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CONSIDERATIONS FOR
CHANGING THE INTEREST RATE POLICY

There is an on-roin~ deliberation led by representatives from
the monetary and planning apencies to change the interest rate
policy. .This paper tries to enumerate ihe issues on the interest
rate policy followed in the Philippines especially in the light of
the inflationary situation and the developments in the financial
system and to analvze the possible impact of changing such policy,
It may not be redundant to restate what the Philippine interest
rate policy is, so, that section 1 will provide & brief description

of the interest rate policy. Ultimately arguments for changing

»
/

the interest ratefpolicy will be made consisting asgentially
of an analysis oﬁgthe effects of changing the policy  to one that
relies more on market forces in the capital market,

The writer Eegs the indulgence of the reader for having to
rehash many points that have been discussed in earlier papers,

But it is felt that tha effects of changing the interest rate policy

in the Philippines have to be analyzed within the context of the

existéﬁé% system,

1. Interest Rate Policv in the Philippincs

The Philippine sovernment might be said to be following a ‘lew
interest rate policy in ceneral and preferential rates for some

sectors, The major control instruments usced o achieve this policy



are as g&glows: 4
|

1). Adhecence to the anti-usury law of 1906 which limits
nominal loarn rates tc 12% per vear for secured loans
and 147 per year for unsecured loans, These interest
ceilings have prevailed during periods of stable prices
and high rates of inflationm,

2). Specifying a ceiling on interest rates for bank deposits
that are found to be lower than the market rate for
competing instruments.

3 3). Financing rates of interest on long and intermediate
government securities at rates way below rates on
equivalent commercial instruments.,

4). Grants of favorable discount rates to rural banks with
the notion that their credit would be channelled to
favored borrowers - small rural producers.

5). Control of the level and cost of credit through govern-
ment and government-assisted banking institutions,
Lendiég rates in these institutions have been set lower
than vates in most private institutions,

e T

~This set 8f instruments results in a structure of interest

rates in the capital market which could probably be considered as
highly distorting to the supply and demand for funds and their
allocation to spending units,

/ A ceiling on tirme and saving deposit rates is set at what
might be considered unreasonably low rates, currently 77 for time
deposits and 67 for saving deposit. In contrast the rates on what
the Central Bank calls deposit substitutes have been fluctuating
within & - &R per cent over the past three vears. The rates on
other substitutes of which we have information are given in Table 1,

From this tatle we notice two things., First, there is a <¢g>

b/wide difference between the rates on time and savings deposit and
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Table 1

RATES ON 30-DAY COMMERCIAL FAPER,

1672-74
Year:s 1972
lionth  Date Raias Month  Date Rates y
(in % interest) (in % interest)
June 23 14, €25 Sept. 21 12,5
2¢ 14,625 22 14,5
27 18.5 Monthly average 12,93
G
32 %7:2 Oct, 9 14,5
30 17.0 10 14,95
Monthly cverage* 17.21 11 14,75
12 14,25
July 4 16.0 13 14,5
7 13.0 1¢ 14,75
11 12,75 18 14.75
13 12.3 19 14,75
14 12,0 23 14,75
18 14,0 25 15.75
19 18.0 26 15.5
21 18.0 2 30 15,75
25 19.0 ? Monthly average 14,91
2€ 20.0 F
27 21.0 i Nov, 3 16,0
28 21.0 ; 7 17.0
29 21.0 15 14,0
lonthly average 1?.’J 17 16.0
; 17 16,35
August 10 20.0 29 16.5
11 22,0 - 23 16,25
1é 22,0 2, 15.5
17 22,0 27 15.0
18 22,0 28 15.0
22 18.90 20 15.0
23 15,0 39 15.0
24 15.25 Monthly average 15,69
25 14,0
30 13.0 Pec. 4 14,0
Monthly average 18,83 5 13.5
5 13.5
Sept, 1 13.0 7 13.75
2 14.0 8 13.25
5 13.5 11 13.25
6 14.0 12 13.5
7 12,0 13 13,25
3 12.0 14 12,75
12 10.5 15 12,75
13 10,5 18 12,75
L4 11.5 19 12,5
18 14,0 20 12,75
19 14,25 21 12.25
20 14,75 27 11.5
27 11.5
*Arithmetic average 28 12,0
Monthly average 12,87



