, Assumptions on 'i'ariff as in EO 470, Percent
Deviation from Baseline

T T e e e e o e e e e e e e e e e e Mo n e ctatcccractomecaarctccsemercccacacmceemeaccsacenen

A. Expenditures on GDP

Personal Consumption 0.00 0.0t 0.02 0.03 0.05 0.08 0.12 0.16 0.20 0.25
Government Consumption 0.00 0.21 0.43 0.67 0.99 1.67 2.4 2.67 3.01 3.26
Gross Domestic Capital Formatlon  0.00 0.09 0.16 0.23 0.31 0.52 0.61 0.62 0.67 0.1
Exports 0.00 0.13 0.20 0.26 0.37 0.65 0.713 0.14 0.77 0.80
Imports 0.00 0.16 0.29 0.40 0.56 0.93 1.1 1.19 1.25 1,30

Gross National Product 0.
Groas Domestic Product 0

B. Production

Production of Palay 0.00 -0.13 -0.35 -0.46 -0.58  -0.89 -1.09 -0.96 -0.69  -0.35
Deaand for Rice 0.00 0.96 0.06 0.06 0.07 0.12 0.05 0.15 0.2t 0.29
Faragate Price of Palay 0.00 -0.41 -0.40 -0.3% -0.38  -0.79  -0.54 -0.33 -0.17 -0.06
Value-added in Agriculture 0.00 -0.05 -0.10 -0.15 -0.21  -0.37  -0.45  -0.47  -0.40  -0.30
Crops 0.00 -0.08 -0.14 -0.17 -0.22  -0.39  -0.42 -0.39 -0.24  -0.08
Palay 0.00 -0.23 -0.42 -0.55 -0 -1.23 -1.36  -1.28  -0.89  -0.65
Corn 0.00 -0.02 -0.02 0.00 0.02 0.03 0.07 0.11 0.18 0.25
Sugar 0.00 0.11 0.16 0.23 0.4 0.66 0.80 (.89 1.08 1.26
Coconut 0.00 -0.08 -0.19 -0.32 -0.83  -0.95 -1.33 -1.63 -1.85 -1.99
Other crops 0.00 -0.010 -0.01 0.00 0.01 0.01 0.07 0.12 0.26 0.40
Livestock and Poultry 0.00 -0.01 -0.06 -0.13 -0.22  -0.40  -0.57 -0.65 -0.66 -0.64
Fishery 0.00 -0.03 -0.06 -0.11 -0.17  -0.30  -0.40 -0.49 -0.50 -0.50
Value-added in Industry 0.00 0.17 0.26 0.36 0.52 0.95 1.07 1.05 1.06 1.05
Manufacturing 0.00 0.13 0.22 0.31 0.46 0.81 0.85 0.97 1.01 1.03
Food 0.00 0.06 0.14 0.22 0.33 0.56 0.1 0.83 0.95 1.03
Semiconductors 0.00 0.06 0.11 0.17 0.23 0.36 0.45 0.43 0.46 0.47
Garaents 0.00 0.00 0.00 0.01 0.01 0.03 0.04 -0.04 -0.08 -0.11
Other sanufacturing 0.00 0.25 0.36 0.50 0.73 1.30 1.45 1.43 1.42 1.3
Construction 0.00 0.60 0.87 1.15 1.64 2.93 3.26 3.22 3.22 3.15 .
Hining and Quarrying 0.00 0.12 0.24 0.41 0.64 1.15 1.59 1.85 2.00 2.04
Blectricity, gqas, & water 0.00 -0.40 -0.82 -1.27 -1.97  -3.59  -4.85 -5.81 -6.53 -7.18
Value-added in Services 0.00 0.05 0.10 0.15 0.23 0.40 0.53 0.61 0.69 0.
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TABLE 5.7 (cont’d)

1991 1992 1993 1994 1895 1996 1907 1953 1999 2000

C. Otber VYariables related to Agri.

Loans to Rural Banks 0.00 0.06 0.04 0.03 0.02 -0.02 0.00 0.4 030 0.47
Price of Rertiljzer - - - - - -

D. Prices, Eaployment

Consumer Price Index .00 -0.39 -0.57 -0.75 -1.05 -1.92 -2.13 -2.14 -2.22 -2.28
Wages of Unskilled Workers 0.00 -0.20 -0.37 <0.54 -0.80 -1.47 -1.84 -2.00 -2.13 -2.26

I. External Accounts

Bslance of Payments 0.00 -0.17 -0.54 -1.30 -1.8¢ 341 464 -530 -8.59 -8.97
Current Account 0.00 -0.10 -0.63 -1.10 -1.67  -2.19  -3.55 5,00 -4.90 -5.65

§. Honetary Accounts

Total Liquidity 0.00 0.07 0.01 0.01 0.02 -0.05 0.02 0.23 0.42 0.61
Honey Supply 0.00 -0.28 -0.42 -0.5% <077 -l -1.58 -1.53 -1.56 -1.97
90 day T-Bill rate 0.00 -0.10 -0.01 0.00 0.06 0.46 0.72 0.42 0.10  -0.05
Honey Multiplier 0.00 -0.07 -0.M4 -0.17 0.4 -0.50 -0.50 -0.41 -0.31 -0.4
Savings Deposit 0.00 -0.26 -0.33 -0.50 0.1 -133 -147T -1 -1 -14
Time Daposits 0.00 -0.31 -0.45 -0.58 -0.81 -1.49 -1.62 -1.57 -1.62 -1.63
Deposit Substitutes 0.00 -0.32 -0.53 -0.70 -0.93 -1.81 -1.80 -1.83 -1.8¢4 -1.83

G. Fiscal Accounts

2.9 3.% 4.49 1.80 1475 22,17 31,31 241,93 -199.29
-0.12 -0.13 -6.13 -0.18 -0.39 -0.35 -0.46 -0.43 -0.46
-0.15 0.1 -6.17 0.4 -0.47 -0.42 -0.52 -0.48 -0.51

Budget Deficit
Revenue Effort
Tax Bffort

see
sss
S3
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brought about by the liberalization und the deceleration in the infiation rate produce positive
effecte. It is toégggted that both variables enter as arguments in the equation for GVA for
corn. For livestock and poultry, the decline in the price of feeds brought about by increase in
production of cars.and additional import of corn and the deceleration in the inflation rate
stimuiate more production. Note that both variables are explanatory variables in the supply of
livestock and poultry equation.

From the point of view of the entire economy, trade liberalization a la EO 470 and that
which includes import liberalization of rice and corn yield slightly better results than the
baseline. Between the two options, the first seems to give better results. However, both have
a slight negative effect on the agriculture sector as a whole. There is one difference that must
be noted. That is, in the second option, some trade-offs are vossible within the agriculture
sector. As found above, palay and coconut sub-sectors will be negatively affected, while the rest
of the agriculture sub-sectors will be positively affected by such policy package.

5.5 Financial and Trade Liberalization

The previous sections analyzed the separate effects of financial and trade liberalization
on the economy, in general, and on the agriculture sector, in particuiar. This section examines
the combined effects of those policy actions.

5.5.1  Simultareous Implementation of Financial and Trade Liberalization

The assumption here is that all the financial and trade policy measures discussed above
will be implemented at the same time. With respect to trade liberalization, however, two
options will be considered. The first pertains to that which includes only the tariff reforms
embodied in EO 470, and the second includes both EO 470 and import 'iberalization of rice and
corn. The results are presented in Table 5.9 and Table 5.10, respectively.

Both options give almost similar results. The negative impact of trade liberalizaiicn
on the budget deficit of the national government will be more than offset by the revenue
measures adopted to reduce the deficit. Thus, the budget deficit improves over time.
However,the scheduled reduction in reserve requirement increases the money multiplier, which
in turn raises total liquidity by substantial amounts. This, *ogether with the sharp depreciation
of the exchange rate, results in an acceleration of inflation. All the expenditure items on GDP
will be adversely affected. Thus, the economy as a whole will shrink relative to the baseline.

The policy package is observed to have differential impacts on the various sectors of
the economy. The industrial and services sectors will be negatively affected while the
agriculture sector will stand to benefit from it. Interestingly, the negative effects of trade
liberalization on the agriculture sector will be more than offset by the posmve effects of financial
liberalization. All the sub-sectors in the agriculture sector stand to gain from the policy
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TABLE 5.8 Liberalize Imports: EO 470 Including Rice and Corn,
Percent Deviation from Baseline

1981 1892 1893 1984 1995 1886 1887 1898 1899 2000

A. Bxpenditures on GDP

Personal Consumptlion

Governaent Consumptlon 0.00 0.08 0.16 0.23 0.27 0.29 0.31 0.32 0.35 0.37
Gross Domestic Capital Pormatlon  0.00 0.05 0.11 0.20 0.26 0.31 0.35 0.38 0.39 0.38
Exports 0.00 0.21 0.25 0.4 0.22 0.20 0.19  0.18 0.20 0.21
Inporis - - - - - - - - - -

Groes National Product 0.00 0.01 -0.01 0.01 0.05 0.09 0.13 0.15 0.19 0.17
Gross Domestic Product 0.00 0.02 0.01 0.03 0.05 0.08 0.12 0.15 0.15 0.18

