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CHAPTIR 1

Introduction

This monogravh is an attemnt to explain the pattern of development
of the Philipnine financial market, This market had a verv modest
berinmine in the imediatg postwar period consisting only of about saven
cormercial banks, three savings bhanks and a small stock exchange. |

t has since developed quite rapidly, though at uneven rates, over the
vears and among its major component institutions. Some sectors,
rvarticularly the private commercial banks, showed great entrepreneurial
dynamism. Thev grew rapidly, thev became very large banks and their
portfolios becane more diversified. A nurber of commercial banks
expanded into conglormerate financial commanies supporting allied
financial as well as production and trading enterprises. Investment
and finance houses, insurance comparies and savings and mortgage banks
also grew at fairly high rates but they, Ias a whole, were unable to
increase their relative importance in the syster. Investment houses
exhibited snoradic growth starting at hich levels around 1970 and
slowing down in the latter half of the decade. Other parts of the
system such as the rural banks and the bonds and squity market have
not been able to compete for funds as successfully as private commercial
banks. Of particular interest is the failure of the heavilv subsidized

rural banks to increase their market share and the average size of



each institution. Their level of intermedistion has even deteriorated.
Similarly, the market for bonds and equity has remained very thin.

As a consequence of this uneven performance, the more dynamic commercial
banks came to dominate the system. Some have atfainecl such larse

sizes as to pose oligopoly mower.

Another important feature of the system is the presence of a
larre public sector ~- the Philipnine National Bank (PMR), a commercial
bank, the Development Bank of the Philippines (DBF), an investment
bank, and the semi-public rural and develcpment banks. The last two
are savings banks with a develomment-oriented lending objective, The
PNB hag Dbeen the largest cormercial bank whose assets comprise from
20 to 30 percent of the total cormercial bankine sector. The DRP
assets hawebeen about 15 percent of total banking assets. Counting
rural and development banks, the share in assets of the public and

semi-public banks amount to rore than half of the total.

"hile the orranized sector hag rrowm quite rapidly, there still
remains a large traditional market which relies on internal and personal
sources for investrents and saves in traditional forms such as hoarding,
personal lending and <divect investment. In a sensg a dualistic financial
market exists wherein a modern sector operates separately but side by
side with traditional segments. The paper shows that there is segmentation

even in the organizod sector,
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This pattern of development has been discussed in several vapers
(World Bank, 1976; Tan, 1976, 1979), but so fap there has not been a
comprehensive description of this pattern of growth or an adequate
explanation of why the organized system developed this pattern. The
World Bank study attributed the seeming lack of competitiveness of the
market to tre specialized role assigned by the Monetary Authority to
the diffevent tvpes of financial institutions. Tan, on the other hand,
blamed the set of repulations which grant subsidy to selected bhanks and
borrowers and interest rate ceiling on selected credit instruments.
These works were narrowly focused and provided little empirical support
to the possible impact of these factors. This study tries to understand
how the Philippine capital market works and explains why it develoved its
present structure of institutions, instruments and interest r'étes.
Explanation is sought in the analysis of the behavior of the timee Froups
of economic units that transsct in the market -- surplus, deficit and
intermediary units. The monograph starts with a highly ag;gi*egative
capital market mocdel that extends the analysis of Gurley and Shéw
| (195€) and lciinnon (1973). It discusses the working of the market
under different conditions. At one extrerme is the traditional market
where there are no 'inter-mediaries; funds flow between individuals
like in a barter svstem. At another end is a capital market consisgifig
of an extensive network of competing financial institutions. A

comparison of these extreme cdses is made to show the zains



that can be obtained from efficient intermediation. The modal is then
used to analyze the implications of specific forms of imperfections
including rigidities imposed bv goverrment rolicv. The aggregative
model is followed by an analysis of portfolio decision of surplus

units and finance problems facing firms.

The Gurley and Shaw/McKinnon model of intermediation is highly
aggregative and simolified, Tunds from saving and other soui"ces are
charnelled to borvowers for investment and other uses via intermediaries.
Ve have to go into portfolio and capital budgeting thecry to be able to
understand the more comblex choice of assets and sources of finance.
Intermediaries offer assets and sources of finance that are differentiated
as to risk, liquiditv and retwns. This they do in order to meet
differences in liquiditsy requirements and .pre.ferences of surplus and
deficit units for risk and liquidity. In this way, intermediaries are

able to expand their level of output or intermediation activities.

Financial assets are substitutes of each other. Premium is paid
for risk and illiquidity. The market determines the equilibwium
structure of interest rates, portfolio of assets and sources of finance.
Ffficient market models including the capital budgeting model of
Modigliani and Miller pive a Qer'y neat derivation of the structure of
Interest rate and cost of capital that solely depends on risk. These

models assume competitive conditions, We make use of the basic



behaviora) assumptions of the theorw, But we consider explicitly how
it works under imperfect conditions. Imperfections in IDC markets
are ‘treated as determining the constraints in which ecoromic units
‘opera'te. They result in unequal sets of constraints for different
groups of decision units. Sepmentation of the market is shovm to
result from the inequality of congtraints. Instead of one market
equilibrium point, a structure of equilibria is obtained from the

different serments.

Govermment intervention, which is extensive and highly selective
in nature, is considered an important source of imperfection. Some
imperfections result from physical barriers that still remain
ineluding discontinuous c:ozrmmicatioﬁ and transportation network.

The latter ‘i.nmer-fect‘ions are considered to arise from underdevelopment.
Imperfect knowledge and indivisibilities also seem to prevail in the

financial market., The implicalion of all thase is analyzed in the paper.

The model sesms able to exrlain some of the peculiar features
of the Philippine capital market such as the wide interest rate
differential, firms' reliance on loan and internal financing, the
persistence of closed family corporations,the small size of the equity

market and the short maturity of most financial papers.



The monogravh contains eirht chapters including this introduction.
The second chapter develops an agrrepative intermediation model.
This is followed by a brief historical analysis of the financial
system. Chapter 6 discusses the basic portfolio theory and how it applies
to an imperfect market. The model is tested on the Philippine stock
market. The results are given in Chapters 5 and €. Chapter 7 deals
with the money market; Chapter 8 with finance choice. Flow of funds
data are used to provide some empirical insights into finance decisions.

Chapter 9 rives the conclusion.



CIAPTIR 2

A Model of Financial Market Develooment and
The Structure of the Philinpine Market

1. A Model of Financial Development

Gurley and Shaw (1956) and later Tobin (1363), lMcKinnon (1973)
and other economists attribute much benefit from financial intermediation.
The most important contribution of financial intermediaries i1s in
resource allocation. They also help reduce risk and the cost of
liquidity and financial transactions. These positive effects of
intermediation are explained below through a model of financial

development from a traditional to a develomed financial market.

