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PREFACE
 

This publication is prepared under a collaborative research
 

project concerning rural finance in the Philippines. The
 

principal collaborating Institutions are the Philippine Institute
 

for Development Studies (PIDS), the Agricultural Credit Policy
 

Council (ACPC), and the International Rice Research Institute
 

(IRRI). OSU participation is funded by the USAID Mission in the
 

Philippines and the Bureau of Science and Technology, AID,
 

Washington. The views expressed in these publications are those
 

of the authors and may not be shared by any of the collaborating
 

or sponsoring institutions.
 



Technical Change and the Structure of Informal
 
Credit Markets
 

by Sagrario L. Floro
 

I. Introduction
 

In the past few years, the nature of Philippine informal
 

credit markets has gained priority in the agenda of academics and
 

government agencies. Farm-level studies were undertaken with
 

particular emphasis on the documentation of informal loan
 

arrangements and the datermination of interest rates 
(TBAC-UPBRF
 

1981, TBAC 1981, Quinones 1982, Swaminathan 1982, Serrano 1983,
 

TBAC 1984, and Sncay et al. 1985). In the context of modern
 

agriculture dependent upon purchased inputs, 
the study of
 

informal credit takes 
on added significance. Access to modern
 

inputs is partly determined by the extent to which households
 

can avail of credit to meet their cash flow requirements and by
 

the terms to which it 
can be obtained. Given the shortcomingc and
 

inherent limitations of the formal credit sector in allocat.ng
 

rural credit, the role played by the informal credit market in
 

the promotion of new technology becomes even more significant.
 

This paper examines the impact of technical change on the
 

structure of informal credit markets in the 
Philippine rice and
 

corn 
sectors and draws policy implications. It investigates how
 

technical change has affected both the 
debt burden and repayment
 

capacity of borrowers and the composition of lenders and their
 



perception of the different groups of borrowers. Relationships
 

between lenders and borrowers are also examined particularly
 

the various terms under which they participate in credit
 

transactions.
 

The findings presented in the paper has considerable impact
 

on 
a wide range of policy issues. Some policymakers and economic
 

advisers believe that the culprit behind the present credit
 

dilemma in Philippine agriculture is government intervention vis

a-vis repressive financial policies. This has only led 
to market
 

distortions especially in the formal credit sector rather than to
 

the development of rural financial markets. The inability of the
 

formal financial institutions to provide an effective credit
 

delivery and savings mobilization system in the rural areas
 

prodded Philippine policymakers to consider informal lenders as
 

conduits for rural credit.
 

The questions, however, of whether informal lenders should
 

be utilized as agents in rural credit allocation, or whether
 

banks should be encouraged to adopt strategies similar 
to those
 

of informal lenders, require some understanding of the informal
 

credit market operations and the nature of informal credit
 

relations. Unfortunately, it is all too often the case 
that
 

government officials proceed to implement certain policies without
 

carefully examining the 
nature of the market they are addressing.
 

In this regard, the findings of this paper can serve as a
 

cornerstone for developing more effective policies on credit.
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II. Data Sources and Methodology
 

The following discussion of informal credit markets draws
 

heavily from the findings of Floro (1987). The Florc study
 

involved a survey sample of 111 farmer-borrowers (eight of whom
 

are also farmer-lenders), and eight trader-lenders, conducted
 

during the first half of 1984. The survey respondents were drawn
 

from fourteen (14) villages (barrios) in five Philippine
 

municipalities namely: Talavera and Jaen in the province of Nueva
 

Ecija, Tigbauan and Oton in the province of Iloilo, and Solana in
 

the province of Cagayan. (See Map 1).
 

In the first part of the paper, the distinction between
 

unfavorable (marginal) and favorable (developed) areas is made to
 

highlight possible differences in credit exchange which might
 

reflect the effect of modern technology and commercialization.
 

Favorable area refers to irrigated, high-productivity, and more
 

commercialized villages while unfavorable area refers to the
 

rainfed, low-productivity, and less commercialized villages. A
 

schematic diagram is presented in Appendix 1 to illustrate how
 

the villages in the different municipalities are classified under
 

the study area category.
 

Within a given agrarian setting, the different economic
 

positions of market agents in the production and distribution
 

processes are taken into account. Credit relations in the
 

Philippine food (rice and corn) agriculture are thus examined,
 

taking into account both the diverse environmental and technical
 

conditions as well as the heterogeneous character of market
 

agents.
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The second part of the paper provides a brief overview of
 

the rural credit policies in the Philippines. It examines the
 

possible consequences of the different policy strategies
 

currently being considered as well. Both the Floro study and
 

other credit studies done by academic researchers and government
 

agencies are utilized to draw out the efficiency and equity
 

impact of the policy schemes especially those using informal
 

lenders as conduits for channelling credit in the agricultural
 

sector.
 

III. The Impact of Technical Change on the Structure
 

of Informal Credit Markets
 

In recent decades, credit relations in Philippine
 

agriculture have changed alongside the development of the
 

production and marketing systems. The introduction of modern
 

technology, in particular, facilitated the emergence of new types
 

of credit arrangements. It has brought about changes on the
 

level of household debt burden as well as on the composition of
 

informal lenders. These developments have substantially altered
 

the character of the informal credit market, allowing it to
 

adjust and to meet the credit needs of an increasingly market

oriented rural population.
 

A. Changes on the Household Debt Level
 

The introduction of modern technology in the mid-sixties to
 

to an
boost agricultural produation in the Philippines has led 
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increased demand for credit. The need for capital inputs and
 

hired labor in addition to consumption requirements compelled
 

farmers to seek out more loans. This helped reinforce the
 

strategic necessity of credit among the rural population. At the
 

same time, the increase in output and hence, on farmers' earnings
 

as a result of technical change in production methods prompted
 

lenders to provide more loans to farmers since bigger anticipated
 

harvest raised the repayment capacity of the latter.
 

Whi2e the promotion of modern technology resulted in the
 

rapid growth of agricultural production, particularly rice which
 

is the staple food, it did not necessarily reduce the relative
 

debt level of farm households. This is because the relative
 

increase in farmer's income was insufficient to offset the
 

increase in cash requirements.
 

Floro's findings supports this argument. Using the
 

Philippine rice and corn sectors as a case study, she computed
 

the average debt-burden of farm households in the favorable or
 

1

developed areas as well as in the unfavorable or marginal areas.


Income differential across households in each study area were
 

also taken into account. The study noted that households
 

adopting new production methods have larger loan volumes than
 

their counterparts in the unfavorable or marginal area (Table 1).
 

This was expected considering the ralatively larger purchased
 

input requirements of households vhich adopt modern production
 

methods. Lenders may also be willing to provide larger loans to
 

the households in the developed areas due to higher
 

productivity and hence, higher expected farm earnings.
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A borrower's capacity to pay, however, is not measured by
 

the absolute size of his debt. Rather it is determined by the
 

proportion of total debt to his available resources or earnings
 

for that period. One possible indicator of a household's ability
 

to repay loans is the size of its earnings relative to the
 

expected loan payment. In other words, the repayment capacity
 

of the borrower depends on whether his net income for that period
 

is sufficient to cover his due outstanding loan obligations. The
 

debt burden index (B/Y) is therefore a useful measurement for
 

2
 
this purpose.
 

The debt-burden index is defined as the ratio of one
 

period's outstanding loan obligations of a household which are
 

due at the end of the period plus expected interest charges, to
 

total income earnings for the same period. Multi-period or multi

payment loans are not included in the calculation of the debt

burden index. Since 89.7% and 93.3% of the loans borrowed by
 

households in the favorable and unfavorable areas respectively
 

were provided by inFormal lenders (Chart 1) and since the
 

stipulated loan period of majority of informal loans are short
 

(32 weeks or less) as shown in Table 2, then a significant share
 

of the total household loans are expected to be paid at the end
 

of one production period.
 

The income-based comparison of the (B/Y) indices in Table I
 

indicates that poor borrowers have higher debt burden than rich
 

borrowers. Poor hcu~ahobds are indebted nearly 1.3 times the
 

amount they earned ,hile rich households are expected to pay 60
 

percent of their tota.1 net earnings for maturing loans. Comparing
 

indices between stud, araas, the relative debt burden of farm
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or 


higher than for those in the unfavorable or marginal area.
 

The above findings were further supported by the
 

Floro
 

households in the favorable developed area is found to be
 

statistical results from P multiple regression analysis. 