B. Production

Production of Palay 0.00 -3.471 -5.713 -6.66 -6.57  -5.83  -5.12  -4.56 -4.48  -4.85
Demand for Rice 0.00 0.76  0.61 0.41 0.25 0.16 0.05 0.13  0.16 0.18
Faragate Price of Pslay 7.00 -6.68 -5.17 -3.40 -7 -1.10 -0.75  -0.78 -1.001 -1.25
Value-added in Agriculture 0.00 -0.30 -0.51 -0.55 -0.49  -0.37 -0.25 -0.20 -0.24 -0.31
Crops 0.00 -0.73 -1.20 -1.33 -1.25  -1.03  -0.80 -0.67 -0.70 -0.82
Palay 0.00 -3.43  -5.67 -6.61 -6.95  -5.92  -5.13  -4.57  -4.50 -4.84
Corn 0.00 -0.05 0.07 0.32 0.55 0.70 0.73  0.70 0.61 0.55
Sugar 0.00 0.41 0.47 0.50 0.46 0.44 0.41 0.41 " 40 0.45
Coconut 0.00 -0.17 -0.54 -0.69 -1.18 -1.32 -3 -1.28 -1.30 -7
Other crops 0.00 0.5 0.98 1.23 1.36 1.4 1.43 1.40 1.3 1.32
Livestock and Poultry 0.00 0.4 0.46 0.5¢ 0.58 0.59 0.55 0.50 0.43 0.40
Fishery 0.00 .11 0.21 0.28 0.28 0.2 0.23 0.19 0.15- 0.15
Value-added {n Industry 0.00 022 0.29 0.4 0.33 0.32 0.2 0,33 0.33 0.38
Manufacturing 0.00 0.4 0.4 0.39 0.39 0.38 0,36 036 0.35 0.40
Food 000 016 0.4 0.26 0.4 0.23 0.2 0,23 0.23 0.29
Semiconductors 0.00 0.07 0.10 0.12 0.10 0.08 000 0.0 0.0 0.15
Garments 0.00 0.12 0.2 0.25 0.22 0.19 0.6 0.14 0.12 0.15
Other manufacturing 0.00 0.3 0.52 0.62 0.64 0.62 0.60 0.59 0.57 0.60
Construction 0.00 0.27 0.25 0.31 0.30 0.33 0.38 0.4 0.48 0.57
Hining and Quarrying 0.00 0.08 0.17 0.24 0.27 0.28 0.29 0.32 0.35 0.45
Blectricity, gas, & water 0.00 -0.07 -0.17 -0.27 -0.38 -0.46 -0.52 -0.56 -0.67 -0.72
Value-added in Services 0.00 0,08 0.13 0.1¢ 0.18 0.19  0.20 0.2 0.23 0.26
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TABLE 5.8 (cont’d)

1091 1882 1993 1894 1095 1996 1997 1996 1999 2000

C. Other Variables related to Agri.

Loans to Rural Banks 0.00 0.18 0.20 0.22 0.21 0.21 0.19 0.17 0.14 0.1t
Price of Pertilizer 0.00 -56.24 -70.583 -72.76 -71.34 -68.97 -66.53 -64.29 -62.32 -60.60

D. Prices, Erployment

Congumer Price Index 0.00 -0.79 -0.75 -0.712 -0.65 -0.60 -0.57 -0.5 -0.60 -0.52
Wages of Unskilled Workers 0.00 -0.41 -0.5 -0.59 -0.58  -0.57 -0.55 -0.5%  -0.59  -0.62

E. [External Accounts

Balance of Payments 0.00 3.2 £.60
Current Account 0.00 1.99 1.85
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F. Mouetary Accounts

Total Liquidity 0.0 0.21 0.3 0.15 0.16 036 015 013 0.1 0.08

Honey Supply 0.00 -0.67 -0.69 -0.64 -0.55 -0.47 -0.40 -0.38 -0.38 -0.43

90 day T-Bill rate 0.00 -0.21 020 -0.00 -0.06 -0.08 -0.15 -0.16 -0.10 0.1

Money Multiplier 0.00 -0.22 -0.26 -0.17 -0.08  0.00 0.04 0.06 0.06 0.0]

Savings Deposit 0.00 -0.61 -0.63 -0.59 -0.50 -0.432 -0.37 -0.35 -0.3 -0.41

Tiae Deposits 0.00 -0.73 -0.73 -0.68 -0.58 -0.50 -0.43 -0.40 -0.40 -0.45
0.00

Deposit Substitutes 0.7 -0.96 -0.85  -0.84 -0.71 -0.%% -0.57 -0.48 -0.49

6. Hscal Accounts

Budget Deficit 0.00 2.28 2.3 2.28 240 2,02 2.31 2,89 20.5 -17.65
Revenue Bffort 0.00 037 " 0.¥ 0.33 0.28 024 0.2z 0.21 0.2 0.2
Tax Bffort 000 03  0.33 0.33 0.28  0.25 0.2 &2 023 0.2

e N T T oI T T T T T T T N T T T T T e e e e e i e o 2 0 0 e 4 0 0 0 ) 0 0 o 0 0 0 o o o O 0 0 0 O O 0 0 0 0 B0 46 e o o 00 om0 0 o e
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TA_BLE 5.9 Simultanesus Financial and Trade Liberalization,
S Percent Deviation from Baseline

PRI EpR P I e e P P P R L D L R L L L L R L e

. [Expenditures on GDP

Personal Consusption 0.00 -0.03 -0.13 -0.28 -0.53  -0.%0 -1.47 -2.21 -3.28 -4l
Government Consumption 0.00 -2.80 -5.83 -9.34  -12.85 -16.56 -20.37 -24.15 -27.54 -30.5%
Gross Domestic Capital Pormation  0.00 -0.17 -0.54 -1.45 -3.08 -5.38 -8.51 -12.22 -16.16 -19.70
Fxports 0.00 1.57  -0.97 -2.92 5.2 -1 -9.99 -12.33  -14.49  -16.06
Inports 0.00 -0.78 -1.68 =247 -3.21  -3.80 -4.6% -5.75  -6.83  -7.9%
Gross Hational Product 0.01 -0.45 -1.47 -2.70 -1,39  -6.41  -8.84 -11.57 -14.20 -16.58
Gross Dorestic Product 0.00 -0.33 -1.36 -2.63 -,31 6.4 -8.84 -11.53 -1 -16.56
. Production

Production of Palay 0.00 3.40 6.09 8.57 11.54 15.35 20.86 28.16 36.93  46.28
Demand for Rice 0.00 0.62 3.12 7.39 11.65 16.89 21,33 28.77 .03 39.33
Faragate Price of Palay 0.00 6.20 4.90 4,12 {11 .40 6.01 7.689 9.67 10.42
Value-added in Agriculture -0.01 1.96 " B.) 13,06 19.30 26.96 35.56  44.21 52.97
Crops -0.01 1.95 3.48 5,30 7.92 11.18  15.41 2046 25.79 31.13
Palay -0.01 4.2 1.22 10.21 13.85 18.46 25.08 33.55  43.32  §3.67
Corn -0.01 0.87 1.42 1.M4 2.59 3.35 4.16 4.81 4.95 4.4
Sugar -0.01 1.21 4.23 8.17 13,10 19.16 25.38  31.67 3122 42.63
Coconut 0.00 2.36 6.28 12.75 23,02 371.87  57.15  83.20 113.56 146.87
Other crops -0.01 0.5% 1.00 1.48 2.10 2.5 3.4 .12 3.4 2.60
Livestock and Poultry 0.00 3.05 9.52 17.94 20.78  42.8%  59.27 76.64  93.5%0 110.10
Fishery -§,01 1.08 2.80 5.30 8.73  13.3 19.07 25.41 31.8%  38.62
Value-added in Industry -0,00 -2.38 -6.59  -11.60 -18.0¢ -25.78 -35.04 -44.74 -53.10 -60.08
Manufacturing -0.01  -1.48  -4.97 -3.99  -14.04 -19.93 -26.69 -33.66 -30.55 -44.31
Food -0.01 -0.81 -2.78 -4.98 -7.69 -11.04 -14.51 -1B.36 -22.16 -25.13
Seaiconductors -0.01 1.85 -1.56 -5.12 -8.98 -13,1 -17.96 -22.33 -25.710 -20.3
Garaents -0.01  -0.67 -3.42 -6.97  -11.53 -17.61 -24.70 -31.09 -36.14 -40.17
Other manufacturing <001 -3.11 -8.28 -14.26  -21.84 -30.21 -40.54 -51.15 -59.36 -65.13
Construction <0.02 -10.42 -20.94 -32.96  -48.08 -65.41 -88.27 -112.21 -132.92 -150.12
Mining and Quarrying -0.01 -2.76 -9.85 -21.32 -37.290 -59.59 -B89.04 -124.45 -161.44 -197.%4
Electricity, gas, & vater -0.01 592 12.45 20.33 3047 42,21 56,97 73,53  20.12 107.28
Value-added in Services 0.00 -0 -1.22 -2.93 -4.30  -6.48 -9.30 -12.54¢ -15.99 -19.41

104



TABLE 5.9 (conf’d)

----------------------

105

1991 1992 1993 1994 1895 1996 1997 1998 1999
. Other Variables related to Agri.
Loans to Rural Banks -0.01 7.4 19.11 33.69 49.38  66.90  84.44 101.41 115.06 128.25
Price of Fertilizer 0.00 165.07 20.14 20.77 20,38 19.70 19.01 18,38 17.81 17,31
. Prices, Employment
Conguaer Price Index 0.00 6.21  10.69 15.59 2054 2544 30,49 34.69 37.36 39.78
Wages of Unekilled Workers 0.00 3.19 6.81 11.10 15.85 21.27 26,74 32.11  36.10  39.82
. External Accounts
Balance of Payments 0.03 17,55 3.46 -4.51  -22.16 -59.82 -87.31 -107.97 -185.33 -200.50
Current Account 0.02 10.31 4.00 -3.82  -20.10 -38.41 -66.75 -101.79 -108.72 -126.37
. Monetary Accounts
Total Liquidity 0.01 9.49 21.89 KD 49.69  67.25 84.14 100.67 112.12 125.90
Moaey Supply 0.00 5.18 8.29 11.52 14.22  16.4 11,76 17.97  16.71  15.60
90 day 1-Bill rate 0.00 -2.01 -3.18 -5.53 -7.17  -9.99 -9.48 -8.20 -2.83 -1.718
Honey Multiplier 0.00 5.59  23.02 39.30 59.16  82.21 104.37 125.50 142.41 185.47
Savings Deposit 0.00 6.08 9.13 12.27 14.90 17.001  18.13 18.29 16.98  15.87
Time Deposits 0.00 5.37 8.62 11,94 14.66 16.76  18.17 18.46 17.25  16.04
Deposit Substitutes 0.00 5.64  10.08 14.07 17,27 364 21,14 21,50  20.44 18.93
. Hascal Accounts
Budget Deficit 0.00 -60.16 -57.80 -62.51  -78.001 -78.70 -112.25 -154.64 -1187.00  955.87
Revenue Bffort 0.00 {.20 1.18 -1.80 -4.11 -582 -6.93 ~-T.15 -6.19 -5.2
Tax Effort 0.00 4.29 1.18 -1.80 -4.11 -582 -6.93 -7.15 -6.18 -5.21