Financial intermediapies are chanmels of funds from surplus to
deficit units. They collect a large pool of funds. In a large pool, the
Placement of any one small lender is linuwid since it forms but a very
small part of the total. On the other hand, each intermediarv prants
loans to a large number of hormowers. The denositor's claim against
the intermediary is ultimately a claim against all borrowers. He
therefore shares in the diversified portfolio of the intermediary.

By placing his funds with an intermediarv, the lender is able to
diversify his portfolio of assets and to increase its liquidity.
Diversification generally leads to risk reduction. And as specialized

institutions,we expect intermediaries to gain from economies of scale



in operation and in the collection of information about lenders and
borrowers. Such econcmies of scale should reduce risk and the
transactions cost of lending and borrowing. These gains from
intermediation could be substantial. We exnect, however, that its
most important impact is allocative in nature.. To show this irmact,
we expand on McKinnon's analysis of invesmen“t—-saving—bomving-1ending

(5/1~B/L) choices in a semented market,

Let us begin with the traditional market where there are no
intermediaries. Money may or may not be in use. Income and wealth
are unequally distributed. Transactions in goods and borrvowing/lending
may take place among individuals who are proximately located and
personally knovn to each other. In an extreme case, they neither
borrow nor lend. Fach wunit is financially self-contained and decides
only on its rate of savine, In such a case, saving and investment

take place simultaneously.

Unequal distribution of information results in unecual investment
and financial market opportunity curves (I0C and FMOC)., The best-
informed individuals face the best possible options; the poorly- |
informed, inferior options. Borrowing McXimnon's graph, we take two
individuals, A and B, each facing a different IOC. Fach has
his own map of indifference curves, TCA 's and ICB'S. The slope

of the IC curve gives the rate of time preference, and the slope of

the I0C, the internal rate of retwn. If there are no lending



possibilities, individuals A anxd B will save and invest at

the point of tanrency of their respective indiffersnce and investment
opportunity curves. Their respective optimal rates of return need not
ecual. We will see that the possibility of borrowing from each other
will bring them to a higher level of utility. © may borrow from

A at any rate between B's and Afs original oﬁ)"tinal rates at

a, and b, and continue doing so until both A and P have
reached equal marginal rate of return and equal time preference rate.
Funds are transferred from the low productivity to the high productivity
investor, and from one with low to one with high time pr*eférence. Poth

are able to reach a higher level of utility from saving and investing.

Individual borrowing-lending, like harter, is costly to transact
and requires the coincidence of quantity and maturitv of credit. This
double coincidence Joes not easily occur between any two pairs of
individuals. In our case, what D wants to borrow at the equilibrium
rate is larger than what A wants to lend. B  Thas to look for
other lenders. Obtaining funds from several individuals would involve
higher +ransaction cost than if the funds are cbtained from one source.

The matching of maturity iz another complication, also that of risk.

Even with good matching of amount and maturity between bartering
individuals, Pareto optimality is mot feasible at the aggrepate

level. In traditional markets, transactions tend to take place between
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progimate and familiar individuals. One does not usually face all
transactors. We wight have a sroup of individuals who are known to
cach other but who have acually low investment cpportunity curves.

In ‘thisvc:as;e, there 15 a sraller possibi]ﬁ.ty of gains from borrowing and
lendirgr. Torrowing and lending take place mainly to equalize the
marginal time preference rate. Assume there is another group of
individuals who have hisher I0Cs, Tach groun will reach its own
equilibrium rate of return and rate of time preference. The equilibria
need not equal for the bt srouns. The two groups would be better

off if they could transact with each other so that funds are allocated
ontimally for all their rembers. Here we see how imperfect information
results in some kind of seemertation and a poorer allocation of
resources. Phvsical barriers work like poor information. They prevent
the movemertof funds fram those with low productivity and low time
preference rate to those rrith hich productivity and high time nreference
rate. Intermediaries should reduce if not altogether rerove these
immerfections/so that the semmentation breaks down., /An ideal situation
is where borrowing, and lending via intermediaries take place so smoothly
that the Pareto optimal point is reached, This is wheré thera 1s one
comron equilibrium time preference and intermal rate for everybody,
with total lending equal to total horrowing. This takes place because
the presence of intermediaries reduces most of the problems inherent

in a barter system -- double coincidence, indivisibilities and high



cost of information and transnction cost. Ve can imagine an inter-
mediary being able to channel funds from many small surplus units such

as A to horvowers in many locations.

Chart 2.1 may be used to derive the supply to and demand for funds
from intermadieries. At each interest rate reflected in the slope of
the market or horrowing/lending line M4, some peonle want to lend,
some want to borrow. The supply curve is the sum of desired lending
at each rate. The demand is the sum of desired borrowing at eéch vate.
As interest rate increases, desired lendine increasses but desired
borrowing decreases. The demand for funds from in’texmed:iaries is the
total investment forthcoming minus the investment made by lenders and

the szlf-financed investment borrowers.

"o note that the supplv and demand functions exist not just
because of differences in time preference rates but also because of
the heterogeneity of investment oonortunities. Even with very eood
information in the market, entrejreneuwrial and manarerial talent is
fairly scarce and differs among individuals. Most individuals seem
o have ooman_a.‘tive advantage in working as employees. Ve can say

that the alloc;’ative role of intermediaries restz in the very nature

of man's capacity.

In the course of development, intermediaries diversify their credit

offerings. They may find it more efficient to specialize in intermediary
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functions. e find many countries having several types of intermediaries
-= commercial and savings banks, investment houses, securities dealers,
and insurance compardies each tvpe specializing, to a certain extent,

on one or a few instruments., Cormercial and savings banks are

usually the first intermediariés to be established. An important
veason is that their intermediary function is easily understood by
people vho are just being introduced to financial assets. The act of
depositing and lending is verv clementary, Later on, other financial
instrmments becore accepted -~ bank bills, trust certificates, and
other deposit substitutes, commercial MW% and stocks and bonds of
private and rovermment entities, including fin.anciél enterprises., A
sreater variety is offered in order to meet the demand for different
desrees of liquidity and risk by borrowers and lenders. The instruments
offered are competing financial assets (or liabilities). The market
would tend to move towards an equilibrium structure of interest rates
reflecting the relative liquidity, risk and intermediation cost of

each credit instrument. As the market develons the cost of risk,
liquidity and intermediation are expected to fall. The reduction in
these costs will lower equilibrium interest rates, evervthing else
civen, and narrow their ranges. At each lending rate, rigk will tend

to he lower and the asset more liquid.

