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EXECUTIVE SUMMARY

An overview of the present structure of the Philippine

financial system is given in Figure 2.1. The development of
the Philippine financial <cystem can be divided into three
phases. During the first phase, which covered the period

1956-73, ceilings on deposit and lending rates were impoced
while rediscounted 1loans were provided at concessional
rates. This state of affairs did not encourage savings
mobilization and this paved the way for the emergence of new
financial assets and a2lso new financial instiftutions outside
the purview of the Central Bank regulations. This signalled
the beginning of the money market. Because of the
attractive yields these new instruments offered, rescurces
were drawn away from traditional deposits while at the same
time increasing the level of savings. Moreover, the
existence of the money market instruments mitigated the
control of the Central Bank over the flow of funds into the
real sector.

Instead of liberalizing interest rates of the
traditional assets, the authorities responded to the rise in
money market assets and intermediaries by a) placing the
‘non-bank financial 1institutions engaged in short-term
lending under its authority; b) enforcing specialization
among various types of financial entities; and c¢) imposing
interest rate ceilings and taxes on money market
transantions. This set of regulations ushered in the next
phase in the (evelopment of the Philippine financial system
which covered :the period 1974-1981. 1

The regulations that were imposed during the second
phase were an attempt to reverse the flow of funds from

short term instruments to long-term financial assets. This
effort, however, was undermined by two factors: first, the
financial system was still segmented and this was
underscored by the enforced specialization among the
financial institutions; second, there existed a general
state o? repression which resulted in a mismatch between

assets and liabilities in terms of maturity.

In 1981 a financial liberalization program was
initiated which featured the removal of interest rate
ceilings and the introduction of Universal Banking (actually

a year earlier). The progress of this liberalization scheme
was affected by two crises: one in 1881 when a businessman
fled the country leaving billions of pesos in debt; and

during 1983-85 when the country was plunged into a Balance-
of-Payments crisis. The 1981 crisis served to highlight the
reactive nature of the Central Bank’'s supervisory function.
During the more recent period the Philippine financial
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system has experienced more stability although it is widely
perceived that it functions in an oligopolistic manner.
This is due primarily to the restrictive policies the
Central Bank imposed on bank branching and entry.

With specific regard to the money market, we have come
vp with the following findings:

1. Deposit  substitutes vere the mast popular
instrument up till about 1984. These instruments served to
increase commercial banks resources as traditicnal deposits
were subject to interest rate ceilings. The popularity of
deposit substitutes declined later on as time deposits
offered close to market rates and also because government
securities carried more attractive rates. In addition, the
desire of the commercial banks to avoid the high reserve
requirement ratios prompted them to make 1long-term time
deposits, which carried a wmuch lower reserve requirement
ratio (5 percent vs. 288 percent), more attractive. This
came in the form of informal agreements wherein the client
could pre-terminate his time deposit without incurring
penalties.

As a percentage of total domestic ligquidity, depogit
substitutes reached a high of 33 percent in 1875; as of 1988
this figure was a mere 1.3 percent.

2. Interbank call 1loans have risen significantly
during three periods, in 18979, shortly after the 1981
liberalization program, and shortiy after the BOP crisis
hegan in 1983. In the first —case there was a liguidity
crunch caused by the failure of a major bank. The second
jump is due to s similar 1liquidity squeeze caused by the
Dewey Dee c¢risis wherein the loss of confidence caused
depositors to preterminate their deposits and transfer them
to safer banks. The growth of the volume of interbank call
loans also experienced an upward movement shortly after the
BOP crisis as a result of the increase 1in the reserve
requirement ratio. During the past several years the
interbank call loan market has also become a semi-permanent
zource of 1nvestible funds for banks.

3. The volume of government securities has risen
rapidly after the advent of the BOP crisis. This 1is
directly related to the general thrust of the government's
macroeconomic policy which has been described as elitist in
the paper. For example, the tax policy and exchange rate
policy have been conducted in such a way as to benefit the
upper income segment of society.

4, The financial system has displayed a great deal of
innovativeness which can be traced to the “regulation-
avolding" attitude of bankers. It 1is suspected, however,
that the costs of avoiding Central Bank regulations have



outweighed the benefits. Recently, this behavior has
somewhat diminished as a result of 1981 crisis and also due
to the prevailing high interest rates.

5. Based on statistical tests and also some existing
practices, we chose the 81-day Treasury bill rate as a
reference rate. Using this result in our data analysis, we
found that there has been a tiade-off between efficiency and
stability.

As for the oligecpolistic structure of the financial
system, a holistic analysis of the problem would reveal that
it is but a reflection of the general state of Philippine
saciety which is charscterized by a highly skewed 1inccme
distribution. Since the development of the real sector has
been beset by "special privileges" it is no surprise that a
similar condition should filter into the financial system.
Any solution to the problem should be made part and parcel
of a more comprehensive liberalization program.

-
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1.8 Introduction and Overview

In this study we attempt to relate policies of the
Central Bank to the behavior of the money market. The money
market is defined to be the short-term financial market
covering instruments that are close substitutes for money.
By convention only instruments with a maturity of less than
sixty days are analyzed although we present data for

instruments with longer maturities.

There are four major instruments in the money market
which are analyzed in this study, namely: interbank call

loans (IBCL), deposit substitutes, commercial papers and

government securities. Deposit substitutes include
promissory notes, repurchase agreements (government and
private), and certificates of assignment. The relative

importance of these instruments in the money market have
changed during the period under study: 18753 to 1988. The
IBCLS have become increasingly important as their use by
financial institutions has evqlved from reserve adjustment
to general liability management similar to that being
performed by deposit substitutes. Treasury bills and other
government instruments have also been growing in importance
since 1982 as government has been putting increasing
reliance on domestic borrowings to finance its deficit and
to stave off private accumulation of substitute foreign
assets. Corollarily, private securities, which generally

carried lower interest rates than T-bills in the mid-198@s



despite being more risky, have been declining in relative

importance.

The government 1is involved in the money market as a
regulatory authority and since 1983, as a major borrower.
Government through the Central Bank started to heavily
regulate the market in 1974. Regulation was in the form of
putting a cap on the interest rates of IBCLs and deposit
substitutes, imposition of a transactions tax, prescription
of minimum placement, and placing under 1ts regulatory
purview the non-bank investment institutions. The
objectives of government were to instill discipline in the
market which was left unregulated since its inception in the
mid-60s, and to mitigate the flow of surplus .unds in short-
term assets which was <considered as detrimental to the
performance of the real sector. The period of heavy
regulation lastea up to 1881, at which tim. liberalization
policies were introduced. The liberalization period which
still continues up to the present features a mix of “ree
market and administered market policies. The former .is
being implemented by the 1lifting of all interest rate
c2ilings, the reduction in minimum plac.ments and the
promotion of universal banking. Administered policies are
demonstrated via th: imposition of higher reserve
rzquirencnts and other forms of taxatiocn. Meanwhile,
government ‘s involvement as a major borrower in the markét
also started after 1981 due to the growing instability of

its balance-of-payments position. Detailed discussions of



these policies affecting the money market, as well as the

market’'s development are tackled in Section 3.

The effect of the above-mentioned policy changes on the
performance of the money market are analyzed in Section 4,
with focus on the efficiency and stability of the market.
Originally, regression analysis of money market variables
against the suggested typology of Central Bank policies was
performed.* This, however, vielded unsatisfactory results.
Instead, this paper resorted to the qualitative analysis of
three measures of operating efficiency, namely: (a) the
spread between the price of the funds 1in the market under
study and the reference rate; (b) the liquidity of the
market or the range of prices in the market; and (c)
concentration of financial institutions in the market. The
last two are indirect measures of efficiency, while (b) was
also used as an indicator of stability. The reference rate
used for (a), the 91-day Treasury-bill rate, was identified
through the wunit -oot test.® This test, which was also
applied to other alternative rates, was used to determine
whether the behavior of a particular market follows a random

walk.

*Harvard Program on International Financial Systens,
"Methodology Paper for Regional Research Project:
Guidelines for Study of Money Markets in Asia.” Harvard
Institute for International Development (May 1888).

“The unit root test followed Dickey and Fuller (1881).



Based on the observation of the above-mentioned
performance measures, it can be generally concluded that
regulations prior to 1981 produced a less efficient but more
stable market. During the 1liberalization period, the
behavior of the money markets was significantly affected by
the Dewey Dee crisis in 1981, and the balance-of-payments
crisis in 1983 which led to the 1884-1985 recession. Since
data for the money market for 1981 was not provided by the
Central Bank, the assessment of key events focuses only the
effect of the latter crisis. The Central Bank’'s main policy
instruments during the crisis were the introduction of the
controversial "Jobo"” bills which carried artificially high
interest rates to arrest capital outflows. Sfability in the
maonetary system was achie?ed but at the expense of operating
efficiency. Transactions in the money market instruments,
excluding Treasury bills and interbank call loans, declined
rapidly during the period 1983-85 and have since not
recovered. The paper, thus, clearly points out the

trade-off between operating efficiency, on one hand, and

stability on the other.
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2. The Philippine Financial System

2.1 History and current developments

The Philippine financial system has grown rapidly 1in
terms of size and variety, albeit at uneven fates, since the
establishment of the Central Bank 1in 1849. ,Prior to this,
the system consisted of only seven commercial banks, three
savings banks, a government-owned agricultural bank: seven
branches of foreign banks and a small stock exchange. The
banking sector has since then evolved into a sophisticated
system while various non-bank financial institutions (NBFIs)
such as financing companies and investment houses have
appeared. (Figure 2.1 presents the existing structure of
the financial system and the number of financial agencies,
as of 1988. Tables 2.1a and 2.1b show the total resources
of the institutions and their relative importance from 1970

to 1988, respectively).

The banking sector had total assets of P36@ billion as
of year-end 1388, representing a 63 percént real growth over
its resources in 1878. The sector consists of commercial
banks (KBs), thrift banks, rural banks and specialized
government banks. Most of the banking offices are
goncentrated in the National Capital Region (Metro Manila)
as barnk density ratio in this area (89.8) is much higher than

the next region of importance (2.3).%

*Bank density ratio: ratio of banking offices to total
cities and municipalities as of December 31, 1388,
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Table 2.1a

Assets of the Financial Systea
As of December 31, 1970, 1975, 1980-1968
{billion pesos)

1970 1975 1950 1961 1962 1983 1984 1935 198 1987 1953

Central Bank 6.0 26.0 85.4 71.6 91.7 130.4 206.0 251.6 313.9 ~ 325.2 349.9
Banking Systea 18 63.9 193.3 226.6 276.9 330.8 408.1 394.3 259.0 313.2 360.1
Comaercial banks 14.1 53.2 144.1 168.9 205.3 248.2 303.5 285.7 236.5 259.8 299.3
Private 8.3 351 64.0100.5 118.0 134.7 167.2 165.7 164.4 17% .4 224.6
Government 4.6 18.1 41.4 47.6 0.7 73.1 £9.5 76.1 35.0 31.3 38.8
Foreign 1.2 - 18.7 20.8 2.6 40.4 46.8 439 37.1 49.1 35.9
Thrift banks 0.9 2.1 10.6 9.7 12.6 14.1 15.0 151 17.6 19.5 24.9
Savings & mortgage banks 0.7 1.4 7.4 50 59 74 7.6 4.8 8.1 10.6 14.2
Private develapment banks 0.2 04 16 246 3.7 4.6 46 51 5.4 5.4 6.7
Stock savings & loan associations - 0.3 1.6 2.1 3.0 4.1 2.8 3.2 3.9 3.9 4.0
dural banks 0.7 2.8 55 65 80 9.3 58 8.6 9.1 2.7 10.7
Specialized governsent banks 3.1 11.8 33.1 41.5 51.0 57.2 80.8 24.9 25.8 /b 24.2 /b 25.2
Rorbank Financial Intermediaries 6.1 26.8 60.3 62.0 73.6 91.3 92.7 105.6 111.8 119.2 132.8
Insurance cogpanies 5.9 11.9 29.5 33.3 40.7 44.6 50.0 60.8 70.8 79.2 90.9
Governeent /a 4.0 7.7 19.5 22.0 27.0 30.9 35.9 42.7 50.5 53.8 61.2
Private 1.9 4.2 10.0 11.3 13.7 13.7 14.1 18.1 20.3 25.4 29.7
Investment institutions 0.0 10.3 25.5 23.5 25.6 28.9 ?27.3 23.8 23.3 20.8 21.4
Financing coaranies 3.9 119 121 12,9 11.8 9.6 6.2 5.6 7.0 7.4
Investment cospanies 20 50 595 5.9 %9 10.2 11.0 10.2 4.8 5.6
Tnvestaent houses 48 8.6 59 48 7.2 7.5 646 7.5 2.0 3.4
Trust operations {fund sanagers) 26 1.7 08 1.1 15 1.9 1.6 1.3 1.6 1.8
Other finanzial intermediaries 0.2 2.0 3.6 4.4 6.2 163 18.5 19.4 16.4 17.¢6 18.7
Total 30.9 122.7 319.0 340.2 442.2 552.5 711.8 751.5 714.7 757.6 642.8

¥ of GNP 75.7 107.3 120.6 118.6 131.8 145.9 135.0 125.7 116.3 107.7 102.4

Total w/o CB 24.9 96.7 253.6 288.6 350.5 422.1 505.8 499.9 40n.8 432.4 429

1 of GHP 61.0 84.5 95.9 95.1 104.5 111.5 95.9 83.6 65.2 63.0 60.8

Hemo Item:GNP 40.8 114.4 264.5 303.6 335.4 378.7 527.4 597.7 614.7  703.4  82:.7

la GSIS and 5SS,
b After transfer of certain assets and liabilities to the governaent.
Sources: World Bank Report {1983) for data on insurance companies froa 1970-1936.
Phil. Financial Fact Book {1988).
Insurance Commission {for data on insurance corpanies in 1957 and 1938.
Governeent Corporate Honitoring and Coordinating Comsittee for assets of SSS and GSIS in 1948.



Table 2.1b

Distribution of Assets of Lhe Financial System (excluding Central Bank)
As of December 31, 1970, 1975, 1980-1968
{in percent)

Banking System 75.5 72.3 76.2 78.5 79.0 78.4 30.7 78.9 72.1 72.4 73.1
Coamercial banks 96.6 55.0 9.8 56.5 58.6 58.8 60.0 7.2 59.0 60.1 60.7
Private . 33.3 36.3 3.1 34.3 33.7 31.9 33.1 33.1 41.0 41.5 45.6
Governeent 18.5 16.7 16.3 16.5 17.3 17.3 17.7 15.2 8.7 7.2 7.9
Foreign 4.8 - 7.4 7.2 7.6 9.6 9.3 8.8 9.3 11.4 7.3
Thrift banks J.u 2.2 §.2 3.4 3.6 3.6 3.0 3.0 4.4 4.5 5.1
Savings & mortgage banks 2.8 1.4 2.9 1.7 1.7 1.5 1.5 1.4 2.0 2.5 2.9
Private developeent banks 0.6 0.4 0.6 0.9 1.1 1.1 0.9 1.0 1.4 1.2 1.4
Stock savings & loan associations 0.3 0.5 0.7 0.9 1.0 0.6 0.6 1.0 0.8 0.8
Rural banks 2.8 2.9 2.2 3 2.3 2.2 1 1.7 2.3 2.2 2.1
Specialized government banks 2.4 12.2  13.1 14.4 14.6 13.6 156.0 17.0 6.4 /b 5.6 /b 5.1
Nonbank Financial Intermediaries = 24.5 27.7 236 2.5 21.0 2l.6 19.3 21.1 279 27.6 26.9
Insurance companies 23.7 12.3 11.6 11.5 11.6 10.6 2.9 12.2 17.7 18.3 16.4
Governsent fa 16.1 5.0 7.7 7.6 7.7 7.3 7.1 8.3 12.6 12.4 12.0
Private 7.6 4.3 3.9 3.9 3.9 3.2 2.8 3.6 5.1 5.9 6.0
Investaent institutiens - 10.7 10.1 8.1 7.3 6.3 5.4 4.8 5.8 4.8 4.3
Financing cospanies - 36 4.7 4.2 3.7 2.8 1.9 1.2 1.4 1.6 1.5
Investment companies 2.1 2.0 1.9 1.7 2.3 2.9 2.2 2.5 1.1 1.1
Investgent houses - 5.0 3.4 2.0 1.9 1.7 1.5 1.3 1.9 2.0 1.7
Trust operations {(fund managers) - 2.7 0.7 0.3 0.3 0.4 0.4 0.3 0.3 0.4 0.4
Other financial intersediaries 0.4 2.1 1.4 1.5 1.8 3.9 3.7 3.9 4.1 i1 3.8
Total w/fo. C8 100.0  100.0 100.0 100.0 1006.0 100.0 100.0 100.0 lob.m 100.0 100.0

fa BSIS and §SS.
[b Aiter transfer of veslain assels and liabililies to the governgent.
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The commercial banks form the dominant group in the
financial system, consistently accounting for over 50
percent of its gross assets ove the years. At present, the
group is comprised of 29 banks of which nine have expanded
commercial banking functions, including the government-owned
Philippine National Bank (PNB).“® Four of these are branches
of foreign banks (Citibank N.A., Bank of.America, Hongkong
and Shanghai Banking Corp., and Standard Chartered Bank).
PNB is the biggest among the banks, with total assets of
P38.8 billion as of 1888, or three times larger than the
average sized KB. It should be noted that PNB, along with
the Development Bank of +the Philippines, had undergone
massive rehabilitation in 1986. The program called for the
transfer of PNB's 1liabilities amounting to P33 billion to
the national government and its non-performing assets to the
Assets Privatization Trust. The effect of this on the
commercial banking structure is clearly seen starting 1886
when PNB's historical share in KB resources of over 25
percent dipped to only 14 percent in 19868, and further to 12
percent in 1888 (Table 2.2). Apart from PNB, the next five

largest banks (Bank of tiie Philippine Islands, Far East

“Expanded commercial banks (also called "universal banks)
are z2llowed to offer a host of banking and non-banking
services, e.g. investment or merchant banking, and own
voting shares in allied and non-allied enterprises.
Allied undertakings include other commercial banks (to
the extent of 30 pertent of total voting shares), and
investments institutions (to the extent of 1080 percent).
Non-allied undertakings include insurance agencies (to
the extent of 35 percent).