TABLE 5.1Q_Simultaneous Financial and Trade Liberalization, Rice and Corn,
Percent Deviation from Baseline

1991 1092 1993 1894 1995 1896 1867 1988 1999 2000

A. Expenditures on GDP

Personal Consumption 0.00 -0.04 -0.15 -0.31 -0.57 -0.96 -1.,55 -2.37 -3.39 -4.56
Government Consumption 0.00 -2.93 -6.22 -9.81 -13.68 -17.86 -22.07 -26.08 -29.57 -32.61
Gross Domestic Capital Formation  0.00 -0.22  -0.60 -1.49 -3.17  -5.65 -8.84 -12.55 -16.43 -19.91
Exports 0.00 .72 -0.94 -2.99 -5.41  -8.02 -10.67 -13.0¢ -15.20 -16.76
Imports 0.00 -0.96 -2.00 -2.89 -3.80 -4.79 -5.86 -7.01 -8.12 -9.21
Gross National Product 0.00 -0.51 -1.5% -2.89 -4.58 -6.715 -9.29 -11.92 -14.54¢ -16.90
Gross Domestic Product 0.0 -0.39 -1.49 -2.76 -4,5 -6.68 -9.20 ~-11.89 -14.47 -16.87

B. Production

Production of Palay 0.00 -0.35 0.01 1.67 5.03 10.20 16.89 24.83 33.52 42.2
Demand for Rice 0.00 1.43 4.36 1.83 11,89 17,00 21,45 28.92 M.18  19.48
Faragate Price of Palay 0.00 -0.88 -0.44 0.83 2.55 .33 6.08 1.66 8.99 9.35
Value-added in Agriculture -0.01 1.67 4.30 7.96 12.88  19.60 27.68  36.60  45.50  54.29
Crops -0.01 1.08 2.23 .1 6.83 10.65 15,33 20.65 26.04 31.24
Palay -0.01 0.56 1.1 .4 7.4 13,59 2145 30.63 40.38  50.11
Corn -0.01 0.81 1.46 .20 3.15 .12 5.01 5.66 5.77 5.21
Sugar -0.01 1.62 4.60 8.56 13.31  18.97 25.06 31.28  36.79  42.16
Coconut 0.00 2.26 5.92 12.23 22.5¢ 38.08 58.80  85.51 117.05 151.44
Other crops -0.01 1.18 2.05 2.88 3.6: {.39 5.07 5.36 5.06 4.15
_Livestock and Poultry 0.00 .47 10.18 18.87 30,02 4461 6151 79.38 96,72 113.81
Fishery -0.01 1.4 3.13 5.82 9.37 1420 20,13 26.64 3.3 40.17
Yalue-added in Industry -0.00 -2.M4 -6.62 -11.68 -18.37 -26.64 -36.09 -45.86 -54.18 -61.08
Manufacturing -0.01 -1.37 -4.89 -8.94 -14.20 -20.56 -27.55 -34.63 -40.53 -45.24
Food -0.00 -0.70 -2.68 -4.92 -7.80 -11.41 -15.08 -19.02 -22.83 -26.40
Semiconductors -9.01 1.86 -1.6) -5.16 -9.17 -13.72 -18.42 -22.81 -26.13 -28.70
Garnents -0.01  -0.55 -3.2% -6.7% -11.38 -17.62 -24.85 -31.30 -36.32 -40.29
Other manufacturing -0.01 -2.98 -8.19 -14.24 -22.21 -31.27 -41.80 -52.68 -60.80 -66.57
Construction -0.02 -10.87 -21.85 -3..3 -49.95 -68.85 -92.21 -116.40 -136.88 -154.01
Kining and Quarrying -0.01  -2.82 -10.'3  -21.b3  -38.04 -61.19 -91.54 -127.60 -165.48 -202.11
Electricity, gas, & vater -0.01 6.0 13.26 21.12 32.17  471.00 63.78  82.15 100.22 118.70
Value-added in Services 0.00 -0.20 ~-1.19 -2.53 -4,39  -6.79 -9.17 -13.12 -16.64 -20.11
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TABLE 5.10 (cqg@/’_d)

[ T L L L L T T e P N L L T A L L L L LT T T

1991
C. Other Varlables related to Agrl.

Lioans to Rural Banks -0.01
Price of Fertilizer 0.00

D. Prices, Employment
Consumer Price Index 0.00
Wages of Unskilled Workers 0.00

E. External Accounts
Balance of Payments 0.03
Current Account 0.02

F. Monetary Accounts

Total Liquidity 0.01
Honey Supply 0.00
90 day 1-Bill rate 0.00
Honey Hultipliez 0.00
Savings Deposit 0.00
Time Deposits 0.00
Deposit Substitutes 0.00

G. Flscal Accounts

Budget Deficit 0.00
Revenue Bffort 0.00
Tax Bffort 0.00

1993 1994
20,01 .14
-60.46  -62.38
10,52 15.7%
6.64 1.1
5,79  -1.23
6.60 -1.04
22.18  35.05
8.01  11.46
-3.05 -5.45
2.0 3.5
8.87 12.21
8.4 1187
8.64  13.84
-57.80  -62.31
1.4 -LU
14 -1

1985 1996 1907
49.87  67.45  85.03
-61.15 -59.12 -57.02
.16 27,16 32.43
16.22 22.41 28.%
-18.65 -54.79 -81.47
-16.81 -35.18 -62.28
30.09  61.75  84.70
14.53 1741 18.91
-1.68 -9.64 -8.37
59.32  82.65 104.9)
15.19  17.89  19.26
15.00 17.90 19.44
17.46  20.60  22.46
-16.01 -78.70 -112.25
440 -6.73 -1.92
440 673 -1.92
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101.92
-§5.11

36.66
33.94

-101.78
-95.96

101.06
18.14
-8.08
29.86
19.38
19.69
22.90

-154.64
-8.11
-8.11

1989 2000
115.43  128.43
-03.42  -51.95

39.21  41.62
.98 4170
-175.39 -180.03
-100.05 -118.77
112,31  125.87
17.81  16.62
-1 -L70
142,56 155.43
18.02 16.84
18.39 17.10
21,18 20.17
-1187.00  855.87
-1.08  -6.07
-1.08 -6.07



package. The reduction in the prices of fertilizer and fuel products, availability of credit and
favorable domestiesprices of agricultural commodities all exert positive effects on the agriculture
sector.

5.5.2  Sequenced Liberalization

Financial and trade liberalization could be implemented sequentially. The discussion
in Chapter 3 suggests that the domestic markets should be liberalized first before the current
account of the balance of payments. In this regard, we assume here that the package of financial
measures discussed above will be implemented in 1992 and trade liberalization in 1994. The
results shown in Table 5.11 and Table 5.12 are basically the same as those in Table 5.9 and
Table 5.10. Hence, there is no need to discuss in detail the results here. It is sufficient to point
out that it is going to be inflationary, which will make the economy unstable. Again, only the
agriculture sector stands to benefit from the policy package.
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TABLE 5.1} ,_S;eq.uenced Liberalization: Financial Liberalization First, Followed by
~“Frade Liberalization, Percent Deviation from Baseline

................................................................................................................................

A. Bxpenditures on GDP

Personal Consumption 0,00 -003 -0.13 -0.2 -0.53  -0.90  -1.47  -2.21 -3 -4.4
Government Consuzption 0.00 -2.80 -5.93 -9.34  -12.95 -16.56 -20,37 -24.15 -27.54 -30.55
Gross Domestic Capital Formation  0.00  -0.17  -0.54 -1.45 -3.08  -5.38  -8.51 -12.22 -16.16 -19.70
Exports 0.00 1.57  -0.97 -2.92 524 T4 999 -12.33 -14.49  -16.06
[mports 0.00 -078 -1.69 -2.41 -3.2t -3.80  -4.69 -5.75 -683 -7.95
Gross National Product 0.04 -0.45 -1.47 -2.10 -4.39  -6.41  -8.94 -11.57 -1420 -16.58
Gross Domestic Froduct 0.00 -0.33 -1.36 -2.63 -4.31  -6.34 -8.84 -11.53 -l4.14 -16.56

B. Production (X change)

Production of Palay 0.00 3.40 6.09 8.57 11.54 15,35 20.06 28.16 36.93  46.28
Demand for Rice 0.00 0.62 3.12 7.39 11.65 16,89 21,33  26.77  34.03 39.33
Farsgate Price of Falay 0.00 6.29 4.90 4.12 4.1 4.40 6.01 7.89 9.67  10.42
Value-added in Agriculture -0.01 1.96 4.1 8.34 13.06 19.30 26.96 35.56  44.27 8037
Crops -0.01 1.85 3.48 5.39 7.92 1118 15,41 20.46 25,79 3113
Palay -0.01 4.23 1.22 10 21 13.85  18.46  25.08  33.55  43.32  53.57
Corn -0.01 0.87 142 1.94 2.59 3.35 4.16 {81 495 4,49
Sugar -0.01 1.21 .23 8.17 13.10 1916 25.38 31.67 3722 42.63
Coconut 0.00 2.36 6.28 12.75 23.02  37.87  57.75  83.20 113.56  146.87
Other crops -0.01 0.55 1.00 1.49 2.10 2.75 3.41 3.712 3.47 2.60
Livestock and Poultry 0.00 3.05 9.52 17.94 28.78  42.89  59.27  76.64  93.50 1i0.!
Fisbery -0.01 1.08 2.80 5.30 8.73 13,3 13,07 2541 31,95 138.62
Value-added in Industry <0.01  -2.38  -6.59  -11.60 -18.04 -25.78 -35.04 -44.74 -53.10 -60.08
Hanufacturing -0.01 -1.48 -4.97 -8.99  -14.04 -19.93 -26.69 -33.66 -33.55 -44.31
Food -0.01  -0.88 -2.78 -4.98 -7.69 -11.04 -14.51 -1B.36 -22.15 -25.13
Semiconductors -0.01 1.85  -1.56 -5.12 -8.99 -13.37 -17.96 -22.33 -25.7v  -2B.34
Garments -0.01  -0.67 -3.42 -6.97  -11.583 -17.61 -24.70 -31.09 -36.14 -40.17
Other panufacturing -0.01  -3.11 -8.2 -14.26 21,94 -30.21  -40.54 -51.15 -59.36  -65.13
Construction -0.02 -10.42 -2094  -32.96 -48.m8 -65.41 -88.27 -112.27 -132.92 -180.12
Nining and Quarrying -0.01  -2.76  -9.95  -21.32  -37.29 -59.59 -83.04 -124.45 -161 44 -197.54
Electricity, gas, & vater -0.01 5,92 12,45 20.33 30.47  42.27  56.97 73.53  80.12 107.28
Value-added in Services 0.00 -0.24 -1.22 -2.53 -4.30  -6.48  -9.30 -12.5%4 -15.99 -13.4]
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TABLE 5.11 (cont’d)

.................................................