(1987) foued a highly significant negative correlation bctween
 

statistical
the household's debt burden level and income. The 


tests also indicated that borrower households in the developed
 

area have higher debt burden than their counterparts in the
 

marginal area.
 

can be explained by the relative vulnerability
These results 


the
of households to the terms-of-trade effect. Borrowers in 


more affected by market fluctuations because
favorable area are 


of greater market dependence for their production and
 

consumption needs. The unfavorable terms-of-trade for
 

agriculture has increased the debt burden for those households
 

who rely more heavily on modern inputs and market a bigger
 

proportion of their output. This has been exacerbated in
 

particular, by government pricing policies which "have
 

undervalued agricultural production during the last decade
 

through lower product prices and higher input prices." (David
 

1982, p. 17). 
3
 

Due to the heavy debt burden carried by farmers in the
 

developed areas, they are more vulnerable to default than those
 

in the marginal areas. The same is true for poor households as
 

compared to those in the higher income categories. This is
 

empirically verified by the statistical tests conducted in the
 

Flora study. Computation of mean household propensity to default
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for each income level in both the developed and marginal areas
 

showed that households in che. developed area and which belong to
 

the lowest income category have the highest propensity to
 

default (See Table 3). The degree of associatfon between income
 

-status and incidence of default was further tested using ordinary
 

least squares regression analysis. While the negative correlation
 

between household income and household default rate was found to
 

be statistically significant at 99% level, the study area
 

variation effect reflecting differences in technical and economic
 

conditions was not. This implies that the default rate of
 

borrowers withinthe same income category in the two areas are
 

not very different. In other words, the default rate (or
 

alternatively, repayment capacity) differential across income
 

class seems to be more significant than across geographical or
 

environmental areas. To the extent that borrowers' repayment
 

capacity reflects their 'creditworthiness', then income status
 

has an important bearing on the credit terms offered by lenders.
 

B. Change on the Composition of Informal Lenders
 

As a result of technical change, the composition of
 

informal lenders in the rural areas has also altered. This
 

section presents some empirical evidence from the Floro study
 

regarding the replacement of the 'old' group of moneylenders
 

namely, the landlords, wi±:h the 'new' group, namely the traders
 

and rich farmers. In particular, it examines the diversity in the
 

economic behavior of the two dominant lender groups and the
 

subsequent effect on :_aef perception of risk. Throughout the
 

discussion, the type of acar'an setting in which these informal
 



lenders operate is, also taken into account. This is specially
 

useful in highlighting any effect of technical change on the
 

nature of informal lenders and the terms of credit they offer.
 

Conceptually, farm households can approach two distinct
 

markets for loans: a) institutional or 'formal' credit sector
 

consisting of private and government financial institutions such
 

as commercial banks, rural banks, Philippine National Bank, etc;
 

and/or b) the informal, credit sector comprised of private
 

commercial, and non-commercial lenders (See Chart I).
 

Recent studies have shown, however, that only a small segment
 

of the rural population in the Philippines - mainly large
 

farmers- have access to institutional or formal credit (Esguerra
 

1982, Subido 1981, Sacay et al. 1985). In recent years, there has
 

been a drastic reduction in the supply of agricultural credit
 

provided by the formal financial institutions due partly to the
 

decrease in the supply of governemnt-sourced, cheap, rediscount
 

funds and the drying up of agricultural credit subsidy programs
 

(Lamberte and Lim 1987). It is also partly the result of high
 

loan arrearages among rural banks forcing some to impose more
 

stringent conditions as part of their credit rationing measures
 

and others to close. In fact the number of operating banks has
 

declined from 1214 in 1981 to 
1055 in 1985. This has made formal
 

credit even less accessible to farmers. According to the Floro
 

study, the contibution of formal lending institutions to the
 

total volume of loans in favorable and unfavorable areas are
 

6.16% and 10.26% respectively (p. 207).
 

At the same time, there are limitations to the extent of
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involvement of non-commercial lenders including friends and
 

relatives especially in terms of loan size and loan purpose. The
 

restricted character of non-commercial loans and the limited
 

accessibility of rural banks and government- sponsored credit
 

cooperatives make informal, commercial lenders an important
 

source rural credit (Floro 1987).
 

Informal, commercial lenders have a heterogeneous
 

composition. They can be distinguished by the dominant economic
 

5 They include: a) landlordactivity in which they are involved.


lenders, b) trader-lenders, c) farmer-ienders, and d) others which
 

include teachers, local government officials, businessmen, etc.
 

These sources extend both cash credit and credit-in-kind. They
 

operate outside of the banking system, are not regulated, and are
 

not really monitored like those in the formal credit sector.
 

Except for the professional moneylenders, to whom lending is the
 

an
principal source of income, most of them provide credit as 


integral part of their economic activity.
 

The Floro study found that the importance of traders
 

particularly in the developed or favorable areas and rich farmers
 

in the marginal areas as loan sources is quite striking.
 

Landlords, on the other hand, 	now play a minor role even in the
 

tenancy is still prevalent. (See
unfavorable areas where share 


Table 4). This is consistent with TBAC (1981) and Sacay et al.
 

(1985) findings which traced the intertemporal changes in the
 

the last three
class composition of informal lenders during 


decades.
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.. Withdrawal of Landlords in Monevlendine 

to play a dominant role in Zhe
Traditionally, landlords used 


credit market. Throughout the Spanish and American colonial
 

periods as well as during periods when labor supply was
 

Constantino 1975, and
problematic (Hester 1924, Dalisay 1937, 


Pelzer (1945 p. 94) explained:
McLennan 1980). Moreover as 


"It is to the advantage of the landlord to have the
 

tenant indebted to him not only because of the high
 

interest rates but also because then the tenant may be
 
leave
forced to do all kinds of 	extra work and may not 


binds the tenant to the land
his landholding. The debt 


and makes him almost a slave of the landlords, who there
to be
upon determines every step to be taken- the crop 


grown and the time of planting and harvesting."
 

That landlords seemed to figure prominently in the informal
 

share tenancy especially in
credit market is not surprising since 


the rice and corn sectors have been widespread until the early
 

seventies. With the implementation of land reform in 1973,
 

however, landlords had diminished in importance. A 1978 survey
 

conducted by the Technical Board of Agricultural Credit (TBAC) i.
 

that landlords provided only 16

three Philippine provinces showed 


the total loan value in the rural areas (TBAC 1981).
percent of 


The study noted that:
 

"The reported changes in the structure of rural credit
 

markets apparently transpired with the replacement of the older
 

crop of moneylenders, who ha6 been in moneylending since the
 

Spanish colonial period (the landlords), by a group of
 

moneylenders who started their moneylending operations in 1968 or
 

later (the traders)." (TBAC 1981 p. 11)
 

The survey findings in Floro (1987) also showed that
 

landlords played only a small role in the lending circuit in
 

1983-84 (Table 3). What seems to be surprising is that even in
 

the rural households are
the marginal area where majority of 
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either share-tenants or part-share-tenants, loan provisions by
 

their landlords comprise only 8 percent of their total credit
 

requirements.
 

The withdrawal o landlords from moneylending can be
 

attributed to several factors. In the favorable area, the shift
 

from sharecropping to leasehold and, to some extent, amortization
 

arrangements lessened the need for personalized contact to
 

monitor tenants' actions. Under these tenure systems, the role of
 

credit as an incentive and monitoring device diminished in
 

importance. The formal declaration of land reform further
 

weakened the political sanctions underlying the share tenancy
 

contract. This made the existing landlord-tenant relations
 

tenuous so that the landlord may no longer be interested in
 

advancing loans to the farmer.
 

But even landlords in the unfavorable or marginal areas do
 

not find it in their interest to lend to their tenants. One
 

possible explanation is that they may no longer need credit as a
 

strategic variable in monitoring or 3upervising the tenants;
 

instead they may employ an overseer or katiwala. Also, during
 

prolonged periods of poor harvest, landlornds may find it more
 

profitable to lend to non-tenant farmers with adjacent
 

landholding than to their own tenants. Farmers are most
 

vulnerable during such times so that the opportunity for distress
 

sales of land arises.
 

2. Emergence of Trader-lenders
 

The advent of nei, technology in the late sixties is, to a
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responsible for the emergence of trader-lenders
large extent, 


Improvement in
 
including input-dealers as a dominant loan source. 


output levels accompanied by the development of
 productivity and 


irrigation and roads, have opened new
 infrastructures such as 


avenues for profitable undertaking in trade and 
commerce. Marketed
 

surplus has increased both absolutely and as a 
proportion of
 

6 Division of labor and specialization have also
 production.


the network of distribution and marketing channels
emerged as 


becomes more complex. These have made conditions 
more favorable
 

for expansion of trading activity in the agricultural 
sector.
 

integrated into the market
As. farmers became move and more 


assume an increasingly important role
 economy, traders began to 


in the distribution system. The traders' involvement 
in directly
 

servicing the input and output marketing needs o, 
farmers
 

facilitated the development of trader-farmer relationship.
 

scale of trading operations increases, the
As the 


competition among traders for grains procurement intensifies. 
This
 

is in order to maintaiu high utilization rates of their marketing

related facilities including trucks, warehouses, and 
ricemills
 

(Hears 1974). The bigger the distribution network of a trader,
 

the greater is the pressure to procure a large share of the
 

output market.
 

Empirical evidence from the Floro study indicates 
that
 

moneylending has become an important complementary 
activity to
 

season 1983-84, more than
 trading. Table 5 shows that for the wet 


half of 
the sample houoeholds in each income category sold their
 

output to trader-lenders. The government marketing agency, 
the
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the other hand, purchased
National Grains Authority (NGA) on 


output directly from a few households, the majority of whom are
 

7
 

middle and rich farmers.
 