The rate of diversification will depend, to a large extent, on

the growth of the financial system as a whole since liquidity, risk



and intermediation cogt are,to a larpe extent, determined by the market
size of each assat. Diversification and finencial growth are, therefore, .
expected to move together, Such diversification means an Iincrea.sing
number of credit instrumerits that would compete with bank assets and
liabilities. Tt is therefore to be expected that, in the absence of
intervention, the relative importance of banks in the system will

decline Juring the process of development arid possibly stabilize at

some point vis-a‘-v:LS that of the securities market, mutual funds, insurance
and other intermediaries. e will find in the following chapter

that this Jid not happen in the Philippines. Banking institution
continued to dordnate the system., This pattern could be traced partly

to the financial policy mursued b the roverrment.

The wolicy to tromote the establishment of financial intermediaries
i based on the henefits to be exmected from their services. However,
this policy has been irtertwined with policies aimed at the overall
develooment of the ecoromv and of specific éectors. The mix of policy
tools used had unequal impact on the different types of intermediaries

and financial assets.

The straterv contained a mixed bag of repulations including
interest vetes and portfolio ceilinms, and subsidies. Ceiling interest

rates have been imposed on selected credit instriments -- bank deposits,
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roney market instruments ond 3-;:.:&11153.:1 Banks have prescribed debt
equitv ceiling and size limitations on any individual borrover
nartionlarly Dosri (bank director-officers and related individuals)
horrowers. Subsidy in the form of low rediscounting rate is granted
to all hankine institutions and prefarential rediscounting rates and
volunes are granted banks for their loans to priority activities such as
in rice and exports. Chean sources of equity are granted for the
astablishment of rural and mrdvate develoorent barks. Other forms

of subsidv are rranted commercial banks on a more selected basis such
as the allocation of m™roceeds from foreirn loans. There are no clear-
cut or objective criteria for rationing this fund. There are many
other rerulations such ac the 35 percent tax on the imterest rate
paid by ultimate horrowsrs in the money market, the 100,900 minimum
gize placement in this market and the inclusion of at least 25 percent

agricultural loans in commercial banks' loan portfolio.

The straterny, it is seen, has two important features. Tt is
selective in nature and it involves both intended and unintendad grant
of credit subsidy. The subsidy comes mainly from monetary eXPansion.
The selactive nature of the regulations on interest rates, placement
sizes and grant of credit subsidv through rediscounting and equity

assistance discriminates arons surplus units, among deficit units and

1 s
_ All ceilineg rates, encept for short-term loans, are to be
dishbanded as of July 1, 1881,



amons financial irtermedizvies. fome surplus units are benefited
while others sre hrrt by these remulations. Banking institutions

nrofit from the generous rediscounting facilities and the cellins rates

on deposite which provide banks with cheap sources of funds.

The ceiling on deposit reduces its attrac*tivenegs as an alter-
native asset to hold. Those vho have few financial asset altermatives
like small savers ave therefore discriminated against by the deposit
ceiling. The ceiling rate on loans makes these & relatively cheap
source of finance so that those able to horrow at the ceiling rates
are bhenefited, while those who are rationed out of the available loan

funds and forced to relv on more eypensive sources are disfavored.

The allocative impact of the interest and rediscounting rsgulations
is roughly illustrated in the followins chart. Assume arain that
oprortunity curves differ for the average small household "v*m and the
advanced modern  entrepreneur as reflected in Ygfi and VY
Let us assume further that the aggrerate supply and demand for funds

g"l} »  Yrespectively.
derived from the IC and the I0Cs of all households/firms are in

Chart 3, A competitive financial system would determine the interest rate

at the intersection of supply and demand at Ty For A and B
households/firms, it means a market line of equal slope. An artificial

lowering of deposit rate would lead to a smaller supply of funds from the

A-~type households. They will tend to invest more on their ovm projects.

The policy of lowering the rate below that of the market implies unfilled demand
for funds by deficit units. There prevails a returns differential

betuzen A-type and b-tyne households.



b

2. b A
ELT

S B e

e b e e




17

Cormercial banl furdls have been supnlementad by rediscounting.
This is an increment in furd supnlv. Soreowing for investment
increases, since A and P together invest more than vhat they
vould have done under nmurel: self-finance or under competitive financial
intermediation. If,as a conseguence of the increased demand, inflation
occurs and has a nerative redistributive impact on the A households/

] 1

firms, their IOC would shift downward and to the left as Y‘f’; ‘.z’li'\ .
Agrrepate demand retuwrne to the old level, and income 1s transferred
to the B  households/firms via inflation. Allocation might be made
as efficient as in a competitive intermediation system, but at the

expense of redistribution from the low saving investment units to the

large B-type units.

The effect of other reculations are discugsed in later chapters.,
Ve contend that nolicy has much to explain for the uneven rrowth of
financial intermediaries or of the credit instruments which thewv
spec:ialiie to issue., This has to be horme in rmind in tracing the growth

of the component institutions in the system.

In the next chapters, we try to previde an empirical answer 1o
the question of how far the Philippines has prosgressed toward establishing
a varied but intesreted financial svster in which a competitive structure
of interest rates prevails. This involves describine the grovth of the

orpanized system as a whole and its maior components, the subsequent
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gtructure of financial assets they suppiied to savers and other
surniuz units, their merformance as measurad by their intermediation
activity, and for comercial benks where data are available, their profit

rates also.
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CHATTER 3

The Grovwth and Structure of the Financial Market

Many forces account for the srowth of the country's financial
market and the structure that evolved. With the economy developing
at a fairly fast rate, supply and demand for various financial assets
increased, Phvsical barrders were breaking down, leading to the
cradual integration of ho*h real and financial markets. The crowing
level of income and economic activity generated a higher level of savings
and investment. The financial market ::@smndéd to these developments
‘by astablishing new institutions and new forms of financial paners,
and increasine their level of intermediation. At the time that these were
taking place, the }«ﬂ.onetértv Authority or equivalently, the Ceniral Bank,
adopted an aggressive but highly selective financial policy. It
ancourared the establistment of hanking institutions by subsidizing their
initial capital and operational funds tiroush the rediscount window.
The main recipientsof this subsidy were the mmal hanks but all bhanks
received rediscounting privileges, The govermment also directly e:-:pande.d.
the eystem hv establishingm the Development Fank of the Philippines (DBP)
and expanding the size of the Milippine National Bank, a state commercial
bank. Since the late 60s when the goverrment has followed inflationary
policy, credit expansion was partly channelled through the public and

the rural hanka.
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This financial develomment strategy was selective in the sense
that the development of other types of intermediaries was neglected and
the different types of banking institutions received unequal rates of
subsidy. Private savings hanks were not deliberately encouraged to grow.
A review of CB reports and regulations shows no concern about other
sectors of the financial market. In addition to this bias towards banks,
interest rateson banking deposits and loans were regulated. Ceiling
rates vere imposed on deposits; the rates depended on maturity, and on
loans, the rate depending on whether or not they are collateralized.
Portfolio constraints were also imposed on banks and the government social
insurance system. There were other regulations but these are considered
to be the most important in terms of their implications to allocation

and financial growth.