Con't., Table 1

Year: 1973

Month Date
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Con't, Table 1

Month

July

Monthly average

August

Monthly average

September

Monthly average

October

Source:

Date Rate
(in %
16 7.5
17 7.5
18 7.5
19 7.75
23 8.5
25 7.5
26 7.0
30 7.0
31 7.0
1 7.0
2 ¢.625
3 6.375
7 ¢.375
8 7,625
9 Go5
14 £.5
15 7.0
1€ i 7.0
17 - £.5
20 " ¢.5
22 i .5
23 + 4.0
24 i 6.5
28 3 7.0
31 3 7.25
3 7.25
4 7.25
£ .25
7 €.25
10 .25
11 €.25
12 6.25
14 €.75
17 £,75
18 ¢.5
19 5.5
20 5.5
24 5.5
25 5.75
26 5.75
2 I
3 %?;
A £.,25
5 5.75
3 5.75

Business Day
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10.25
11.25
10.25
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11.25
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13,75
13.75
13.25
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14.5
15.25
1525
15,25
15,25

5.86

©.08

13.21



Year: 1974 -~ 3d -

Month Date Rate Month Date Rage
(in % (in %
January 2 14,0 March 20 13,5
3 11.5 21 13.0
7 8.75 22 13,5
8 10,0 25 12.5
9 10.0 27 14,5
10 10,0 28 13.5
11 10.0 29 13.5
14 10,0 Monthly average 11.65
15 11.0
1€ 12.0 April 1 13.0
17 14.5 2 12,5
18 15.25 3 12,0
21 14.5 4 12,0
22 14,0 5 12,0
23 13,5 8 12,0
24 13.5 15 12,5
25 13.5 1€ 12,5
29 12,5 17 13,5
30 13,5 18 13.5
Monthly average 12.24 19 13.5
22 13.5
February 1 13,75 24 13.5
4 : 13.5 25 -
5 14,0 26 13.5
6 14,5 Mont 29 13,5
7 £ 14.5 Monthly average 12,87
8 3 13,75
11 e 14.0 May 2 14,5
12 } 14,0 7 14,25
13 ' 13.0 9 14,0
14 13,0 10 14,0
15 11.0 14 14.0
1R 13.0 15 14.0
20 13,0 16 14,0
21 8,0 17 14.0
25 8.0 20 14.0
26 8.0 21 i3.5
27 8.0 22 13.0
28 8.0 23 14,0
Monthly average 11.94 24 14,0
28 14.5
March 1 3.0 29 14,5
4 10,0 30 14.5
5 8.5 Monthly average 14,05
& 9.5 June 3 14.5
7 10,0 4 14.5
8 8.0 P 14 &




av yer,

those on other papers. Second, we also notice that the lowest rates
reached by the other papers were always above the deposit ceiling set
by the Central Bank, this wide difference may be taken as an evidence
of the unreasonableness of the ceiling rates placed on bank depositél\//
It is true that the deposit substitutes are in larger denominations /
and some.;avers nay not‘be able or may not want to place so much in
deposit._ On the other hand, savings and time deposits entail small
risk, There is no risk of default up to 210,000 since each depositor
is insurgd up to this amount, Also deposit rates do not fluctuate

as widely as those of other instruments., Normally, the rate -
differential should not he as wide as has heen observed,

&

Banks and: other financial institutions have responded to the

*

interest control* in the cxpected direction, In order that banks
1
and othef insti?ution could attract funds, they would have to offer
5
non-deposit inétrumcnts that could pav higher rates, Evidence for
such a tendenc§ could be found in the growing volume and variety of
substitutes to saving and time deposits,,including placements of
large denominations under varied terms observed over recent years.‘
Such a response is very similar to that experienced in Brazil, which
unfortunately adopted the same interest policy. There the bills
market dominated the market for short~-term supply of funds,
Equity considerations were put forward as a criticism of this V%
policy becaust small savers who cannot buy assets of bigger denomi-

nations are discriminated against, In the writer's opinion, this

is not as important consideration as the distortions resulting from \J/
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the policy, Tiwme and savings deposits can be of any amount whereas
bills are in P100 denominations at least, and placements in banks
require minimun amounts that may run to thousands, ~There is a lot
of truth to this coutention but as was pointed out, the discrimination
is not against families in the lowest income brackets but against small
savers probably in the middle income brackets,
Mc Kinnon 1j;7 points to an important impact of such interest
policy in developing economies which are still characterized by
Vd%ality. A modern financial market exists, but only in the major
centers of the country, In the rest of the economy only banks exist,
This fact means that mainly bank time and savings deposits are
accessible to saéers in rural areas and towns, When the rate of
interest on thesg assets are set too low, rural savings will tend to
]