Another study suggests that in fact, there may be tacit
 

between NGA and private traders operating in a
 agreements 


locality. Bouis (1982) indicated in his study that traders make
 

time when

profits by obtaining palay from farmers during harvest 


at its lowest level and then reselling the

price of output is 


the National Grains Authority at guaranteed
palay directly to 


floor prices when the market price increases.
 

Output procurement by traders is guaranteed by attaching 
a
 

the loan called tampa. This condition
tie-in condition to 


to sell all of their marketable surplus
requires farmer-borrowers 


the price stipulated by the trader-lender.
at 


In many cases, this gives the trader-lender an opportunity to
 

the farmer's output. The prevalence of tampa in the
 

to trader-lenders 


underprice 


the Floro (1087) survey findings.
study areas is confirmed by 


than half of the total volume of trader-
Table 6 shows that more 


linked to another market transaction require
lender loans 


sell their output.
bo5:owers to 


share and the growing
The drive to expand their market 


induce traders to
 complextiy of the distribution network also 


farmers to act as middlemen. The growth of trade is
 
seek out 


farmers whose economic
constrained by the limited number of 


a big
intimately known to

behavior and repayment capacity are 


access may be overcome by
trader. This limitation in information 


local areas for
 
acquiring services oF marketing agents in 


borrower screening, loan disbursement, and output payment
 



collection. The importance of middlemen or marketing agents in
 

trade expansion and competition explains why traders also
 

to act as a
stipulate a tie-in condition requiring the borrower 


marketing agent. Hence a substantial portion of the loans made by
 

traders are granted to middlemen-farmers who relend this to other
 

farmers. (See Table 6).
 

3. The Rise of Farmer-lenders
 

Farmer-lenders are another dominant source of loans
 

particularly in the unfavorable or marginal area as shown in Table
 

4. To a large extent, they also fill the void left by the
 

landlords and financial institutions. As a group, they provided
 

nearly 40 percent of the total loan volume in the unfavorable
 

area. The relatively low productivity in the rainfed parts of the
 

Philippines makes it less attractive for traders to expand their
 

trading operations in the area. With the exception of cash crop
 

traders such as tobacco dealers, majority of the traders would
 

only deal with farm households with irrigation pumps and/or with
 

relatively large landholdings. Rich farmers, on the other hand,
 

are quite active in the lending circuit even in the marginal
 

Not only does interest returns augment their farm earnings,
area. 


to acquire more land.
moneylending also provides opportunity 


Previous empirical studies have acknowledged that
 

rich farmers and landowners would engage in moneylending not only
 

for earning interest but also for the purpose of acquiring land
 

usufruct rights (McLennan 1980, Serrano 1983). The persistence of
 

tenancy in rice and corn agriculture implies that the farmers are
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mainly producers who have acquired cultivation rights in exchange
 

for rent but who do not have the right to dispose of the land.
 

Since there is no legal market for cultivation rights (i.e. sale
 

of land amortization or leasehold rights are prohibited), then
 

the primary means by which land usufruct rights can be
 

transferred is through land acquisition in the event of loan
 

default.
 

Moneylending becomec an important complementary
 

activity to farming whenever it gives the lender leeway in
 

influencing another person's decision to sell land as well as the
 

acquisition price of that land. This is confirmed by the findings
 

of the Floro study presented in Table 7. It is shown that
 

slightly more than one-third of the total amount of loans
 

supplied by farmer-lenders in both developed and marginal areas
 

actually led to land transfer.
 

Credit, therefore, may serve as a means of acquiring land as
 

in colonial times. The survival of the practice of land transfer
 

vis-a-vis the debt mechanism can be attributed to several
 

factors. One is the failure of land reform to abolish tenancy
 

especially in the unfavorable areas. Another reason is the
 

inadequately developed land mar.et juxtaposed with the developed
 

output market. As a result, the more common method of acquiring
 

land is not through market transaction but through credit. A
 

third explanation for the presence of land tie-in credit is the
 

economic vulnerability of majority of the Philippine farmers.
 

Their general inability to make ends meet especially during
 

prolonged periods of drov:ght, persistent crop failures, or
 

unexpected emergency cases requiring large cash outlays means
 



that farmers are sometimes compelled to give up a portion of
 

their landholdings to pay accumulated debts or to acquire
 

an unusually large amount of loan.
 

It can also be noted in Table 7 that some farmer-lenders
 

require borrowers to buy inputs and/or sell output in both
 

favorable and unfavorable areas. This may be explained by the
 

existence of a subgroup of farmer-lenders who have limited
 

capital of their own for lending and hence, borrow loans for
 

relending purposes from trader-lenders. This access to
 

sub3tantially large volumes of loan (over and above the farmer's
 

consumption and production needs) requires middlemen-farmer to
 

ensure that borrowers sell their output to the trader-lender.
 

C. Changes in Credit Terms
 

The promotion of new technology and the uneven pace at which
 

this is taking place in the rice and corn sectors have facilitated
 

the emergence of a heterogeneous group of lenders with diverse
 

economic considerations. The coexistence of different types of
 

lenders implies different lenders' perception of risk and
 

borrower-creditworthiness. Floro (1987) arguad that the
 

specificities of trading activity and of the process of land
 

acquisition has lead not only to the adoption of a selective
 

lending strategy but also to a lender-borrower sorting
 

phenomenon. This implies that the price of credit charged by
 

different lenders would depend on the characteristics of
 

borrowers and would take different forms including output
 

underpricing, input overpricing, and land acquisition.
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Trader-lenders and farmer-lenders provide farmers access to
 

credit based on different perceptions of risk and under different
 

selection criteria. Taking into consideration the fact that
 

farmer-lenders' gains to moneylending include land acquisition
 

and that this may take place only in the event of loan default,
 

then farmer-lenders would tend to prefer a borrower who hap, low
 

repayment capacity. Trader-lenders, on the other hand, prefer to
 

lend to farmers with high repayment capacity. Moreover, they
 

require the farmer's anticipated harvest to be put up as
 

collateral since they are involved in buying and selling of
 

farmers' output. The more marketable output the farmer has, the
 

more "creditworthy" he is. In contrast, farmer-lenders' direct
 

involvement in the production process makes land a desirable form
 

of collateral. Since poor farmers, particularly in the marginal
 

or unfavorable areas, are the most vulnerable to fortuitous
 

circumstances such as sickness and bad harvests, then they are
 

likely to offer land as collateral.
 

The Floro study provided empirical evidence that trader

lenders and farmer-lenders sort prospective borrowers according
 

to different risk and collateral criteria. Theresults of
 

statistical tests using conditional probabilities and analysis of
 

variance suggest that in general, farmer-lenders allocate a
 

Volume of their loans to poor farmers and trader-lenders
greater 


to rich farmers.
 

This borrower pattern is also reflected in the credit terms
 

lenders offer to certain types of borrowers. The strong positive
 

correlation found by Floro between loan size and income level of
 



tend 	to offer
the borrower, for instance, implies that traders 


farmers with higher income. The strong negative
bigger loans to 


rate charged by
correlation between the effective interest 


trader-lenders
traders and borrower's income suggests that 


rate charges on the basis of the

differentiate their interest 


Rich borrowers are charged louer
borrower's income status. 


interest rates than poor borrower since they have lower default
 

found

propensity. The study area variation effect, however, was 


to be not statistically significant. In other words, there is no
 

rates between favorable
significant difference in the interest 


brought
and unfavorable areas. Technical change, while it has 


about a change in the composition of credit suppliers, may not
 

the cost of credit.
have 	any significant impact on 


Farmer-lenders in contrast to trader-lenders, tend to offer
 

flexible credit terms to poor farmers. The results from the
 

multiple regression analysis in the Floro study indicates that
 

not subscribe to the standard
farmer-lender behavior does 


determination. Farmer-lenders offered
theories of interest rate 


at lower interest rates to poor borrowers than

bigger loans and 


sense if the farmerto rich borrowers. Such behavior makes 


induce the poor borrowers to default and the
lenders wants to 


loan size has a positive effect on default. A large loan relative
 

to income allows the possibility of substantial loan default and
 

subsequently of land transfer.
 

a borrower wants to avoid land transfer by spreading his
"If 

loan demand over several lenders, then a farmer-lender is able to
 

work around' this response by offering lower interest rates,
 

allowing rollover of defaulted loans, or simply giving lenient
 

of credit. The willingness of farmer-lenders to offer lower
terms 
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interest rates and relatively bigger loans to poor borrowers
 
suggests that the farmer-lenders will c-hoose those credit terms
 
that weakens the borrower's resistance to land mortgage." (Floro
 
(1987) p. 266).
 

The relative insignificance of the study area variation
 

effect on interest rates in the regression analysis indicates
 

that contrary to popular belief, there is no difference in the
 

effective monthly interest rates charges by the farmer-lenders in
 

the favorable or unfavorable areas. This can be expected since it
 

was argued earlier that interest returns is not the primary
 

reason why rich farmers engage in moneylending. These results
 

also support the hypothesis that interest rate differential
 

across geographical or environmental areas is not as important as
 

that across income classes.
 

The opposite is true, however, for relative loan sizes.
 