In addition to these factors are some imperfections which also
influenced the market for particular financial assets and the movement
of funds between geographic areas. The quality of entr'eprgneurship
seems 1o have differed especially between rural and city bankers.
Information is not equally distributed and the poverty and generally
low level of income of the majority of families make many assets and

investments indivisible.

The way these factors influenced the market for particular assets

or credit is analyzed in later chapters. This chapter tries to capture
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some of these influences on the development of the institutions and their
intermediary fung:tiohs. The chapter is focused on the banking sector
because there are more data on it. It is, momovef, the most important

sector of the financial system.

1. The Financial System

The system consists of intermediaries that Supply financial papers
to surplus units and credit +o deficit units. The financial papers supplied
- may be pra.mrv or secondary papers, i.e., those issued by ultimate
bqrrwera or spending units like corporate stocks, and those issued by
the intermediary like deposits and bank hills. Intermediaries also
function as brokers for rrimary securities underwriting primary security
issues or arrenging a loan portfolio for surplus units who wish to lend

directly as in the case of money market without recourse papers (VWORP).

The prowth of intermediary activity is gauged by the amount of funds that
flows into and out of the svstem. Funds flow in the form of new deposits,
payment for bank bills, etc. Thése are recorded as liabilities of the
intermediary, TFunds accumulated are lent out in the form of loans,
secufities ptmchased, gtc, These are recorded as assets. These have
counterpart accounts with spending or primary units -- they are assets

of surplus units and liabilities of deficit units.
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Tlow of funds data (FOF) measure best the level of intermediation.

A complete FOF traces the flow of funds among all four groups of economic
units: households, business, govermment, financial institutions, and the
| foreign sector. An oripinal placement of funds with an intermediary and
their relending increase intermediation level. Uhen the debt by a deficit
unit is repaid and relent again to another deficit wnit, intermediation
increases further. In contrast, a portfolic change from, say, deposits
to bank bills, does not add to intermediated funds. The FOF which contains
the sum of all debit and credit entries to each accoﬁnt allows a more
accurate accounting of intermediation activity. Balance sheet accounts, in
contrast, net out the two sides of each account and report the ending
balances onlv. They, therefbre,,tend to underestimate the level of
intermediation. Balance sheet information is, however, the more readily
available set of data. ‘e have to rely on this for our historical
description of the development and structure of the system. In later
chapters when we analyze in greater detail the market for major financial

assets, flow of funds and other information are used.

We have three tables to describe the growth and structure of the
system. Table 3.1 gives a basic financial develomment indicator, Gurley
and Shaw's financial assets to GNP ratio. Also in the table are data on a
mmper of financial institutions and their offices, and their geographic
distribution. Tables 3.2 and 3.3 show the growth of assets and their

distribution among the different groups of financial institutions
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FINANCIAL DEVELOPMENT INDICATORS, 1950-1877

Value of Financial

No. of Bank Assets leld Privately Ratio of Financial

Year Offices (in Millions) Assets to GKP
1950 113 ® 1,480 .21
1960 Loy 3,994 29
1965 780 7,462 .32
1970 1,303 17,985 W13
1875 2,075 53,890 48
1977 2,655 77,274 .50

HUMBER OF OFFICES QF FINANCIAL INSTITUTIONS, 1978

Banking Institutions
Commereial banks

Private development banks
Thrift banks

Savings and mortgage banks
Stock savings bhanks

Rural hanks

Specialized government banls

lon-Bank Financial Institutions
Investment houses

Finance companies

Investment companies
‘Securdties dealers

lending investors

Pawnshops

Non-stock savings and loans
Private insurances

Social security system

Total

2,304
1,287
117
509
207
185
1,024
8y

1,302
56
419
58
130
40
508
71
T
N.d.

Head Offices

1,092
32

36
126
10

80
931

3

1,201
12
263
58
130
39
460
71
146

2

Source: Burkner (1980) Table A.6, p. 385 for cols. 1 and 2

first panel, NEDA Statistical Yearbook, 1978 and 1980
for the GYP data, Joint IMF-World Bank Mission Report

1979, Table 2, p. 4 for lower panel.




Total Assets of the Philippine Financial System

Amount (million pesos: end-of-year figures)