C. Other Variables related to Agri.
Loans to Rural Banks -0.01 7.4  19.71 33.69 19.38  66.90  B4.44 101.41 11506 128 7%

Price of Fertilizer 0.00 16.07 20.14 2.7 2.3 19.70  19.01 18.38 17.80 17.3t

D. Prices, Employzent

Consuser Price Index 0.00 6.21  10.69 15.59 20,54 25.44 3049 3489 736 3379

Wages of Unski’‘ed Workers 0.00 3.18 5.81 11.10 15.85  21.21  26.74  32.11  35.10  39.32
E. Bxternal Accounts

Balance of Payments 0.03 17.5 3.46 -4.51  -22.16  -59.82 -87.31 -107.97 -1t 33 -200.50

Current Account 0.02 10.31 4.00 -3.82  -20.10  -38.41 -66.75 -101.79 -iC5.72 -128.37

F. Monetary Accounts
Total Liquidity
Honey Supply
90 day T-Bill rate

0 9.49 21.89 4.1 49.69  §7.25  B84.14 100.67 112.12 125.%0
0
]
Honey Multiplier 0.
0
0
0

1

0 5.18 8.29 11.92 1422 16,34 17,70 17.97 1671 15.60
0 -2.00 -3.18 -5.8  -1.77  -9.99 -9.48 -8.20 -28) -1.78
0 9.5 23.02  39.30  59.16  82.21 104.37 12550 142.41 155.47
0 6.09 .13 1.7 14.90 17.01  16.13  18.29 16.98  15.87
.00 8.37 8.62  11.94 14.66 16.76  18.17 18.46 17.25  16.04
.00 S.64  10.08 14,07 1721 19.64 2114 2150 20,44 13.53

Savings Deposit
Time Deposits
Deposit Substitutes

G. PFiscal Accounts

Budget Deficit 0.00 -60.16 -57.80  -62.51  -78.01 -78.70 -112.25 -154.64 -1137 00  §55.87
Revenue Effort 0.00 {.29 1.18 -1.80 -4.11 -5.82  -6.93 -7.15  -6.19 5.2
Tax Bffort 0.00 4.29 118 -1.80 -4.11 -5.82 -6.93 -1.15 -6.19 5.2

................................................................................................................................
.....................................................

---------------------------------------------------------------------------
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TABLE 5.12 Sequenced Liberalization: Financial Liberalization First, Followed by
Trade Libef@t_ion, Including Rice and Corn, Percent Deviation from Baseline

................................................................................................................................

A. Bxpenditures on GDP

Personal Consumption -0.04  -0.15 -0.31 -0.57  -0.96  -1.55 2,37 -3.39  -4.55

0.00
Government Consumotion g.00 -2.93 -6.22 -9.81  -13.6% -17.86 -22.07 -26 08 -29.57 -32.%!
Gross Domestic Capital Formation 0.00 -0.22  -0.60 -1.49 =317 -5.6%  -B.84  -12.5%  -15.43  -19.3:
Bxports 0.00 1,72 -0.94 -2.99 =547 -8.02 0 -10.67  -13.04  -13.20 -15.7%

Exports of Goods 0.0¢ 0.43  -1.90 -3.92 -6.63  -3.43 -12.43 -15.12 -17.60 -19.%7
Iwports 0.00 -0.96 -2.00 -2.89 -3.80  -4.79  -5.86 -7.01 -8.12 9.2

Ioports of Goods 0.00 -1.34 -2.4 -3.22 -4.15 -5t -6.21  -T 4 -8.62  -9.60

Gross National Product 0.01 -0.51 -1.59 -2.89 -4.58  -6.7%  -9.29 -11.92  -14.54 -16.90
Gross Domestic Product 0.00 -0.39 -1.49 -2.76 -4.50 -6.68 -9.20 -11.89 -14.47 -16.87

B. Production (X change)

Production of Palay 0.00 -0.35 0.01 1.67 5.03  10.20  16.89  24.83  13.52  42.i.
Depand for Rice 0.00 1.43 4.36 7.83 11.90 1700 21.45  28.92 .18 33.4¢
Farmgate Price of Palay 0.00 -0.88 -0.44 0.83 2.55 4.33 6.06 7.66 8.93 9.3
Value-added in Agriculture -0.01 1.67 4.30 1.96 12,88 19.60 27.68  36.60 4550  54.D9I
Crops -0.01 1.08 2.23 4,11 6.83  10.65 15.33  20.65  26.04  31.24
Palay -0.01 0.56 1.24 3.44 7.4 13,59 2145  30.63  40.38  50.11
Corn -0.01 0.8} 1.46 2.28 3.1% §.12 5.01 5 66 5.1 5.21
Sugar -0.01 1.62 .60 8.56 13.31 18,97  25.u6  31.28  36.73  42.18
Coconut 0.00 2.26 5.92 12.23 22.54  38.08 58.30  85.51 i17.05 151.44
Other crops -0.01 1.18 2.05 2.88 3.61 4.39 5.07 5.36 5.06 4.15
Livestock and Poultry 0.00 3.47  10.18 18.87 30.02  44.61 61.51 7938  96.72 113.81
Fishery -0.01 1.24 3.13 5.82 9.37 1420 20.13  26.64  33.35  40.17
Value-added in Industry -0.01 -2.34 -6.62 -11.68  -18.37 -26.64 -36.09 -45.86 -4 19 -61.08
Hanufacturing -0.01  -1.3" -4.89 -8.94  -14.20 -20.56 -27.55 -34.63 -40.53 -45.24
Food -0.01  -0.70 -2.68 -4.92 -1.80  -11.41  -15.08 -19.02 -22.83 -26.40
Seniconductors -0.0% 1.86  -1.61 -5.16 -9.17 -13.712 -18.42 -22.81 -26.13 -28.70
Garments -0.0f  -0.5%5  -3.2% -6.7%  -11.33  -17.62 -24.85 -31.30 -36.32 -40.2
Other manufacturing -0.01 -2.98 -8.19  -14.24  -22.21 -31.27 -41.90 -52.68 -60.30 -66.57
Construction -0.02 -10.87 -21.85  -34.13  -49.95 -68.85 -92.21 -116.40 -136.98 -154.0%
Hining and Quarrying -0.01  -2.82 -10.15  -21.6%  -3B.04 -61.19 -91.54 -127.B0 -165.48 -202.i1
Electricity, gas, & water -0.01 6.30  13.26 21.72 32.17  47.00  63.78  82.15 i00.22 118.7)
Value-2dded 1n Services 0.00 -0.20 -1.19 -2.53 -4.39  -6.79  -9.77 -13.12 -16.64 -20.1i
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TABLE 5.12 (cont’d)
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C. Other Variables related to Agri.

Loans to Rural Banks -0.0] 7.69  20.0] 3.4 49.87 67.45  85.03 101.92 !5 43 123.43
Price of Fertilizer 0.00 -48.21 -60.46 -62.38  -61.15 -59.12 -57.02 -55.1! -53.42 -51.95

D. Prices, Employment
Consuaer Price Index 0.00 5.1  10.52 15.75 21,16 27.16  32.43  36.66  39.2T7  41.62
Wages of Unskilled Workers 0.00 2.95 .64 11.14 16.22 2247  28.37 33.94 3798 4170

E. External Accounts
Balance of Payments 0.03 21.26 5.79 -1.23  -18.65 -54.79 -81.47 -101.78 -175.3% -190.03
Current Account 0.02 12.49 6.69 -1.04 -16.91 -35.18 -62.28 -95.96 -100.05 -119.77

F. Monetary Accounts
9.7 22.18 35.05 50.09 67.75  B4.70 10l.06 112.31 125.847

Total Liquidity 0.0

Honez Supply 0.00 4.4 8.01 11.46 14.53 1741 18.91 18.14 17.81  16.62

90 day T-Bill rate 0.00 -2.11  -3.0% -5.45 -7.68 -9.64 -9.37 -8.08 -2.73 -L.70

Honey Multiplier 0.00 9.4  22.86 39.59 59,32 82.65 104.91 125.85 142.56 155.43

Savings Deposit 0.00 5.68 8.87 12.21 15.19  17.99 19.26 19.39  18.02  16.84
0.00 4.89 8.3 11.87 15,00 17.80 19.44 189,69 18.39 17.10
0.00

Tiame Deposits
5.13 9.64 13.84 17.46 20,60 22.46  22.90  21.718  20.17

Deposit Substitutes

G. Fiscal Accounts

Budget Deficit 0.00 -60.16 -57.80  -62.51  -78.01 -78.70 -112.25 -154.64 -1187.00 955.87
Revenue Effort 0.00 4.78 1.45 -1.74 -4.40 -6.73 -7.92 -8.11 -7.09  -6.07
Tax Effort 0.00 4,78 1.45 -1.74 -4.40 -6.73 -7.92 -8.11 -1.09 -6.07

--------------------------------------------------------------------------------------------------------------------------------
................................................................................................................................
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6. SUMMARY, CONCLUSIONS AND POLICY IMPLICATIONS

Despite snbstantiai efforts cxerted by the Philippines to accelerate the industrialization
process, the agriculfure sector has remained a large contributor to the economy in terms of
output, exports and employment. There are strong indications that it will still remain a major
player in economic development in the medium term. Unforiunately, however, the agriculture
sector’s potential to contribute more to the economy has not been exploited because
macroeconomic policies have remained largely bias against the sector. Thus, agricultural
activities have not been profitable, and because of this, they have not been able to attract more
private investments. Low profitability and high risk of agricultural enterprises have prompted
banks to shy away from agricultural lending.