Table 2.2

Assets of the Commercial Banking Systea, by Banks 10
As of year-ends 1980, 1985-196S

Name of 1960 1985 1986 1987 1988
Conmercial Bank (KR) PHillion ¥ Share  PHillion ¥ Share  PMillion I Share  PHtillion ¥ Share  PHillion I Share
L.Universal Banks 79204 94.85 176042 62.31 136885 57.88 142483 54.83 150447 60.31
Governaent

1.1 PHB 36652 26.77 76157 76.65 35022 14.61 31268 12.03 38758 12.95
Private 40552 20.08 101885 35.66 101863 43.07 111220 42.60 141709 47.36
1.2 #llied 7257 5.03 9131 3.20 6672 2.82 7290 2.81 9470 3.16
1.3 £PI 6442 4.47 16201 5.67 18333 7.75 20682 7.95 26280 8.78
1.4 Citytrust 1462 1.03 5124 1.7 5663 2.39 6667 2.64 3096 2.71
1.5 Equitable 2490 2.01 4069 1.42 9632 2.38 6626 2.63 8190 2.1
1.6 FERTC 4345 3.02 12490 4.37 15430 6.52 19246 7.41 28093 _9.39
1.7 Hetro 5506 3.82 1n368 5.73 15943 6.74 19202 7.39 25729 3.60
1.6 PCIB 4781 3.32 16510 5.78 14269 6.03 17151 6.60 19676 6.8
1.9 UCFB 4645 3.22 13828 4.86 10544 4.47 13976 5.38 16173 5.40

Hanila Bank 1/ 3204 2.2 c094 2.83 2357 3.9%

2. Gther Domestic KBs 46469 32.18 63774 22.32 62501 26.43 65224 26.25 52048 27.69
Gaverneent

Veterans 2 2745 1.90

Private 43724 30.28 63774 22.32 62501 26 .43 66224 26.25 52648 27.69
2.1 Associated 1624 1.13 2583 0.90 2623 1.11 2509 0.97 2518 0.34
2.2 Eoston{ex Coabank) 2413 1.4%9 1944 0.68 1300 0.60 1751 0.47 215¢ 0.72
2.3 China 3542 2.4 4684 1.64 4518 1.91 5097 1.96 6015 2.01
2.4 Interbank 1641 1.14 549] 1.92 4225 179 5208 2.00 7274 2.43
2.5 Pelon 2744 1.30 31587 1.10 2639 1.22 3951 1.37 5010 1.67
2.4 Philbanking 2204 1.53 2735 0.9 3290 1.39 3462 1.34 3699 1.24
2.7 Phaltrust 917 0.44 233 0.82 2672 1.13 3035 1.17 3938 1.352
2.8 Pilip sac 1054 0.73 1738 0.61 1632 0.69 15% 0.61 1425 0.48
2.9 Producers 1417 0.98 2618 0.92 2619 1.1l 2778 1.07 3121 1.04
2.10 Prudential 2178 1.51 4678 1.71 5672 2.40 6295 2.41 675 2.63
2.11 Republic Planters 4580 3.39 5928 2.07 5732 2.42 £330 2.44 7604 2.54
2.12 RCRC ) 3720 2.58 5492 1.92 6430 - 2.72 6221 3.16 11169 3.7
213 Security 2987 1.79 6030 2.1 4657 1.97 4811 1.85 4646 1.56
2.14 Solicvank (ex Consclidated) 2979 2.07 5368 1.68 6501 2.75 6596 2.54 £637 2.95
2.15 Traders 3758 2.6 4325 1.49 3724 1.57 3408 1.31 3853 1.29
2.16 Union 3668 1.39 3417 1.44 3996 1.38 3690 1.23
[RAA 3/ 2721 1.89

Pacific 2/ 3345 2.32
J.Foreign Bank Branches 187230 12.97 43202 15.37 37096 15.49 49154  18.92 39912 12.00
3.1 Bank of America 3602 2.50 11439 4.00 10176 4.30 12793 4.92 885 2.9
3.2 Std. Chartered 865 0.40 2602 0.91 2382 1.01 7414 1.31 2643 0.95
3.3 Citibank 12¢37 8.77 26382 9.23 20465 8.87 27501 10.70 19916 6.66
3.4 Hongkong-Shanghai 1626 1.13 3479 1.22 3553 1.50 5146 1,96 4285 1.43

TOTAL 144403  1006.00 285718 100.00 236462  100.00 259866  100.00 299227  100.60

/1 tlosed in 1987.

/2 Closed in 1985.

/3 Absorbed by PCIR in December 1985

Source: PNB Annual Report on the Cosrercial Banking Systea, various years.
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Bank, Metrobank, <Citibank and Philippine Commercial and
Industrial Bank) chalked up 40 percent of total assets of
the KBs in 18868. However, compared to commercial banks in
other countries, Philippine banks are among the smallest.
As of 1886, PNB and BPI merely ranked 82nd and 99th among
the largest KBs in Asia, respectively.® Nevertheless, the
stickiness of nominal interest rate for deposits, and the
fact that entry into the sector has been discouraged by CB
since 1872 have led to speculations that the KB structure is
essentially ol:gopolistic. Tan points out that indices of
concentration for the commercial banks, excluding PNB, have
risen rather fast from 1982 to 1888.“ The Herfindahl or H
index of .2845 (which means 22.2 equally-sized banks
comprising the industry) in 1982 increased by 64 percent to

.074 in 1988.7

While the banking system has from the start dominated
the financial system, other non-bank financial
intermediaries (NBFIs) have appeared. The largest of these
are the insurance companies which ere in turn dominated by
the two government-owned insurance systems, the Social

Security System (S5SS) and the Government Service Insurance

"World Bank; Philippipe Financial Sector Studv, 1988. ,

“Edita A. Tan, "Bank Concentration and the Structure of
Interest” University of the Philippines Scinool of

Economics Discussion Paper 8915 (October 1988).

7“HI is derived by squaring and summing the market shares of
the banks in the KB sector. '
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System (GSIS). The former 1is the largest financial
institution in the —country as of 1988 with its assets
accounting for around nine percent of the gross assets of
the financial system. It should be noted, however, that the
insurance sector has declined in importance during the past
two decades. Its share in the total financial system’'s
assets of 23.7 percent in 1979 dropped to 11.7 percent 1in

19883 and reached only 18.4 percent in 1888.

Investment institutions such as investment companies,
investment houses, and financing companies as well as trust
operations (fund managers) were formed in the mid-1960s
through the 78°s . However, their importance in the 88°s
has declined as a result primarily of the Deewey Dee crisis
in 1981 which triggered the loss of confidence in the short-
term funds markets and 1in the process precipitated the
downfall of several finance companies and investment houses
including the two largest investment houses in the country
(Atrium Capital Corporation and Bancom). The number of
investment institutions licensed to engage in quasi-banking
functions (i.e. issue deposit substitutes) have been trimmed
down from 26 in 1880 to 13 as of year-end 1983, Likewise,
as of 1988, investment institutions accounted for mgrely 4.3
percent of the total assets of the financial system, as
against their share of 10.7 percent 1in 1975. Similarly,
smaller NBFIs such as pawnshops, lending investors, venture
capital corporations, and non-bank thrift institutions have
not sustained their phenomenal growth in 1983 and remain

relatively unimportant.
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Ln important characteristic of the Philippine financial
system is the prevalence of interlocking directorates, 1i.e.
the simultaneous holding of a position in the Board of
directors of several financial as well as non-financisl
institutions. This is a feature that |is implicitly
encouraged by the universal banking law, 1.e. universal
banks are permitted to make eguity investments in allied and
non-allied financial institutions (see footnote 4 on page
9). The purpose of the policy is ostensibly to reduce the
fragmentation of financial intermediaries, to increase
competitive conditions and economieé of scale to produce
greater efficiency within the financial system. However, in
the money markets, such interlocking with investment
institutions increases the relative imporFance of certain.
Banks and conseguently make these (money markets) less
uiversified. For gxample, as of year-end 1388, four
commercial banks (Metrobank, Citytrust, Citibank, and BPI)
directly accounted for only 13.32 percent of the total
deposit substitutes of all financial institutions with
quasi-banking 1licenses (Table 2.3) However, their
affiliates” total share of 34.73 percent clearly underscore
the effect of interlocking directorates on the concentration

of these markets.



()
.

/2

/3
/4
/5
/6

Table 2.3

Share of Top Three Conglomerations in Total Momey Market
Balances of Banks and MBOBs as of Year-end 1988

¥ Share

Conglomeration ~ emeeememmmees

Deposit Trading Account

Substitutes /1 Securities /2
Hetrobank /3 0.01 11.09
First Hetro Investsent Corp. /A 29.29 3.83
Sub-total 29.30 14.92
Citytrust 3/ 0.03 1.68
Citibank . 4.62
Citytrust Investeent Phil., Inc. /4  0.36 0.05
Citytrust Finance Corp. /5 0.58 0.00
Sub-total 10.94 6.35

Bank of the Philippine Islands /3 3.31
AEA Developaent Corp. /4 1.04 D.34
BPI Credit Corp. /5 2.57
BPT Fanily Savings /¢ -

Sub-total 6.92 7.49

Deposit Substitutes are borrowings froa the soney markets

in the fore of prosissory nates, certificates of participation/
assigneents and repurchase agreesents.

Trading Account Securities include government and private
securities and comeercial papers purchased for money sarket
trading.

Universa! banks.

Investoent houses.

Finance companies.

Thrift bank.

Source of basic data: Published financial statements

Philippine Financial Fact Book (1988).
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2.2 Policy Framework., 1956-Present

2.2.1 Introduction

Regulation of the financial institutions (FIs), except
insurance companies which are supervised by the Philippine
Insurance Commission, 1is vested upon the Central Bank.
While policies are set by the Monetary Board via circulars
and memoranda, the Supervision and Examination Sector of the
Central Bank acts as the operational arm for supervision

purposes.

The Monetary Board is composed of the Central Bank
Governor as Chairman, five representatives of the national
government (the Secretaries of the Departments of Finance,
and Budget and Management; the Chairman of the Board of
Investments who is concurrently Secretary of the Department
of Trade and Industry; and the Director-General of the
National Economic and Development Authority), and two
representatives of the private sector who are appointed by
the President. The preponderance of national gdovernment
representatives in the Board has been rationalized by the
need for effective coordinatiocn between the economic,
financial and fiscal policies of the government and the

monetary, credit and exchange policies of the Central Bank.®

“The Central Bank 1is also referred to as a ‘“quasi-fiscal

agent,” 1i.e. it 1is primarily responsible for the
marketing and stabilization of government securities and
acts as the financial advisor of the government. The
government, through +the Secretary of Finance, must

request for the Monetary Board’'s opinion before borrowing
from the domestic and international markets.
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Thus, all Central Bank policies are, in essence, formulated

in corsultation with the heads of the economic agencies.

CB regulations of FIs include: (a) asset creation
(e.g€., single borrower’'s 1limit, lending for agricultursal
and agrarian reform, DOSRI accounts, etc.); (b)

liability creation (e.g., type of deposits, Borrnwings from
CB, ete.); and (c) equity (e.g. minimum equity). However,
the crises that struck the financial system, especially
those that 6riginated from the money markets in 1981,
demonstrated the generally slow reaction of CB to practices
that tended to subvert its rules and regulations. Lamberte
cites that CB's measures on money market *ransactions such
as the prohibition 'against the attachment of post-dated
checks to "without recourse" transactions came in too late

when the money market already collapsed.®

In addition to CB, the Securities and Exchange
Commission acts as the principal supervisory body for the
securities market. 1Its Money Market Operations. Department
oversees the registration of short- and long-term commercial
papers, financing companies and investment houses. Although
the regulations of SEC are aimed at "investors protection,"”
SEC does not pass Jjudgment on the worth of the securities
or the 1issuing companies. "Investors protection” are

"promoted mainly by requiring the issuers to submit a

“Mario B. Lamberte, “Assessment of the Problems of the
Financial System: The Philippine Case." PIDS Working
Paper 89-18 (August 1989).
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prescribed set of information for dissemination to
prospective investors. It should be noted that the Central
Bank and the SEC coordinate with respect to both formulation
and implementation of policies affecting commercial papers.
For instance, the rules of registration on co! mercial papers
were abproved f st by the Monetary Board Chairman before
they were promulgated by the SEC. Also, all applications
for a certificate of authority to operate a branch, an
extension office or agency with quasi-banking functions are
filed with the SEC, which refer the same to the Department
of Financial Intermediaries of the Central Bank for comments
and recommendation. CB’'s recommendations are generally based
on the applicant’'s compliance with 1its laws, rules, and
regulations such as capital adeguacy and solvency,

profitability and liquidity position.

Information on the creditworthiness of borrowers in the
financial markets are augmented by the Credit Information
Bureau, Inc. (CIBI). This was set up by the Central Bank
after the 1881 crisis to coordinate information on all
issuers of commercial papers. As of 1988, it has collected
data, such as outstanding loans, on some 25,000 companies
and 6,800 individuals, most of which are used by commercial

banks.

Notwithstanding the sophistication that characterizes
the Philippine financial system, it remains as one of the
least developed vis-a-vis 1its neighboring Asian economies.

The highest ratio of M= to GDP of 27.5 percent was recorded
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in 1867, and has never been duplicated nor approached even
during the advent of financial 1liberalization starting in
1981 (Table 2.4). The same ratioc was merely 22 percent in
1987, 1in contrast witn the 31 percent of Indonesia (Table
2.5). Malaysia and Thailand have much higher intermediation
levels. Almost all studies dn this phenomenon agree that
govern%ent's repression of asset prices in the
intermediation markets as well as the subsidized equity
programs for selected institutions (rural banks and private
development banks) prior to 1981 are to blamed for this.
After 1881, a host of new factors have contributed in
maintaining the stickiness of savings deposit rates, among
them the oligopolistic character of the commercial banking

system that is further nurtured by CB’'s aversion against the

entry of new players in the sector.

The formal financial system has gone through three
periods of policy environment promoted by government.lw The
first period coverea the years 1956-1873 in which government
policies replaced market forces 1in the intermediation of
surplus funds through the banking system while "allowing"
free market forces to operate in new markets, i.e. money
markets. During the second period, 1974-1981, coverage of
CB’s authority was broadened to include the pricing of
assets and structure of all financial institutions involved

in credit allocation such as the so-called non-bank

*®See also Lamberte, "Financial Liberalization and the

Internal Structure of Capital Markets." PIDS Staff Paper
Series 85-%7 (1885).
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Table 2.4

Financial Development Indicators, 1956-1968

H3

[ GNP 2/

Savings
Depcsits

(in 1)

Tine
Deposits

Secured
Loans
{£1-90 days)

91-day

Deposit

T-8illc Substitutes

1. Period of managed interest rates of traditional ascets with de facto
free market forces operating in acney markets: 1956-1973

1956 19.4
1957 19.4
1958 20.4
1959 20.5
1940 20.4
1961 23.5
1962 25.1
1943 26.0
1964 24.1
1965 23.4
1966 24.8
1967 27.5
1968 25.7
1969 24.2
1970 23.0
1971 21.2
1972 21.?
1973 19.4
Average 22.8
I1. Period of ri
1974 16.5
1975 16.8
1976 18.6
1977 21.2
1978 22.8
1979 20.8
1580 21.0
Average 19.7
I11. Liberalizat
1981 21.6
1982 23.5
1983 25.3
1954 20.8
1985 20.8
1954 22.2
1987 2.1
1938 23.0
Average 22.4

19.4 2.0
19.4 3.0
20.4 3.0
20.5 3.0
20.4 3.0
23.5 3.0
25.1 3.0
26.0 3.5
4.1 4.0
23.4 5.8
24.8 5.8
27.5 3.8
25.7 5.8
26.2 6.0
3.0 6.0
21.2 6.0
21.2 £.0
25.0 6.0
23.2

sing by
24.3 6.0
25.2 6.0
26.8 7.0
28.7 7.0
29.3 7.0
26.3 9.0
25.6 2.0
26.6

ion period
27.0 9.8
28.4 9.8
29, 9.7
23.0 2.9
2.0 10.8
23.0 5.0
22.6 4.5
24.1 3.1
25.0

e S e SR BN Y . o o N s R S SURE S B SR Y
. . » . B N . N . . . . . . . . . N
OO0 OoOODOOWLULOL OCODLL Lo L

t nanaged interest rates

9.5

9.5
10.0
10.0
10.0
12.0
14.0

[ - i T,
Cd ™ = OO O N O D>
P S P
O oD OD ke e VO

—

12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0
12.0

12.0
12.0
12.0
12.0
14.0
14.0
14.0

16.0
17.1
18.4
29.2
27.5
17.5
13.4
16.2

1/ H2= Currency + Deposits (demand, savings & time)
2/ M3= H2 4 Deposit substitutes
Sources: Lanberte, “Financial Literalization and the Internal Structure of

Capital Harkets,® (PIDS), 1965
Tan, “Philippine Honetary Policy and Aspects of the Philippina
Harket: A Review of Literature,” PIDS, 1960.
{8 Statistical Yearbook.

—_——
O = = 4 OD O O ON
- . N N . .

in all markets

16.0
10.3
10.2
10.9
10.9
12.2
12.1

12.6
13.8
14.1
30.5
26.8
14.4
11.4
12.1

13.30
13.90
9.40

— e e bt e e (4
O o O ro i Gl m—
. N . . . v .

rO © ON L1 o— OO O

Lo L Lo I» e Lo
T— e e e

15.9 4/
15.0 4/
16.6 4/
23.8 4/
21.0 4/
13.6 4/
9.7 4/

3/ as of December
4/ interest on promissory notes
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Table 2.5

H2/GHP IN SELECTED ASIAN COUNTRIES 1/

Country 1975 1980 1981 1982 1983 1984 1985 1986 1967 1988
Wdmesis 036 0 015 01 02 02 0% 08 05 -
Halaysia 0.46 0.54 0.5% .63 0.63 0.62 0.67 0.51 0.75 -
Philippines 0.17 g.21 0.22 0.24 0.25 0.21 0.21 0.22 0.22 " 0.23
Singapore 0.60 0.66 0.70 0.72 0.70 0.66 0.720 0.73 0.85 0.84
Thailénd 0.34 0.39 0.39 0.45 0.50 0.56 0.60 0.63 0.67 0.66

Korea, Rep. of 0.3l 0.34 0.35 0.39 0.39 0.37 0.39 0.40 0.41 0.43

Taiwan D.56 D.64 0.64 0.75 0.86 .92 1.06 1.17 1.32 1.4

1/ H2=Hl4saving deposits + tise deposits

Source: Key Indicators of Developing Heaber Countries of ADB Voi. XVII-July 1967; Vol. XIV-April 1583;
Yol. XVIII-July 1988, Vol. XVIX, July 1989, cited in Tan {1989).
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financial intermediaries with authority to engage in quasi-
banking functions (NBGBs). Thus the money markets became
heavily regulated. The intention was to close the gap
between yields of short-turm and long-term funds. The third
period which started in 1981 and continues up to the present
is the period of 1liberalization. A mix of free and
administered market policies are being promoted, the former
being demonstrated by the 1ifting of all interest rate
ceilings while the  latter are implemented through the
imposition of record-high reserve requirements and taxes on

deposit transactions.
2.2.2 Period of rigid financial représsién: 1956-1973

The period 1856-73 which is considered as the period of
rigid financial repression featured a mix of Central Bank
nolicies that were aimed at increasing the supply of credit
at subsidized rates to broad—bésed, government-identified
priority areas. Lending rates were governed by the Usury
Act of 1816 which prescribed <ceilings of 12 and 15 percent
for secured and unsecured loans, respectively. Corollarily,
interest ceilings on deposits were imposed starting in 1856;
these were adjusted upwards but at long time intervals and
in smaller steps. Deposits were further taxed by reserve
requirements imposed on savings and time deposits of
commercial banks which were gradually raised from § percent
in 1958 to 20 percent in 1870. Preferential or concessional
rediscount rates were extended to a broad range of

activities such as rice production and small scale



.industrial loans. The wide margins between the prescribed
loan rates and the Central Bank rediscount rates plus the
subsidized entry of rural banks and small private
development banks thus facilitated the rise of banking
institutions that relied more on Central Bank support rather
than on funds intermediation. The development of other
forﬁs of financial intermediation were neglected. The
market for government securities did not prosper due to
their unattractive yields which were fixed in at par. The
equity market likewise remained underdeveloped primarily due

to the low loan rates.