As percent of total

1974 1975 1976 1977 1978 1974 1975 - 1976 1977 1978
BANKING INSTITUTIONS 54,142.8 69,8u40.3 79,989.7 95,151.3  121,164.8 72.3 71.6 69.6 72.7 74,5
Commercial Banks L2.,424,8 53,172.8 58,730.9 68,676.5 89,79B.6 56.7 54.5 51.1 52.5 55.2
Thrift Banks 1,666.9 2,126.5 3,024.5 4,080.0 5,602.8 2.2 2.2 2.6 3.1 3.4
PDBs 296.3 381.9 ng2,1 585.5 759.7 0.4 0.4 0.4 0.5 0.5
Savings and mortgage banks 1,159.9 1,421.9 2,043.1 2,180.4 3,B8%8G.8 1.6 1.5 1.8 2,2 2.4
Stock SLAs 210.7 322.7 499.3 674,1 946,.3 0.3 0.3 0.4 0.5 0.6
Rural Banks 2,110.7 2,749.3 2,017.7 3,327.5 4,037.0 2.8 2,8 2.6 2.5 2.5
Specialized Banks 7,940.4  11,791.7 15,216.6 15,067.3 21,726.3 10.6 12,1 13.2 14.6 13.4
DBP 6,758.0 9,6u4.2 12,779.8 15,805.7 18,209.,7 g,0 8.9 11.2 12,1 11.2
Land Eank 1,182.4 2,085.5 2,384.4 3,193.8 3,u46.1 1.8 2.2 2.1 2.4 2.1
Philippine Amanah Bank - 52,0 52.4 67.7 70.5 - 0.1 0.1 0.0 -
NON-BARK FINANCTAL INSTITUTIONS 20,714.2  27,695.5 3u,323.6 35,666.8 41,553.6 27.7 28.4 30.4 27.3 25.5
Investment Houses 3,839.9 4,774.0 L.824.,7 b,7u6,7 4,762.5 5.1 4.9 4,2 3.6 2.9
Finance Companies 2,306.7 3,467.3 4,644,656 5,852,3 7,365.7 3.1 3.6 4.G 4.5 u,5
Investment Companies 688.0 1,988.9 3,751.4 3,922.3 L,651.1 0.9 2.0 3.3 3.0 2.9
Securities Dealers/Brokers 882.1 1,067.1 1,091.8 978.4 i,118.8 1.2 1.1 1.0 0.8 0.7
Pawnshops 100.8 8G.6 149,0 177.8 192.3 0.1 0.1 0.1 0.1 0.1
Fund Managers 1,951.5 2,609.8 3,302.0 552.4 834.4 2.6 2.7 2.3 0.4 G.5
Lending Investors 24.3 60.9 16.8 16,2 18.5 - 0.1 - - -
Non-stock Savings & Loan Associations 71.2 86.2 1i2.1 143.5 191.8 0.1 0.1 0.1 0.1 0.1
Mutual Building £ Loan Associations ‘ 2u.7 25.9 23.5 23.2 21.4 - - -
Private Insurance Companies 3,468.0 h,2ui.5 5,230.1 6,168.0 7,273.92/ 4.8 b.u 4,3 u,7 4,5
Specialized Non-bank 7,355.4 g,281.8 11,777.5 13,086.0 15,122,2 9.8 8.5 10.3 10.0 9.3
GSIS 4,1u4.5 4,680.6 6,303.6 6,751.4 "7,833.3 5.5 .8 5.5 5.2 4.8
Sss 2,388.9 2,997.1 3,8u41.4 4,941,5 5,u489.4 3.2 3.1 3.3 3.8 3.4
ACA 451.5 698.,0 709.9 421.1 751.3 0.6 0.7 0.6 0.3 0,5
NIDC 370.5 896.6 822.6 §72.0 1,038.2 0.5 0.9 0.8 0.7 0.6
TOTAL: 74,857.0 97,535.8  114,913.3  130,818.1 162,718.4 100.0 100.0 100.0 100.0 100.0

é-/Ex'lzrapola'r:ed from 1977 figure assuming same annual growth rate as in 1977.

Source:

Data provided by the authorities.




Total Real Assets of Selected Financial Institutions

and their Annual Growth-Rates

Total 3 KBS 5 SB % PHB % DBP g RB g
1965  17,763.9 11,369.9 340.2 1,624.7 471.3
1970 29,nuu.8 12,179.8 916.96 R,625.4 3,343,2 829.1
1971 29,291.5 - .5  13,004.4 6.7 gm.on 2.8 4,654.6  -17.3  3,604.5 7.6 §62.0 4.0
1872 - 32,262.0  10.1  15,360.6  18.1 862.8 - 8.5 4,637.6 - .4 3,857.6 7.0 982.3  14.0
1973 39,561.3  22.6  19,816.7  29.0 880.52 2.0 6,545.7  39.0  4,016.3 5.1 1,212.8  23.4
1974 40,555.3 2.5  19,822.8 0 762.09  -13.5 §,208.2  27.3  3,468.7  -13.6  1,386.8  14.3
1975 47,203,6  16.4  21,826.8  10.1 863.85  13.3  10,577.5  27.6  4,761.0  37.2  1,570.3  20.4
1976 51,506.7 9.1 23,389.6 7.4 1,168.82  35.3  10,573.3 .9 6,3u3.1 33,2 1,757.3 5.2
1977 57,069.1  10.8  26,213.3  12.1  1,u85.37  27.1 10,200.5 - 3.6 8,380.5  32.1  1,764.3 "
1978 66,506.6  16.5  32,760.8  25.0  1,920.55  29.3  11,496,8  12.7  8,974.7 7.0 1,827.6 3.6




All Banks

PDB % % IH % GSIS % SSS %
14,006.1 224,0 2,741.2 752.6
203.3 23,103.8 1,536.1 3,376.8 1,u28,.1
201.1 - 1.1 23,268.8 .7 1,363.1 -11.3 3,195.8 5.4 1,563.,6 2.5
199.7 - .7 25,900.7 11.5 1,398.2 2.6 3,390.8 0.1 1,572.% 7.4
207.3 3.8 32,580.3 25.8 2,100.2 50,2 3,171.¢ £.7 1,709.8 8.7
195.5 - 5.8 33,844,909 3.9 2,507.3 19.4 2,633.5 -17.0 1,569.6 ~ 8.2
232.8 1%.1 39,833,1 17.7 2,861.90 4.1 2,688.7 2.0 1,820.8 16.90
272.5 17.0 43,504.6 9,2 2,723.2 - 4.9 3,164.4 17.7 2,114.5 16.1
315.6 15.8 48,355.6 11.1 2,509.7 —V7.9 3,579.7 13.7 2,620.,1 23.9
374.4 18.6 57,354.9 18.6 2,580.8 2.8 3,860.7 7.8 2,710.4 3.4
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including the two large public banks -- the Philirmine Hational Pank
(PMB) and the Development Bank of the Philippines (DBP)., The tables are

self-explanatory but we want to note a few points.

On the whole, the figures in Table 3.1 are encouraging. The
finance ratio rose from 1950 to 1977 from a rather low level of .21 to-
.50. However this deg;.'*ee of development is still low compared to advanced
economies like the U.S. which even in 1950 had about 4.0 finance ratio.
Japan's M:Z/ @ ratio was about unity in the 70s. The number of institutions
and bank offices alse increased guite mapicdly. However, their geographic
~dispersal is not so satisfactory. Almost one-half of banking offices
are located in Metro Menila and ondy other major cities like Cebu have
branches of investment houses. There are no branches of the stock exchange

in the provinces. The rmmwal sector is serviced mainly by rural banks.

In Table 3.2, we note the strong relative importance of two groups
of intermediaries -- camercial banks and the government and govermnment-
supported-managed institutions. These include the PNB, the NRP, the
rural and private development banks, the social security system, and

; ‘oo . . 5 2
other smaller specialized institutions.

The dominance of these two groups has some Important implications.
Commercial banks supply mostly short—term papers and credit. Their
dominance should explain, in part, the observed shortness of the maturity

of financial papers.