That macroeconomic policies are biased against the agriculture sector does not
necessarily mean that the government has neglected it. On the contrary, the government has
intervened heavily in the agriculture sector. However, most interventions were not only
inappropriate but also had produced undesirable results. One example was the monopolistic
marketing arrangements established for certain agricultural commodities that reduced incentives
to producers. Another example was the price ceilings imposed on key agricultural products that
reduced their profitability. Still, another example was the myriad of special credit programs for
various agricultural activities that undermined the development of the financial system. The
underdeveloped financial market was not able to respond to the growing demand for credit of
the agriculture sector.

Economic liberalization has become an accepted doctrine nowadays by government and
private sector. In the Philippines, the process of liberalizing the economy was actually set in
motion in the early 1980s with the tariff reform program and the financial sector reform
program. Nevertheless, the tariff reform program still maintained the same structure of
protection. In 1986, the government dismantled monopolies in agricultural trading and
production. With regard to the financial sector reform program, the banking system was
restructured to make them competitive. Likewise, ceilings on lending and deposit rates had been
removed to encourage banks to mobilize more deposits. Unfortunately, the financial
liberalization was implemented at the time when the economy was highly unstable. Lessons
derived irom the experience of other countries suggest that stability of the economy must be
secured first before launching any liberalization measures. Thus, it is not surprising that the
financial system in the Philippines failed to fully realize the potential gains from financial
liberalization. With the growing budget deficit of the government, the financial system had to
compete with the government in mobilizing private financial savings. Intermediation taxes have
still been maintained or mised to high levels to finance partly the deficits of the government.
Any effort to liberalize *he financial system should therefore address the problem of huge
government deficits and iugh intermediation taxes. The new round of tariff reforms embodied
in EO 470 could complicate the matter since it would mean less revenues for the government.
This leads to the main question being addressed in this study; that is, what will be the impact
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of the new rounq_s s of financial and trade liberalization on the economy, in general, and the
agriculture secte‘:an.—pamcular"

FmancraF liberalization in the sense used in this study means reduction in the
government’s budget deficit, deregulating bank entry and branching to improve further bank
competition, reduction of intermediation taxes, and drastic depreciation of the currency to attain
a more realistic and competitive exchange rate. On the other hand, trade liberalization means
implementation of EC 470 on schedule including import liberalization of rice and corn. Indeed,
results of the simulation analysis present policy makers with some hard choices. In particular,
the financial liberalization package alone will greatly benefit the agriculture sector as a whole
as well as its sub-sectors. However, the rest of the sectors of the economy will stand to lose
from the financial liberalization package. In fact, the net effect measured in terms of the growth
of GNP will be negative. The reason is that liberalization in the sense of this study will be
inflationary. In particular, the deflationary impact of the reduction in the budget deficit will be
drowned by the inflationary impact of the reduction in the reserve requirement ratio and the
sharp adjustment in the exchange rate. If the past experience were to serve as a guide, then the
financial system will certainly be adversely affected by the instability of the economy. On the
other hand, trade liberalization alone will negatively affect the agriculture secror as a whole, and
positively affect the rest of the sectors of the economy. On a net basis, the entire economy
stands to gain from trade liberalization alone.

If both financial and trade liberalization measures were implemented simultaneously,
only the agriculture sector will benefit from it. It means that the positive effects of financial
liberalization will more than outweigh the negative effects of trade liberalization on the said
sector. But again, the rest of the economy will suffer since GNP growth will decline. The
sequencing of liberalization being examined in this study, i.e., financial liberalization first before
implementing trade )?beralization, produced similar results.

The results of the simulation analysis suggest that stability of the economy must not
be compromised by any liberalization measures. Given this, the policy package that will yield
the best results consists of the following elements: maintain a high reserve requirement ratic on
banks’ deposit liabilities to control liquidity of the financial system, allow the exchange rate to
depreciate moderately in a consistent manner, and implement the tariff reform program
embodied in EO 470 including import liberalization of rice and corn. This policy package will
push the economy slightly higher than the baseline. Also, the industrial and services sectors will
be positively affected while the agriculture sector as a whole will only be mildly negatively
affected. Interestingly, witiun the agriculture sector, the effects of this policy packagc will
differ: negative on palay and coconut sub-sectors and positive on the rest of the agriculture
sector. Highly focused government intervention could be designed to reduce the negative effects
of such policy package on a few adversely affected sectors. This will have a greater chance of
being successfully implemented than instituting an intervention program for a greater number
of sectors.
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Given the results of this study indicating the potential gains that the agriculture sector
will derive from-fipancial liberalization, it sk ;uld be actively advocating for financial reforms.
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ANNEX A:ZEIST O

F ENDOGENOUS VAR1ABLY:S

VARIABLE

A. REAL SECTOR
Output

GNP
GNPN

GDP
QS

Expenditures
Ccp

CG

CGN

CGOVN

CONSGO
CONSPR

GDCF

IDER

Imports Sect

IMOTHR
M1FUEL
M2MACH

M3BM
M4C
M5CHEM
M7TEXT
M

MGDS
MSV

DESCRIPTION

GROSS NATIONAL PRODUCT (REAL)
GROSS NATIONAL PRODUCT
(NOMINAL)

GROSS DOMESTIC PRODUCT (REAL)
GROSS NATIONAL PRODUCT (REAL)

PERSONAL CONSUMPTION
EXPENDITURES (REAL)
GOVERNMENT CONSUMPTION
EXPENDITURES (REAL)
GOVERNMENT CONSUMPTION
EXPENDITURES (NOMINAL)
GOVERNMENT CONSTRUCTION
EXPENDITURES (NOMINAL)
GOVERNMENT CONSTRUCTION
EXPENDITURES (REAL)
PRIVATE CONSTRUCTION
EXPENDITURES (REAL)
GROSS DOMESTIC CAFITAL
FORMATION (REAL)
INVESTMENT IN DURABLE
EQUIPMENT (REAL)

or

OTHER IMPORTS (REAL)

IMPORTS OF FUEL PRODUCTS (REAL)
IMPORTS OF ELECTRICAL SUPPLIES,

MACHINERY AND TRANSPORT
EQUIPMENT (REAL)

IMPORTS OF BASIC METALS (REAL)
IMPORTS OF CEREALS (REAL)
IMPORTS OF CHEMICALS (REAL)

IMPORTS OF TEXTILE YARNS (REAL)

TOTAL IMPORTS OF GOODS AND
SERVICES (REAL)

IMPORTS OF GOODS (REAL)
IMPORTS OF SERVICES (REAL)

Million
Million

Million
Million

Million
Million
Million
Million
Million
Million
Million

Million

Million
Million
Million

Million
Million
Million
Million
Million

Million
Million
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ANNEX A--Ztcontinued)

-
b4

VARIABLE - DESCRIPTION

Exports Sector

XAO EXPORTS OF OTHER AGRICULTURAL
PRODUCTS (REAL)

XCOCR EXPORTS OF COCONUT PRODUCTS
(REAL)

XGARMR EXPORTS OF GARMENTS (REAL)

XMO EXPORTS OF OTHER MANUFACTURED
GOODS (REAL)

X0 EXPORTS OF OTHER GOODS (REAL)

XSEMR EXPORTS OF SEMICONDUCTORS
(REAL)

XSROTH SUGAR EXPORTS TO COUNTRIES
OTHER THAN TIIE U.S. (REAL)

£ TOTAL EXPORTS OF GOODS AND
SERVICES (REAL)

XGDS EXPORTS OF GOODS (REAL)

Xsv EXPORTS OF SERVICES (REAL)

Production

Crops Sector

BINVC BEGINNING INVENTORY OF
CORN

DCOCO GVA FOR COCONUT (REAL)

DCORN GVA FOR CORN (REAL)

DOTHCR GVA FOR OTHER CROPS (REAL)

DRICE TOTAL DEMAND FOR RICE

FPCOFR AVERAGE FARM PRICES OF
COPRA (RESECADA)

FPCORN AVERAGE FARMGATE PRICE OF

CORN (WEIGHTED AVERAGE OF
WHITE AND YELLOW CORN)

FPPAL FARMGATE PRICE OF PALAY
INVRIC ENDING INVENTORY OF RICE
PFERT WEIGHTED AVE. PRICE OF

FERTILIZER (AVE. OF UREA
AND AMMOSUL PRICEG)

Million
Million

Million
Million

Million
Million

Million
Million

Million
Million

v W N©W WY MU W

Thousand MT

Million P
Million P
Million P
Thousand MT
P/Kg

P/Kg

P/Kg
Thousand MT

P/Kg

PRPAL PRODUCTION OF PALAY Thousand MT

SCOCO GVA FOR COCONUT (REAL) Million P

SCORN GVA FOR CORN (REAL) Million P

SPALAY GVA FOR PALAY (REAL) Million P

SSUGAR GVA FOR SUGAR (REAL) Million P
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ANNEX Ai?iigpntinued)

— — .