The repression of deposit ana lending rates of the
banking system paved the way for the emergence of new
financial institutions that introduced new financial assets
outside the purview of Central Bank regulations. Soon
after, existing KBs also started issuing unregulated short-
term instruments. Money market instruments began to be
traded in the mid-1860s. An interbank call market which
operated'on a limited scale and on a déy-to—day basis = was
augmented by the trading of short-dated debt instruments of
banks and prime corporate names by few investment houses.?t?
Prices of these instruments inevitably drew resources away
from traditional deposits. From 1965 to 1874, deposit
substitutes holdings of thefprivate sector amounted to P7.5

billion, almost double the amount of demand deposits (P3.8

**Victoria S Licuanan, An_An_a.ll_ls__Qf__thlemm_Qn@l
Framework of the Philippine Short-term Financ = Markets.
Makati.
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billion). Relatedly, average M=/GNP ratio during the entire
period of financial repression was 23.2 percent. On the
banking sector’'s increasing use of deposit substituces, Tan
explains that this was partly =a move “"to price
discriminately between small and large lenders. Instead of
paying a uniform rate on all deposits, banks maximize
profits by paying, regulated rates to ordinary small
depositors, borrowing from the CB part of its funds and

offering deposit substitutes to large depositors.”*®

While new financial institutions emgrged to expand the
domestic financial system, its integration into the

international markets was not encouraged Dby the Central
Bank. Whereas foreign investments in the short-term funds
market have not been prohibited, residents are nbt allowed
tc purchase foreign securities nor maintain bank balances
overseas, although they qould deposit foreign currencies 1in
authorized domestic banks. These policies prevail up to the
present. (Even the purchase of Philippine debt paéers in
foreign currencies by 1local banks reéuire Central Bank
approval). The policies were not intentionally designed to
protect the domestic financial =s.3tem from competition but
funictioned as exchange controls. The latter were imposed in

view of the limited (rather than full) flexibility of the

exchanife rate system which started in 1978.*" Limited

t*Edita A. Tan, "Philippine Monetary Policy and Aspects of

the Financial Market: A Review of Literature.” Survey
of Philippine Development Research I. Makati:

Philippine Institute for Development Studies, 1984.
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flexibility which 1is operationalized through the purchase
and sale of foreign exchange by the Central Bank and other
exchange controls,*® is a consequence of the Central Bank’'s
mandate "to maintain the stability of the exchange rate"
notwithstanding the offici=1 poliey that "all exchange
transactions take place 1in a free market."*® Prohibiting
investments in foreign assets abroad is thus seen as an
important compiementary strategy. Nevertheless, recent
evidence shows how some practices of local residents (some
of whom were government officials) rendered the policy de
facto inoperative. The more infamous transgressors of the
policy, the family of then President Marcos, have been
reported to maintain multi-million dollar deposits in Swiss
banks. Boyce and Zarsky*® provide a list of the mechanics
used by residents 1in the illegal export of capital (or
capital flight) as follows: (a) cash traﬁsfers via

personal smuggling, the use of hired couriers, the mails,

**Prior to i1o0/w, a 1ixXed exchange rate system was in force.

*20ther exchange controls include quantitative 1limitations
on invisible payments such as those for travel abroad,
educational expenses of students abroad and maintenance
of dependents.

+*"Central Bank of the Philippines, "Trade and Payments
Systems of  the Philippines, " June 30, 1980
(mimeographed).

+*J.K. Boyce and L. Zarsky, “"Capital Flight from the
Philippines, 1862-1986. " Jourpnmal of ~ Philippine
Development (Second Semester, 1988).
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apd wire transmission services'”; (b) false 1invoicing of
exports and imports'®; (c) kickbacks on import
contracts?”; and (d) interbank transfers. The total
capital flight from tbe Philippines from 1962 to 1886 has
been estimated to reach US$10.3 billion which is one-third
of the total increase in external debt outstanding of

US$27.9 billion during the same period.*“

Insfead of 1liberalizing the interest rates of the
traditional assets, i.e. deposits, the aq}horities responded
to the rise 1in money market assets and intermediaries by

(a) placing the non-bank FIs engaged in short-term 1lending

under its authority; (b) enforcing specialization among
various types of financial entities; and (c) imposing
intcrest rate ceilings and taxes on money market

transactions. These policies came along with the reforms

introduced during 1872-1973 via amendments in the General

T7Wire transmission services was practiced by
blackmarketeers in Manila’'s Binondo district (also known
as the Binondo Central Bank). Binondo barkers bought

dollars in the Philippine black market and smuggled them
abroad for derossit in major banks. Philippine residents
bought these deposits by giving pesos to an intermediary
in exchange for the latter’s instruction to the major
bank to wire dollars +to the Philippine resident’s
oversear, account.

*“Exporters are required to surrender their foreign currency
1eceipts to the Central Bank’'s authorized agent banks for
conversion into pesos. They can understate their invoice
value and deposit the difference abroad.

**Kickbacks for contract go-between are paid abroad but are
eventually paid out of' dollars from the Philippines
obtained via higher prices of the goods.

2@Bgyce and Zarsky (1888).
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Panking Act and the Central Bank Act. The other major

reforms aside from those previously mentioned are:

(a) the reduction of bank classifications into three

main categories, i.e. commercial, thrift and rural banks;

(b) adoption of policies to improve the efficiency of
existing banks. Entry into the commercial banking system
was to be halted by p;eferring branch over unit banking
while consolidations, mergers and foreign equity

participation in domestic banks were promoted. An increase

in minimum paid-in capital to P1P@ million was imposed;

(c) redefinition of CB's mission to exclude promotion
of economic growth, which was to be the domain of the
government planning agencies. Thus, Central Bank was given
' moré flexibility in exercising powers consistent with the

maintenance of monetary stability;

(d) financial institutions, i.e. “"banks," "banking
institutions"” and ‘'"non-bank financial institutions" were
redefined to indicate the extent to which each type was

subject to CB regulations; and

(e) The Monetary Board was given the authority in 1973
to prescribe maximum lending rates which virtually repealed

the Usury Act of 13916.



2.2.3 Period of repression in the money markets: 1974-1980

Within the framework of the above reforms, the period
1874-1880 featured interest rate reforms that were intended
to reverse the flow of funds from sho;t-term instruments
(essentially money market instruments) to long-term
financial assets. At the outset, however, these were
undermined by the segmentation of the financial system that
was underscored by the enforced specialization among the
FIs, e.g. investment banking activities were assigned solely
to investment houses and were set apart from regular banking

activities.

While rates on 1long-term deposits were deregulated,
ceilings of shorter-term instruments remained although these
were changed from - time to time. For instance ceilings on
short-term time deposits were increased from 6.5 to 8.0
percent to 8-11 percent in 1974; on savings deposits from 6
to 7 percent in 1976. Intermediation in the money markets
were penalized in terms Qf: (a) a 17 percent interest
ceiling on short-term deposit substitutes; (b)) increase in
minimum placement on deposit substitutes to P200,388 for
maturities of 738 days or less, and P100,008 for maturities
of more than 730 days; (c) a reserve requirement of 20
percent on deposit substitutes of commercial banks and non-
bank financial institutions; and (d) a 35 percent
transactions tax on all primary borrowings in the money

market.
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Notwithstanding these regulations, it should be noted
that the M=/GNP ratio increased during this period reaching
an average of 26.6 percent, in contrast to the 23.2 percent
during the period of repression. The attractiveness of
déposit substitutes was underscored by the fact that M../GNP
ratio declined from 22.8 percent to 18.7 percent. Tan
explains the seemingly minimal effect of the regulations to
the ability of the issuers to arrange their portfolio “so
that those of reiatively low risk and transactions cost are
issued in known money market papers with rates at or below
the ceiling, while those with market rates above the ceiling
are issued as new papers and therefore not covered by
regulations."®* NBQBs also evaded CB regulations by
engaging in transactions falling outside of the latter’'s
terms of reference. Specifically, they engaged themselves
in "without recourse” transactions in which they attach
their own postdated checks under a paying-agency agreement
and reinforcing it with verbal commitments to buy back the

paper.==
2.2.4 Period of liberalizatic... 198l1-present

The financial liberalization program that was initiated
in 1881 included reforms on pricing policies for the various

financial assets as well as on the structure of the

#+Edita A. Tan,"” The Structure and Growth of the Philippine

Financial Market and the Behavior of its Major
Components, " i r Serijes -26. (June
1881).

“*], amberte (13989).
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financial system, with the objective of fostering
competitive conditions and of improving the availability of
medium- and long-term funds to deficit units. Firstly,
interest rate ceilings on all types of deposits and 1loans
were 1ifted, while the rediscounting privileges were scaled
down. Minimum placements on deposit substitutes were also
reduced to P5@,0200 irrespective of their maturity.
Secoﬁdly, the differentiation among banks and non-banks
performing quasi-banking functions were reduced with the
introduction of the universal banking. Under the latter,
commercial banks whose capitalization reached P580@ million
are authorized to perform a broad range of activities
including underwriting, securities dealing and equity
investments in both allied and non-allied undertakings.
Clearly, the focus was on bigness which was thought to help

ensure the stability of the banking system.

On the other hand, regulation on other aspects of
intermediation were made more stringent. Reserve
requirement ratios for deposits and deﬁosit substitutes of
KBs which were supposed to be scaled down to reduce the cost
of intermediation were instead jacked up to 24 percent in
1884, the highest ever since the establishment of CB.
(These were later brought down to 21 peréent in 1886).
Horeover, two taxes were imposed for revenue' generation
purposes: a 5 percent tax on gross receipts of banks and a
20 percent tax on deposit and money market earnings of
depositors/investors. One estimate showed that both taxes

comprised 25-339 percent of the average intermediation cost
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of banks (defined as the difference between the average cost
of funds, and the average interest rate on 1loans and

investments other than reserve requirements) in 1983-1986.%=

Despite the freeing of all interest rates, M=/GNP
ratios were generally lower than those during the earlier
periods of repression, althougg H=/GNP ratios were slightly
higher. Aside from the above mentioned policies, there were
other factors that brought about these dismal records.
First, the continuing high deficit spending of the
government fueled double digit inflation rates for most
vears, especially during the 1984-13985 recession, resulting
in negative real returns on deposits which remained sticky.
Second, savings deposit rates were extremely low since 1885,
even lower than those set by authorities during the
regulated regimes. The latter factor together with abnormal
bank margins among commercial banks of 5.8 percent (versus
4.4 percent average of other countries) seem to indicate a
monopolistic banking structure.4 Thirdly, trust accounts
wnich are off-balance sheet borrowings Aof banks have been
absorbing an increasing portion of funds fronm large
depositors. During 1984-1988, such funds reached P181
billion of which only arocund 18 percent was held as cash and
deposits in banks. Most of these funds are 1lent and
invested in money market instruments, especiallf high-

vielding government securities. Lastly, it is felt that the

““World Bank, p. B7.

24Tan (1989).



Dewey Dee crisis in 1981 had a lasting impact on confidence,
causing large depositors to invest their funds 1in more

stable assets, e.g., trust accounts.
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3.0 Money Market in the Philippines

3.1 The Philippine Money Market: Its Developmwent

The evolving needs of an expanding economy set the
stage for the development of the Philippine money market.
Faced by the éhanging structure of a developing economy in
the 68s from predominantly extractive industries into a
diversifying economy- where manufacturing concerns played
an increasing role, the financial system had to respond by

developing in a similar fashion.

New ways had to be found to mobilize untapped financial
resources especially at a time when rates on traditional
instruments were administratively set at 1lower levels.
This became a take-off point for emerging financial concerns
with the objective of meeting the financial requirements of
new industrial ventures by raising funds through the
trading of short-term debt papers whose rates were not
regulated.by the authorities. In 1963, Private Development
Corporation of the ¢«Philippines, an investment company was
set-up offering financial services throﬁgh underwriting and
loan syndication. Shortly thereafter, in 1964, BANCOM, the
first investment house was also established. This new form
of financial intermediation has attracted others especially
among the estabiishéd commercial banks., Since then the

money market has set its mark in Philippine finance.

There were no official figures about the value of

transactions from money market activities during the early
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period. An unofficial estimate placed it at around F32M at

the end of 1866.%"

Prior to the 18972 banking reforms, the Philippine money
market was left unregulated. Because of its novelty and the
relatively higher returns compared to ordinary deposits many
investors were attracted to it. This contributed to the
exceptional growth of the money market. By 1872, consistent
with the +task of the Philippine Central Bank (CB) to
supervise and regulate fhe financial system, the operations °’
of non-bank financial institutions were also supervised as
well. The need to rein this new form of financial
intermediation i.e., the marketing of short-term debts,
became a necessity as this became a challenge to the
effectiveness of the CB to direct the allocation of

financidl resources and in pricing financial instruments.

In 1873, the investment house law was promulgated which
became the basis for the establishment, operation, and
regulatipn of investment houses. In relation to this,
borrowings of investment houses and other non-bank financial
institutions from twenty or more lenders at an& one time for
the purpose of re-lending or the purchasing of receivables
and other obligations were placed under Central Bank
regulation and were also known as “quasi-banking" functiohs.
The borrowing instruments allowed by Central Bank are those
introduced under Central Bank Circular 438 in 1874 and are

collectively called deposit substitutes. The instruments

=2Licuanan (1886).
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comprising this are repurchase agreements, certificates of

assignment, certificates of participation and dealer
promissory notes (These are further discussed in Section
3.2.2.).

By 1975, the Securities Act was amended to place all
debt instruments under the supervision of the Philippine
Securities and Exchange Commission (SEC). All commercial
papers had to be registered and comply with the minimum
requirements for issuance by the SEC. For the rest of the
seventies various regulations were passed to regulate the
money market such as requiring firms to present authority
to issue debt instruments, prescribing qualifications of
officers by guasi-banks, imposing a transaction tax on all
money market borrowings, and prescribing reserve
requirements on interbank 1loans and deposit substitutes

among others.

Between 1873 and 1873, the money market became highly
regulated as with the rest of the financial system.
Nonetheless, the volume of money market transactions,
meaning the sales and purchases of money market instruments,
increased from official figures of P142B in 18758 to

P324B in 18980 (Table 3.1).

A second set of bank reforms was introduced in 1980.
It liberalized the financial system and introduced the
concept of universal banking. Commercial banks could now
engage 1in investment banking and own allied and non-allied

enterprises. Functions  of investment banks were also
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le 3.1

VOLUME OF MONEY MARKET TRANSACTIONS, 1975-1988 a/

T T T T T T e e e e e e e e e e e e e e e e e e e e et e e e o ot e e o e e = o At s e - —— — —

(IN MIL
YEAR NOMIN
1975 b/ 142263.
1976 190449.
1977 210520.
1978 238094.
1979 295488.
1980 3023739.
1981 329558.
1982 462822.
1983 600561.
1984 505810.
1985 505742,
1986 523417.
1987 460855.
1988 780052,

47 5.60
77 5.95
27 5.32
01 5.07
02 5.55
61 5.08
62 4,37
25 5.28
59 5.97
01 4.48
03 4.14
38 4.03
87 3.26
52 4.59

a/ sum of monthly trad
b/ first quarter data

Source of basic data:

LION PESOS)

AL REAL
76 84887
00 104072
97 107122
40 110933.
10 119476.
92 106246.
GO 103896.
23 134581.2
87 156377.
94 87900,
25 74343.
46 76212,
74 62112,
00 95794.

ing

not available

Central Bank of

the Philippines


http:95794.52
http:780052.00
http:62112.87
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expanded to include fireign exchange operations and trust
functions. Underlying these reforms was the need to
strengthen the condition of financial intermediaries to meet
the growing need for financial services. As a requisite for
expanded banking, banks were required to increase their
capitalization or encouraged to merge with other allied
financial institutions. The improvement in the financial
standing of these banks permitted them to assume broader
operations particularly in packaging financial services.
The latter provided incentives for these banks to mobilize
more funds for bigger operations. The benefits were
translated into increased flow of savings into the system
for the requirements of medium and long-term borrowers made

possible through term-transformation.

Since lending long and borrowing short could give rise
to liquidity problems, the CB instituted safeguards,:
among these was its lender-of-last-resort facility.
Obviously, however, the money market not o:inly functioned
as an important source of funds for financial intermediaries
but an essential counter-weight for illiquidity as this
provided a ready mechanism for intermediaries to raise funds

in short duration.

From that time on, the wvolume of money market
transactions has grown surviving the liquidity crisis in
1981, then reaching a peak at the onset of the economic
crisis of 1983. These crises are discussed in the

following section of this paper. Since then it has
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balloored to a volume of P780B in nominal terms by the end
of 1988. The money market has since become an important

form of financial intermediation.

3.2 Survey of the Philippine Money Market

The Philippine money market can be classified into four

main types. The interbank 1loans also known as the
interbank call loans market, the deposit substitute, the
commercial paper, and the government security markets.

These markets are functionally classified according to the

major players, usually the borrowers, in each market.

Interbank 1loans and deposit substitutes are the
markets for funds by financial intermediaries. On the
other hand, the market for debt instruments by private
corporations, and other financial institutions without

guasi-banking functions are classified under the commercial
paper market. Lastly, the market for the government
securities includes the issues by the Central Bank, the
National Government and the various government corporations

as well as government financial institutions.
3.2.1 Interbank Call Loans

These are +very-short term, normally not exceeding

twenty~four hours, ‘bank-to-bank accommodations to cover

reserve deficiencies by banks and non-bank quasi-banks.
Operationally, interbark locans are accomplishéd through
fund transfers among lending and borrowing financial

intermediaries carried each day in the books of the Central



Bank when the clearing results are known.

Since interbank call loans are bank-to-bank
accommodations for funds, players in this market are
exclusively banks as well as non-banks granted guasi-banking
licenses i.e., investment houses and finance companies.
The biggest borrowers in the market are largely commercial
banks. Between 1983 to 1987, commercial banks were
consiétently the sole users of funds for this market (see
Table 3.2a) mainly to cover reserve deficiencies‘for their

deposit and deposits substitutes.

The lending side of this market, however, has a more
diverse éomposition. Although, commercial banks were also
the biggest lenders having an average share of 85 percent
between 1983-1988 (see Table 3.2b), other major lenders in

the market were the government financial institutions. (1@%),

e.g., Development Bank of the Philippines and the Land
Bank, the investment houses (8.4%), and the finance
companies (@.2%). The 1interbank market is also a ready

market fbr investible funds among rural and thrift banks

(3.7%).

In the 197@s, interbank call loans comprised less than‘
18 percent of the total volume of money warket tlansactions‘
{sece Table 3.3). There wax a rapid expansion of this type
of market in the B80s where the volume of transactions by
1988 accounted for almost 40 percent of total money market

transactions.

Between 1975 to 1979, the interbank market had an



Table 3.2a

YOLUHE OF INTERBAMK CALL LOAN TRANSACTIONS
BY TYPE OF BORROMWER, 1983-1965 a/
(in aillion pesos)

1983 1984 1985 1986 1987 1983

BORROKER VOLUME 1 VOLUHE 1 VOLUHE i+ VOLUHE i VOLUHE i VOLUNE i
A. Comsercial Banks 196101.0 100.0 178116.7 100.0 226380.0 100.0 2006491.8 99.6 172614.1 99.9 232381.5 93.0
B. TInvestnent Houses - - - - - - - - .- - 1392.7 2.8
€. Financing Coepanies - - - - - - - - - - 10997.6 3.6
D. Savings Banks - - - - - - 752.0 0.4 173.3 0.1 1731.8  D.%

E. Other Banking Inst. - - - - - - - - - - - -
TNTAL 195101.0 100.0 178116.7 100.0 226350.0 100.0 201423.8 100.0 172787_4 100.0 3D3503.6 100.0

a/ sun of aonthly trading; no breakdosn as to borrower prior to 1983.