The regression results in the study suggest that for a given
 

income class, borrowers in the developed or favorable area
 

received significantly bigger loans than their counterparts in
 

the marginal or unfavorable area. This is consistent with the
 

findings that rural households which adopt modern technology have
 

higher debt burden than those using traditional cultivation
 

methods. At the same time, if the preseice of irrigation systems
 

and the application of modern inputs in favorable area Increase
 

the expected land value, then farmer-lenders may be willing to
 

lend bigger loans to poor borrowers in favorable area than to
 

their counterparts in the marginal area.
 

The regression results just presented are further supported
 

by the data in Table 8. Computing for the conditional
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probabilities, the table shows that there is 
a high probability
 

that the mortgagee (the lender who stipulates land as collateral)
 

is a farmer-lender. This is true not only in the unfavorable area
 

but also in the favorable area. These aggregated conditional
 

probabilities however, mask an important difference among income
 

classes. TLble 9 shows that most of the mortgaged land belong
 

to poor farmers,
 

Making a study area-wise comparison, it can be noted that
 

the probability of a poor household mortgaging his land in the
 

unfavorable area is higher than that of a poor household in the
 

favorable aren. The opposite is true for higher income classes.
 

The probability that middle and rich households have 
to mortgage
 

their land is higher in favorable areas than in unfavorable
 

areas. 
In other words, the probability distribution of land
 

mortgages across income classes has a wider spread in the
 

favorable areas than in the unfavorable areas. This may be
 

explained by the fact that while among poor borrowers it is the
 

inability to meet their consumption needs during bad production
 

periods that compels them to mortgage their land, loans with land
 

mortgage received by middle and rich households are usually
 

intended for specific "investments" such as higher education,
 

acquisition of farm machinery, etc. Unlike "distress" loans,
 

these types of mortgage loans are expected to be repaid once the
 

specific "investments" pays off. The fact that there 
are
 

relatively more opportunities for such investments in the
 

favorable areas explains why middle and rich households in those
 

areas are willing to obtain a loan requiring land as collateral.
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D. Summary of Findings
 

the rural household's
 
The impact of technical change on 


demand for credit, the present composition 
of informal lenders
 

have been examined in the 
first part of
 

and their credit terms 


Philippine
the Floro study on 

this paper. Using the findings 

of 


this
 
(rice and corn) agriculture 

for empirical verification, 

food 


paper shows that:
 

an increased demand
 
1. Technical change has 

brought about 


rural

the higher debt burden of 
led to


for credit which has 


households.
 
group
 

2. Technical change facilitated 
the emergence of a new 


whose risk and collateral
-
the traders
of lenders 

traditional group of
 different from the 
considerations are 


informal lenders (the landlords) and farmer-lenders.
 

spread of agricultural development 
and
 

3. 	The uneven 


commercialization allows for 
the coexistence of diverse groups 

of
 

a
 
lenders. Their different economic 

considerations lead to 


lend to 
rich
 

sorting phenomenon whereby 
trader-lenders prefer to 


to lend 
to 	poor
 
households while farmer-lenders 

prefer 


resulted in market
 

households. This lender-sorting 
behavior has 


fragmentation.
 
informal
fragmentation in the 


4. 	The presence of market 


sector partly explains 
why technical change did 

not
 
credit 


farmers.
of 	credit to
the cost 
a 	reduction in 
necessarily lead to 


the vagaries of
 not 


market fluctuations and 
absence of
 

The high risks faced by farmers only due to 


also to
nature but 


public services makes 
default risk a serious
 

and
infrastructures 
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concern even among informal lenders, particularly the traders.
 

What has simply changed is the manner in which lenders sort their
 

the form in which they charge interest. Loans
borrowers and 


provided by trader-lenders almost always require tie-in output
 

sales, and/or middlemen services. While these types of market
 

interlinkages also occurred among farmer-lender loans, farmer

link their loans 	with land mortgages as well.
lenders tend to 


5. The differential impact of technical change on rural
 

households is determined by the income status of the household.
 

The emergence of trader-lenders, for instance, has a significant
 

effect on the availability of credit to rich households, but not
 

necessarily to poor households. In cases where trader-lenders do
 

lend to poor borrowers the effective rate charged, inclusive of
 

any implicit charges such as underpricing of output and
 

overpricing of inputs, is much higher than that to rich
 

borrowers.
 

No 	doubt the introduction of modern technology has opened
 

put credit to productive use in agriculture.
new opportunities to 


The adoption of modern technology has increased the farmer's
 

output and hence, his gross farm earnings. But whether this is
 

enough to cover his debts (including interest) depends upon
 

several other factors including the rtructure of the informal
 

credit market. While technical change has facilitated the rise of
 

their loans is borrower-class
trader-lenders, accessibility to 


specific. This affects not only the amount a farmer is able to
 

borrow but also the cost at which he obtains the loan. Given the
 

the informal credit market, credit accessibility
structure of 


becomes highly dependent on the income status of borrowers.
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IV. Policy Implications
 

The policy implications of the present discussion 
are far
 

reaching and not immediately obvious. Rather than lay down any
 

comprehensive policy guidelines or 
examine the social and
 

economic costs and benefits involved in making the choice among
 

alternative sets of policies, this section discusses the possible
 

implications of different policy emphases.
 

A. Lagged Growth of the Rural Financial Markets
 

While technical change has facilitated the rapid growth of
 

product and input markets during the last 
two decades, the growth
 

of rural financial markets has lagged behind. This is largely due
 

to the structural characteristics of the agricultural sector and
 

to the institutional and policy environment which has promoted 
a
 

bias against agriculture. The existence of high transaction
 

costs due to the presence of risk and uncertainty in agriculture
 

has 
made its credit risk rating traditionally poorer than the
 

commercial and manufacturing sectors. In addition, the general
 

inability of many farmers 
to make ends meet during periods of
 

natural calamities or crop failures as well as during times of
 

emergency such as sickness 
or death in the family has lead to
 

high formal loan arrearages. As 
a result, most organized
 

financial institutions, with the exception of 
rural banks, have
 

chosen to stay in the periphery as far as rural financing is
 

concerned and have concentrated their financial activities in
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the urban areas (Lamberte and Lim 1987, 
Ozaeta 1987).
 

.pecific 
 government interventions in 
the form of credit
 

quotas, interest rate regulations, and loan targetting have
 

accentuated the problem of 
rural financial markets. Empirical
 

studies and project evaluations reveal the costly failure of
 

these government 
 schemes and the deleterious effects of 
these
 

policies on the development of rural financial markets (Esguerra
 

1981, Von Pischke et al. 
1983, Adams et al 1984, Lamberte 1985).
 

The 
creation of specialized agricultural credit agencies and
 

credit programs only 
 limited the opportunity for portfolio
 

diversification and 
thereby increased the 
risk faced by credit
 

programs and credit agencies. Loan target specification often 

required screening procedures, detailed monitoring and 

supervision which raised the effective costs of lending. The 

imposition of interest rate controls, moreover, impelled 

financial institutions to make 
use of non-price allocative
 

mechanisms to 
ration credit. The concessionary rediscount rates
 

offered by the Central Bank to 
priority sectors 
like agriculture
 

nas 
actually paralyzed the savings mobilization activity of
 

financial institutions (Gonzales-Vega 1983). 
Instead of helping
 

develop the rural financial 
system, it merely encouraged the
 

financial intermediaries to 
become heavily dependent on tihe
 

Central Bank for loanable funds. 
 This also discouraged them from
 

increasing their own 
funds vis-a-vis rural deposit mobilization.
 

The increased flow of 
subsidized credit funds 
to agriculture
 

in the late sixties up to 
the late seventies was 
not thus
 

accompanied by parallel improvements in the environment for rural
 

finance, much less 
by wider credit accessibility. Due to high
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arrearages, many 
formal 
 financial institutions who acted as
 

conduits for these government credit subsidies were 
plagued by
 

the problem of non-repayment of loans. This only increased the
 
number of ineligible farmer-borrowers since loan repayment was
 
one of the main requirements for subsequent loan prvvisions. As
 
the source of cheap credit began to dry up, eligibility for
 
suqbequent borrowings became more 
stringent. Both the commercial
 

and rural banks required that 
previous loan obligation;. be met.
 
They began to 
impose lower loan ceilings and asset collateral
 

requirements. Although the credit subsidy 
program were
 

originally designed 
to benefit 
the small farmers, the formal
 

financial institutions favored lending to 
more viable, less risky
 
farmers with larger landholdings. This made formal loans
 

accessible to 
an even smalller segment of 
the rural population.
 

The reduction of credit subsidies in 
the early eighties
 
accentuated the decline of formal credit allocated to 
agriculture
 

(David 1982). Banks, as profit-maximizing entities, sought to
 
lend to those sectors where their combined costs of funds and of
 

supervision were relatively lower, mainly the urban sector
 

(Tolentino 1986). 
The inability of the 
formal financial sector to
 
service the growing financial needs of the rural population
 

indicates that the rural 
 financial markets have not kept apace
 

with the development of other markets.
 