VARIABLE'Z} DESCRIPTION UNIT
Construction
DCONS GROSS VALUE ADDED IN Million P
CONSTRUCTION (REAL)
Electricity, Gas, and Water
SEGW GROSS VALUE ADDED IN Million P
ELECTRICITY, GAS, AND WATER
(RELL)
Fisheries
SFISH/ GROSS VALUE ADDED IN FISHERY Million P
DFISH (REAL)
Livestock and Poultry
SLIVPO/ GROSS VALUE ADDED IN LIVESTOCK Million P
DLIVPO AND POULTRY (REAL)
Manufacturing
DFOOD GVA FOR FOOD (REAL) Million P
DGARMR GVA FOR GARMENTS (REAL) Million P
DMFGO GVA FOR OTHER MANUFACTURED Million P
PRODUCTS (REAL)
DSEMR GVA FOR SEMICONDUCTORS (REAL) Million P
Mining and Quarrying
DMQ GROSS VALUE ADDED IN MINING Million P
AND QUARRYING (REAL)
Services
DSER GROSS VALUE ADDED IN SERVICES Million P
(REAL)
VAR GROSS VALUE ADDED IN Million P
AGRICULTURE (REAL)
VIR GROSS VALUE ADDED IN INDUSTRY Million P
(REAL)
Prices
CPI CONSUMER PRICE INDEX 1972 = 100
INFL INFLATION RATE 1972 = 100
PCG IMPLICIT PRICE DEFLATOR FOR 1972 = 100
GOVERNMENT CONSUMPTION
PCGOV IMPLICIT PRICE DEFLATOR FOR 1972 = 100

GOVERNMENT CONSTRUCTION
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ANNEX A < {continued)

E o

VARIABLE’

A S e — S . —— W " LS Geh S e G = S SME TR M P T S S i S S U S Sl S — - T . S T G Gab e S T S S S - —— - -

PCOCO
PCONS
PEGW

PFOOD
PGARM
PGDCF

PGDP
PGNP
PINC
PINCO
PINDEX
PINFI
PINOC
PLIVPO
PM
PMBM
PMC
PMCHEM
PMDOL
PMFG
PMFGO

PMFUEL
PMGDS

PMMACH
PMOTHR
PMQ

PMSV

DESCRIPTION

IMPLICIT PRICE DEFLATOR FOR
COCONUT PRODUCTS

INPLICIT PRICE DEFLATOR JOR
CONSTRUCTION

IMPLICIT PRICE DEFLATOR FOR
ELECTRICITY. GAS, AND WATER
IMPLICIT PRICE DEFLATOR FOR
FO0D

IMPLICIT PRICE DEFLATOR FOR
GARMENTS

IMPLICIT PRICE DEFLATOR FOR
GROSS DOMESTIC CAPITAL
FORMATION

IMPLICIT PRICE DEFLATOR FOR

GDP

IMPLICIT PRICE DEFLATOR FOR

GNP

IMPLICIT PRICE DEFLATOR FOR
CROPS

IMPLICIT PRICE DEFLATOR FOR
CORN

IMPLICIT PRICE DEFLATOR FOR

GNP

IMPLICIT PRICE DEFLATOR FOR
FISHERY

IMPLICIT I'RICE DEFLATOR FOR
OTHER CROPS

IMPLICIT PRICE DEFLATOR FOR
LIVESTOCK AND POULTRY

IMPLICIT PRICE DEFLATOR FOR
IMPORTS OF GOODS AND SERVICES
IMPLICIT PRICE INDEX FOR M3BM
IMPLICIT PRICE INDEX FOR M4C
IMPLICIT PRICE INDEX FOR MS5CHEM
IMPLICIT DOLLAR PRICE INDEX FOR
IMPORTS

IMPLICIT PRICE DEFLATOR FOR
MANUFACTURING

IMPLICIT PRICE DEFLATOR FOR
OTHER MANUFACTURING PRODUCTS
IMPLICIT PRICE INDEX FOR M1FUEL
IMPLICIT PRICE DEFLATOR FOR
IMPORTS OF GOODS

IMPLICIT PRICE INDEX FOR MZMACH
IMPLICIT FPRICE INDEX FOR IMOTHR
IMPLICIT PRICE DEFLATOR FOR
MINING AND QUARRYING

IMPLICIT PRICE DEFLATOR FOR
SERVICES

UNIT
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1872 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100




ANNEX A-. £continued)

VARIABLE

DESCRIPTION

PMTEXT
PNFIA

PPAL
PSEM
PSER
PSUG
PXAO

pPXCOC
PXDOL
PXGARM
PXuDS
PXMO
PX0O
PXSEM
PXSUG
PXSV

Employment and

LF
FTEM45

FTEMPA
FTEMPI
FTEMPS
FTUEMP
FTUERA
NWAGUS

IMPLICIT PRICE INDEX FOR M7TEXT
IMPLICIT PRICE DEFLATOR FOR
NFIA

IMPLICIT PRICE DEFLATOR FOR
PALAY

IMPLICIT PRICE INDEX FOR
SEMICONDUCTORS

IMPLICIT PRICE DEFLATOR FOR
SERVICES

IMPLICIT PRICE DEFLATOR FOR
SUGAR

IMPLICIT PRICE INDEX FOR
EXPORTS OF OTHER AGRICULTURAL
PRODUCTS

IMPLICIT PRICE INDEX FOR
EXPORTS OF COCONUT PRODUCTS
IMPLICIT DOLLAR PRICE INDEX FOR
EXPORTS

IMPLICIT PRICE INDEX FOR
EXPORTS OF GARMENTS

IMPLICIT PRICE DEFLATOR FOR
EXPORTS OF GOODS

IMPLICIT PRICE DEFLATOR FOR
EXPORTS OF MANUFACTURED GOODS
IMPLICIT PRICE DEFLATOR FOR
EXPORTS OF OTHER GOODS
IMPLICIT PRICE INDEX FOR
EXPORTS OF SEMICONDUCTORS
IMPLICIT PRICE DEFLATOR FOR
EXPORTS OF SUGAR

IMPLICIT PRICE DEFLATOR FOR
EXPORTS OF SERVICES

Wage

LABOR FORCE

TOTAL EMPLOYMENT, FULL-TIME
EQUIVALENT

EMPLOYMENT IN AGRICULTURE,
FULL-TIME EQUIVALENT
EMPLOYMENT IN INDUSTRY,
FULL-TIME EQUIVALENT
EMPLOYMENT IN SERVICES,
FULL-TIME EQUIVALENT
UNEMPLOYED, FULL-TIME
EQUIVALENT

UNEMPLOYMENT RATE, FULL-TIME
EQUIVALENT

WAGE RATE INDEX OF UNSKILLED
WORKERS

UNIT
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1972 = 100
1872 = 100
1972 = 100
Thousands
Thousands
Thousands
Thousands
Thousands
Thousands
1972 = 100
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ANNEX A Z:{continued)

e

VARIABLE DESCRIPTION UNIT

Others

K66 CAPITAL STOCK (REAL) Million P

KCAR CAPITAL CONSUMPTION ALLOWANCE Million P
(REAL)

NFIAN NET FACTOR INCOME FROM ABROAD Million P
{ NOMINAL)

POTGNP POTENTIAL OUTPUT (REAL) Million P

RBLOAN LOANS OF RURAL BANKS TO THE Million P
AGRICULTURE SECTOR

STATD STATISTICAL DISCREPANCY Million P

ICOR INCREMENTAL CAPITAL-OUTPUT Percent
RATIO

B. FISCAL SECTOR

DEFG GOVERNMENT DEFICIT (CASH Million P
BASIS)

DIRTAX DIRECT TAXES Million P

DRATIO RATIO OF THE BUDGET DEFICIT Percent
TO NOMINAL GNP

EXPN TOTAL EXPENDITURES (CASH Million P
BASIS)

NTAXRE NONTAX REVENUES EXC: DING Million P
GRANTS )

OTHTAX TAXES ON PROPERTY, ( JODS AND Million P
SERVICES, AND OTHER TAXES

REV TOTAL REVENUES Million P

REVEFF RATIO OF REVENUE TO NOMINAL Percent
GNP

TAXREV TAX REVENUES Million P

TAXEFF TAX EFFORT Percent

TOTTAX TOTAL TAXES Million P

TRADET TAXES ON INTERNATIONAL TRADE Million P

C. FINANCIAL SECTOR

CURC CURRENCY IN CIRCULATION Million P

CUTD RATIO OF CURRENCY TO Million P
TRADITIONAL DEPOSIT

DS DEPOSIT SUBSTITUTES Million P

DTRAD TRADITIONAL DEPOSITS Million P

FINDMB FINANCING OF THE BUDGET Million P
DEFICIT THROUGH DEPOSIT MONEY
BANKS

FINNB NONBANK FINANCING OF THE Million P

BUDGET DEFICIT

A-6



ANNEX A~>x¢éontinued)