Source of basic data: Central Bank of the Philippines



Table 3.2b

VOLURE OF INTERBANK CALL LOAN TRANSACTIONS
BY TYPE OF INVESTOR, 1983-1968 a/

{in aillien pesos)

1983

INVESTOR VOLUHE X

m o ¢ & o
PN

Commercial Banks 172933.6 87.3

Dther Banking Institutions 20350.6 10.3
Investaent Houses 1349.0 0.7
Rural/Thrift Banks 3166.4 1.6
Finance Coapanies 301.4 0.2

TOTAL 196101.0 100.0

1934 1985 1986 1987 1768
YOLUHE 1 VOLUHE I VOLUHE i VOLUHE 1 VOLUHE i
160817.9 90.3 169796.8 75.0 194353.0 96.5 149691.5 86.6 224829.6 74.1

10139.4 5.7 51405.2 22.7 2356.8 1.2 13806.0 8.0  34625.9 11.4
2748.1 1.5 260.9 0.1 73.0 0.0 4303.7 2.5 1618y 5.3
3351.8 1.9 4886.6 2.2 4640.9 2.3 4002.8 2.3 2518.4 9.1
100%.6 0.6 8.5 0.0 - - 983.6 0.6 345.2 0.1

178116.7 100.0 226380.0 100.0 201423.8 100.0 172787.6 100.0  303503.6 100.D

a/ suam of aonthly trading; no breakdown as to investor prior to 1963.

Source of basic data:

Central Bank of the Philippines

1]



Table 3.3

YOLUKE OF HOHEY HARKET TRAHSACTIONS BY TYPE QF TNSTRUMENTZ, 1975-1985 a/
{in @illion pesos)

1975 b/ 1976 1977 1978 1979 1980 1981

INSTRUHENT VOLUME H VOLUHE bt VOLUHE e YOLUHE b YOLUHE a YOLUNE X YDLUNE 1
A. INTERBAMK CALL LOANS 10340.8 7.3 17613.0 9.4 17819.1 8.5 18371.0 7.7 42268.2 14.3 50509.3 16.6 66969.3 20.3
B. DEPOSIT SUBSTITUTES 121486.5 85.4 160873.6 84.5 181340.6 §6.1 206791.1 87.7 241903.4 81.9 242083.7 79.7 237776.3 72.2
1. Promissory Hotes _ 80750.3 56.8 1194A9.6 62.7 14DA5L.1 64.7 160891.5 67.6 151203.5 51.2 144463.2 47.6 189531.8 57.5
2. Repurchase Agreesents 39799.6 26.0 41048.9 21.6 40304.1 19.1 47392.3 19.9 90064.7 30.5 95660.0 31.5 47818.5 14.5
3. Certificates of Assignments 506.6 0.6 273.0 0.1 385.5 0.2 180.1 0.1 55.6 0.0 1065.2 0.4 230.2 0.1
4. Cert. of Participation 130.0 0.1 77.1 0.0 200.0 0.1 3272.2 0.1 559.6 0.2 895.3 0.3 195.8 0.1
C. COHMERCIAL PAPERS 3387.5 5.9  10228.5 5.4 8956.7 4.3 7980.5 3.4 9763.4 3.3 104660 3.4  23922.8 7.3
1. MHon-financial 7723.7 5.4 9¢60.5 5.1 6196.0 3.9 7232.4 3.0 7928.8 2.7 8575.9 2.8 20464.1 6.2
2. Financial 663.8 0.5 568.0 0.3 762.7 0.4 748.1 0.3 1834.6 0.6 1830.0 0.6 3458.7 1.0
D. GOYERMMENT SECURITIES 2049.0 1.4 1526.9 0.8 2402.5 1.1 2951.6 1.2 1553.1 0.9 6680.9 0.2 £89.6 0.3
1. DBP Bonds and other securities 182.9 0.1 6.4 0.0 118.5 0.1 162.0 0.1 226.7 0.1 5.1 0.0 150.8 0.0
2. CRCI's 1729.4 1.2 1320.5 0.7 2165.1 1.0 1948.6 0.8 1027.9 0.3 476.5 0.2 674.3 0.2
3. Treasury Bills 136.7 0.1 122.2 0.1 118.9 0.1 841.2 0.4 296.5 0.1 147.3 0.0 64.5 0.0
T0TAL 142263.6 100.0  190449.0 100.0 210521.0 190.0 235094.4 100.0 295468.1 100.0  303739.9 100.0 329558 0 100.0

1962 1983 1984 1935 1986 1987 1938

INSTRUHENT YOLUHE H VOLUHE H VOLUNE b VOLUHE H VOLUHE 1 VOLUNE ! VOLUHE 4
A. IHTERBANK CALL LOANS 133593.6 28.2 196101.0 33.0 178116.7 35.2 226380.0 44.5 201423.4 38.5 172787.6 37.5 303503.6 36.9
B. DEPOSIT SUBSTITUTES 236290.5 61.9 363604.2 60.5 258192.7 51.0 184372.4 36.5 213764.4 40.8 135087.2 29.3 108420.3 13.9
1. Promissory Hotes 236308.0 S51.5 244043.0 40.6 18383).3 36.3 156798.6 31.0 158656.1 30.3 131084.3 28.4 104075.7 13.3
2. Repurchase Agreesents 47413.3 10.2 119291.7 19.9 73930.3 14.6 27573.7 5.5 54054.5 10.3 3765.5 0.8 4344.3 0.6
3. Certificates of Assignments 328.2 0.1 259.0 0.0 409.2 0.1 0.1 0.0 7.6 0.6 0.1 0.0 0.3 0.0

4. Cert. of Participation 241.0 0.1 10.5 0.0 22.0 0.0 - - 1046.2 0.2 257.2 0.1 - -
C. COMHMERCIAL PAPERS 34655.3 7.5  23997.7 4.0  23390.8 4.6  20164.1 4.0  15650.8 3.0  18535.8 4.0  16950.4 2.2
1. MHon-financial 22761.7 4.9 8943.8 1.5  13085.3 2.6  19912.5 3.9  15650.4 3.0 1534405 4.0  16833.4 2.2
2. Financial 11693.6 2.6  15048.9 2.5 10305.5 2.0 251.6 0.0 0.4 0.0 95.3 0.0 117.0 0.0
D. GOYERHMENT SECURITIES 82529 1.8 14852.0 2.5 46110.7 9.1 74825.7 14.8 92576.9 17.7 134445.2 29.2 351177.7 45.0
1. DBP Bcends and other securities  1213.9 0.3 6098.6 1.0 23821.7 4.7  36063.4 7.1 36875.4 7.0 37882.5 8.2 559111 7.2

2. CBCI's 5809.5 1.3 3651.3 0.6 603.8 0.1 13.7 0.0 23.5 0.0 2.2 0.0 - -
3. Treasury Bills 1259.5 0.3 4899.1 0.8 21685.2 4.3 36748.5 7.7 55660.0 10.6 96560.5 21.0 295266.7 37.9
TOTAL 4626222 100.0  600561.9 100.0 S05810.9 100.0 505742.3 100.0 523417.5 100.0  460855.7 100.0 780052.0 100.0

a/ cum of monthly trading
b/ first quarter data not available

Source of basic data: Central Bank of the Philippines

187
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average share of 9 percent of the total money market
transactions compared to its average share of 33 percent in

the 88s (Table 3.3).

There are pieces of evidence even as early as 18739 that
banks used the funds in this market not only to cover
reserve deficiencies but also for their regular operations.
During 1878, despite a newly imposed reserve requirement of
5 percent for interbank borrowings the previous year, the
volume of interbank loan transactions almost doubled. This
may be traced to the pervasive demand for short-term funds

by enterprises hit by the o0il price shock during that year.

Given the favorable business climate in the banking
sector with a liberaiized system starting with the 1lifting
of interest restrictions on long-term loans in 1881 and
eventually short-term loans in 1882, the need for more funds
for expanded banking, notably among commercial. banks,

necessitated the increase in the volume of funds sourced via

this market. Funds sourced through this market were,
likewise, relatively more attractive than deposit
substitutes which carry higher reserve requirements. It may

be noted that required reserves for interbank funds were

lowered from S percent to 1 per-ent in 13880.

Partly, the growth of this market in the 88s could also
be traced to the demand for reserves, especially among
banks, due to the 1increase in their deposit 1liabilities

resulting from the newly liberalized deposit rates.
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Interbank borrowings were resorted to by banks to cover-up
reserve deficiencies whenever these banks felt the pinch of
high reserve requirements on deposit 1liabilities which
reached as high as 24 percent in the 13984. The rash of
failures among banks and quasi-banks in the early 88s which
dictated the need for these financial intermediaries to
remain liquid always may have also been a contributing
factor to the emerging importance of this market as a ready

and immediate source of funds among banks.
3.2.2 Deposit Substitutes

As thé term implies, deposit substitutes are
alternative means by which financial intermediaries,
specifically banks and non-banks with guasi-banking licenses
(NBQBs) raise funds other than traditional deposits.=%
Transéctionsrin deposit substitutes may either be through
the issuance of a debt paper by the bank or gquasi-bank or
througé the sale or transfer to a third party of existing
instruments in their portfolio for purposes of raising
funds. The former are primary issues which are heretofore
referred as dealer promissory notes because it 1is the
intermediary itself which issues the debt instrument. The
latter may not, however, be considered secondary instruments
since the sale or transfer are done with recourse to the

original subscribers. The banks or NBQBs are obligated to

#“This class of instruments was created under Central Bank
Circular HNo. 438 dated November 1874. Only these
instruments, classified under deposit substitutes, are
allowed in gquasi-banking.
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redeem such issues at some specified date in the future.
Strictly speaking, there 1is no secondary market for their

debt instruments.

The following instruments comprise the deposit-

substitutes market:

1. Repurchase Agreements - these are existing
instruments in a financial intermediary’s portfolio sold in
the moﬁey market with recourse, meaning the bank or quasi-
bank by mutual agreement with the buyer will buy back the
instrument sometime in the future. The underlying

instruments are both private and government issues.

2. Certificate of Assignment - these are instruments
the right to which are transferred from the financial
intermediary to the éssignee in which case the latter can

claim credit or interest on the instrument at some agreed
time in the future. The underlying instruments are also

both private or government ;ecurities.

3. Certificate of Participation - these are
instruments evidencing the share of a holder, to the
extent of his investment or participation in the

instrument, on the interest which is payable at some future
time. This enables the financial intermediary to retail
debt instruments denominated in large amounts. These can

either be private or government securities.
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4. Dealer Promissory Notes - these are debt
instruments issued by the banks and quasi-banks to

investors, payable at some agreed time in the future.

The relative size of the deposit substitute market to

the total volume of money market transactions deserves
attention. Between 1875 to 1984, deposit substitutes.
accounted for more than 53 percent (see Table 3.3) of

total money market transactions even averaging 75 percent
during this period. This reflects the importance of this
market as a secondary source of funds relative to deposits

for financial intermediaries with quasi-banking functions.

The deposit substitute market has been dominated by
commercial banks, the largest borrowers, who are at the
same time also the largest investors (see Table 3.4a and
3.4b). As borrowers they accounted for an average share
of 55 percent of total deposit substitute borrowings
between 1883 to 1888 although this shére has been
declining lately. As lenders, they accounted for an
average éhare of 48 percent of. this market during 'the

same period.

Investment houses as the second largest group of
borrowers have of late increased their borrowings through
this market from 13.6 pefcent in 1883 to 38 percent in 19888
(see éable 3.4a). The same can also.be said among finance
companies which have increased their share from 8.9 percent
in 1983 to 21 percent in 1388. Together these

institutions account for a share of about 39 percent of



Table 3.4a

VOLUME OF DEPOSIT SUBSTITUTE TRANSACTIONS
BY TYPE OF BORROWER, 1983-1988 a/
{(in aillion pesos)

1933 1954 1935 1936 1987 1988

BORROWER VOLUHE I VOLUKE I VOLUHE 1 VOLUME 1 VOLUNE I VOLUME 1
A. Coamercial Banks 265231.8 73.0 185636.5 71.9 114080.1 ¢1.9 117520.0 55.0  38028.2 26.2  42623.0 39.5
B. Investaent Houses 49362.2 13.6  33R74.6 13.1  34146.3 18.5  42733.9 20.0  50134.1 37.1 42268.5 39.0
C. Financing Cospanies 36174.5 9.9 22423.2 8.7 19510.7 10.6  29862.7 14.0  39237.4 29.0  22684.2 21.1
D. Savings Banks 74364 2.1 10955.5 4.2 1101.0 0.6  10064.3 4.7 7251.6 5.4 444.7 0.4

E. Other Banking Inst. 5339.4 1.5 5303.0 2.1 15534.3 8.4  13583.0 6.4 435.9 0.3 - -
TOTAL 363604.2 100.0 0.0 184372.5 100.0 213764.0 100.0 135087.2 100.0  108420.4 100.0

a/ sua of ponthly trading; no breakdown as to baorrower prior to 1933.

Source of basic data: Central Bank of the Philippines

op



Table 3.4b

YOLUNE OF DEPUSIT SUBSTITUTE TRAMSACTIONS
BY TYPE OF INVESTOUR, 1983-1988 a/
{in aillion pesos)

1983 1984 1985 1986 ) 1987 1983

THVESTOR YOLUHE H VOLUKE b YOLUHE 1 YOLUKE 1 YOLUKE H VOLUHE i
A. Commercial Banks 1534473.0 37.0 112024.1 43.4 86786.5 48. 126564.2 59.2 71060.5 52.6 36483.8 33.7
B. Individuals 23217.9 6.4 20660.5 8.0 21590.1 11.7 211547 9.9 30783.9 22.8 31851.5 29.4
C. Private Corporations 32100.8 14.3 47554.3 18.4 23225.7 12.56 12866.9 6.0 10102.6 7.5 13222.9 12.2
D. Other Banking Institutions b/ 52305.5 14.4 16506.8 6.4 214801 11.7 11601.4 5.4 1546.7 1.1 J433.6 3.2
t. Investment Houses c¢f 3530%.5 9.7 16134.7 4.2 a15.3 0.4 901.9 0.4 12535.4 9.3 15984.7 14.7
F. Trust/Pension Fund 12764.8 3.5 7111.7 2.8 314.8 2.5 3317 1.5 3340.2 2.5 3995.3 3.7
6. Rural/Thrift Banks 14608.7 4.0 6246.7 2.4 7150.2 3.9 16200.5 7.6 2615.1 1.9 2023.8 1.9
H." Government Zorporations 12591.4 3.5 14043.5 5.4 7725.7 4.2 6994.7 3.3 342.1 0.3 1221.4 1.1
I. Finance Cogpanies 20093.1 5.5 11812.3 4.6 213 0.2 717.8 0.3 1674.0 1.4 4286 0.0
J. Investnent Cospanies ¢/ 1181.0 0.3 985.7 0.4 925.7 0.5 133.7 0.1 139.5 0.1 31.7 0.0
K. Private Insurance Companies 2712.0 0.7 1640.8 0.6 387.5 0.2 101.1 0.0 307.3 0.2 77.5 0.1

L. Governaent Insurance Companies d/ 35.3 0.0 867.1 0.3 5105.4 2.8 13346.5 4.2 387.2 0.3 - -
H. Lending Investors e/ ] 751.6 0.2 1522.0  D.6 5%.0 0.0 45.8 0.0 3.6 0.0 51.0 0.0
N. Security Dealers 1459.2 0.4 3.2 0.0 - - 3.1 0.0 34.6 0.0 0.3 0.0

0. MNational Governament 30.5 0.0 1081.3 0.4 1888.3 1.0 0.3 0.0 9.5 0.0 - -
Local Government - - - - - - - - - - 0.1 0.0
TOTAL 363604.2 100.0 258192.8 100. 0.0

0 184372.4 100.0 213764.0 100.0  135087.2 1060.0  108420.4 10

a/ sus of monthly trading; no breakdown as to investor prior to 1983.

b/ Developaent Bank of the Philippines and Land Bank of the Philippines

¢/ Investment houses are engaged in-guaranteed underwriting while investment tospanies are primarily engaged in investing,
reinvesting ar trading in securities.

d/ Social Security System and Governsent Service and Insurance Systes

e/ Persons who use their capital for the purpose of extending all types of loans oftentimes without collateral.

Source of basic data: Central Bank of the Philippines

LY
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total borrowings through deposit substitutes between 1883

to 1988.

Individuals and privaté corporations are two of the
largest lenders in this market aside from commercial banks
accounting for an average market share of 15 percent and
12 percent, respectively, between 1983 to 1988 (see Table
3.4b).' Investment houses and finance companies account
for only 6.5 percent and 2 percent respectively of total

investments in deposit substitutes between 1983 to 1988.

Dealer promissory notes are the most popular debt
instruments among all deposit substitutes accounting for an
average of 77 percent of the total volume traded for ail
deposit substitutes between 1975 to 1988. Repurchase
agreements are only the second most popular averaging 23
percent. It seemed that financial intermediaries prefer to
borrow directly through the issuance of their own
instruments rather than raise funds using other securities

as underlying instruments.

Starting in 1975 when deposit substitutes were already
formally introduced through quasi-banking, the deposit
substitute market averaged B2 percent of the total volume of
money market transactions. Despite this share, however, the
share of this market to totél volume of money market
transactions started to decline from 82 percent in 1879 to

only 14 percent in 1988 (see Table 3.3),
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Deposits apnd Jeposit substitutes. There seems to be a shift
in the preference in sourcing funds notably among ° banks.
The liberal deposit rates which came during the 1980
financial reforms saw the expénsion of funds coming from
traditional depoéits. From a peak in 1981, total
outstanding deposit substitutes among commercial banks were
declining showing negative growth rates from 1984 onwards
while ountstanding depocsits have increasingly grown with an
average growth rate of 43 percent for the same period (see
Table 3.95). Banks .find it convenient to obtain funds
through deposits rather than go through the requirements of
issuing their own promissory notes, given the stringent
rules instituted with the <collapse of a feﬁ investment and
finance companies at the start of the 88s. Arguably, the
decline in the volume of deposit substitu£es by way of
repurchase agreements can also be noted due to the ‘decline
in the use of private cdmmercial papers as underlying
instruments (Table 3.3). It will be noted 1in the next
Section that banks had preferred to sell commercial papers
directly; on a without recourse basis after the Dewey Dee
Crisis in 1981 which undermined the popularity of these

papers,

The preference for other sources of funds other than

deposit substitutes can also be explained by the increasing

reserve requirements imposed on this group of instruments
from 20 percent in 19880 to as high as 24 percent during
the 1984 financial crisis. Despite the same reserve

requirements imposed on deposits, sourcing funds through



Level of Qutstanding Deposits and Deposit Substitutes
of Co. mercial Banks and Quasi-Banks

Table, 3.5
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43,625
55,997
72,630
29,261
93,230
116,227
134,552
143,017
138,026
151,794

192,125

Central Bank of the Philippines
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deposit substitutes involves more paper work, since one has
to comply with the minimum legal requirements of issuing
debt instruments in the money market. The growth of banks’
funds sourced through traditional deposits and through
interbank, loans, may, therefore, be said to have come at

the expense of deposit substitutes.
3.2.3 Commercial Paper

The commercial paper market will be defined here as the
market for debt instruments issued by private corporations
(non-financial) and financial corporaéions without quasi-
banking licenses. This market consists of debt instruments
which were issued and sold outright in the market, through
the financial intermediaries, for the account of an

investot.®7

£
Lanes

P

Intermediation in the commercial paper marhke
three forms. First 1is when these commercial papers are
traded as underlying iﬁstruments in deposit substitutes.
This form of activity, as defined in quasi-banking, occurs

when financial intermediaries buy "these debt ainstruments,

“7“This does not include commercial papers used as underlying
instruments in deposit substitutes either in repurchase
agreements, by certificates of participation or
assignment. The latter were already taken-up 1in the
deposit substitute market.

Further, for functional segregation, all commercial
paper issues by financial institutions with or without
quasi-banking license e.g., banks and non-bank quasi-
banks for purposes of raising funds for their end-use are
classified under deposit substitutes. These were also
properly dealt with in the earlier section and were
rererred to. as dealer promissory notes or simply

promissory notes.
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keep these in their 1loan portfolio and later use these as
underlying instruments. Another form of trading the
instrument is when the original transaction involves the
commercial paper as a primary issue which the financial
intermediary buys and later sells outright and without
recourée as in dealership. Lastly, when there is a matching
between the borrowers and the investor, 1in which case

intermediation takes the form of brokerage.