QThese consist of the Land Pank, the Amanah Banlk, the National
Industrial Development Cormoration (NIDC), and the Agricultural Credit
Administration (ACA).
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The assets of the "govermment" group amounted to 60 percent of
the total. Ve might even consider adding to the assets of this group those
of the United Coconut Producers Bank (UCPE) and the Pepublic Planters
Bank which are controlled by the government organized rmonopolies on
coconut and sug;ar' export trading. levies on coconut and sugar export have

been channelled +o these banks.

The establishment of these "government" institutions definitely
hastened the prowth of the financial system and provided remote areas
with banking and insurance facilities. They offer an important potential
for mobilizing saving. Yet some sérious questions could be asked |
about the rationale for establishing this rather large govermment-
controlled financial sector. These institutions are more directly and
effectively controlled by the poverrment. Their officers are executive
appointees. Thev more readily follow Central Pank regulations such as
that on interest rate. Thev have been an important channel for credit
for oriority activities such as the Masagana Program, BOI-registered
industries, tourism and hotel hullding, the national airline and
other govermment projects. Casual observations show that they might
not have followed ordinary investment criteria in the allocation of funds.
There i1s, therefore, a big question on whether the funds nave been

allocated socially efficiently.
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Tt is to be noted also that a larse psrt of the funds that get
channelled to these institutions came from contractual savings of
salaried employees, hidden taves from inflation and the nebulous
export levies. The savers ware therefore not in a nosition to choose
their asset portfolio. This fact leads to the question of whether
these savers have gained by nlacing their saving,s in this way or whether
they could have done better cheosing their own portfolio. Ve see that

these issues have serious efficiency and equity implications.

Locking now at Table 3,3 we find the growth rates between 1965
and 1978 of the different sroups of intermedieries to be senerally high
but widely fluctuating, Commercial banks' growth rate ranged from -17.3
to 39.0 percent; investment houses, -11.3 to 50.2 percent; other
banking institutions, ~13.6 to 37.2. Tt is encouraging to see the
increasing rate of prowth of savings banks. These are generally small
banks that cater to neighborhood savers. It will be seen later that
their performance in intermediation and in term transformation has

been very satisfactorvy.

As we proceed the rest of the paper shows that broad
indiecators like the Ffinance ratio and the fast growth of financial
institutions do not give us a good basis for judging the development of
a financial market. The data presented, therefore, need to be interpreted

with caution.
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2. Bank Performance in Termgs of Intermediation Rate arkl Term

Transformation

Bank performence mav be evaluated by the growth of its interme-
diation activity and bv its ability to lengthen the maturity structure
of its assets given the maturity structure of its liabilities. Other
performance indicators may be used such as profit rate and overall
financial position. Owr interest here lies mainly in l'the barking |
system's effectiveness in mobilizing funds, hence our focus on interme-~
diation rate and term-transformation. We also have a more corﬁplete set
of data on intermediation rate which can be used tc compare the various

bank groups' performance.

Intermediation rate is measiured by the ratio of liabilities to
primary or non~finanecial liabilities to total liabilities. (Note that
liabilities are the records of the sources of funds.) The bank balance
sheet accounts we are using do not disaggregate bv tvpe of creditor.
Here we assure that all deposits apre intermediated funds. A small
proportion of bank-issued sequrities are helcl by primary units. The
money market reports that from 1976-1979, only about 22 percent of its
papers were held by individuals, and 19 percent by private corporations.
The bulk was inter-financidl institutions 'transé.ction amounting to 63
percent of transactions. (Sze Table 7.3, p,i24). From this we might
assume that only ahout one-half of commercial bank bills including the

PNE's was held by primary units and was considered to comprise interme-



Table 3.4

. INTERMFDIATION RATE OF SELECTED INTERMEDIARIES, 13870-1978

(in %)

Commercial Banks ' Savings Banks Rural Banks PDB DBP  Philippine National Bank
Deposits/TL Bills Pay./TL (1) + (2) Deposits/TL Cther Liabilities/TL Deposits/TL Deposits/TL Deposits/TL Deposits/TL Bills Pay./TL (2} +
.éi) (2) {3 ) (5) (%) (7) | (8) (9) (10} (172
1370 @1.0 15.5 76.5 86.0 4.9 60.8 72.8 12,9 55,2 23.9 79.-
1371 Bl4.1 15.5 79.6 87.1 12.9 63.0 72.4 12,6 £5.6 23.8 89,1
1472 59.9 17.1 78.0 85.1 14.9 80.1 70.8 10.1 67.4 21.5 BB.¢
1673 Sé.g 21.9 78.9 91.0 9.0 60.5 ??.h 16.4 73.1 17.8 0.t
1974 49,2 6.2 55.4 92.8 7.2 52.3 75.1 17.0 55.8 31.6 87.
1275 43.2 37.9 81.1 92.9 7.1 48,7 70.8 34.3 41.3 31.8 73.
1976 9.0 33.5 82.5 9.6 5.4 Yl b 71.5 41,9 38.4 41.7 81.
1977 S4.7 26.5 81.2 94,9 5.1 L47.1 71.8 19.9 k6.2 L. 8 - 87.
78 53.4 26.6 80.0 86.1 3.9 46.9 70.5 20.6 4%3.0 L4.8 87.
1979 53.4 26.8 80.2 95.7 4,3 B5. 4 70.0 19.4 49,2 36.7 85.

cyurces: 1. Central Bank Statistical Bulletin, 1979.
: 5. Central Bank Factbook, Philippine Financial System, 1979.

Note: Not counted are due from the
Rural banks had almost 50 percent
ment banks'! other sources were mainly

liabilities
rediscounting which amount

CB and other banks, manager's checks,
from rediscounting in 1877-1378.

and other liabilities. A
This share had an upward trend from 195C.
ed to more than 20 percent in most years.

Banks varied in the proportion of each of these.
Private develop-
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diated funds, A similar problem arises with regard to DBP bonds. Only
a portion is held by primary units. Since we had no adequate basis
for estimating the intermediated portion of bank securities, ve simply

mresented the figures. (Please see Table 3.4%.)

The share of deposits varies substantially among bank groups
with the savings and the private development hanks relying mostly on
this source. 'i‘he DBP, the PNB and rural banks had low deposit/total
liabilities ratic. The DBP used mainly bond and foreign loan financing,
- while the FPMB used the money market for its short-term issues. Rural banks-
other liabilities consisted mostly of CB reciisc:ounfing. Commercial
banks used deposits at a decreasing rate and seemed to have substituted

these with the higher vielding deposit substitutes and short-term notes.