B. Comparative Advantage of 
the Informal Sector
 

While 
the formal financial intermediaries remain impaired
 

in the rural areas, the informal credit sector 
has remained
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resilient 
in the face of government intervention and market
 
distortions. 
In fact, it is 
able to cope remarkably well with the
 
recent 
changes in agricultural productii, Irought about by
 
technological development and government policies. TBAC 1981,
 
Serrano 1983, Sacay et al. 
1985, and Floro 1987 demonstrated that
 
the informal financial market is 
a 
 highly flexible sector that
 
adjusts itself to 
the prevailing economic conditions.
 

The preceding section has shown 
that technical change
 
altered not only the existing system of production but also the
 
accompanying system of 
informal finance. With the introduction of
 
land reform and 
 modern 
 technology in agriculture, the
 
traditional group of moneylenders 
- the landlords- have
 
withdrawn. The void 
they left 
 in the credit market have been
 
quickly filled by the 
new crop of moneylenders 
- the trader
lenders and 
farmer-lenders. The 
terms of credit also changed from
 
tied-in tenant 
credit 
 to output and land tie-in arrangements to
 
accommodate changes in 
relations of 
 production and 
exchange.
 
Moreover, these informal credit 
sources 
are more efficient 
 in
 

terms of delivering credit to 
farmers.
 

"Because of their essentially local and indigenous
operations, they have access 
to 
more credit information. Thus
their loan processing is necessarily quicker and their credit
decisions are made 

allows them 

on the spot. Secondly, their flexibility
to lend both for production and 
for interim
consumption needs of their borrowers. The fact that funds
borrowed may be used for purposes not related 
to crop production
since credit is fungible, does not 
affect their collection
performance. Thirdly, their lending operations are unregulated
and therefore not 
subject to 
reporting and monitoring
bureaucracies. 
Lastly, their lending operations 
are merely
peripheral activities.., 

margins and not 

their bread and butter being their trade
their financing income. 
" (Ozaeta 1987, pp. 
3-4).
 

These 
 explain why informal lenders 
are able to reduce their
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the same time, they are
administrative and risk costs while, at 


able to provide smaller loan sizes at the time they are needed.
 

C. Policy Strategies towards Revitalizing RFMs
 

The comparative advantage of informal lenders over financial
 

institutions with respect to information access, and to enforcement
 

of credit terms as well as to their 'unregulated' and
 

'unsupervised' nature has stimulated discussion among policy
 

makers and academics. The new consensus that is emerging today is
 

that the informal credit sector plays a significant role in
 

the rural areas. Its widespread use suggests
credit allocation in 


that it is well suited to most rural conditions (Von Pischke et
 

al. 1983, p. 8).
 

But while there is general agreement that the informal
 

sector is more efficient than the formal credit sector, there are
 

differences among policymakers and economic advisers on the type
 

the type of credit channel
of financial strategy to pursue and on 


Some argue that financial market revitalization should be
to use. 


targetted towards the rehabilitation of formal financial
 

institutions particularly the rural banks. Others view that
 

integrating the informal sector into the formal sector would
 

greatly enhance the overall performance of the "rural financial
 

system. Both sides however, agree that there are lessons that can
 

gleaned from the informal sector operaions which are useful
be 


for making policy adjustments.
 

1. Financial Liberalization Strategy
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One major policy reform that has 
been introduced as part of
 

the formal financial institutions rehabilitation package is
 

financial liberalization. The informal lenders are 
largely
 

unconstrained by government policies such 
as legal ceilings on
 

interest rates so that they are 
able to offer more flexible
 

repayment schemes and 
credit terms. This implies that a move away
 

from specialized, supervised credit programs and the removal of
 

unnecessary and distortionary government regulations in the
 

financial system may be beneficial.
 

In 1984, the government has started to address the
 

distortions in 
the rural 
financial markets by deregulating some
 

aspects of the financial system. Lending and deposit interest
 

ceilings have been removed. Treasury bills
rate are being
 

auctioned while Central Bank bills 
 are slowly being phased out.
 

The rediscounting 
rates are adjusted to approximate the market
 

rate. Selective credit controls have been lifted.
 

Other aspects of financial intermediation such as bank entry
 

and credit quotas remain, however, subject to government control.
 

The absence of free entry in 
the banking system has limited the
 

volume of funds mobilized in the rural 
areas as well as the
 

variety of financial services provided (Lamberte and Lim 1987).
 

Current branching regulations in the Philippines are perceived to
 

be onerous especially to 
rural financial institutions. For
 

instance, the requirement to purchase a minimum amount of special
 

government securities for every branch opening is 
a form of entry
 

barrier. It allows 
existing banks, whether efficient or
 

inefficient, to appropriate rents in 
a certain area (Lamberte and
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Lim 1987).
 

The agricultural loan quota scheme requires all banking
 

iiistitutions to set aside at least 25 percent of their loanable
 

funds generated for agricultural credit. It was designed to
 

encourage urban-oriented institutions to undertake rural lending
 

and to mobilize available resources for agricultural development.
 

But as pointed out by a Central Bank memorandum, the scheme did
 

not serve to increase the flow of funds to the agricultural
 

sector. On the contrary, it only resulted in penalizing non

agricultural borrowers and at the same time, increased tha banks'
 

cost of intermediation. Critics of the two government restrictions
 

are thus pushing for their removal to help promote more
 

competition between formal and informal lenders in the rural
 

financial markets.
 

2, Diversification of Formal Financial Institutions
 

One policy recommendation that has recently gained attention
 

is allowing the banks to diversify into allied activities such as
 

trading, marketing, etc. The interlinking of credit with other
 

markets appears attractive since informal lenders' access to
 

information and enforcement of credit terms relates to this
 

feature of informal credit markets. The predominance of market
 

interlinkage has extensively been discussed in the literature
 

(Bardhan 1980, Braverman and Stiglitz 1980 to name a few). When
 

markets are characterized by high transactions cost and
 

asymmetric information, moral hazard problems are not
 

insignificant. Interlinking of markets is a response to the
 

imperfect character of markets.
 

30
 



Moreover, proponents of this policy strategy argue that
 

market interlinkage enhances the control of lenders under
 

conditions of risk and uncertainty. For instance, the presence of
 

a tie-in sale arrangement strengthens the market position of
 

traders as output-buyers. Output price determination is now made
 

by contract rather than through the forces of supply and demand.
 

On the other hand, the lender's involvement in a trading activity
 

prcvides him a strong organization for controlling credit flows
 

(i.e. tracking the farmer's activity from his acquisition of
 

inputs to planting and harvesting) and for enforcing repayment
 

schedules.
 

Besides, the costs of loan screening, supervision, and
 

monitoring may be accommodated by the substantial trading
 

margins. In other words, involvement in trat ng and related
 

activities also opens additional profit opportunities to the
 

financial intermediary in the form of mark-ups on the input sales
 

and 	margins on the output purchases.
 

While it may indeed be tempting to jump into the bandwagon
 

of "interlinked markets", one needs to 
raise the question of
 

whether rural financial institutions are motivated to engage in
 

trading and other related activities. Do they have the technica
 

and managerial skills necessary to run a trading operation?
 

Given this to be the case, there is a strong possibility
 

that financial institutions may evolve into agricultural
 

development corporations involved not only in lending but also in
 

marketing, input dealing, and brokering.
 

Such 	a scheme however, may run against the goal of wider
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can easily be limited to the
credit accessibility. Financing 


trading and relateu activity in which the financial 
institution
 

still stays in the periphery as far as

is engaged so that it 


rural financing is concerned. Further studies are required to
 

the different positions on this
provide empirical support to 


issue. The impact of this scheme on bank competition in general
 

examined.
and credit allocation in particular needs to be 


3. Integration of the Informal Sector
 

The banks' inability to provide an efficient credit delivery
 

system has led to the development of other policy schemes that
 

sector. Informal lenders have
maximize the role of informal 


as efficient credit channels to a

increasingly been recognized 


access to
 
majority of the rural population who have little or no 


Several financing strategies using informal
formal institutions. 


as conduits of government
lenders - traders, in particular 

a

loanable funds have been considered by the Monetary Board 

as 


credit schemes involving informal lenders
result. Since 1984, two 


have been implemented namely: a) the Quedan Guarantee Fund Board
 

tie-up scheme, and b) End users/Input Suppliers Assistance
 

scheme (Esguerra, 1987).
 

Under the first arrangement, participating banks provide
 

annum to farmers
production loans at 15% interest rate per 


a tie-in stipulation that the grain

directly, but subject to 


be sold to a specified quedanharvest or a portion of it 


franchized operator, usually a rice-miller or wholesaler. 
Loan
 

lending bank by the operator who in
 collection is dore for the 


6% during harvest time for grains

turn receives a quedan loan at 
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procurement. Such a scheme is designed to take advantage of the
 

traders' efficiency at loan collection thereby lowering the risk of
 

default and at the same time, lowering the transactions cost to
 

the borrower by allowing him to pay the loan in kind.
 

The end users/input suppliers abs1tgnce sc"ee exLends
 

production credit to farmers using end users and input suppliers
 

as conduits. Loan funds under this arrangement are channeled
 

through an agent bank by the Ministry of Agriculture and Food.
 