The non-financial corporate sector, has used this
market more often than the financial institutions (without
quasi-banking license) 1in obtaining funds through the
issuances of commercial papers. The data availabie between
13983 to 1988 show non-financial corporations accounting for
an average share of 82 percent against 18 percent for
financial corporations on the total volume of trading for
outright sale of commercial papers in the money market (csee
Table 3.6a). Non-financial corporate borrowers have,
between 1885 to 1988, had almost a 108 percent share in the
market with financial corporate borrowers having a neglible
share of the market. On the other hand, the major investors
were individuals accounting for 54 percent average share on
investment on commercial paper sold without recourse,
followed by private corporations, 29 percent. Investments
through trust and pension funds account for 11 percent of

the total investment on these instruments (see Table 3.8b).

The popularity of the commercial paper as an investment

alternative for those with surplus funds enabled it to



tabie 5.63

YOLUME OF COMMERCIAL PAPER TRANSACTIONS
BY TYPE OF BORROKER, 1983-1988 a/
{(in million pesos)

1953 1984 1985 1986 1987 1938
BORROKER VOLUHE 1 YOLUKE i VOLUME L VOLUHE i VOLUKE 1 YOLUME I
A. Non-Financial 2049.1 57.7  13085.3 55.9  19912.5 96.8  15650.4 100.0  18446.5 99.5  16833.3 99.3
B. Financial 14243.6 42.3  10305.5 44.}1 2516 1.2 0.4 0.0 95.3 0.5 7.0 0.7
TOTAL 23997.7 10G.0  23390.8 100.0  20164.1 100.0  15650.8 106.0  18535.6 100.0  16950.3 100.0

8/ sue of sonthly trading; no breakdown as to borrower prior to 1983

Source of basic data: Central Bank of the Philippines
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Table 3.6b

YOLUHE OF COHHERCIAL PAPER TRANSACTIONS
BY TYPE OF INVESTOR, 1953-1988 a/
(in aillion pesos)

1983 1954 1983 1986 1987 1988

JHVESTOR YULUHE { YOLUHE i YOLUKE H YOLUME 1 VOLUHE i YOLUHE 1
A. Cosaercial Banks 130.5 0.6 4.2 C.1 55.3 0.3 83.7 0.2 497.4 2.7 801.2 4.7
6. Individuals 14639.4 61.2 13528.5 57.8 11260.2 55.8 7207.6 46.1 7915.1 53.5 5140.7 48.0
C. Frivate Corporations 6305.4 26.3 6094.6 26.1 47221 244 4218.0 27.0 5815.4 31.4 6aul.l 37.2
D. uther Banking Institutions 0.5 0.0 1.0 0.0 2.7 0.0 - - 22.3 0.1 2.5 0.0
E. Investeent Houses 5.0 0.0 18.8 0.1 1.3 0.0 0.0 0.2 135.6 0.7 129.3 0.8
F. Trust/Pension Fund 187.0 4.9 J133.6 13.4 35142 17.4 2693.5 17.2 353.7 4.6 964.7 5.7
G. Rural/Thrift Banks 55.7 0.2 379.6 1.6 222.2 1.1 76.4 0.5 .1 0.3 §7.9 0.5
H. Government Corporations 13.0 0.1 92.4 0.4 3.5 0.0 0.7 0.0 151.1 0.8 31.2 0.2
1. Finance Cozpanies 1130.3 4.7 ~59.7 0.3 32.3 0.2 16.3 0.1 149.0 0.8 87.6 0.5
J. Investment Companies 1.1 0.0 1.0 0.0 34.8 0.2 422.5 2.7 §2.6 0.4 165.1 1.0
k. Private Insurance Cospanies 277.4 1.2 8.9 0.2 106.7 0.5 821.8 5.3 629.1 3.4 238.6 1.4
L. Governgent Insurance Companies - - - - - - - - - - - -
H. Lending Investors 178.9 0.7 17.7 0.1 4.9 0.2 1102 0.7 20,6 0.1 0.2 0.0
H. Security Dealers 0.5 0.0 1.0 0.0 - - 0.4 0.0 1.3 0.0 - -
G. HNational Government 3.0 0.0 - - - - - - 208.5 1.1 - -
P. Local Government - - - - - - - - - - - -

TOTAL 23937.7 100 0.0 16950.4 100.0

L0 23390.8 160.0 20164.1 100.0  15650.8 100.0  18335.8 10

a/ sue of monthly trading; no breakdown as to investor prior to 1983.

Source of basic data: Central Bank of the Philippines
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stand-out of the rest of 'the money market. In fact the
Philippine money market had almost become synonymous to the
commercial paper market. Yet, the volume of transactions
involving commercial paper issues sold outright averaged
only 4.2 percent of the total volume of money market

transaction from 1875 to 1988 (Table 3.8c).

The high profile of the commercial paper market from
the inception of the entire money market to the time it was
regulated in 1872 that deserves a closer leook. Corollarily,
through the years, the commercial paper market has been the

focus cof some important banking regulations.

In the seventies, most private corporations turned
their efforts towards sourcing their fund requirements via
the money market. The growing number of these firms
prompted the need to regulate the issuance of commercial
papers as a form of control to protect investors and as a
matter of achieving monetary targets. In 1975, the
Securities and Exchange Commission (SEC) required all

corporate issuers to seek the initial approval of the

Commissicn before issuing commercial papers. On November
of the same year, the Central Bank required all banks
and non-banks quasi-banks to observe the rules of

registration by the SEC regarding commercial papers.
At the start of 18768, the CB iscued a circular for all
banks and quasi-banks to present evidence of authority

when issuing instruments and/or to require from corporate



Table 3.6¢

VOLUME OF MONEY MARKET TRANSACTIONS

BY IN

STRUMENT,

1975-1988
(in million pesos)

1975-1988

VOLUME
(PM)

A. INTERBANK CALL
B DEPOSIT SUBSTITUTE
l. Promissory Not

2. Repurchase Agreement
3. Certificates of Assignment
4. Cert. of Participation
C. COMMERCIAL PAPERS
1. Non-financial
2. Financial
D. GOVERNMENT SECURITIES
1. DBP bonds and other securities
2. CBCI’'s
3. Treasury Bills
TOTAL

/a first quarter- (ixta for year 1975 not available

Source of basic data:

LOANS

S
es

1638001.55
2943986.92
2203557.97
732481.284
4005.66
3942.003
2330562.236
185413.86
47638.38
734335.943
198849.018
19658.08
515828.84

5549376.65 10

Central Bank of the Philippines.
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issuers this authority before =selling or buying . their

commercial papers.

Despite the regulations introduced in 1875 tc¢ 1978, the

volume of transactions involving issues of commercial papers

sold without recourse increased by 12 percent. Somehow
the high-yielding debt instruments were a lure to
investors.

Despite the regulations on the money market brought
about by the 1972 banking reforns, the Central Bank's
influence to allocate financial resources through credit
was severely challenged. For one commercial papers
sold outright or without recourse have been outside the
scope of quasi-banking and remained unregulated by the
Central Bank. Further, the authority of the Central Bank
as to the origin or issuer of the commercial paper is
limited to financial intermediaries, e.g. banks and non-bank

quasi-banks and not to private corporations.®®

The popularity of commercial papers which promised
fast and high returns also came at the time of a repressed
financial system. Savers, particularly, investors had more

reason to shift their saving preference from deposits,

“#The Securities and Exchange Commission (SEC) as the

registrar of all corporations, public or private,
financial (with or without guasi-banking license) or non-
financial, exercises supervision on the activities of

all corporations. The Central Bank’'s role is limited to
supervising the operations of financial institutions in
relation to monetary goals but does not act as a
corporate watchdog.
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which carried negative real rates, to such investment

alternative as the attractive commercial papers.

In 1977, realizing this disparity of yields between

ordinary deposits and commercial papers, the authorities
imposed a 35 percent transaction tax on all primary
borrowings. On the same year, the volume of transactions

]
involving commercial paper sold outright dropped by 18.4

percent.

The money market continued to be very active in the

second half of the seventies, with the emergence of some

aspiring corporate giants associated with the then
administration. These firms have extensively used the
money market for their funding requirements. Somehow most

of these corporations turned to the money market because
these firms could no longer avail of credit from the banking
system either because these firms had overborrowed or there
was a shortfall of investment funds for lending by the
financial system given the repressed regime.®"? Some of
these ekpanding corporations even écquired their own
investment houses and finance companies in order to tap

funds through this market.

These investment houses and finance companies
affiliated with these corporate giants became virtual
"milking cows"” through extensive loans accorded their mother

companies or being used as conduits for investors® funds.

=% Lamberte (1889), pp. 38-38.
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Following, the collapse in 1877 of a commercial bank which
had extensive exposure to its sister investment company, the
Central Bank acted to avert parallel cases in the future and
to restore the confidence by the public to financial

intermediaries.

In 1877, the CB issued a circular limiting the credit
accommodations by non-banks to its directors, officers,
stockholders, subsidiaries and affiliates. This was
followed in 18978 by anothe; regulations on 1interlocking

directorates and officerships in banks and non-banks quasi-

banks.

Despite these regulations, the commercial paper market
maintained an almost invariable trading volume between 1878
to 1880. In fact 1its share to the total volume of
transactions on the entire money market was fairly constant

(Table 3.3).

During the first guarter of 1881, just as when investor
confidenpe was about to be restored, a businessman with
hundreds of millions of debt owed by his firms through the
money market fled the country directly affecting 13
commercial banks and 11 investment houses and finance
companies. A massive pre-termination ensued hurting
heavily the non-bank quasi-banks which were highly dependent

on the money market for funds. Among the first to fold up

were the so called financing arms of the corporate giants.
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In 1981, the volume of new issuances of commercial
paper by corporations declined starting from its level in
the first quarter (see Table 3.7). During 1981 and 1982,
intermediaries, notably commercial banks, in, £ an obvious
maneuver to extricate themselves out of the ‘mess sold
commercial papers in the market on a without recourse basis
instead of using these as underlying instruments in deposit
substitutes. The volume of transactions involving outright
sale of commercial papers rose relative to the volume of
repurchase agreements involving private instruments: (seé
Table 3.3). Table 3.8 shows that the volume of deposit
substitute transactions involving private securities 1in
repurchase agreements drastically dropped by 31 percent in
1881 from its 1level in 1888. A further decrease in this
volume occurred in 1982. On this basis, the volume of
commercial papers sold outright without recourse remained

high during 1881 and 1982.

Before the year ended with a looming liquidity crisis
threatening to arfect the entire system, the CB issued
various circulars to enhance stability of the market in
general and to provide protection to investors in

particular. Among these were: .

a. the need for full disclosure of the financial
standing and performance of a corporate issuer before given

the authority to issue commercial papers;

b. limiting the outsﬁanding liabilities of a

corporate issuer to at most 380% of its networth;



Table 3.7

TOTAL COMMERCIAL PAPER ISSUANCES
BY REGISTERED ISSUERS, 1979-1982
(in million pesos)

1979 1980 1981 1982

January ' 2874 3036 3945 2663
February 2369 3475 3609 2259
March 2591 3374 4295 2404
April 2652 3711 3699 2023
May 2844 4227 3160 2182
June 2840 13430 3226 1979
July 3033 3311 34617 1781
August 3483 3579 2709 1420 .
September 3259 4493 2821 1477
October 3252 3355 2791 961
November 3189 3661 2360 940
December 3002 3673 2148 663
TOTAL 35388 43325 . 38230 20752

Source: Licuanan, 1986
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Table 3.8

VOLUME OF HONEY HARKET TRAHSACTIONS
BY TNSTRUMENT, 1930-1982 (in aillion pesos) a/

1980 1981 1982
INSTRUMENT
VOLUHE 1 YOLUHE 1 VOLUHE 1

A. INTERBANK CALL LOANS 30509.3 16.6  6965.3 20.3 133593.6 28.9
B. DEPOSIT SUBSTITUTES 202083.7 79.7 237776.3 72.2  286290.5 61.9
I. Proeissory Hotes 144463.2 47.6 189531.8 57.5 238308.0 S51.§

2. Repurchase Agreement (Priv.) 60369.7 19.9  20616.7 6.3  13840.5 3.0

3. Repurchase Agreement (Gov't.) 35250.3 11.6  27207.8 * 8.3  33572.8 7.3

4. Cert. of Assignment 1065.2 0.4 230.2 0.1 328.2 0.1

5. Cert. of Participation 895.3 0.3 195.6 0.1 241.0 0.1

C. COMMERCIAL PAPER 10466.0 3.4  23922.8 7.3  34655.3 7.5
1. MNon-Financial 6575.9 2.6  20464.1 4.2 22761.7 A9

2. Financial 1890.0 0.6 3456.7 1.0 11893.6 2.6

D. GOVERNNENT SECURITIES 660.9 0.2 689.6 0.3 6282.9 1.8
TOTAL 30373%.9 100.0 329558.0 100.0 442522.2 100.0

a/ sue of monthly trading

Source of basic data: Central Bank of the Philippines
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c. requiring corporate issuers to secure at least a
20 percent credit line from authorized banks before they can

issue commercial papers;

d. providing incentives to commercial banks which
issue a credit line to prospective commercial paper issuers

through special credit accommodations by the Central Bank.

Alsn, during 1981, +to preop up the market, the CB
extended a mgésive bail out to some of these banks and non-
bank quasi-banks. To discourage pre-terminations, the pre-
termination clause as an option of the lender was removed
from the commercial paper. In 1982, the CB also helped set-
up a credit rating agency to furnish information on the

creditworthiness of corporations.

The drastic drop in the volume of transactions which
occurred in 1983 was expected. The 15-month transition
period granted by the Central Bank to some corporations
during which they could issue commercial papers without the
necessary credit line, as mentioned above, already expired.
With the application to all corporate issuers of the credit
line requirement in 1883, the number of firms intending to
issue commercial papers suddenly declined. A political

crisis also began to grip the economy at that time.

From 1963 to 1988, the share in the wvolume of money
market transactions of commercial papers sold outright

averaged only 3.6 percent compared to 4.5 percent in the
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second half of the seventies. Total peso volume also showed

a constant decline.
3.2.4 Government Securities

Instruments in this market consist of issues by the
Central Bank, e.g., Central Bank Certificate of
Indebtedness (CBCIs) and CB Bills, the National Government,
e.g., Treasury Bills and debt instruments of government
corporations and financial institutions, e.g. DBP bonds.
The scope of the government securities market as discussed
here includes only the marketable type traded in the market
and does not include some special CB issues, such as those
used by banks and non-banks quasi-banks for branching
requiréments. Normally, government securities are
relegated to their 1institutional roles as a toocl for

monetary and fiscal policies such as in the control of

money, allocation of credit, and as instruments for public
sector debt. Nevertheless, the government securities market
has grown in importance relative to the entiré money

market especially -in the 88s owing to the increasing
acceptance of these instruments as a form of alternative

investment.

In the 70s, the primary government securities sold
without recourse to investors were the CBCIs and the
Treasury Bills. Owing to their unattractive yield relative
to other money market instruments such as commercial papers,
the combined market share of all government securities to

the volume of money market transactions averaged only 1
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percent. Likewise, the growth rates of this type of

market wvere negligible.

In most cases, issues of government securities
notably CBCIs ended up in the balance sheets of financial
intermediaries either as required investments to the credit
policies of the government such as in the agricultural and
agrarian credit programs. In 1875, repurchase agreements
with the CB on the holdings of CBCIs and ?ther government
securities by banks and non-bank quasi-banks were allowed
mainly as a means to control crelit. Most of these
instruments were also used as collaterals by financial

intermediaries with CB’'s rediscount window.

With the banking reforms in the 80s, a rationalization
program for government securities was instituted by monetary
aunthorities to make these competitive in the market. First,
starting in 1981, CBCIs, were slowly phased-out, although
there were re-issues in 1883 and 1984, in favor of Treasury
Bills making the latter the instrument of public debt and
at the same time as a primary open—mafket tool by the CB.
Second, a securities dealership network was instituted
which inecli.led 8 commercial banks and 6 non-bank gquasi-

banks.

The share of this market to the total volume of money
market transactions has markedly increased in 18982 with
the operation of the dealership network of these 15
financial intermediaries. During the same year new Treasury

Bills at competitive market rates were issued to replace



66

maturing CBCIs. Between 1982 to 1988, the share of this
market averaged 17 percent (Table 3.3). Particularly
during the financial crisis in 1884, the total volume of
transactions involving government securities more than
doubled from the previous vyear’'s 1level owing to the
attractively higher yields of these insfruments which was
intended to moderate the liquidity expansion at that time.

The Central Bank from 1983 to the 3rd quarter of 1886 has

both auctioned and negotiated the sale of primary government

securities such as the CBCIs and Treasury Bills. Lately,
during the 88s, the dominant share of this 'market,
particularly for Treasury Bills, has provided monetary
authorities a medium to influence the rates of other

instruments 1in the market.

The biggest investors for government securities, based
on their average share between 1983-1988, are private
corporations (29%), commercial banks (17%) and individuals
(13%) (see Table 3.9). By instrument, for treasury bilis
the top three investors are private corporations,
commercial banks and individuals (see Table 3.8b). For
DBP Bonds and other government securities, the top
investors are private corporations, other banking
institutions, and commercial banks (see Table 3.8c). The
phased-out CBCIs have attracted investments from trust
pen=ion funds, from government corporations, commercial
banks and private corporations as well as private

insurance companies (see Table 3.9d).



Table 3.9
YOLUME OF GOVERNMENT SECURITY TRANSACTIONS

BY TYPE OF INVESTOR, 1983-1988 a/
{in eillion pesos)

Coamercial Banks
[ndividuals
Private Corporations
Other Banking Institutions
Investment Houses
Trust/Pension Fund
Rural/Thrift Banks
Giovernaent Corporations
Finance Companies
Investaent Coapanies
Private Insurance Coppanies
Government Insurance Companies
Lending Investors
Security Dealers
Hational Government
local Government

TOTAL

SO M Mooy ;) e
D T S S P SN

b= B oaali o
T

—
=

© <
. . .