e drawn to othg§ available alternatives, These could be physical
assets including inventory of crops, iewelry and consumer durables,
or cash hoarding, Ilioreover, big rural savers may find it worthwhile
to bring their savings to the city if provincial banks do not offer
attractive deposit substitutes, liost provincial banks are public
or publicly-supported banks which are not known for entrepreneurship,

they
As public bankg.tend to take their role as dictated by policy and
follow regulations more strictly, They will therefore tend to
offer deposits as the major issue and pay the regulated rates,
Hence we could expect somg direction of funds frow provincial to

city financial market,

What we have discussed were the ncgative effects of the
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ceiling on time and saving deposits. To be fair we should state the
positive aspects, It would seem, however, that these are limited to
//Edvantages accruing to hanks as a result of the interest rate policy.,

Chart 1 helps illustrate this statement,

r
31 supply of funds or marginal

cost curve of funds supplied
to hanks,

Te

Yo

N D,  demand for funds

BN

14 -« F, \ P fw L(JS\\.

£y

"*"WM” L, ran s

It is not unreasonable to assume that the existing interest

rate ceiling on deposits, r, 1is below the equilibrium rate, To e

We may visualize the demand curve to be either DD; or rgd and

the supply curve SS,,

a2t

4t ty , forth coming deposits is Fy. Whichever
it may be, banks are ¢iven monopoly profits, The average rate of
profits approximates the margin between the loan rate and the denosit
ceiling rate. The ceiling rate in effoct provides a barrier to .-
reaching the optimal point where marginal cost is equal to the

marginal return to the fund, that is point 0;

e



2. Policy on Teonding Tates

Financial intermediaries provide credit in various ways., They
may lend directly to spending units or they may buy commercial bills,
bonds, or equities for their own portfolios and for the portfolios
of their custowmers, (Bills and bonds are issued at any rate of
interest, but direct loans are covered by the Anti-Usury Law ceiling,
fhough loans fall under the interest regulation there are ways of -
concealing high interest charges. The effective loan rate in private
banks is known to be 15 or 16 per cent per year in recent years. A

Zéé'common practice of concealing high rates is to impose service chargesj:h‘é

= ’

Another strategy is tg reduce the affective principal from the princif1
E

pal stated in the loah agreement, t is said that this is done in the

Philippines by deducting the interest charges when the loan is piven instead

b4
»//Of at maturit, or U?ﬂ:part of the loamn.,is not immediatelv released DLut
is redeposited i thé creditor Fank, o

These strategics would be a normal offshoot of 2 low interest
ceiling, However, éhere are public and nublicly-supported financial
institutions that have to adhere to the letters of the law. ﬁence we
obtain an imstitutionally determined rate structure - the rate of
interest of freclv-marketed forms of credit such as bills and bonds,
the loan rate in private banks and investment houses, and the loan rate
in public financiat institutions,

In this market borrowers would tend to go first to public
institutions where the rate is lower. Naturally not all loan applicants

could be accommodated, Such excess number of applicants raises the

proceesing cost per loan granted, It may as well invite c:rruption.{
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Another effect of the loan rate ceiling is to bar small and

-8 -

provincial borrowers from the credit services of the organized sector.b//
Small credit is too cosily to obtain through issues of either equities,
bills or bonds. As in the case of small savers, small borrowery could

be most efficiently serviced by banks, Yet banks may refuse then

credit at the current ceiling rates., It is known that the per peso
intermediation cost of small loans is higher than of big loans, Small
loans have greater degree of uncertainty becausec small borrowerg are
less known to the creditor. And since the fixed cost of processing

each applicant will be spread over a smaller loan, the per peso cost

of obtaining informgtion is comsequently higher, Thus when we impose

@ loan rate ceiling, there is no way but to bar the small borrowers

from bank credit. jEnfortunately, bank credit is the main if not the
1

N

/
/

only organized creéit available to small borrowers especially in the
provincial areas., 'Other financial intermediaries which could charge
higher rates are éccessible to big borrowers only and are usually
geographically distant from small borrowers,

In this discussion, we have shown the effect on the supply and
a11959tion of credit of the low interest rate policy and the credit
incentives given through public financial intermediaries., If we are
to free the system by removing all interest rate controls on deposit
rate and on loan rate, what would be the short and long-run effects?
Would the average rate of interest increasc as an immediate consequence?