VARIABLE

DESCRIPTION UNIT

FUNDS LIQUIDITY POSITION OF Million P
COMMERCIAL BANKS

MACPS MONETARY AUTHORITIES® CREDIT Million P
TO THE PUBLIC SECTOR

MB MONETARY BASE Million P

MS MONEY SUPPLY, END OF YEAR Million P

MSA MONEY SUPPLY, AVERAGE FOR Millien P
THE YEAR

MULT MONEY MULTIPLIER Million P

NCNG NET CREDIT OF CB TO THE Million P
NATIONAL GOVERNMENT

NDA NET DOMESTIC ASSETS Million P

NFA NET FOREIGN ASSETS Million P

OTHNDA OTHER NET DOMESTIC ASSETS Million P

REGS RESERVE ELIGIBLE GOVERNMENT Million P
SECURITIES

SD SAVINGS DEPOSIT Million P

TBILL AVERAGE INTEREST RATE ON Percent
91-DAY TREASURY BILLS

TD TIME DEPOSITS Million P

TL TOTAL LIQUIDITY, END OF YEAR Million P

TLA TOTAL LIQUIDITY, AVERAGE FOR Million P
THE YEAR

TRES TOTAL RESERVES OF DEPOSIT Million P
MONEY BANKS

D. EXTERNAL SECTOR

BOP BALANCE OF PAYMENTS Million $

CAPBAL CAPITAL ACCOUNTS BALANCE Million $

CURBAL CURRENT ACCOUNTS BALANCE Million %

ERMM IMPLICIT EXCHANGE RATE FOR Percent
MERCHANDISE IMPORTS

ERXX IMPLICIT EXCHANGE RATE FOR Percent
MERCHANDISE EXPORTS

INMFMI INFLOW OF NONMERCHANDISE Million &
TRADE, FREIGHT AND MERCHANDISE
INSURANCE

INMTRD INFLOW OF NONMERCHANDISE TRADE Million %

IRESCB GROSS INTERNATIONAL RESERVES Million $
OF THE CB

M3 MERCHANDISE EXPORTS Million §

ONMFMI OUTFLOW OF NONMERCHANDISE Million §
TRADE, FREIGHT AND MERCHANDISE
INSURANCE

ONMTRD OUTFLOW OF NONMERCHANDISE Million %
TRADE

TRABAL TRADE BALANCE Million $

X$ MERCHANDISE EXPORTS Million 3
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Annex B: Assumotions - Finzefal and Trade Liberalisation and the Acrfeulture Sector. 1991 to 2000

: 1991 ! 1982 ! 1983 H 1994 H 1985 ! 15% ! 1997 : 1955 : 1999 ! 2000
' rovth | eroath ! grosth | grosth | grovth | growth ! grouth | groath | greath | frovth !
E rate (1)) rate (1)} rate (I)! raie (I} rate (1)} rate (1) rate (1)} rate (1)} rate (I)} rate (3
-— « ] ' ' ' ) ' ] '
. Internal Farisbles : : : : : : : : 5 o
1. Balance of Payments 1/ H ‘ : ' ! ! ' ' v '* - !
ALLSDR  Allocation of SDR H 0 ! 0 H 0 : 0 H 0 H 0 : 0 ! 0 LI ‘1\ By o (i
ILTION  Iaflow of mediun/long term loans | 1597 82 620 T8 1070 w1l -8 MBS -15.3% M1 O-10.6! 34T 5.8 296k -5 l' 2‘94 8.1 HE] Tk SR I
[BCOUT  Incose remittances H 21 H » 1.2 05 134 $H5 12,6 ¢ 516 13.2) 81 138 662 12.8; W N1 oW onag 59 13.C
to the rest of the world ' H H : : : : H H H
INCREN Incose remittances from abroad V1380 TOO15%0 1520 1830 15.1% 2% 1500 2420 15.0 ) 2180 4.9 3197 15.0'  BTT 15.0 Vo 150 4862 150
INIIC  Investaent and interest income H 396 : #2118 S 11 63 10.2 604 1.3 649 1.5 e 103 185 9.6 856 9.0 931 8.2
ITRAKS  Inflow of transfers H I[H H m K LT S Y B 825 9.0} 838 5.9 98 8.9 104 571! 1097 6.1: 1181 1.7 1269 1§
.11 1 Interest payments Yoan VoAU %) 28U 6.8 M8 8.1 2699 1.8 3008 8 Ul L BHEK L) | 5.3 B 50! 3670 4.3
NNGOLD Mometisation of gold H A0 H 265 104 292 102 3N 9.6 » 103! 30 105 0 103 Mmoo o10.2¢ 22 10.1 515 10.2
BIRDY  Jet direct investaent H LKL H 632 -1.2! m 233 7 -3 82¢ 1.1 95 164 1010 53! 10 9.21 1185 T4 10 10 &
BSHTRN  Bet infloms of short-ters capital | 1m : 6 -56.5! 129 20%0.0 ¢ 166 28.1; 2 283! %3 2.5 ¥ 6.6 21 26.4° 526 .9 664 262
OLTLOR  Outfloss of mediua and long H 4] COBM M9 2619 L6 8% -d2) 1913 -2.2% 2013 2.0% 1866 13! 1758 5.8 16M 137 e -8
ters loans : : ! ! ! : ! ' : o
OTHIRM  Other noz-merchandize trade inflows } 3307 O HB 9 B 41l I 6.0 M 49 4028 1.3 4191 40 4383 41 ; $a 0 41 0 11
OTEODY  Other non-merchandize trade ontflogs: 1072 O 107 1285 5.7 1389 107 1550 116! 1M 1250 1922 102 P 0.0 24T 1100 2608 1190
REVAN  Revaluation Adjustaent H 309 ! 18 -39.2! 169 -10.1} a -8 K} | 0.0 2 -29.0 2 0.0 2 0.0 2 0.0 22 (N1
UNRDN  Unreaitted arrears ! 0 : 0 : 0 : ? ‘ 0 : 0 ! 0 ! 0 ! 0 H 0
OTRANS  (Qutflow of tramsfers H S H L] 0.0 § 8.0 § 0.0 L] 0.0 8 0.0 ¢ 8 0.0} 8 0.0 8 0.0 ] 0.0
' H : H H H : H : !
2. Otbers ' H : H : : : ; : :
4 Trchange rate ‘ 21 Y ) 5.0 .M 5.0 3.6 5.0 32.8 5.0 HU46 5.0 318 50! 3199 5.0 38.89 5.0 41.89 50
GEPUS  Real US GEIP 2/ ' 3503.80 'V 362.67 33 MB.A6 2.8 MY 3.0 ¢ 3953.09 3.0 ¢ 4071.68 3.0 1 4193.83 3.0 4319.6% 3.0 ) 4449.23 3.0 458211 3.0
W1y Dollar import price index for R ¢T19.6 0 110 839.58 5.5 879.88 4.8, 959.95 9.1} 1039.62 8.3 1081.2 4.0 : 112445 4.0 ; 1189.43 4.0 1216.1 {0
fuel products 2/ H : : : H : ! : H H
HPIR?  Dollar import price index for 120122 V215,909 4.3 1 225.706 457 2.9 £1 0 44408 .07 295,59 467 2603 46! 219.6 4.6 292.46 4.6 305.92 {."
non-fuel products 1/ ! H ' H : : ! ' ! :
PID Dollar export peice groeth rate 1/ ! 220.67 C 2391 420 2866 42 U932 400 2968 3Bt 2662 36t 2163 38} 2865 AT 2968 36 T R 3.6
GEPJAP  Real CHP of Japaz 2/ H ] [:[:7] ] V394809 .00 413368 1 43219 477 452269 £5¢ £ 4.5 1 493889 45 516114 £.5) 5393 4.5 503609 4.5
INNAP  Inder of industelal production ¢ 130,14 113,318 4.0} 141679 4.7 148,338 4.7 15.013 4.5 161.989 £91169.279 4517609 4.5 ' 184.85 4.5 193178 {3
of Japn 2/ ' ! : H : ' : : : :
ﬂ;_:_’ B'l
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{continued)

H 1991 : 1992 1993 : 1934 H 1995 : 1996 ' 1997 : 1998 : 1999 : 2000 H

! grorth groath | groath | growth | groath |} grosth | groath | grosth | grosth ! grosth |

H rate (%)} rate {1)) rate (1)} rate (1)} rate {3); rate (3)! rate (1)} rate (1)' rate (1)‘ rate (1) |

1 Averags tariff for imports of I It P8 00 .8 00 28 00 223 00 28 00: 2.8 00! 2.8 0.0 21.& 00t as 0.0
fuel products : : : : : : H ' : Y s '

n Average tariff for imports of HES | 3] vO18Y 00 183 00 183 0.0) 183 0.0 183 0.0 183 00: .3 0.0 lM 0 t 18.3 0.0
elect. supplies, machinery, & ' H ‘ : \ ! : ! I i o :
transport equipaent H ' : ' : : ' , h : :

173 verage tariff for basic metals | 9.81 Yoo 000 9m 00! 9581 0.0 9.5t 0.0 981 00! 981 00: 9581 0.0 9581  0.0! 88 0.0:
it dverage tariff for cereals V12,08 vo12.08 0.0% 12.08 0.0 12.08 0.0: 12.08 .01 12.08 0.0 12.08 0.0 12.08 0.0; 12.080 0.0 12.08 0.0
15 Averare tariff for chesicals ¢ 109 V109 0.0 109 0.0: 10.9 0.0 109 0.0 109 00! 109 0.0 109 0.0: 10.% 0.0! 10.9 0.0
n Average tariff for textiles Vo.M IR )| 0.0 2011 0.0 2.1 0.0 2.1 0.0 2.7 0.0 20.M 0.0 2.1 0.0V 2.M 0.0 20.M 0.0
] ] 13 ) [) 1] [] [} [} [) ]

Production/Rxpenditures ! H : ' : ' : H ' : :
U Chasge in stocks b0 Lo D400 100.0% 60 5001 800 303! 100 5.0 1200 200! MO 167! 160 W.3! 180 125
PYIEDS International price of feeds you8 V28 007 288 007 288 00 285 0.0% 285 0.0 285 0.0 285 0.0 285 0.0% 2.8% 0.0
(naize) 3/ H H : ' H : ! : ! P '

PPYIT  World price of feetilizer 4/ HEx R VoOOMIT 25 ¥ 257 Wl 28 M2 2.5 M 2.5 3889 2.5% 86 2.5 086 2.5 188 2.5,
SIORES  Value-added 10 forestry L0 PG 0.0 60 0.0% 60 0.0% 600 0.0! 60 0.0) 60 0.0 600 0.0} 60 00! 60 0.0
PINF0  Ilaplicit price deflator for ' 2362.95 1 2599.2¢  10. 0 2839.16  10.0; 3145 08 10.0} M59.59 10.0 ; 3805.55 10.0 ! 4186.1 10.0 ! 4604 7 100 5065.19 10.0 ) 5511.71  10.0 !
forestry H H : : h : : '

WLAGRT Legislated wages for agriculture 1} T71.01 )BT 10.0 : 88.947 5.0 : 93.34  5.0; 96.06¢ 5.0} 102.967 5.0 108.16 5.0 : 113.5821 5.0} 119.197 5.0 ! 125.1%7 5.0
DI mpenditures on electricity, L 28820 Doam2  10.0) M2 10.0% 339 1007 42095 100 4645 2001 4836 5S.0% S8 5.0% S 500 S8 5.0
gas, sater 1 H : \ H H : H : H !