1983 1984 1985 1986 1987 1988

VOLUHE X voLuse 12 VOLUHE X VOLUHE 1 VOLUHE 1 VOLUHE 1
2751.7 18.5 64431 14.0  BOD1.9 10.7  8022.3 8.7  24304.2 19.6 870498 24.8
1242.6 2.4 6286.9 13.6 11182.0 14.9 19047.7 26.6  14153.8 10.5  38376.7 10.9
13119 &.8 11790.1 25.6 23331.6 31.2 34706.9 37.5  33434.0 39.9 119024.2 33.9
3826.3 25.8  8462.5 18.4 11537.4 15.4  6336.0 7.4 3718 2.8 7842.8 2.2
192.8 1.5 130%.1 2.8 532.4 0.7 48.9 0.1 632.3 UL.6  22009.7 6.3
1499.2 16.1  2964.3 6.5 5029.4 6.7 10252.1 11.1 13055.7 9.7 27696.6 7.9
168.9 1.1 290.7 0.6 6220.9 8.3 2059.0 2.2 3993.7 3.0 12868.1 3.7
1672.5 11.3  2519.6 5.5 2175.5 2.9  2342.2 2.8 44662 3.3 124753 3.6
36.5 0.2 65.5 0.2 128.5 0.2 496.2 0.3 3207.7 i 4595.86 1.3
76.0 0.5 61.2 0.2 826.1 1.1 1663.2 1.8 3004.4 2.2 J705.4 1.1
2050.9 13.8  5343.3 12.7 5846.2 7.8  5875.4 6.3 3789.2 2.8 4464.6 1.3
- - 1.9 0.0 10.4 0.0 779.8 1.1 3769.8 2.8 9676.7 2.8
- - 143 0.0 2.0 0.9 9.4 0.1 %0.1 0.1 606.7 0.2
27.8 0.2 0.4 0.0 1.3 0.0 110.0 0.1 124.0 0.1 4725.0 0.1
- - - - - - 32.7 0.0 305.3 0.2 267.2 0.1
- - - - - - - - - - 5.0 0.0
145859.0 100.0  46110.7 100.0 74825.7 100.0 97578 9 100.0  134445.2 100.0  351177.7 100.0

sum of monthly irading;

Source of basic data:

no breakdown as to investor prior to 1983

Central Bank of the Philippines
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lable 3.%a
YOLUHE OF GOVERHMENT SECURITY TRANSACTIOHNS

BY TYPE OF BORROWER, 1983-1968 af
(in eillien pesos)

1983 1954 1985 1984 1937 1988
BORROWEK VOLUHE I VOLUHE i VOLUHE 1 YOLUHE I VOLUHE 1 VOLUHE :
A. Treasury Bills b/
{(Hational Gov't.) 439%.1 33.0 21685.2 47.0 36748.5 51.8 33650.0 60.} 96560.5 71.8  295266.7 84.1
B. CBCI's b/
[Central Rank) 3861.3 26.0 &03.6 1.3 13.7 0.0 23.5 0.0 2.2 0.0 - -
C. ©DBP Bonds 111.7 0.8 350.7 0.8 20,0 0.0 - - 2621 D.2 136.8 0.0
D. Other Government Inst. 5984.9 40.3 23471.0 50.9 36043.4 48.2 36675.4 539.8 37620.4 28.0 55774.4 158.9
TOTAL 14859.0 100.0 44110.7 100.0 74825.7 100.0 92573.9 100.0  134445.2 160.0  351177.8 100.0

a/ sun of aonthly trading; no breakdown as to borrower prior to 1983
b/ all saturities

Source of basic data: Central Bank of the Philippines
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Table 3.9b
YOLUNE OF TREASURY BILL TRANSACTIONS

BY TYPE OF INVESTOR, 1983-1988 a/
{in m:1llion pesos)

1383 1984 1985 1.86 1987 1983
INYESTOR VOLUNE I YOLUHE ! YOLUME I YOLUHE 1 YOLURE 1 YOLUHE 1

A. Commercial Banks ’ 14608 30.2  4936.7 22.8  4617.7 11.9  6954.7 12.5 16878.4 19.6 7€112.6 26.5
B. Individuals 636.1 13.0 3618.4 16.7 7021.7 18.1 15102.0 27.1 11444.8 11.9 35425.4 12.0
C. Private Corporations 517.6 10.6 7538.9 34.6 14768.7 38.1 184325 33.1  33339.3 34.5  90103.0 30.5
D. uther Banking Institutions 935.8 10.9 318.4 1.5 138.3 0.4 276.9 0.5 27146 2.8 5624.4 2.0
t. Investment Houses 92.3 1.9 1.6 0.0 264.9 0.7 0.7 0.1 763.3 0.8 19457.2 6.6
F. lrust/Pension Fund 251.9 5.3 994.7 4.6 1942.8 5.1 6036.2 10.8 11043.8 1Il.. 25567.5 8.7
6. Rural/Thrift Banks 8.4 0.8 221.0 1.0 46319 12.0 1217.0 2.2  3248.1 3.4 11691.8 4.0
H. Governaent Corpoerations 1.0 0.9 - - 703.5 1.8 2174.4 3.9 2647.5 2.7 90%.9 3.1
I. Finance Cospanies 2.5 0.1 50.6 0.2 105.8 0.3 7.9 0.5 28t1.4 2.9 4143.2 1.4
J. Investzent Companies 67.8 1.4 - - 151.6 0.4 838.6 1.5 276D.2 3.1 354ty 1.2
K. Private Insurance Coapanies 1265.4 25.8 4005.1 13.5 4368.4 11.3 4160.5 7.5 J110.7 3.2 3538.0 1.2
L. Governaent Insurance Coapanies - - - - 9.4 0.0 7.0 0.¢C 3203.5 3.3 77449 2.6
H. Lending Investors - - - - 2.0 0.0 2.8 0.0 52.2 0.1 604.7 0.2
N. Security Dealers - - - - 1.3 0.0 108.5 0.2 77.2 0.1 435.3 0.1
(s. National Goverument - - - - - - - - 245.4 0.3 15.2 0.0
P. Local Governaent - - - - - - - - - - 5.0 0.0

10TAL 4679.1 100.0 21685.2 100.0 38748.5 100.0 55680.0 100.0  96563.5 100.0  295266.7 100.0

af sue of monthly trading; ne breakdown as to investor prier to 1983.

Source of basic data: Central Bank of the Philippines
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Table 3.9¢

.YOLUHE OF DBP BCNDS AND OTHER GOVERNHMEMT SECURLTY TRAMSACTIONS
BY TYPE OF INVESTOR, 1983-1988 a/
(in aillion pesos)

1383 1984 1985 1956 1987 1968

INVESTOR VOLUME X VOLUHE 4 VOLUME 1 YOLUHE I VOLUHE 2 VOLUHE I
A. Cossercial Banks 780.5 12.8 13226 5.6 3379.4 9.4 1067.2 2.9 74237 19.4  8937.2 16.0
B. Individuals 297.0 4.9 2640.8 11.1 415%.0 11.5 3945.7 10.7 2709.0 7.2 2951.3 5.3
C. Private Corporations 386.5 6.3 4019.3 16.9 8558.4 23.7 16251.4 4.1 2029%4.5 53.6 28921.2 51.7
D. other Banking Institutions 3J255.4 53.4  6Bl142.1 34.2 11398.6 31.6  &581.1 17.3 1000.2 2.6  2018.5 3.4
E. Investament Houses 46.1 0.8 1307.5 5.9 267.5 0.7 £.2 0.9 49.0 0.1 2552.4 4.6
F. Trust/Pension Fund 204.9 3.4 1920.4 8.1 3066.6 B.5 4215.9 11.4 2011.9 5.3 212%.0 3.8
6. HRuralfThrift Banks 106.1 1.7 20.3 0.1 1567.9 1.4 841.9 2.3 745.6 2.0 1196.3 2.1
H. Government Corporations 821.1 13.5 2519.6 10.6 1472.0 4.1 167.8 0.5 1618.7 4.8  3418.5 6.1
1. Finance Copanies .0 0.6 21.9 0.1 22.8 0.1 208.3 0.6 3%6.3 1.0 452.6 0.8
J. lnvestment Companies 10.2 0.2 81.2 0.3 674.5 1.9 §29.4 2.2 44.2 0.1 163.9 0.3
K. Private Insurance Companies 1290 2.1 1809.9 7.6 1475.6 4.1 16944 4.6 676.4 1.% 926.7 1.7
L. Government Insurance Companies - - 1.9 0.0 1.0 0.0 93726 2.6 5%6.3 1.5 1931.8 3.5
. Lending lnvestors - - 14.3 0.1 - - 5.6 0.2 37.9 0.1 2.0 0.0
N. Security Dealers 27.8 0.5 - - - - 1.5 0.0 4.8 0.1 37.7 0.1
0. Hational Government - - - - - - 32.7 0.1 9.9 0.2 272.0 0.5

P. Local Governsent - - - - - - - - - - - -
TOTAL 60%6.6 100.0 23821.7 100.0 36063.4 100.0 36875.4 100.0 37882.5 100.0 55%11.] 100.0

a/ sue of eonthly trading; no breakdown as to investor prior to 1983.

Source of basic data: Central Bank of the Philippines
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Table 3.9d

YOLUHE OF CBCI TRANSACTIONS
BY TYPE OF INYVESTOR, 1983-1986 af
{in million pesos)

1983 1984 19865 1986 1987 1988

INVESTOR YOLUHE 1 YOLUNE 1 YOLUKE b YOLUKE 1 VOLUHE 1 YOLUHE 1

A. Coemercial Banks 490.4 12.7 183.8 30.4 4.9 35.3 - - 2.1 95.1 - -
8. Individuals 309.5 §.0 27.7 4.6 1.4 93 - - - - - -
€. Private Corporations 407.8 10.6 231.8 3B8.4 4.5 32.9 23.0 97.9 0.1 4.9 - -
D. Other Banking Institutions 35.1 0.9 20 0.3 - - - - - - - -
E. Invesisent Houses 4.4 14 - - - - - - - - - -
F. Trust/Pension Fund 1032.5 26.7 9.3 11.5 - - - - - - - -
6. Rural/Thrift Banks 2.5 0.6 43.5 8.2 1.0 3 - - - - - -
H. Governaent Corporations §50.4 22.0 - - - - - - - - -
1. Finance Cospanies - - 11.0 1.8 - - - - - - - -
J. Investment Cospanies - - - - - - - - - - - -
k. Private Insurance Companies 656.4 17.0 26.2 4.7 2.0 14.6 0.5 2.1 - - - -
L. Government [nsurance Companies — - - - - - - - - - - - -
H. Lending Investors - - - - - - - - - - - -
H. Security Dealers - - 0.4 0.1 - - - - - - - -
0. Hational Government - - - - - - - - - - - -
P. Local Government - - - - - - - - - - - -
TOTAL 3861.3 100.0 603.8 100.0 13.7 100.0 23.5 100.0 2.2 100.0 - -

a/ sue of eonthly trading; no breakdown as to investor prior to 1983.

Source of basic data: Central Bank of the Philippines



3.3 The Foreign Exchange Market

A total of twenty currencies comprise the basket of
foreign currencies traded at official rates in the foreign
exchange market. Of the twenty, twelve form part of the
official reserves of the Philippines led by the US dollar.”®
The US dollar 1is considered the major currency mainly
because of the traditional ties of the peso to the dollar.
After the shift from a fixed foreign exchange rate reginme
to a "managed"” floating rate in February 1970, the US
dollar has been the major currency for intervention in

the foreign exchange market by monetary authorities.

Trading in the foreign exchange market involves both
forward and spot transactions. The peso-dollar exchange
rate is based from the results of the previous day’s
trading participated by banks at the FOREX Trading Center.” *
The rates of the peso against the_other currencies are based
on the rates at New York as well as the existing peso-
dollar exchange rate. Beginning in the 78°'s, the Central

Bank exercised direct control over the movement of the peso

against the US dollar through intervention at the trading

*“Currencies as official reserves: US Dollar, Japanese Yen,
Pound Sterling, Canadian Dollar, Swiss Franc, Deutsche
Hark, French Franc, Dutch Guilder, Austrian Schilling,
Hongkong Dollar, Singapore Dollar, Belgian Franc.

*1The CB allows all authorized foreign exchange dealers to
quote spot buying and selling rates by a certain
percentage below and above the guiding rate. The guiding
rate is the weighted average of the rates for all sales
made off-floor of the trading center and is posted daily
at the beginning of each day.



floor. Starting in 1972, there wés a marked increase in CB
intervention. Pante points out that as a percentage of
foreign exchange transactions among commercial banks, CB
purchases and sales of dollar increased from 9.4 percent in

1978 to 6@ percent in 1972.%%

For the rest of the 78°'s, it was an adopted official
policy by monetary authorities to defend the peso 'against
the dollar, a task quite formidable given the persistent

current account deficit experienced by the economy during

the period. = Devaluation of the peso was allowed , during
the period 1873 to 1981 but at a minimal rate. Between
1973 to 1981, the peso depreciated by only 20.1 percent

compared to 64 percent between 1970 to 1873. 'Much of the
effort to prop-up the value of the peso during the period
characterized by balance of payment difficulty due to the
1973-74 0il «crisis, was focused on the massive foreign
borrowings by monetary authorities. These were intended
mainly to build-up international reserves in order to
shield the peso against undue speculation given a éorsening
current éccount balance. Bautista explains that authorities
adopted this policy because of the scare brought about by
the unexpected current account deficit in 1974 and the

perceived instability in the world market at that time.™?

*Filologo Pante, Jr. "Exchange .Rate Flexibility and
Iintervention Policy in the Philippines, 1973-1981. PIDS
Staff Paper 83-P1 (February 1983).

=%*CB Annual Report, 1879: "Generally, the Central Bank (or
an agent acting on its behalf) stand ready to provide
foreign exchange at the current rate to maintain the
stability of the exchange rate”.

=1R. M. Bautista, "The Balance of Payments Adjustment Process
in the Philippines." Paper presented at the UNCTAD/UNDP
Round Expert Group Meeting on the Balance of Payments
Adjustment in Development Countries (1978).
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This resulted in an overvalued peso which penalized
exports but rewarded imports further aggravating an
existing current account deficit. A drastic devaluation
was inevitable when the country experienced a severe balance
of payments crises in 1983. Between 1983 to 1984, +the peso
was devalued twice mainly to discourage imports. Likewise,
several exchange rate control measures were implemented.

Among these were:

(a) requiring all non-bank authorized foreign exchange
dealers to sell to the CB US$100,008 a month;

(b) instituting a dollar pooling scheme for priority uses
by requiring all banks to sell all dollar receipts to
CB;

(c) 1imposing a 1@ percent excise tax on all foreign
exchange sold by the CB or any of 1its authorized
foreign exchange dealers;

(d) giving banks access to the CB’'s special credit facility
for sales to CB of any of the acceptable foreign

currencies and/or deposits of US dollar notes.

Further, the CB imposed stricter standards &n approving
all foreign borrowings and guarantees limiting these to
high priority projects, refinancing of maturing obligations
and working capital only for overseas projects. Allowable
foreign exchange allowed Philipine overseas companies were

reduced and monitoring of debt obligations by the private
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sector was imposed by requiring these to submit monthly

reports on all foreign obligations.

The BOP crisis of 1983-84 unmasked the inherent
weakness of the peso vis-a-vis the doliar. The Philippines
was no stranger to unfavorable trade developments in the 80s
since the country has alsoc experienced balance of payment
difficulties in the 78s. The only difference 1is that in
earlier periods the peso was artificially strengthened by a

strong capital account.

Not until the 8@s that speculations on the peso-dollar
rate became more evident given the pattern on which the
exchange rate began to continuously deteriorate. Starting
in 1980, the strong dollar, the recession in most industrial
economies, and the country’'s debt service began to exact a
toll on the co&ntry’s reserves. Monetary authorities tried
to stave-off speculations by steadily but gradually allowing
the peso to depreciate. Debtors and traders have sought
forward exchange cover through swaps. Financial
intermediaries notably commercial banks have -also been
active participants in the market. Table 3.10 shows that
total dollars bought from CB exceeded dollars sold in the
future exchange market indicating that banks are profiting

from the dollar trade.» In effect the CB has been providing

these banks dollar subsidies.

Realizing the futility of further defending the peso as
well as the need to let the peso seek its real value, all

exchange controls were lifted in 1984. The CB also finally
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Table 5.10
OUTSTANDING VOLUME OF FORWARD EXCHANGE CONTRALTS

BY CONMERCIAL BANKS, 1578-1963 af
{in nillion pescs)

1. Bought 7966 13893 20902 25131 34245 49574 70518 31975 24140 23M5  25/3
2. Sold 4368 3013 15261 19493 24537  3Al46 4489 10570 9227 10970 1254l
TOTAL 1934 22706 36183 44624 53502 33720 119007 42546 33367 34915 3ui4D

al vyear-end figures

Seurce: Lentral Bank of the Philippines



77

stopped accommodating, forward exchange covers due to heavy
losses when a brief unrestricted trading sharply depreciated

the peso from P14.002 in Oct. 1983 to P18.682 in June 1984.

Developments in the foreign exchange market have also
influenced measures on the money market. The intensified
marketing-of CBCIs and 1lately T-Bills, a strategy used
during 1983-84 to mop up excess liquidity, was adopted
partly to miniﬂize speculations on the dollar. At present,.
however, the CB still exercises the option to intervene in
the trading at the flow of the FOREX Center as a measure to
maintain the existing rate and/or prevent severe

fluctuations in pursuit of monetary and economic targets.
3.4 Key Events

In the early part of 1981 the Philippine economy
experienced a major financial c¢risis when Dewey Dee, a
prominent Filipino-Chinese businessman, suddenly fled the
country leaving behind P635 million (or 2.7 percent of the
country's money supply) in unpaid deb{s. The sources of
these debts were unsecured loans from several financial
institutions, overborrowing from the money market, and loans
from foreign banks with Central Bank approval. When this.
scandal surfaced public reaction was instantaneous: money
market placements were pre-terminated and depousits withdrawn
to be placed in what were believed to be safer repositories
such as local branches of foreign banks. In the wake of
this crisis, several institutions which had actively

participated in the money market went bankrupt.
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Subseguently there was a decline in the commercial paper
market and in the importance of investment houses and
financial institutions as money market institutions. On the
'whole, however, the money still grew by 8.5 percent in 1981
which was slightly lower than the 13976-80 average growth

rate of 12 percent.

The most recent economic crisis occurred in 1983 when
the Fhilippines experiencad sevefe balance-of -paymnents
difficulties. Although this particular BOP crisis has had
long historical roots, it was the Aquino assassination and
the Central Bank disclosures on international reserves
that precipitated the crisis. During this period,
international lending institutions ceased further 1lending
tc the Philippines and called in their maturing loans in

the second half of 1983.

The response to the crisis in the monetary sector was
generally restrictive and deflationary. Reserve requirements
were increased, the Central Bank rediscounting window was
practically closed and the CB bills which carried relatively
high interest rates were introduced to help mop up excess
liguidity. Although the unprecedentedly high rates offered
on thése bills seemed to have arrested capital outflows
that might have put further pressure on the peso, they
induced high interest rates in the whole system, resulting

in massive decline in trade and inventory financing.
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4.0 Effect of Policy on Performance of the Money Market

Ti this section we attempt to relate specific policiez
implemented during the period 1975-88 to the behavior of the
money market as reflected in the data. To facilitate the
analysis, the relevant figures are summarized into various

performance measures which were based on those recommended

in the terms of reference.®" The way these performance
measures are computed is discussed in Section 4.1. These
numbers were then subjected to statistical tests and
gualitative analysis. Based on the result of these

exercises some broad conclusions were made on the effect of
policy on efficiency and stability of the market. "The rest

of section 4 takes care of the last two topics.
4.1 Performance Heasures

Rehavior of the money market will be analyzed along two
dimensions, namely: efficiency and stability. The former is
to be evaluated in terms of whether the interest rate of the
principal instruments in a given market.moves in consonance
with somé reference interest rate, and also that the spreads
between the reference rate and the particular market rate
are consistent with reasonable differences in risk or

transactions cost.™® A more rigorous definition states that

*“Zee PIFS (May 1988).

**Definition obtained from Cole, Slade, et 'al. (1980).
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a market is considered efficient when prices and interest
rates of money market instruments correctly reflect

available information.

In order to identify a reference rate we applied a unit
roat test to the rates of various instruments. (The test
and the results are presented in Appendix 3.) The ' first
difference of those rates that were determined to have wunit
roots were then checked if they exhibited a pattern that
closely follows the assumptions of independent and
identically distributed error terms (i.i.d.). The objective
of such a combination of tests is to determine whether the
behavior of a particular market follows a randam walk; if
such is the <case then the market 1is considered to be
efficient since a random walk indicates -that all information
is being fully utilized by the agents involwved, effectively
discounting the possibility of arbitrage resulting in

economic profits.

Many rates were considered as the possible reference
rate, namely: the 91-day Treasury bill rate, the Interbank
Gall Loan rate, Promissory Notes (selected maturities),
Government Repurchase Agreements (selected maturities), and
Private Repurchase Agreements (selected maturities) . While
several rates qualified as the reference rate, we decided to
adopt the 81-day Treasury Rill rate for this purpose for the
following reasons. First, it is the most widely quoted

rate, with bankers using it as a basis for setting lending
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rates. Second, government issued securities are mostly in
the form of Sl—aay Treasury bills. Lastly, in different
econometric studies concerning the linkage between real and
financial sectors, it is.the 91-day Treasury bill rate that
has consistently turned out to be a significant transmission

mechanism.