End users refer to individuals or enterprises which purchase farm
 

produce for further processing while input suppliers refer to
 

those which sell inputs to farmers.
 

Two types of tie-in requirements are stipulated under this
 

scheme. Loans from input suppliers require the farmer to obtain
 

his production inputs such as seeds, fertilizers and chemicals
 

from the input supplier-lender. This is to ensure timely and
 

adequate provision of the production inputs and at the same
 

time, provide the required technical assistance. The end users on
 

the other hand, require farmers to sign contracts to deliver the
 

specified volume of their produce at harvest time at a buying
 

price which must not be lower than the prevailing NFA support
 

price.
 

The agent banks charge an interest rate of 6% per annum
 

(inclusive of service charges) to the input suppliers/end users
 

and in turn, the latter relends the loan to the farmer at 15% per
 

annum. The stipulated loan period is 160 days from the date of
 

refinancing. Amounts not paid within this period are subject to
 

penalty rate of 42% per annum.
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The policy of channeling formal credit to informal lenders
 

has been justified on the grounds of efficiency and increased
 

financial integration. With respect to efficiency, the above
 

mentioned programs are judged on the basis of repayment
 

performance. Both the quedan financing scheme and the end users/
 

input suppliers'scheme have high repayment rates as shown in
 

Table 10. Unlike the previous specialized credit programs of the
 

government, the high loan recovery indicates that these schemes
 

are doing quite well.
 

If one is concerned, however, with wider credit
 

accessibility and increased financial integration specially among
 

small farmers, the extent to which the two policies are able to
 

meet this policy objective depends not only on the volume of
 

credit available in agriculture, but more importantly on the
 

farmers' access to these funds and on the terms at which they
 

obtain credit.
 

An initial evaluation of the end user/input supplier scheme
 

indicates that no direct verification has been made on whether
 

the funds channeled through the informal conduits reached more
 

farmer-borrowers and on what terms these loans are offered
 

(Esguerra 1987). It is also implicit in the two policy schemes
 

that:
 

(a) Provision of more credit funds to informal lenders will
 

lead to wider credit accessibility. This is because
 

endusers/input suppliers are required to provide credit no higher
 

than the stipulated loan ceiling per hectare which is equivalent
 

to the cost of material inputs and the farmer's share of the crop
 

insurance premium.
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(b) Cheap cost of funds to informal lenders will lead to a
 

reduction on the borrowing cost 
of farmers.
 

(c) There are no implicit charges to farmers, i.e.
 

underpricing of output or overpricing of inputs.
 

In other words, it is assumed that credit provision to the
 

agricultural sector under the two 
schemes will not only stimulate
 

broad-based rural development and productivity growth but also
 

increase the flow of 
credit funds and the provision of financial
 

services to small farmers.
 

The study by Floro suggests, however, that these assumptions
 

may not be consistent with the particular lending behavior of
 

trader-lenders and the heterogeneous character of credit market
 

agents. The sorting phenomenon that has been observed in the
 

Philippine informal credit market implies that informal lenders
 

sort their prospective borrowers according to their particular
 

risk and collateral criteria. With regards to trader-lenders,
 

they tend to allocate a greater proportion of their loans to
 

rich households. This 
means that wider credit accessibility may not
 

necessarily take place under the 
informal lenders' conduit
 

schemes. Any additional funds available to the informal
 

lender may result in bigger loans for the 
same number of farmers.
 

The president of a development bank operating in the rural
 

areas 
and who is familiar with trader-lenders operation remarked
 

that "millers (only) give production credit to their farmer
 

'sukis' (regular clients)who in turn will pay them back 
 in time.
 

This may not be the most equitable way of doing it. This may not
 

be helping directly the farmers, but 
this is how the system
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goes." (de Guzman 1987, p. 5).
 

Another issue of concern is 
the effect of credit subsidy to
 

the informal lenders 
on the cost of borrowing to small farmers.
 

The end users/input suppliers assistance scheme offers 
a credit
 

line with maximum ceiling of I million pesos for individuals and
 

1.5 million pesos for corporate borrowers and cooperatives when
 

loans are unsecured. The amounts are higher for secured loans.
 

Given the relatively large loans provided to informal lenders, it
 

is likely that the target clientele are big input dealers such as
 

the Philippine Planters' Product, Inc. and big ricemillers with
 

an average capital of 2 million pesos.
 

Floro (1987) 
shows that big traders and ricemillers seek out
 

middlemen whom they trust, who have 
assets and resources for
 

leverage, and who know the farmers in the area very well. Trader

lenders therefore entrust substantial loan amounts to selected
 

rich farmers in order to 
buy output from other farmers. This
 

layer of middlemen/jobbers forms the credit-marketing channel in
 

the rural areas. Credit may therefore pass through several hands
 

before finally reaching the small farmer-borrowers. There is no
 

assurance that the concessionary rate of interest given to the
 

big enduser/ input supplier will be passed on to the farmer

borrower. Neither 
 is there any assurance that no underpricing of
 

output or overpricing of inputs will take place 
as stipulated in
 

the contract agreement. A legitimate question that needs to be
 

answered in this regard is what proportion of the credit subsidy
 

under the endusers/input suppliers assistance scheme is captured
 

by the trader-recipient and the middlemen-farmer-lenders? Any
 

monitoring or supervision of loan disbursement by the informal
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lenders will therefore need to 
take account the presence (or
 

absence) of a developed credit delivery 
 system not different
 

from the marketing channel.
 

Besides, if financial liberalization is 
the general policy
 

currently being undertaken by the government, then subsidized
 

loans to informal lenders 
are not in keeping wit-h this policy.
 

The previous discussion suggests that 
credit subsidy programs
 

are neither efficient nor 
equitable instruments of channeling
 

credit 
to small farmers. Past experiences have shown that
 

subsidized loans were 
 concentrated in 
the hands of bankable
 

farmers with higher income. Moreover, there is the possibility
 

that credit being fungible, may have been diverted to 
other uses.
 

The subsidized cost of funds for informal traders is no
 

different from 
 the rediscount subsidies that 
were generously
 

granted to government banks and rural banks. The legitimate
 

question raised 
 by Esguerra (1981) 
on who pays and who benefits
 

from Masagana 
- 99 credit subsidy may also be applied to the 139
 

million pesos end users/input suppliers assistance scheme. A more
 

detailed inquiry on 
this issue may possibly reveal findings
 

similar to Esguerra's study which indicated that the subsidies
 

granted by the government through the M-99 program, although
 

meant to 
be fully enjoyed by farmer-borrowers, were 
largely
 

captured by the lenders.
 

One may also raise the question of the necessity of credit
 

subsidy program to stimulate informal lenders to mobilize bigger
 

volumes of funds into agriculture. Does it help forge 
 formal
 

informal market linkages and improve the efficiency of rural
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financial markets? 
Several private bankers notably those of the
 

Luzon Development Bank, Bank of Philippine Islands, and
 

Philippine Commercial and Industrial Bank admit that 
they have
 

been financing traders 
even before the 
scheme took effect in
 

1984. In fact, " most commercial banks have chosen to stay in 
the
 

periphery as far as 
rural financing is concerned. A common
 

practice is to 
finance only the traders and processors." (Ozaeta,
 

1987, p. 6). 
This implies that formal-informal linkages already
 

exist within the financial system. Loans are 
granted to informal
 

lenders 
on the basis of their marketing/trading activity, not
 

their lending activity.
 

A portion of these bank loans, especially those with 
short
 

maturity periods, are used 
as trader operating capital for
 

purchasing output from farmers. 
Floro (1987) has shown that the
 

movement of the traders' operating capital corresponds with the
 

cycles of production and of lending. Between harvest times,
 

operating capital is used for lending purposes by traders. Loans
 

are 
released during planting season and collected at harvest
 

time. 
Instead of paying the farmer during harvest for his output,
 

traders advance the payment in 
the form of loans at the start of
 

production period. It 
is in this manner that formal loans
 

received by traders are recycled 
as credit to farmers. Providing
 

traders with more 
credit capital at subsidized rates 
under the
 

present assistance scheme may actually be 
a pointless exercise.
 

A number of studies have 
drawn attention to 
the impact of
 
the policy schemes involving informal lenders 
on the distribution
 

of income in the rural 
areas 
(Floro 1987, Lamberte and LiT, 1987).
 

Floro (1987) focuses on 
the bilateral relationship bctween agents
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with unequal market power. Her stuey argues that the existence of
 

power relations affects the bargaining process of contracting
 

parties in markets. Lamberte and Lim (1987) support this view and
 

issue warnings on hasty policy formulations. They stressed that
 

traders usually have information about market prices which the
 

farmers do not have and that they possess transaction-specific
 

assets which strengthen their bargaining power.
 

In this regard, the recommended credit programs must also
 

be carefully examined as to whether they directly or indirectly
 

exacerbate the prevailing conditions of the economic environment.
 