ISNUS  Rrports of sugar to the US s boons 000 .S 0.0) :S 0.0 .S 0.0F .5 00 25 0.0 25 0.0 A5 00! A5 00!
PALEAS  Palay area harvested HEX) | V82,2 .0 T L0 MI96 1.0 M53T6 1.0 MBBD 1.0 306 0.5 /23 0.5) 341 0.5 3859 0.5,
MRIC  Pertilizer consusption Y806 v855.15 6.0 8308 3.0 507.23 3.0 93445  3.0) 962.48 3.0 % 991.35 3.0 102109 3.0 1050173 3.0 103).28 3.0
COCOTR  Number of nut bearing trees H ) [T '07687 2.0 A0 10 A2 1.0 N0 1.0 0180 1.0 MM 0.5 32339 0.5 : 325007 0.5 % 326632 0.5,
SREDS  Seed use of palay | VNS 36 A8 10 AW L0 M 1.0 RLTYOO10) W 0.7 A0y W06 W8 0.6
RR Nilling recovery rate V0.8 v 065 00 o065 00 065 0.0 085 0.0% 065 00! 065 00! 065 0.0 : 0.65 0.0 0.68 0.0
WRICE  Imports of rice 7. ] Yoo 00y 20 00% 220 00 220 007 20 007 20 0.0 220 00: 220 0.0' 220 0.0}
IPCORY  Tars price of yellow cora L X yO403 0.0 44 920 4M 100 532 9.9 58 10.2) 62 13! 66 49% 693 50! 1.8 5.1
IPCORN  Tara price of mhite cora R X! | VoW 000 45 114 49 1007 545 101 5989 9.9 629 9%0.1F 6.6 -89.5% 6.9 50 1.8 5.1
INC  Iading favestory of cora PR D182 000 W W3 M 00 M 0.0 24 00F M 00! M 00! M 00! 2w 00!
HCORD  Imports of corn v 184,67 V16 00 200 837 200 007 200 0.0 20 0.0 200 0.0F 20 0.0 200 0.0°' 200 0.0
SUGHAS  Supar area harvested v %2 Yo 5.0 XN 81F 325 83 B T M 1Y 0 61! 00 0.0 400 0.0¢ 400 0.0

B-2



REFERENCES

Adams, Dale W, :"Are thé Arguments for Cheap Agricultural Credit Sound?," Undermining

Rural Development With Cheap Credit. Edited by Dale W. Adams, Douglas H.

Graham, and J.D. Von Pischke. Boulder, Colorado: Westview Press, 1984,

Asian Development Bank. Improving Domestic Resource Mobilization through Financial
Development. Manila: Asian Development Bank Economic Office, September 1985.

Balisacan, Arsenio M. "Deregulation in Philippine Agriculture: Has it Benefitted the Rural
Poor." Working Paper Series No. 91-06, Research and Training Program on
Agricultural Policy, April 1991.

Clarete, Ramon L. "E.O. 470: The Economic Effects of the 1991 Tariff Policy Reforms."
November 1991.

Constantino, Winnie, Roberto Mariano, and Josef Yap. "The PIDS-NEDA Annual

Macroeconometric Model 1989: A Summary.” Working Paper Series No. 90-13,
Philippine Institute for Development Studie., March 1990.

Corbo, Vittorio and Jaime de Melo. "Lessons From The Southern Cone Policy Reforms."
Research Observer 2:2 (July 1987).

David, Cristina C. "Credit and Price Policies in Philippine Agriculture." Staff Paper Series
No. 82-2, Philippine Institute for Development Studies, May 1982.

De Dios, Emmanuel s. (ed.). An Analysis of the Philippine nomic Crisis: A Worksho
Report. Quezon City: University of the Philippines Press, 1984.

Diaz-Alejandro, C. "Good-bye Financial Repression, Hello Financial Crash." Joumnal of
Development Economics 19:1-2 (1985): 701-30.

Esguerra, Emmanuel F. "An Assessment of the Masagana 99 Credit Subsidy as an Equity
Measure." Philippine Review of Economics and Business 18 (1981).

Fritz, Richard G. "Time Series Evidence of the Causal Relationship Between Financial

Deepening and Economic Development.” Journal of Economic Development, 1984, p.
91-112.

Geron, Piedad. "The CAIDS: A Response to Poverty." Unpublished Paper, 1991.

Gonzales-Vega, Claudio. "Credit Rationing Behavior of Agricultural Lenders: The Iron Law

of Interest-Rate Restrictions." Undermining Rural Development With Cheap Credit.

Edited by Dale W. Adams, Douglas H. Graham, and J.D. Von Pischke. Boulder,
Colorado: Westview Press, 1984.

St
EN

\/-



Harberger, Amold C. "Lessons for Debtor Country Managers and Policy Makers," in G.W.

Smith arg-Jahn Cuddington, eds., International Debt and the Developing Countries.
Washington D.C.: World Bank, 1985.

Hyun, Oh-Seok. “Liberalization of the Financial Market: A Case Study of Korea." Paper
prepared for the Fall Meeting of Project LINK held at the headquarters of Asian
Development Bank in Manila, Philippines during 5 - 9 November 1990.

Kapur, Basant K.. "Alternative Stabilization Policies for Less-Developed Economies." Journal
of Political Economy, August 1976, p.777-95.

Khatkhate, D. R. and D. P. Villanueva. "Operation of Selective Credit Policies in Less
Developed Countries: Certain Critical Issues." World Development 6, 7-8 (July-August
1978).

Lamberte, Mario B. "Financial Deregulation Experience in the Philippines.” Unpublished,
January, 1991a.

Lamberte, Mario B. "Private Financial Savings and Direct Foreign Investment. " Unpublished,
September, 1991b.

Lamberte, Mario B. and Julius P. Relampagos. "An Assessment of Policies Affecting the
Financial Sector, 1936-1988." Working Paper Series No. 90-05, Philippine Institute for
Development Studies, January 1990.

Lamberte, Mario B. "The Financial System of the Philippines: Operations and
Problems." (July 1990).

Lamberte, Mario B. and Joseph Lim. "Rural Financial Markets: A Review of Literature."
Staff Paper Series No. 87-02, Philippine Institute for Development Studies, 1987.

Lamberte, Mario B. "Financial Liberalization and the Internal Structure of Capital Markets:
The Philippine Case." Staff Paper Series No. 85-07, Philippine Institute for
Development Studies, April 1985.

Lamberte, Mario B. "Assessment of the Problems of the Financial System: The Philippine
Case." Working Paper Series No. 89-18, Philippine Institute for Development Studies,
August 1989,

Lamberte, Mario B. "Comparative Bank Study: A Background Paper." Working Paper Series
No. 87-04, Philippine Institute for Development Studies, 1987.

Lanyi, Anthony and Rusdu Saracoglu. "Interest Rate Policies in Developing Countries."
Occasional Paper 22, Washington D.C.: International Monetary Fund, October 1983.



Llanto, Gilbert M. .and Purita F. Neri. "Agricultural Credit Subsidy." CB Review (October
1985).

McKinnon, Ronald . Money and Econom.c Development. Washington D.C.: The Brookings
Institution, 1973.

McKinnon, Ronald I. "Issues and Perspectives: An Overview of Banking Regulation and

Monetary Control," Pacific Growth and Financial Interdependence. Edited by Augustine
H.Tan and Basant Kapur. Sydney: Allen and Unwin, September 1984,

McKinnon, Ronald I. "Financial Liberalization in Retrospect: Interest Rate Policies in LDCs."

The State of Development Economics: Progress and Perspectives. Edited by Gustav

Ranis and T. PaulSchultz. New York: Basic Blackwell, Inc., 1987.

McKinnon, Ronald I. The Order of Economic Liberalization: Financial Control in the
Transition to a Market Economy. Baltimore and London: The John Hopkins University
Press, 1991.

Medalla, Erlinda M. "Tariff Reform Assessment." United States Agency for International
Development, October 1991,

Medalla, Erlinda M. "Ax /issessment of Trade and Industrial Policy, 1986-88." Working Papert
Series No. 90-07, Fhilippine Institute for Development Studies, January 1990.

Patrick, H. T. "Financial Development and Economic Growth in Underdeveloped Countries. "
Economic Development and Cultural Change 14 (January 1966).

Philippine Business Conference. "Free the Market, Free the Enterprises.” Manila: Philippine
Chamber of Commerce and Industry, October 1991.

Philippine Deposit Insurance Corporation (PDIC). Annual Report. Manila: PDIC, 1988.

Shaw, Bdward S. Financia! Deepening in Econo.pic Development. New York: Oxford
University Press, 1973.

Stiglitz, Joseph and Andrew Weiss. "Credit Rationing in Markets with Imperfect Information."
American Economic Review, June 1981, p. 393-410.

Tan, Edita A. "Bank Concentration and the Structure of Interest.” Discussion Paper No. 8915,
University of the Philippines School of Economics, October 1989.

Taylor, Lance. Structural Macroeconomies: Applicable Models for the Third World. New

York: Basic Books, 1987.

Technical Board for Agricultural Credit. Agricultural Credit Study. Manila: PCAC, 1985.



Tyabji, Amin2. "Financial Reform in ASEAN." National University of Singapore, November
1989, Jopublished.

Wijnbergen, Sweder van.  “Stagflationary Effects of Monetary Stabilization Policies: A
Quarititative Analysis of Scuth Korea." Journal of Development Economics, April 1982,
p- 133-70.

Wijnbergen, Sweder van. ‘“Interest Rate Management in LDCs." Joumnal of Monetary
Economics, 1983, p. 433-52.

World Bank. "Philippines Financial Sector Study." Volume I: Main Report. Report No.
7177-PH, August 23, 1988.