A direct measure of operating efficiency is the spread
between the price of funds in the market under study and the
reference rate. If r 1is the market rate, the spread is
computed to be r - 8 where 8 is the reference rate. We
computed the monthly spreéds for a selected subset of
instruments .und then computed an annual average [equal to

2(r - 8)/12). We term this measure the average spread.

An indirect measure of operating. efficiepcy is
liquidity. A market for an intermediated instrument is
considered 1liquid, or deep and broad if it héé many
suppliers and borrowers over a wide range of prices. Ve
simplified'our'analysis by using as a measure of liguidity
the monthly range of interest rates, averaged over a whole
year. The range is defined to be the difference between the
highest rate and lowest rate accepted by the seller of the
instrument.v” We term this measure the range average.

However, in the subseguent analysis it was observed that

*“Most of rates presented are those of primary issues. Thus
high and low rates are bidders’ offers accepted by the
sellers. Technically this would not reflect a high and
low rate for a particular transaction but rather for a
particular period of time.
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this measure could also be an indicator of the stability of
the market especially since the range, like the variance, is

a measure of dispersion.

A second indirect measure of operating efficiency is
the concentration of financial institutions in the market.
A small number of financial institutions in the market would
reduce efficiency by permitting collusion in the pricing of
financial services. We counted the number of institutions
who held approximately 55 percent of the market share and

compared it across time.

Stability was relatively difficult to measure for this
study. It was suggested to use the variance in the price
and volume as an indicator of stability with a smaller
variance 1indicative of greater stability in the money
market. However, data on the variance of a particular
instrument's rate over a monthly period was not readily
available. An alternative was to compute the wvarilance
across the 12-month period although such a figure is of

limited usefulness compared to an average monthly variance.
4.2 Data Analysis
4.2.1 The Effect of Policy

At its inception the money market was allowed to
develop in a relatively unregulated atmosphere until 1its
rapid expansion was deemed detrimental to the growth of the

real sector. Beginning in 1973, the money market was
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subjected to various regulations and controls culminating in
the CB policy of 1377 wherein the different instruments were
slapped a 35 percent tax and ceilings were impesed on the
interest rates of deposit <cubstitutes. It has been
hypothesized that controls on pricing within the money
market will decrease the efficiency, but may increase the

stability, of those markets.

This hypothesis cannot be effectively tested due to
lack of complete data for the period 1875-81 (in fact data
for 1931 is missing {or almost all instruments). However,
data for the years when these were available are presented
in Table 4.1. It should be noted that the range average
declined markedly from 1975 to 1977 and again from 1877 to
1930. Granted that the range average is a measﬁre of
liquidity, the downward movement in the figures implies a
pnarr«wer band within which 1interest rates fluctuated and
hence a decline in efficiency. But tﬁis analysis is not
supported by the direct indicator of operating efficiency

which i3 the spread average.

Looking at Table 4.1, the figures for 1877 and 19380 are

i

smaller in sbsolute value than those of 1375, Assuming that

(o]

these years are representative of +the general trend, it
wrnld meen  that offiecien~y in the money marbet denerally
increased. But such a conclusion may be misleading since
even the 91-day T-bill rate experienced a similar decrease

in its range average. (Please refer to Figure 4.1.) One



84

TABLE 4.1
SPREAD AND RANGE AVERAGE BEFURE 1981

A. SPREAD AVERABE

YEAR
INSTRUHENT 1975 1974 1977 1978 1979 1950
1. Interbank Call Loans 1.362 1.225 1.076  -0.397 1.319  -0.266
2. Prutissory Nutes iDegand) 4.306 - 1.6%0 0.072
3. Prowissory Hotes (1-7 Day Haturity) 2.228 - 2.432 - - 0.621
§. Froaissory Notes {8-15 Day Maturity) 3.060 - 1.35 - 1.216
5. Prosissory Hotes {31-45 Day Maturity) 4.519 - 1.972 - - 2.726
4. Gov'l. hepurchase Agrecment {Demand) 4.670 - 2.177 - - D.154
7. Gov't. Repurchase Agreemant (1-7 Day Haturity) 2.294 - 2.610 - - -0.279
5. Gov't. Resurchase agreement (8-15 Day Haturity) 2.431 - 1.9é9 - - 1.767
2. Gov't. Repurchese Agreement (16-30 Day Maturity) — 3.657 - 1.167 - - 2.143
10. Priv. Repurchase Agreenent {Demand) 6.009 - 2.793 - - -0.270
11. Priv. Repurchase Agreement {1-7 Day Maturity) 4.034 - 1.107 - - -1.621
12. Priv. Repurchase Agreement (31-45 Day Haturity) 5.298 - 2.958 - - 3.193
13. Cotmercial Papers {Non-Financial) 5.441 3.904 2.663 0.537 2,064  3.923
14. Cosmercial Papers (Financial) 4.252 4.307 3.0%4 0.383 3.143 S.27?
B. FANGE AVEKAGE
YEAR
INSTRUHENT 1975 1976 1977 1976 1979 1930

1. Interbank Call Loars 12.357 - 13.800 - - 10.0%6
2. Proeissory Hotes {Degand) 38.821 - 15.111 - - 11.118
3. Promissory Hotes (1-7 Day Haturity) 30.000 - 10.333 - - 1.644
4. Prowissory lotes (8-15 Day Haturity) 22.357 - 15111 - - 2,308
5. Promissory Holas {31-45 Day Haturity) 19.167 - 14.106 - - 4.445
6. Gov't. Repurchase Agqreement {Demand) 32.78 - 13.778 - - .60
7. Gov't. Repurchase Aareesant {1-7 Day Halurity) 20.513 - 5.3¢1 - - 2.746
8. Gov't. Repurchase Agreesent [8-15 Day Maturity)  13.821 - 1.722 - - 1.486
3. Gov't. Pepurchase Agreement [16-30 Day Haturity) 15.22} - 7.750 - - 1.634
10 Priv. fepurchase Aarcepent (Depand) 36.143 - 134611 - - £.755
11. Priv. Renwichase Agreszent {1-7 Day Haturity) 23.861 - 3.367 - - 1.499
12, Priy. Repurihase Agreement (31-45 Day Haturity)  17.766 - 9.409 - - 2.792
13. Comsercial Papers (Mor-Financial) 26.357 - 22.534 - - 9.530
14, Comsercial Pavers (Finincial) 15.036 - 12.525 - - 10.804

Source of Basic Data: Central Bank of the Philippines



Figure 4.1
9i—day T-bill Rk:ite Range Average, 1975-88

- |RANGE AVERAGE: 91-DAY TBILL RATE

["YEAR  RATE
1975  2.7849 | 3
1976 2.38369 | ... 28 -
1977 2.9150 | 2.6 -
1978 0.8331 2.4 -
1978  0.2085 22 -
1960  0.1316 -
1981 0.2478 .
1982  0.4478
1983  0.1256 7
1984*  0.2359 4
1085 I ..A. 1.2
1986°  0.3204 -]
1987  1.5455 08 - j
1988  1.0976 0.6 - /
B 0.4 - /
0.2 "
0 T T T T T T ] 7 T T T T

1975 1976 1977 1978 1979 19{3 1981 1982 1963 1984 1905 {936 1987 1008

* 1984 data vased -on Jun-Jul
1936 data basad on Oct-Dec

Source of basic data: Central Bank of the Philipnines
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may surmise that the repression prevajiling in the financial
system at that time led to a general narrowing of the range
within which interest rates could fluctuate, whether the

latter were from an efficient market or not.

The range average could also be interpreted to mean
that there was greater stability in the market. This is
iikely since this measure experienced a big Jump in 1982
compared to the figures in 1988. This is readily observed
when comparing Table 4.1 to Figure 4.2. Right in the middle
of these two vears is the occurrence of the Dewey Dee crisis
(as described in Secticon 3.3). It is highly probable that
the scandal induced greater instability in the market which

is then reflected in the data.

A slight conplication arises though as a result
of the “fact that it was during the same vyear of Lhe
financial crisis that the Central Bank began implementing
its liberalization program. While this may have alsc

contributed to the significapt increase in the market’'s

instability, theoretically efficiency should have
alsa been enhanced. Following the definition of a liquid
marlet and its relation to efficiency, the rise in the

range average could also be attributed to the increase 1in

efficiency. The latter -could also be gZleaned frcwm the



relatively low spread average for instruments with an on

demand maturity.™"

From this discussion we conclude that the range average
is both an indicator of stability and efficiency. As for

the spread average, in a regimes of controlled interest

rates this measure ceases to be a reliable gauge of

¢ffileiency. One could also look at Figures 4.2 and 4.3 and
observe data points during the c¢risis year 1984 for
instruments with o¢n demand maturities. There is a high

correlation (albeit negative) between the spread average and

the range average.

Thus far adequate evidence has been presented to
support the hypothesis that controls on pricing will lead to
a decline 1in efficiency but anA increase in stability.
During the time that the woney market was eftechively
regulated, the range average declined. After the
liberalization program in 1981, the range average increased
and this was accompanied by low values for the spread
average. Further support for this conjecture is provided by
running cointegration tests using the reference rate and

various market rates. If two or more variables are

“UWa choose to emphasize the behavior of instruments with an
on demand maturity since these accounted for more than 60
percent of the transactions (please refer to Table 4.2).
One could also observe from the graphs in Figure 4.2 and
Figure 4.3 that during the period 1982-88 these
instruments generally behaved in the same manner.



Table 4.2

MONEY MARKET TRANSACTIONS BY MATURITY OF PAPER
VOLUME AND SHARE, 1975-1988 /a

ATLL YEARS
MATURITY
VOLUME %

A. DEMAND (IBCL).....cevevunn. 1573651.1 34.35
B. DEMAND..........c.cc0.. ....1311159.3 28.62
C 1-7 DAY MATURITY........... 204195.2 4.46
D 8~-15 DAY MATURITY.......... 176859.3 3.84
E. 16-30 DAY MATURITY......... 431397.2 9.42
F. 31-45 DAY MATURITY......... 440328 9.61
G 46-60 DAY MATURITY......... 184480.7 4.03
H 61-90 DAY MATURITY......... 164456. 2 3.69
I 91-120 DAY MATURITY........ 38562.8 0.84
J 121-180 DAY MATURITY...... . 21545.6 0.47
K 181-730 DAY MATURITY....... 22782.6 0.50
L OVER 730 DAY MATURITY...... 12441.7 0.27

TOTAL . . i i i i e e e 4580859.7 100.00

/a first quarter data for year 1975 not available

Source: Central Bank of the Philippines
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Ficure 4.2

1982-88

|RANGE AVERAGE:INTERBANK CALL

1982
1983
1984
1985
1986
1987

1988,

YEAR RATE

19,8333
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LOAN RATE
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1982
1983
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1986
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52.8500
37.2500
22.0455
17.8342
21.9671

1988

YEAR

1982
1983
1984
1985
1988
1987

14.8937
16.6086
28.5494
25.0833
16.8045

9.4747

ff,:RANGEAVERAGETROMH$ORYNOTES(L%Q7—¢wnwmﬂ

w)

sl 1982
ot 1983

| 1984
1985
1936

15.0125 |
18.4093 |
28.5271
7.7569
2.9722
2.5000
1.4286

Source of basic data:




IRANGE AVERAGE:PROMISSORY NOTES (31- to 45- day maturity)

YEAR

1982
1983
1984
19856
1986
1987

198

RATE

14.5400
16.1583
27.0412
14.1154

9.8973

6.2646
4.3542

VERA

ﬁfﬁ{ANGé.:}\

1983
1984
1985
1986
1987

17.5000 |

24,5833
45,1667
26.5000
10.2917
' 0.8929

GE:GOVERNMENT REPURCHASE AGREEMENT (Demand)

1988

0.9643

1o 7- duy mat.)

|RANGE AVERAGE:GOV'T.REPURCHASE AGREEMENT (1 -

RATE

8.4715
8.7509
16.0480
2.0000
0.1166
1.6000
2.0000

RATE

5.8125 |.
8.4163 |
17.8875 |

11.0000
0.6580
0.1000
0.0000




e
bt

7.4817
13.6692
4.2292
2.5375
0.2813
0.3571

YEAR RATE

1982  16.0833
1983 23.2396
1984  20.7087
1986  23.7500
1986  13.9000
1987 1.2500
1988 4.6000

E AVE

1982 9.67/92
1983 7.1667
1984 8.12580
1985 4,2837
1986 0.0000




RANGE AVERAGE:COMMERCIAL PAPER W/0 RECOURSE (Financial)

RATE

18.58562
18.6250
16.0833
4.9167
0.0000
3.9840

6.6580

YEAR _ RATE

1982 16.0173
1983 12.6250
1984 23.0833
1986 25.3187
1986 8.8125
1987 8.0167

1988 8.6231




Fipure 4.3
Sprcad Average, 1982-88

- YEAR RATE

1982 -1.5393
L 1983  2.2592
----- . 1984  -0.2392
o 1985 -6.5628
1986  -3.8327
1987  0.6200
1988  —0.4087 |

[ "YEAR  RATE

1882 0.5076
1983 3.8548
1984 -0.7331
1985 -8.0726
1986 —4.2906
1987 -2.9047
1988 -1.2698

RATE

0.3593

2.9279
-1.2822
-3.0406
-1.1797
0.1037
6.1987

ISPREAD A

YEAR  RATE

1982 1.2645
1983 1.4376
1884  -b.56721
1985 -7.0272
1986 -4.9031
1987 -2.6684
1988 -2.3189

Source of basic data: Central Bank of the Philippines
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YEAR

1982
1983
1984
1985
1986
1987

1988

RATE

2.5438 |
1.9020 |
-3.8853 |

-3.3601

~2.8575 |
-1.3620 |
-0.7385 |

RATE

0.0088 |
3.6687 |
-0.7162 |
-8.4082 |
~0.2060 |

1.9571

3.9087 |

1982
1983
1984
1985
1986
1987

1988

0.4220
2.1961

1.56833 |:

-3.1850
-2.0476

1.0127 |

5.1500

“YEAR

1982
1983
1984
1985
19868
1987
1988

RATE

0.6170

0.8506 |
8.1964 |

6.2190
-0.7580
1.3022
2.4250
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YEAR

1982
1983
1984
1985
1986
1987

RATE

-1.6117
3.2262
3.5994

-6.8352
1.0217
4.5875

YEAR

1982
1983
1984
1985
1986




SPREAD AVERAGE:COMMERCIAL PAPER W/O RECOURSE (Financial)

YEAR RATE

1982 2.1426
1983 1.2087
1984 -9.8758
1985 -9.7653
1986 —4.6140
1987 -1.7488

1988 -1.0033
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cointegrated in the sense of Engle and Granger, there would

exist an equilibrium condition among them.™%

Table 4.3 shows the result of the cointegration tests.
For almost all rates, especiall - for those with on demand
maturity, and when using all years where data are available
we find that the market rates are cointegrated with \the
reference rate. On the other hand, if we divide the sample
period into two subsets, one before 1981, when financial
reforms were introduced, and the other after 1981, we obtain
mixed results. The latter show that a market rate may not
be cointegrated with the reference rate before 1881 and
cointegrated later on, but not the other way around. This
outcome lends support to the hypothesis that distortions
were introduced by the imposition of interest rate ceilings

and other forms of control. These, however, were reduced

with the introduction of the liberalization program.

In 1888 the Central Bank fundamentally altered the
structure of the financial system by introducing the concept
of Universal Banking. By imposing a minimal capital
requirement of P50 million to gualify as a universal bank,
this reform act effectively regulated the number of
participants and granted a privilege to a select group of
financial institutions. The original objective behind the

promulgation of this act was to reduce specialization and

*“R.F. Engle and C.W.J. Granger, "Co-Integration and Error
Correction Representation, Estimation and Testing,"
Econometrica, 55: 2 (March 1987).



Table 4.3
Tecting for Co-Integration
with 91-Day Treasury 8ill Rate

INSTRUHENT ALL YEARS BEFORE 1981 AFTER 1931
Interbank Call Loan ~ Coint HA Coint
Prosissory dotes {Demand) Coint Not Coint  Coint
Promissory Hotes (1-7 Day) Coint Hot Coint  Coint
Progissory Motes {§-15 Day) Not Coint Not Coint Mot Coint
Governsent Repurchase Agreesent {Demand)  Coint Hot Coint  Coint
Governsent Repurchase Agreeaent (1~ 7 Day) Coint Coint Coint

Governaent Repurchase Agreement (8-15 Day! HNot Coint Mot Coint Mot Coint

Governeent Repurchase Agreement {16-30 Day) Coint Hot Coint  Coimt
Private Pepurchase Aareerent (Desand) Coint Hot Coint  Coint
Private Repurchase Agreement {1- 7 Day) Coint Hot Coint  Not Coint

Private Repurch: 2 Agresment {(8-15 Day) Not Coint Hot Coint Mot Coint

Private Repurchase Agreement {31-45 Day) Mot Coint Not Coint  Hot Coint
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thus eliminate market segmentation, 1increase allocative
efficiency, and enhance the =stability of the financial
system. It is hypothesized, howeve -, that the operational
efficiency will decrease resulting from the potential
oligopolistic structure. In this case, a more appropriate
measure of eff ciency is the concentration ratio defined in

Section 4.1.

Table 4.4 presents the 1list of specifie financial
institutions which comprise 55 percent of the market share
in trading account securities.®? It can be seen thit 1in
1979 14 institutions contributed to 55 percent of the market
share. In 1985 the list was pruned doﬁn to 8 and the figure
reached a low of & in 1887. What is more striking is that
investmént houses and financing companies were eased out
completely from the picture from 1985 onward;:.and during the
recovery years of 1986-88 it was mostly Universal Banks that
dominated the scene. Judging from this data we can conclude
that to the extent greater concentration is a measure of
less efficiency, there has ‘been a declin; in operating

efficiency in the money market. The effects of such

inefficiencies have also been alluded to in Section 2.

““Due to limitations in the data we are only able to present
the figures for the years 18979-88 and 1985-88. However,
these may be assumed to be representative periods since
the 1981-85 period was one where the financial sector
experienced a number of convulsions.
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Table 4.4
TRADIRG ACCOUNT SECURITIES OF BANK AND HON-BANK FINANCIAL INTERMEDIARIES
SELECTED YEARS

1979 1980 1.85
INSTITUTION VOLUME (PH) % i INSTITUTION VOLUME (PM) § 1 INSTITUTION  VOLUME {pPH) 1
ALLIED® 762 7.12 1 ATRIUM 1004 .10 | ALLIED¥ 814 1812
RCRCH 666 6.22 | ALLIED® 78 6.34 1 BPI¢ 1391 8.37
AYALA INVT. 567 5.30 | PNB# 7% 6.14 | FERTCE 1242 7.47
HETRO BANKS 35 S 15 1 AYALA TUVT. 255 6.09 ) PCIBE 1131 6.8
CITIBANKE 430 4.02 | STATE IHI 57 4,61+ SOLIDt 573 5.25
CHINAY 39 3.70 1 UNIOHE 569 4.59 1 CITYTRUST* 798 4.8
EAHCON 392 366 ) CHINA® 429 3.46 1 UCPB% 779 4.69
FILINVEST 365 3.60 1 ASIA-PACIFIC 415 3.35 ) SECURITY# 758 4.56
INY & UNDERW 37 3.50 | PACIFICH 352 3.08 |
RPI# 347 3.24 1 BPI# 380 3.07 )
PACIFICH 3200 2.99 ) PCIRk 0 0 2.42)
STATE IHI 297 2.77 1 HETRO BANKS 48 2.81)
PECOH® 288 2.69 | BANCOM 314 2.53 |
PHIL-AN 27 2.57 | '
1966 ' 1957 ! 1988
INSTITUTION VOLUME {PH) 1 i INSTITUTION  VOLUME (PH) 2} INSTITUTION  VOLUNE {Ph) !
FEBTCH 2481 13.76 | PHBY 3203 13.42 ) puad 5249 20.30
L 2420 13.42 ! FERTCH 2945 16.94 1 HETRO RARK® 2800 11.09
RETRO BARKE 1752 9.71 | PCIB# 1750 10.07 } PCIB& ‘18 8.64
CITYTRUST# 1252 6.94 | METRO BANK# 1218 4.9 ) BPI* 1537 6£.09
BPI FAMILY# 1157 6.42 ) ucept 1166 6.71 | FERTCH 1529 6.06
SOLIDRANK¥ 100 6.10 | ! INTERBANK* 1337 5.30
! !
! !