Floro points out that one big drain in the farmers' earnings are
 

the 'hidden charges' such as the underpricing of palay prices by
 

traders and the overpricing of fertilizer and pesticides by input
 

dealers. Another is the threat of land reduction or land loss
 

vis-a-vib lending operations of rich farmers. In the long run,
 

such credit practices undermine the stability and viability of
 

the rural population which then feeds on the high risk and high
 

cost perception of rural financial institutions regarding the
 

agricultural sector.
 

In calling attention to the complexity of the RFM
 

operations, the preceding discussion issues a note of caution
 

for policymakers concerning the use of informal lenders in the
 

rural financial intermediation. A thorough understanding of the
 

informal credit markets in a rural environment characterized by
 

imbalance of power is essential to avoid dangerously misleading
 

conclusions. History is replete with lessons on the many
 

government "remedies" that only perpetuate and deepen the poverty
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of small farmers.
 

C. Conclusion
 

Undoubtedly, the rural financial market, given its vital
 

role in providing financial services to 
the agricultural sector,
 

requires government 
 assistance in improving its performance and
 

in meeting the new challenges posed by the 
new agricultural
 

development program. But any rehabilitation policy package,
 

whether it involves the formal sector alone, 
or it includes the
 

informal sector as 
well, must be cognizant of 
 the basic roots of
 

the problem. The lagged growth of the RFMs, 
in comparison with
 

other rural markets, is 
not only the result of past government
 

policies, but also of the 
current state of the economic
 

environment. Most farmers 
face high input prices and low output
 

prices, do 
not own their landholdings, obtain poor and unstable
 

yields, earn incomes which are barely enough to meet their
 

subsistence needs, 
and have limited 
or no access to government
 

services and to markets. Government policies in the past tended
 

to 
be biased against agriculture. 
 There is absence of good
 

transport links and support infrastructures like irrigation in
 

many rural areas. The terms of 
trade have remained unfavorable to
 

the agricultural sector. These conditions essentially make
 

agricultural lending more 
risky and costly relative to industry
 

and commerce.
 

The World Bank (1983) report has shown that 
one of the main
 

causes 
of high arrearages in credit 
 programs, besides natural
 

calamities, is the prevalence of small farmers' income which
 

does not allow them to meet 
their consumption requirements,
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pay their debts, and to save or 
to 
place surplus funds in 
banks
 

at the same time. Resources being fungible, 
a substantial share
 

of the additional funds 
received through the credit programs is
 

utilized for purposes not 
related to 
crop productionx. 
 The World
 

Bank in fact emphasizes that misallocation of credit arises when
 

borrowers 
of formal credit have sizable accumulated debts 
or
 

significant unsatisfied priorities 
such as family health,
 

education, etc. 
No matter how well-organized, efficiently managed
 

and economically sound 
the rural financial institutions, their
 

success 
in terms 
of credit delivery and savings mobilization in
 

the broader rural population will also have 
to depend on the
 

overall improvement of 
farmers' economic well-being.
 

Recommended policy reforms which include 
 less loan
 

targetting, removal of credit subsidies 
 both to the formal and
 

informal sectors, and more 
lenient bank entry and 
bank branching
 

regulations 
are 
indeed necessary to improve the efficiency of RFM
 

operations. But 
to solve the rural 
credit dilemma, these policies
 

are not 
enough. As Floro (1987) remarked:
 

"In 
the short run, such a policy goal requires enhancing the
bargaining position of small farmers and increasing 
market
competition. One means 
by which this can be achieved is by
allowing them to 
form credit and marketing cooperatives. These
and other types of farmer-initiated credit institutions enhance
market competition and improve 
on the efficiency of credit
 
allocation." 
(p. 289).
 

In the longer run, however, credit programs must be
 

accompanied by government policies that will 
ensure the increased
 

incomes 
and economic viability of 
the majority of the rural
 

population which then improves the 
 repayment capacity of
 

borrowers 
as well as 
stimulates savings. As Gonzales-Vega pointed
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out, "credit interventions cannot 
correct for the negative impact
 

of other policies or compensate for low returns from rural
 
investments." (Gonzales-Vega 1986, p. 9). 
A successful credit
 
policy must therefore be linked 
to other policies such 
as land
 

reform, pricing policy, infrastructure development, etc (Lamberte
 

and Lim 1987). Without these policy reforms, the impact of any
 

credit-supply related strategy may prove to 
be limited.
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Chart 1 

Diagram of All Loan Sourceas, III Farm Households
A Schematic 

Wet Season 1983-84 

(in S of total volume of loans per stuy area) 

'OrAL tWAN 'JCIAJ4 
8 )(number of 'oansz44 

100.00% - developed area 

100.00% marginal! area 

(number of loans;412) 
(number of loans:

3 6 ) 
89.74% - developed

10.26% - developed 93.84% - marginal
1 - marginal 

;a MIALC04EJMlAL 
(uxwer of loansall)

bunb-r of loanaz29
7 )

1. jral Bazks 12.10% - developed77.64% - developed
2. Land Bank 9.59% - marginal84.25 - marginal
3. Philipine National Bank 

4. CocparaLivO Rural Bank 1. Trad |rl
5. Oher I ina-cial institutions 

, 

/ VIUJGEIIVIDUALS2. Rich Farmersb C0RTVES o
3. Landloa 
4. Other

1. Neighbors 
2. Relatives 
3. Friends 

include agent buyers, miller-buyera. and wholesaler-miller-buyrs. 
a/ 14erchants/traders category 

5.0 has. of laIn.those cultivatino at least
V Rich farmers are defined as 

government ofiicials, employees. etc. 
S/ Others include teachers. loal 



Table I-


Debt burden indices of 111 sample households
 
by income class and study area category,
 
Wet season, 1983-84.
 

Income Mean Debt Debt Burde 
Class Size Index 

(in pesos) (B/Y) 

I. Unfavorable Area
 

Poor 2,581 0.80 (0.81)
 

Middle 3,657 
 0.40 (0.11)
 

Rich 13,890 0.28 (0.46)
 

II. Favorable Area
 

Poor 4,602 1.29 (0.56)
 

Middle 
 9,301 1.02 (0.47)
 

Rich 13,780 0.60 (0.14)
 

Figures in parentheses are standard errors.
 

Source: Floro (1987).
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Table 2 

Estimate Prabiities of Loans
 
With Stipulated Length of Tom Period
 

ByTye of Le.r. by Study Area Categoy, 
Wet Seascm 1983-84. 

Marginasl Area Devlopd Area 

Farmer-lender Trader-lenderFarmer-lender Ter-leder 
loans loans

Length of loans loans 
Loan PezIod 
(in weeks) 

.111 .049
1 - 8 .054 .107 

.302 .197 
9 - 12 .378 .114 

.397 .707 
17 - 24 .324 .707 

25 - 32 .162 .071 .159 .045 

.000
.032
.027 .00033 - 40 


.000 .000
 
41 - 52 .054 .000 
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Table 3 

Loan Repayment Perfom~e of .11 Fuselnids
 
By I,=me Class and Smady Area Category,
 

Wet Seasco, 983-84.
 

ITne Cass Mean Standard 
Prpesity Era 
to Defaul 

I. Unfavorable Area 

PCr 0.29 0.56 

Middlle 0.04 0.30 

Rich 0.03 0.08 

IL Favorable Area 

Poor 0.37 0.72 

Middle 0.16 0.23 

Rich 0.07 0.04 
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Table 4 

1L2 Sample iiusakolds.Dist.ribturti of Informal Loas, 
By Stuay Area caegory, Wet Seasn 1983-84 

(loan volume in eos) 

Favorable
Unfavorable 

areaarea 

Percent of
Loan Prcent of Loan 
V fume Of 7btal 

inforal1 Lender V)dfume.lof Total )d ds
Type 


10.22 73,185 .14.1-920.983
L N-Coeria. 

22,775 4.53
 
a) Cr--edit COeratives 4.147 2.02 

50,410 93616,836 8.20b) Re-aives/Friends 

89.77 432,786 85-51184.3142. commercial 

255,390 50.4666,187 35.91
a) Mer-han/Traders 

122.431 24.172,804 39.50b) Rich. F'-A-:me-s 

8.20 4,504 0.8915,114C) Landlords 


6.16 45,399 8.57
11,353
ci) odhers" 

506,124 100.00205,318 100.00TCTAL 


a These irclude local govere-ni eofficials, busiressmen, emplcyee. 
scbolteaches, e=--

Floro (1987).
Source: 
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Table 5 

Type of Output Buyers, 
By Stdy Area Category, Wet Season 1983-84 

(in prcent of kcuseh1ds with marted out ) 

Prrtion of Total Fmiseholds 

Type of Output Buyer Unfavorable Favorable
 
Area Area
 

a/
L L.nde. 61 
 67 

2. Ncr-Lende.- / 34 26 

3. 5 4 

1
4. Othersd- 2 

ALL T._ES 100 100 

A/ Larde---buyers maybe trae.r-lerrars (of rice, tcbaco, ve.etables) 
or faxer-lefers. 

b-lender buyers maybe trade-s or middlemen who didnot provide any 
loan to the fa-me--seller. 

W/ is the g _vex-nment-owned marketing agerny, National Grains 
Autt-rity. 

d Others include relatives, frieis, etc. 