From these we find the performance of the different bank zroups
in intermediation to vary significantly. Hotably, there is a decline in
the share of depesits for cormercial and rural banks. These banks have the
widest network of offices in the country and therefore offer a great
potential for mobilizing savings. The rise in importance of bank bills
is not altogether encpuraging since they tend to cater to large |
financial and non—finéncial corporate transactions that only partly
reflect saving mobilization. These bills are not divisible and accessible
to most savers. Rural banks, on the other hand, have increasingly relied

on CB rediscounting so that by the late 70s,this source comprised one-half
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of these banks' repular source of funds. Despite or possibly because of

such assistance, thev have failed to grow as fast as other banks.

The performance of rural banks may be compared to that of two
similar bank types. -- the savings and the private development banks.
All three are essentially savings banks catering to the longer term
credit needs of smaller borrowers. Moreover, private development banks
obtain the same kinds of subsidy as rural banks. We speculate that
differences in the quality of entrepreneurship and in the attitude to
government subsidy may help explain differences in their performance.
Tt will be useful to study this problem in the future since these banks

have a good potential for fund wobilization.

2.1, Term Tr'ansfomajcion

We may ewpect variation in term transformation for different
bank groups. Commercial banks are ésse.ntially in the shorter-term
market for funds while development banks were established precisely to
cater to the longer-term capital requirements of business. Sa\}irxgs banks
are also essentially in the longer—term market. The rural and private
development banks in the country are also development-oriented so that
we can expect more longer-term credit from them. The same applies to

the Philippine National Bank.

This problem of term transformation and the observed average

shortness of the maturity structure of credit granted by financial
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institutions has bothered policy-makers. The reason for this seems to
be that the financial market has been dominated by commercial banks
which by their nature transact in short-term papers. This is exacerbated
by the féc‘c that they have increased their participation in the nbney
market both as a borrower and a lender. Within the commercial bank
sector, however, we should still expect some term transformation unless
this is not optimal for the firms for reasons like capital rationing and

inflation., (See Chapter 8 on this.)

We show in Table 3.5 the maturity structure of loans granted by five
bank groups. The maturity structure for each group is more or less
what we expect for comercial banks., DBP loans were mostly
intermediate and long-term. Savings and private development banks had
a shorter maturity than the NBF but still they pranted more than fifty
percent longer-term maturity credits, It would appear as if commercial
banks had no term transformation and that there might have been reverse
transformation. Note that the chare of their short-term loans was
generally high at more than 90 percent in the 70s but it rose to 98
percent by 1976 at which it has remained. At the same time the share of
time deposits in total deposits rose substantially in recent years. UWe
have to consider, however, that money market and loans usually turn over
regularly, resulting in longer term maturity than as stated in the loan

contract. In regard to rural banks, it is surprising to see an absence



Credits Granted Banki

Institutions by Maturi

apd Percentages of Total Credits Granted

Commercial Savings Rural
Banks Banks PDB Banks DBP Total -
1973 ,
Short term By, 546, 2 39.1 - 17.2 966 .2 930.0 46,%496.8
{ 95.4) { 25.7) ( 21.2) ( an) ( 26.5) ( 90.3)
Intermediste term 826.9 32.7 48.1 107.4 981.5 1,996.6
{ 1.8) { 21.5) { 59.3) { 10) ( 27.9) ( 3.9)
Long-term 1,311.5 80.2 15.8 - 1,604.0 3,011.5
( 2.8) ( 52.8) ( 19.5) { ) {_u5.6) ( _5.9)
Total 16,684 .6 152.0 81.1 1,073.6 3,515.5 51,506,9
: (100.0} (100.0) (100.0) {190} {100.0) {100.0)
1974 .
~Short term 76,925.3 186.9 28,7 1,642.0 761.9 79,544 .8
( 93.u) ( 55.8) ( 28.7) ( 20.0) { 23.5) ( 90.6)
Intermediate term 2,393.2 26.2 47.7 182.5 1,007.3 3,656.9
; { 2.9) ( 7.8) { ¥7.7) { 10.0) ( 31.1) { 4.2)
Long-tern 3,004.3 121.7 23,8 - 1,474.8 4.624,5
{ 3.7) { 36.4) { 23.6) ( ) ( u5.4) { 5.3)
Total 82,322.8 334.8 100.0 1,824.5 3,244.0 87,626.1
{100.0) (100.0) (100.0) {100.0) €100.0) (100.0)
1975
‘Short term 112,617.2 193.0 '25.3 2,2u2,7 1,216.0 116,294 ,2
{ 98.5) { 56.6) ( 25.3) { 90.0) ( 20.5) ( 95.3)
Intermediate term 1,057.9 4.6 53.7 249,2 1,158.6 2,524.0
. { 0.9) { 1.3) { 53.7) ( 10,0) { 20.0) ( 2.1)
Long-term 691.0 143,5 21.0 - 2,342.6 3,198.0
{ "0.8) { u2.1) { 21.0) ( ) ( 59.5) { 2.8)
Total 114 ,366.1 3u1.1 100.0 2,491.9 5,933.2 122,016.2
{1nn.n} (1an.n) {(1n0.n) (1nn.0) {1nn.0) (4n0.0)




1976
Short term

Intermediate term

Long-term
Total

1977
Short term

Intermediate term

Long-tern

129,460,2
( 98.2)

917.7
( 007)

1,345.6
{ 1.0)
131,723.5
{100.0)

153,680.2
( 99.3)

1,639.5
( 1.0)

1,018.9

( 0.7

156,338.6
(100.0)

251.2
( 35.3)

80.9
( 11.4)

379.6
{ 53.3)
711.6
£100.0)

26.2
( 26.2)

53.7
{ 53.6)

20,2
{ 20.2)
—i00.1
(100.8)

28.4
{ 28.4)

53.0
{ 53.0)

18.6
(_18.6)

100.0
{(100.0)

1,693.3
(390.0)

188.1
{ 10.0)

( )
1,681.%
(100.0)

1,859.1
{ 90.0)

206.6
( 10.0)

2,065.7
(100.0)

1,218.4

{ 15.5)

1,554 .4
( 20.0)

5,055.0
{ 64,.5)

779%.8

(100.0)

563.9
( 5.8)

1,794.9
( 18,5}

7,356.0

(15.7)

3,71k.8
(100.0)

132,646.3
( 93.3)

2,794.7
( 2.0)

6,800.4
{ 4.8)

152,201.4

(100.0)

156,131.6
( 92.8)

3,694.0

8,323.5

( 5.0)

166,219.1
(100.0)

NOTE: Figures in parentheses indicate percentages of total credits granted.
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of long-term loans granted in the 70s. Like loans at commercial banks,
rural bank intermediate loans are renewed so that their actual maturity

bhecomes longer than as reported.