What would be the impact on inflation?

yéVThe first effect would be to make banks more coupetitive with V/
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each other, with other financial institutions and with the unorganized
capital market., 1In the provinces,ﬁbanks could be expected to attract

»//écre funds from money hoarded, from a reduction of inventories, from
more economical use of cash, and from investments in some non-productive
investments such as jewelry. As rates on loans are freed, banks will
be able to lend at higher rates and thercby accommodate loan applications

v/fhat are more risky and more costly to process, This would incr:ase
institutionalized credit and decrease the volume of activity in the
unorganized scctor, As hanks increase in size, intermediation cost
diminishes parély due to the reduction in risk as they are able to
diversify their portgplio and partly duc to economies in bank dperatiocn,
The flow of credit.fégm‘xural to. urban sectors will no longer be encou-
é\ Lo&n rac? may.not
raged by artificially imposed interest differential,  necessarily rise.
The effect o§ freeing the rate of interest will not be as clear
in the advanced sector of the economy. We could expect greater -
competition betwecﬁ banks and non-bani. financial intermediaries,
Banks may have to raise the deposit rates to make deposits attractive

alternatives to commercial and other short-term bills, In fact banks

could raise their deposit rate by the equivalent sales ¥a® they current-
ly pay to the Central Bank without diminishing their profitability.
At higher deposit rates, they will be able to attract more funds from
households,

__ As we know there is no direct control over non-bank intermediaries.
They can borrow and lend funds at the market rate in the form of bills,

bonds, direct placement, etc.,. How would the over all market be affectoed

i
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by bank competitiveness? The ‘interest rate diiierential between
instruments issued by banks and non-bank intermediaries will be narrowed
// down, Supply and demand for each particular type of financial asset will
determine its market rate, The rates on close substitutes will tend to
equalize. With a more integrated market the wide fluctuations in short-
run rates might be avoided as there would be a larger volume of funds
g _
to meet special liquidity needs in the mnarket. h W”/X?
What would be the effect on loan rates and in over-all 1ending/;;//
" rates? The immediate effect is not predictable, As banks are able Eo
offer higher deposit ratzs, its loanable funds are likely to increase. //
While loan rates fall under the Anti-Usury regulation of 12-14 per cent
&
ceilings, it is known that the effective noncinal loan rates in some
private banks is abo§t 16 per cent. This ratc is obtained by taking
the 12 per cent cei%%ng rate on an affective principal, which is smaller
than the principalw'stated in the agreeuent, plus service charges, Any/
increase in the suﬁply of funds to private banks, assuming everything
_//élse equal, would tend to reduce the Toan rate. -The surel:>
of funds will z2i:ift =¢ the risht in ruslic bonks. If the
ceiline on de osit rates are freed., Civen the same demand curve,
the new rate can remain as low as the present level of 12 per cent;
it‘could be higher or lower. With funds flowing more freely between
public and privatec banks, the new equilibrium rate could be anywhere
around the present ceiling of 12 per cent, It cannot be higher than

the going rate in private banks since this is the equilibrium rate with

a smaller supply of funds., It could very well happen that the lending
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rate of banks be closer to 12 per cent than to 16 per cent, Here it

is shown that the lending rate need not necessarily rise as interest

rate controls are removed, provided that they are removed as a whole,

To summarize, removing the existing set of controls on the

intesﬂé; rate would tend to result in the following:

1.

2).

3.

4).

3).

It would improve the efficiency of the allocation of funds
to spending units, be they small or large, or whether they
be in the provinces or in the cities,

High-risk and small borrowers could be accommodated by the
organized financial houses, banks in particular. The cost
of lending to these borrowers is necessarily higher per
peso loans, Naturally, these borrowers will not be aceormo-
dated by banks if the rate of intercst allowable will not
cover the cost of lending, 4

The orggnized financial sector will tend to expand as
controls are removed. They can offer more attractive
rates tQ suppliers of fuads, Provincial banks will be
especially favored since they dominate the financial
market jin the provinces. They will be in stronger
competiftive position for assets held in non-financial
alterngtives of households, The flow of savings to
urban centers will be diminished as provincial banks are
able to offer higher rates.