Source: Floro (1987). 
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Table 6 

Discribuciao of T~-ar-lener Linke Loans 
By Type of Tie-in Arrazcei 

By Scud, Area Caceory, Wet Season 1983-84 

Unfavorable Area Favorable Area
 

Type of Tie-in Loan Pe.cenc Loan Percen 
Arrangemenc Volume of Total Volume of 7cal 

of All of All 
S Iuseholds Ficseholds 
(in pesos) (in pesos) 

A. Linked to Circulacicn 
Activi ties 

63,206 100.0 253,390 98.9 

I. Ruired to buy 
n. c/lrenc mac!niezy - - - -

2. Required
out-PuC 

to sell 36,091 57.1 142,325 55.5 

3. Both (1) and (2) 1,162 L.9 9,194 3.6 

4. Required to act as 
markecing agenc 25,914 41.0 101,576 39.8 

B. Linked tco : icn - - 2,000 1.1 

Acivities 

1. Borrower is tent - -

2. Required to 
land rights 

c-ansfe. 
2.000 L.1 

3. Required co render 
labor serice - -

TAL LI= LOA.S 63,206 100.0 255,390 100.0 

Source: Floro (1987). 



Table 7
 

Distribution of Farmer-Inr Linked Loamg 
By Type of Tie-in Arrangement 

. Sm.-y Area Catego,, 
Wet Season 1983-84 

(loan volume in peos) 

Unfavorable Favorable
 
area 	 area
 

Type of Tie-in Loan Pet-rt Loan Percent 
Arr-gement Volume of Total Volume of Total 

of All of Al! 
Hcuseh--lds F ishlds
 

A. Linked to Ci.".Lacicn 30,078 62.7 45,584 59.3 
Activi ties 

3-	 Ruired to buy 
input/rent machinery 1,180 2.4 2,280 3.0 

2. 	 Required to sell 7,605 15.8 32,873 42.8 
outpu 

3. 	 Both (1) and (2) 21,293 44.1 10,431 13.6 

4.Required to act as
 
---ma.rketing agent 

B. 	Linked to Pruction 18,145 37.6 31.250 40.7 
Activit~ies
 

-L 	Borrower is tenant - 

2. 	 Required to transfer
 
land rights 18,000 37.3 28,250 36.8
 

3. Reqired to render
 
labor service 145 0.3 3,000 3.9
 

TCTAL LINKED LOANS 48,224 100.0 76,834 100.0 

Source: Floro (1987).
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Table. 8 

Es±n~azac Prnbabilities of Mortggee
 
Bei a "axle Type, 25 mortae rx:ns,
 

By Study Area Caeagary,
 
We: Seasou 1983-84.
 

Type of Mortee Unfavorable Area Favorable u-sa 

Number Es.imated uxtber Fzs"imaed 
of Probabiliries of Prcbilities 

Mortgage cha t.h L~An Mortcage tbAcr an 
rcams is Artgaged Loans is mrae 

to ,dar Type. o arrer T'rpe. 

L Farmer-ie£ r 1 .6875 7 .7773
 

1 .111
2. ,rader-lende - 

3. No-far er lender 3 .1875 - 

.111
4. Relative 2 1250 1 


ALL T'f=--S 16 9
 

Source: Floro (1987).
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Table 9
 

Percentage distribution and estimated prob
abilities of households with land mortgages,
 
25 mortgage loans, by study area and income
 
class categories, wet season 1983-84.
 

Income Unfavorable 
 Favorable
 
Class area area
 

No. of HH Probability that No. of HH Probability
 
w/ land a HH belonging w/ mortgage that a HH
 
mortgage to income class 
 belonging
 

has land 
 to income
 
mortage 
 class has
 

land mort
gage
 

1. Poor 15 .4411 5 .2052
 

2. Middle 1 .0909 3 
 .1579
 

3. Large - .0000 1 .0625
 

TOTAL 16 
 9
 

Probability
 
that a HH in
 
the study are
 
has land
 
mortgaged .3265 
 .1451
 

Source: Flor= (1987). 
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Table 10
 

Summary Performance of
 
Selected Credit Programs as of September 30, 1986
 

(Amount in million pesos)
 

Name of 	Program Loans Loans 
 Repayment
 
Granted Collected Rate
 

I. Quedan Financing
 

1. traders/ 1,767.3 1,625.5 
 99.8
 
processors
 

2. Small farmers 
 6.1 	 3.6 94.8
 

II, 	Endusers/ Input
 
Suppliers Assistance
 
Scheme
 

1. Intensified
 
Rice Prod'n
 
Program 46,776 32,225 89.0
 

2. Expanded Corn
 
Program 78,328 57,073 94.0
 

3. National Roctcrops
 
Program 6,601 1,520 --


TOTAL 	 139,025 90,818 92.0
 

Source: 	NAtional Food and Agricultural Council (NFAC)

Agricultural Credit Policy Council 
(ACPC).
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Appendix I 

Study Area Classification of III Farm Households by Type of 
Environment and Proximity to Town Markets 

Selected Provinces, Wet Season 1983-84 

CIARACJEISTICS FROIM/EM IDTI*I OF IKI[JSUIDS 

cWYAN 
(lOl - 20) 

IITO 
(lat = 38) 

IRYINA 
(lot 

OCJA 
53) 

Farm locatirI ' p1~ard 
rainfed 

IOwlaad 
tainted 

Lowland 
I,rigataJ / 

Plateau/ 
Ilp) amd 

lowland 
irrigated 

Low" 
ralnftu 

Lowland 
Irrigated 

rainfed 

Average Farm Sizol 4.0 3.4 7.1 3.9 2.6 2.4 1.7 

UsaQe of 
fertllizez-- low low medium/low low high mei"um hIgh 
Usage of tractor. ne none iartial rne ful I parcial full 
thlres.her, etc. 

Average Rice Yields/ 014 1176 3132 2764 4620 3552 4340 

Access to rareet 
town market 10-15 kma. 5-8 Inm 4-7 kme. 8-1 kmn. 0.5-3 k0" 5-8 kVm. 2-4 kin. 

Umber of Il 
sawples 8 4 16 22 13 40 

Study Are&
 
Classification 
 U U U U F UF
 

Toa lmbr of 

HousehoId Sample In 

Unfavorable Area 49 
Favor able Area 62 

U - Unfavorable 

F - Favorable 



FOOTNOTES
 

A schematic diagram is presented in Appendix 1 to illustrate
 

how the villages in the different municipalities are categorized
 
into favorable and unfavorable areas. The households in these
 
villages are then grouped on the basis of the above criteria.
 

2 Using Nisbet's definition, the (B/Y) index refers to the ratio
 

of a household's total outstanding loan obligation for one period
 
plus expected interest charges, B, to total income earned for the
 
same period, net of all expenses except loan and interest
 
payments, Y. A debt burden index of one implies that the farm
 
household's annual earnings just suffices to meet the period's
 
loan obligations. Obviously, a value of one is an onerous debt
 
burden - and more so for greater than one value. An index greater
 
than one suggests that even if the household uses up all of its
 

earnings to repay its loans, it would still have outstanding
 
loans at the end of the period.
 

It is important to emphasize that while B/Y index refers to
 
the ratio of credit flow and income flow for the duration of a
 
specified period, the B/Q and B/N indices are ratios of the stock
 

of oustanding loans at the end of the period to stock of output
 

and land respectively. The stock-flow distinction in this 
case
 

does not affect our computations of B significantly. This is
 

because farm households tend to wait till harvest (end of the
 

period) to pay back any outstanding loans. Hence the flow of
 

credit to the household for the durtion of the period including
 

renewed and recontracted loans that were unpaid in the previous
 

period is equivalent to the debt stock of the household at the
 

end of the period.
 

The overall magnitude of the bias against agriculture is
 

reflected in David (1982) computation of net protection rate or
 

(NPR). The policy biases against agric-ultura are extensively
 

discussed in PIDS 1986.
 

4 For instince, stipulations in the loan contract such as those
 

asked by the rural banks include the following requirements: a) a
 

NIA water release certificate (this is an announcement that
 
.irrigation water will be supplied at such dates); b) an affidavit
 

from Bureau of Lands, Ministry of Agrarian Reform or the
 

landlord stating the size of land under cultivation; and c) a
 

clean record of non-default in past Masagana-99 or any
 

agricultural credit loans.
 

5 There are cases in which lenders are engaged in two economic
 

activities at the same time, such as farming and trading. In this
 

situation, the question of where he devotes more time and what he
 

perceives to be his min source of earnings determine his
 

classification.
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6 This is supported by the findings of several empirical studies
 

for example, noted that "the

in the Philippines. Hears (1974), 


percentage of production that has been market-directed has
 
(p.


increased from around 20% in 1920 to over 60% in 1969-70." 


81)
 

7 The insignificant role played by the NGA in grains marketing is
 

not surprising. A study of the agricultural marketing 
policies in
 

an apparent lack of
the Philippines has shown that there is 

implement these schemes (Deomampo and Sardido
 government will to 


For instance, transport facilities (to spare the farmers
1979). 

of transportation and transactions costs) are hardly 

developed.
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