¥ - banks, otherwise, NBGR's

Source of basic data: Publiched financial statements
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4.2.72 Analysis of Kevy Events

The effect of government policy on the behavior of the
money market can also be observed by analyzing specific key
events, the response of the government to any instability
spawned by the occurrence of these events, and the resulting
reaction of the money market. The events to be analyzed

have been described in an earlier part of this paper.

The first key event listed is the 5ewey Dee scandal in
1881. However, a rigorous analysis of this crisis is not
possible for two reasons. First, data for the money market
for 1981 was not provided by the Central Bank. And second,
post-1981 data are also influenced by rwrajor policies

instituted in 1980 and 1981.

Instead we focus our attention c¢n the Balance-of-
Payments crisis in 1983, triggered off by the assassination
of a key political figure. Looking at Figure 4.2, we can
observe that the rarde average for almost all instruments

peaked in 1984 (this is true for all instruments with on

demand uwaturity). Simultaneocusly, the spread average
declined tou negligible levels (again, true for all
instruments with on demand maturity). However, the spread

average bottomed out in 1985 and i.1 most cases the absolute

value was the greatest for the period 1982-88.

The substance of these figures can be gleaned from the

sequence of policies thit materialized. Because of the
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increase in market instability the government scught to

control the transactions involved. While these efforts amet
with some success, it was only at the cost of reduced
efficiency. What is 1left unanswered is the nature of the

policy response.

During the last gquarter of 1884 the Central Bank began
to earnestly sell the wmuch celebrataed “Jobo” bills which
carried a much hiéher rate than- cther instruments.** The
main objective fecr floating these attractive bonds was to
arrest capital outflous. In addition the high 1interest
rates reduced domestic absorption thus freeing resources -
that were used to meet ' external debt obligations. At this
time also, the government required that all public offices
invest all their surplus funds in CB bills or Treasury

bills.

Other policy responses of the government to the crisis
included three major currency devaluations which were
accompanied by severe foreign exchange restrictions and wide
ranging import controls which included the creat.on of a

Foreign exchange pool for priority import payments by

"*The Central Bank introduced the CB bills (or "Jobo" bills)
under MB Resolution Ho. 416 dated 16 March 1984 but began
stepping up sales of these instruments only in September.
Thus the main effects were not felt until 1985. During
this period transactions in Treasury bills on an auction
basis were suspended and instead rates were determined on
a negotiated basis. Hence while the 91-day Treasury bill
rate remains as the reference rate for the period
September 1884-October 13986, its value generally followed
the trend of CB bills.
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requiring banks to sell 1080 percent of their foreign
exchange receipts to the Central Bank and the setting up of
priorities in the allocation of foreign exchange. Tighter
money supply was also instituted by raising reserve

requirements.

That the portfolio restriction contributed to the
decline in operating efficiency, is a hypothesis that is
supported by the data. However, one critical factor that
dave rise to the larger spread between the reference rate
and yields of other instruments 1is the fact the former was
held at an artificially high level. The Central Bank
achieved its objective of mitigating speculative activity
and financial instability by effectively choking off
expenditure demard and suppressing the other sectors of thé
money market, Transactions in money market instruments
excluding Treasury bills and interbank call loans declined
rapidly during the period 1983-85 and have since not

recovered (please refer to Table 3.3).

Government financial and fiscal policy fellowing the
BOP c¢risis of 1983 have not been fundamentally altered; the
former, because of lack of any other suitable term can be
described as elitist, A basic macroeconomic identity as
modified by Cohen (1987) can be used as a reference point to

describe the general thrust of government policy.

“*For a more detailed and exhaustive discussion of the
government response to the Balance-of-Payments crisis,
see Lamberte, et al (1985).
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Assuming no capital accumulation and that all external
debt is government debt (which closely approximates reality

in the Philippines), the following identity can be derived:
TB = (T - G) + D - (147)D~..

The trade balance, TB, is the sum of the government’s
primary surplus (taxes, T, less government spending, &,
which includes repayments on the external debt) and of the
net new savings which are drained from the domestic

financial markets. T is the domestic interest rate.

A

The government’'s primary surplus in turn could be
decomposed into resources from money creation or the
seigniorage tax, S, and the primary surplus due to an excess

of tax revenue, Z. The revised identity thus reads as:
TB = S+ Z + D - (1+71)D..+.

The increase in money supply has generally bean
maintained at controllable levels. Inflation since 1985 has
reached a maximum of 14 percent. It can.be assumed thét the
inflation tax has been used to the'limit allowed by IMF
conditionalities. The tax system has been described as
regressive with the government relying heavily on indirect
taxes to generate additional revenues. Estimates have also

shown the tax system to be inelastic.

Putting aside the option of a currency devaluation, in

order to restrain the current account deficit (caused
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primarily by ﬁ currency estimated to be 22 - 25 percent
overvalued), the government has to resort to domestic
savings. It can do this (and as a matter of fact has done
it) by making government financial instruments more
attractive than other money market instruments. This 1in
turn has led to a significant degree of crowding-out that
has maintained real 1interest rates at a very high level,
which in fact are the highest 1in Asia. As can be observed
from Table 4.5 real interest rates have been at their
highest level over the past five years. The rise in the
variable G due to the external debt overhang only

efacerbates the situation.

This process of course canngt be pursued indefinitely.
The government, however, is generally unvarying with its
conduct of policy. It avoids implementing stronger
measures that would increase direct taxes while at the same
it time intervenes in the exchange rate market to prevent a
drastic drom in the wvalue of the peso. The main
beneficiaries of an overvalued curreﬁcy ate the import
substituting industries which are themselves heavily import-
dependent. These sectors have been favored with
protectionist measures. In the same vein, the bulk of
additional direct taxes would come form the upper income
brackets. A high interest rate policy, on the other hand,
would benefit large savers and of course the large
commercial banks. Small savers are constrained to savings

deposits which bear ridiculously low yields. Smaller banks
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TABLE 4.5

REAL INTEREST RATE
1970-1989
(in percent)

91-day Inflation Real
Year T-bill Rate Rate Interest Rate
197Q 13.14 14.85 -1.71
1971 11.95 21.90 -9.95
1972 11.92 8.23 3.69
1973 9.43 16.50 -7.08
1S74 10.05 34.16 -24.12
1975 10. 34 6.78 3.56
1976 10.19 9.23 0.96
1977 10.90 9.93 0.97
1978 10.89 7.29 3.60
1979 12.25 16.51 -4.26
1980 12.14 17.60 -5.46
1981 12.61 12.39 0.22
1982 13.81 10.21 3.60
1983 14.17 10.17 4.01
1984 30.53 50.35 -19.81
1985 26.81 23.10 3.71
1986 14.43 0.75 13.68
1987 11.39 3.79 7.60
1988 14.867 8.76 5.91
1989 19.33 10.60 - 8.73
1990x% 26.00 13.00 13.00

¥ January to May 1990

SOURCE: Central Bank, Department of Economic Research
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which on a relative basis are more dependent on income from
loans ar faced with lower demand for credit. It goes
without .saying that high real interest rates slow down
ecanomic grnwth by dampening real consumption and investment

expenditures.

The net result cf this combination of macroeconcmic

policies woeld o mere shewed income distribution which forms
a symbiotie relationship with the oligopolistic structure of
the banking system. For exanmple, smaller banks hard
pressed to generate income from loans, would be hesitant to
compate with larger hanks by offering a higher savings
deposity rate. The larger banks would simply match their
rates thus negating any possible increase in the flow of
savings deposits to the smaller banks. In the end the
latter have at most the same volume of deposits but at. a
lowaer spread, a ccondition  that may prove disastrous. The
smaller bank would simply.be content to follow.the actions

of their bigger counterparts.

We2 may conclude from this brief analysis that the
mecrorcononic policy stance of the government has spawned
the inefficiencies in the financial system, in general, and

the money market, in particular.
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4.3 Some Bruad Conclusions

Apart from the hypotheses that were proven one clear
point stands out in the analysis:; there is a trade-off
hetwecen operzting efficiency, on one hand, and stability, on
the other. Policies designed to induce stabhility in the
financial sys*tem have met with success only at the expense

of a reduction in operating efficiency, and vice-versa.

Rased on the analycis in Section 4.2 il would seem that
the Central Bank has placed greater weight on the role of
stability and this attitude has engendered an oligopolistic
structure in the financial system thit could have led to

rent-seeking activity. As a result not only has devélopment

in the money markelt stagnated but the overall financial
deepening of the economy as well. There could have also
been adverse effects on the income distribution but

empirical studies have o be corducted to Justify this

po.at.

It is now left to policy makers to design reforms that
would ussure a more efficient structure but not at the

sacrifice of a financial crash.
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Agpendix 1

List of Major Banks and Nhon-Banks With Quazi-Banking Functions

A, COMMERCIAL EANKS (¥E:)

1, Expanded ¥8s {EMEs)
-hxlxpyl;e Naticnal Bank {favernezent)
alliec Barbing Corporation
Ednl of the Fhilippine Islands

Citytrust Eanking Corporation
fquiteale davring Locporetion

Far East EBank and Trust Company
detronclitan Hank and Trust CTozpany
Fhilippine Corsercial Irternaticral Bank
Unrted Coconut Flanters Bank

Nan-E¥fs

nzeocisted Pant

Fasten Eank

China Benking Corporetion
irternational Corparate Bank
Fhilippine Bank of Coszunications
Fhiligpine Herking Corparation
rhilipaine Trust Cospany

Pilipinas Bank

rroducere genk of the Philippines
Pradzntial Bank ang Trust Cospany
Segpubllc F.un ers Bank

!

a]

iral foomercial Banting CorporaTION
Security Bark
Conzalidated Eank and Trust Company
frzders Royal Bank
Union Bank of the Fhilippines
Fapily Bank

Foreign Banks

Bank of fzzrics

Standard Chartered

Citibenk

Hanghong &nd Shaaghai Banking Corporation

THRIFT BANKS
Asiatrust Leveloprent Bank
Banza de Oro ard Moriosg
Benk of the Philispins !

SFECIAL ATVERRMENT BANKS
Land Pank of the Fh:lippines
leveloprent Zank of the Philippines

2 §.
'slands Farily Eank

FHR

Allied

Bl

Citytrust
Equitabie

FERT

»

Hetrabank

"TIR
UCFE

Azepciated

Baston (farzzrly Combank)
China Eank

Interbank

PECcn
Philbanking
Philtrust
Filipinas
Froducers

FETC

Repuslic

RCBC
Secu

UBP.

rit
Solidbank
Traders

Family

BA

Chartered
Litibank
Honigkong-Shanghal

Rziatrust
Banzo de Crad

Bl

LEF
pep

C

:mily Bank



NON-BANKS With GUASI-BANYING Licenses {NEGBe

-

Investaent Houses

ACA Toveloprent Corporstion

anscor Capital and Invastrent Caorporation
citytrust Investesnt Philipiines

First Metro Investaent Corsoration

Yultiraticnal Investeznt Fancorporation

Frivate Davelozeert Carporation of the Fhilippines
State lnveztesnt Houze Incorporsted

Erilippias Pazific Capital Corgoratien

onal Finance Corporation
g Corporation
orrcration
ng and Finance Coperation

First Malayan Leas:
(orporation

2
Pararount fFlnance

AER

fiscor
Citicorp
First Mztro
Meltinaticnal
FOCP

State IHI
oLl

2A Finance

P10

CIFC

Citytrust Finanze
atC

Falayan

Fzrapount

112
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APPENDIX 2
FESOS PER U.S. DOLLAR RATEH

1975-1332
HONTHLY AVERAGES

1975 7.0664 7.0522  7.6261  7.0177  7.0178 7.0150 7.2719  7.5G08 7.58%1  7.5001 7.4%7%  7.49%92
1976 73856 7.46%3  7.4085  7.4354  7.4304  7.4309  7.02%8  7.4297 74290 74283 74282 74782
1977 74279 74272 7.4262  7.4109  7.004%  7.3%8L 0 7.3%41 73040 7.3934 0 7.5892 7.386% 7.379)
1978 75715 7.3715  7.3735  7.36A8  7.36435 2.3632  7.360% 7.3617  7.3613  7.3590 7.3650 7.3712
157 2.3762 0 7.3767  7.5777 7.37%¢ 7.3783 7.373% 7.3706  7.3717 0 7.3722  7.3709  7.3716 74110
1330 7.4167  7.317% 74259 7.4434  7.5095  7.5209  7.5432  7.5562  7.5622 7.546%  7.5802 7.5942
1961 76305 74676 77305 7.7%04  7.8504  7.9360  7.%4%1  7.3516  7.%920  8.0841 £.1009 8.1312
1962 8.2042  3.2351 6.3405  8.57%2  B.4141  8.4509  8.4878  5.5293  4.6380 8.7644  5.5752  9.05%
563 9.2860  9.4444 96057 9.8493 10.0316 10.3646 11.0017 11.00)¢& 11.0018 13.7016 14.0020 14.0020
1954 14.0020 14.0020 14.0020 14.0020 14.0020 17.4020 13.0020 15.0020 18.0020 19.1452 19.9590 19.8593
1985 15,9794 16.2557 16.4773 18.4841 1€.4800 18.4727 18.5610 18.6047 13.6157 18.7039 18.7568 18.6963
1386 12,0417 20.4506 20.7210 20.5045 20.5002 20.5520 20.4542 20.4316 20.5022 20.4372 20.4360 20.5198
1987 20.4629 20.5252 20.5425 20.5048 20.4732 20.4564 20.4500 20.4387 20.6005 20.7062 20.(171 20.8148
%68 20.8461 20.9030 21.0277 21.02%6 20.9540 20.9487 21.0247 21.0591 21.2485 21.3616 21.3771 21.3560
1789 21,3420 21.3574 21.3363 21.4136 21.5622 21.6569 21.8614  21.69 21.9396 21.9483 22.0626 22.3352

& Per Bankers Association of the Philippines reference rate starting December 13, 1984,

Scurce: Central Bank of the Philippines
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APPENDIX 3

A requirement of the study 1is to identify a reference
rate which is the price of a short-term low-risk instrument
in a free, liquid market. Since this reference rate would
be used as a basis to measure efficiency in other markets,
we simplified the process by determining which particular
intereast rate follewed a  random walk. This was done by
applying the unit root test developed by Dickey and Fuller
(1981) and later determining whether the first difference of
the rate or rates with unit rocts -exhibited a pattern
similar to error terms that are independent and identically
distribated (i.1.d.). As mentioned in the text a  random
walk implies that ail information pertinent in the market is
being fully utilized, effectively discounting the

possibility of arbitrage resulting in economic profit.

The unit root test for a particular interest rate r 1is
hased on the following model:
r = &r-a + u,
where u is a stochastic disturbance term representing white
noise. The ndll hypothesis 1is that & = 1 with the
alternative hypothesis that the series 1is stationary (for

the case that |6| < 1) or explosive (for the case that

[6; > 1).
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Using the augmented Dickey-Fuller test to guard against
error terms (u in the above model) that are not 1i.i.d., the
actual model estimaﬁed using ordinary least squares is

Ar = a + PBr-ai + Ti1 AT-a 4+ T AT+ ...+ T AT 4.
This is done in order to generate consistent estimates. If
B is insignificant <chen the null hypothesis cannot be
rejected and we conclude that the series has a unit root.
On the other hand if B is negative and significant, the null
hypothesis is rejected in favor of the alternative that the
series 1is staticnary. A positive and significant

coefficient for B is indicative of an explosive series.

The model was run for p = 2 and p = 4 with the choice
of the regression equation being based on a higher adjusted

coefficient of determination.

The resnlts for the varicus interest rates are
presented in Table A3.1 and Table A3.2. To show that an
interest rate r has a unit root it must not be integrated of
order zero and 1its first difference must be integrated of
order @ [i.e. r must be I(1)]. The critical region for the
test of significance was obtained from the tables generated

hy Dickey and Fuller.

Rased on the results we conclude that almost all
interest rates nave unit raots. The behavior of the first
difference of the 9l-day Treasury bill rate 1is plotted

against time and its behavior reasonably approximates white
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Table 53,1
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Frivate Pepurchzze Agrescent (1= 7 [ay)
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Table 43.2

[apendent Ver:zhle Esplanatory Variables

Interbank Call Loan

029 -1,778 SRR 98
(#.85) (8,731 (3380 (2.97)

Prosizzory Hates (Dezand)

! -1.994 7ML LI9% J23 1082
{e.18) {6,073 (2.57)  (1.79) {e.77) (E.8])
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.821 -3,3717 548 438
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feserdent Variable cxplanatory Yariables

Private Repurchase Agreesent (Dezand)

118 -1.9%6 682 G4
{8.19) (8.92)8  {3.97) (2.93)

Private Repurchase Agreesant (1- 7 Day)

=853 -1 784 309 ,297
(@,38) (8,371 (LT (B

Private Repurchase Agreesent {3-13 Day)

BEL -1,386 A4 E84 323 18
(.49) (L.t (L13) (L2t (LET) (3.8

Frivate Repurchace Agreesent {31-43 Day)

-85 -4 a9 223
ez 15,4811 (e.28)  (0.19)

91-day Treasury Eill "3te

929 - 746 183 247
{8.22) 16,9331 (L.i1) (8.539)

I significant at the 5 percent level

119



120

noise. (Please refer to Figure A3.1) Recause of this
result and also due to reasons cited in the text, the 9l-day

Treasury bill rate is used as the reference rate.

In addition, a cointegration test in was conducted
between a particular market rate and the reference rate &.
Following the Granger two step procedure [Hall and Henry
(14988)], we first regress r against 5. If the resulting
residual terms are stationary or I(@) [determined by using
an augmented Dirkey-Fuller test], we conclude that the two

variables are cointegrated.

REFERENCES

Dickey, D. A. and W. A. Fuller, "Likelihood Ratio Statistics
for Autoregressive Time Series with a Unit Root."
Ecanametrica, 43 (July 1881).

Hall, S. G. and S. G. B. Henry. ®Macroeccnametric Mudeliing.
Amsterdam: Elsevier Science Publishers B. V., 1388



First Difference

— ed
W O« N

- NN PO D

Figure A3.1

91—-DAY TREASURY BILL RATES

( Testing for i. i. d. )

o Moa A /x«.r\A o A naa /“”“«j \ M it [\V\ﬁ\A/m
Vv v Y ‘

JAW.Y
\/va i VW A \tag

IllllllllllllllllllllllllllIllIllm1lllIIIITIIIIl.I]llll[lll'lTr‘lIlllllllllllillllllllIllllllllllllll‘TWlllfITTl"lllllllllllllllllr'!rl]rll'lrllllllllllllI]IIII'IIII

10 20 30 40 50 B0 70 80 90 100 110 120 130 140 150 180
time (1975—1988)

1<l