As the financial system develops, the cost of inter-
mediation is likely to go down, Risk is reduced with
portfolio diversification that is mede poseit-la by a

more developed orgenized market, Operational cost may
also go down with larger scale of operation, and process-
ing cost in public banks will diminish as loan application
are redirected to other institutions.

It is not clear how the overall lending rate of interest
will behave, It is as likely that there will be no
immgdiatc rise in interest rate as that it will go up.

3. Inflation and the Rate of Interest

Freeing the rate of interest would most likely result in higher

deposit rates which would be in line with rates on other short-ternm
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financial assets, It may or may not raise the loan rate beyond the
Anti-Usury rate ceilings., Assuming that both deposit rate and lending
rate to investors increase, what would be the effect on inflation?

It has been argued earlier that a higher deposit rate would tend
to attract more funds into the banking systemg In the‘deve10ped financial
assets to depositg, Households would tend to economize the use of cash,
decrease their holding of inventory and other physical assets, place
more of thei; assets into deposits. Consequently, demand for commodities
decreases, thus tempering inflationary pressure. In Table 2 we find
e§idence of "flight" from monéy and savir~ and time deposit during the
past years of inflation as shown by the substantial decline in Mo

2 GNP
5 s ; :
ratio, If deposit rates were higher, such a decline might hgye been

prevented, or at leagt diminished.

: .3 : . :
An increase in the loan rate is also likely to dampen inflationary

3
s
pressure. Assuming‘investment demand to be interest-eclastic, an increase

in the rate of intevest would decrease the level of investment and there-
fore decrcase demand. This same tendency would be true as far as consumer
credit is concerened. The reduction in the level of investment might also
invqlve the adoption of more labor intensive techniques in production., As
we know the movement of wage rates in the Philippines has lagged very much
Behind that of prices including prices of capital goods. There would,
therefore, be less cost-push pressure from using a labor-intensive tech-

nique than from using a capital-intensive technique,
' ¢

We have given some arguments for departing from the interest rate

policy that the courtr; has followed for the past two or more decades, We
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have shown the discriminatory effect of the interest rate control against
small and provincial savers and borrowers. High risk - small loans which

T —

are necessarily more costly to provide tended ta be excluded from

~ G
bank portfolios. Such equity considerations are important but it is felt
that thﬁ,_EJQE‘OBES aré the distortions in the supply and allocation of
funds in the whole financial market arising from the interest policy.
@he cost to the econémy is not easy to estimate. What we could say is
that thére was a tendency to have larger investment in physical capital
including larger inventories by business and households, as well as a
tendeﬁcy to hoard and to direct the flow of saving from rural to urban
centers where non-deposit financial gssets were paid higher rates.\
Interest rate incentf@es provided by the government through its banks
could not guarantée éuarationing of their funds to the most productive
activities. Excess éemand for loans in public institutions meant more

2

application forms td;process and therefore higher processing cost peso
len;. fThe other major consideration is the negative effect of the interest
ceiling on banking development. At the same time that exisE}ng banks are
given monopoly power and the power to exercise price discrimination, banking
activity as a whole was probahbly prevented from expanding. Less funds

could be attracted to banks and competition was discouraged.\

¥ We could only speculate on the effect of the measures on other
financial intermediaries. (Savers in a develooing financial market cannot
N
be expected to go immediately into a diversified portfolio of financial

assets. They have to bo zlucated 28 to new alternatives. In the beginning

stages, therefore, we would expect savere to place their savines mainly in
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bank deposits. 1In a developing situation, therefore, the role of bank
deposits’'is predominant, They have thus to Le made an attractive
alternative to physical essets and cash hoardings. As banking habit
develops, savers can be gradually introduced to substitutes to bank
issuesj> Still we should not expect houscholds to movz out of bank
deposi;s as the financial market develops. Bank deposits have been
observed to remain the dominant financial holdinés of households even

in advanced countries. This was true in spite of the relatively faster

growth of non-bank assets,

~The policy to, develop the banking system is in the right direction.
>
But the tools used for trying to pursue this objective may be self-
defeating in the loﬁg-run. We can encourage the first banks to be
1

i
established througly capital assistance, but we cannot encourage the
3

expansion of their activities with our other set of policy controls.
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