This problem of maturity is discussed in more detail in Chapter 8

as we analyze the sources and uses of funds.

3. Performance and Structure of Private Commercial Banks

We observe earlier the rapid growth of the assets of commercial
banks. This growth involved not so much growth in new banks but more
in the growth in size of existing banks and in 'i'l:s network of branches,
There were about 1,370 in 1979. By 1872, there were 33 banks. This
nurber fell to 26 bv 1979 following the Central Pank policy to encourage

frowth of bank size by restricting the number of barks operating.

Table 3.6 gives data on the séctor'fs structure and perfonmnce. We
find that in 1972, bank (asset) size ranged from B66M to BUG38M. In
1977, the range was P300M to #15,238M and in 1978, the range was 2561
to PUlL2. We also find these banks growing at uneven rates, their
growth rate ranging from 148 percent to 1,261 percent over the 1871 to 1978

period. As a result, their relative position frequently shifted so that among



Table 3.6

ASSETS OF INDIVIDUAL BAMKS AND THEIR EARNINGS TO EQUITY RATIO AND ASSETS TO EQUITY RATIOS

1970s
Barnings/Equity Assets/Equity
Private Domestic 1978 1977 1976 1975 1971 1975-78 ) 197¢-78
1. Bank of the Phil. Islandsl Pu,442,0 B 3,173,0 B 2,641.3 P 2,157.0 P §92.2 14.90 .88
Pecple’s 276.C
2. Metropolitan Bank 4.073.0 3,002.0 2,111.0 4,612.0 310.0 17.57 16.u48
3. Allied 3,709.3 : 18.70% ' 14, 20%
@enbank 795,14 731.0 258.2 :
4. United Coconut Planters Bank 3,437.0 2,275.0 1,172.3 668,3 2€.96 Q.45
FUE ’ 153,3 .
5. Phil, Commercial and Industrial Bank 2,236.4 2.451.0 2,085.1 1,356.2 820.4 3.513 12.18
Herchants 327.4 127.0
Conmerce 506.0 282.0
§. Far Fast Bank & Trust Company 3,202.3 2,5504.0 2,238.0 1,756.1 372.0 16,83 i1.84
7. Rizal Commercial Banking Corporation 3,092.23 2,515.0 z2,151.2 1,570.1 537.0 17,14 15.1%1
8. China Banking Corporation 2,515.0 2,280.0 1,853.0 1,527.0 582.0 18.78 9.20
9. Pacific Ranking Corporation” 2,5l b 2,070.1 1,803.0 1,248.0 483.0 20,80 26.30
Progressive 75.1 67.2 1
10. Consolidated Barking Corporation 2,024.2 2,060.u4 1,775.0 1,254.0 557.4 17.62 10.20
11. Fgquitable Banking Corporation 2,4u4k,.0 2,184.0 1,381.0 1,u458,0 633.0 14,85 8.95
12. Manila Bank 2,207.8 1,633.3 1,841.3 1,3u7.0 352.0 11.36 16.42
13. Commercial Bank and Trust Co.. 1,885.0 1,677.0 1,345.0 1,146.0 372,80 15.88 10.87
14, Philbanking u 1,9853.9 1,809.4 1,605.0 1,173.0 318,2 12.96 11,52
15. Insular Pank of Asia and America 1,814, 4 1,795.3 1,502.1 1,209.1 15.38 9.83
Asia - 1u42.3
First Insular . 176.0

IMerged with People's Bank in 1974.

ZMerged with Merchants Banking Corpovation and Phil. Bank of Commerce.
3Merged with Progressive Commercial Bank.

"Mer'ger of Bank of Asia and First Insular Bank of Cebu.

9¢



Table 3.6

{Continued)
Earnings/Equity  Assets/Equity
Private Domestic 1978 1977 1975 1971 1875-78 1975-78
16. Traders Royal Rank P 1,802.0 2 1,185.0 P 500.3 4,46 5.49
Traders Commercial ' 11%.0
17. Prudential 1,6GC4.0 1,h444.0 1,187.2 4e8.1 16.06 10,130
18, Philippine Bank of Communications 1.u10.3 1,017.0 850.0 305,0 14,50 7.34
138. Searrity Bank & Trust Coz 1,368.4 973.0 521.2 372.8 9.88 7..34
20, Associated Citizens Bank™ 1,110.3 1,055.0 742.1 L, 24 L3
Associated 104.0
Citizens 163.0
21. Imterbank 76,3 511.1 g9,23%% g, jhs
Continental 133.0
22. City Trust 824,72 85L.0 12.25 5,EL
375.0 1066.1
23. Republic Flanters Bank 7u5.4 n.a. 10.20
R‘.epublic6 301.5h 289.0 270.0
24. Filmanbank 710.0C 3L, 0 7. 558k 8.31
Filipinas 353.0 96,2
Manufachurars 1464 128.4 .
25. Producers 582.0 ug81.0 369.0 30.0 3,12 b, 4e
26, Phil. Trust 561.0 Ly, 3 350.0 132.3 11.01 3.64
27. Overseas - - - -
B55,272.2 B41,919.3 P33, B26,450.4 23,734.3 14,32 4,97

Overall (Private Domestic)

A

Source: 1978-CB Factbook; 1976-SGV 1978 Table F1875-3GV 1575 Eable'Fl 1374-82Y 1874 Table H; 1971-SGV 1371 Table Dl 1969-SGV 1369

Dl; 1968-SGV 1858,

5Merger of Associated Ranking Corporation and Citizens Eank.
BI-Iergcﬂ' of Filipinas Bank and Manufacturers Bank.




the ten larmest banks in 1971, only five maintained their rank in 1977.
0Of the five largest in 1971, only ‘o staved at this rank by 1878.
There were big shifts in the late 70s., Two new giants, the Allied Bank
and the United Coconut Planters Bank, sach abscrbing small banks, were

established in 1977.

The rise of larege banks and their Shiftiﬁg nosition may be
explained hy several factors: performance, mergers, acceptance of foreign
equity, and special povermment supnort. The expansion of a bark depends
to a significant degree on its ability to increase the intermediation
activity., This, in turm, determines profit rate. Thus, there is a
direct relation between a bank's ability to expand its intermediary
services and its assets. The level of profit is in turn determined by

the level of output.

Statistics show that the ability of bah-'_za. to intermediate differs.
This is reflected by assets to net worth ratio which showed wide
variation among banks. Profit rates also varied ranging from .01 to .24
for 1972, 1973 and 1974; .01 to .30 for 1975; .02 to .21 for 19763 and

.02 to .30 for 1977. Most banks earmed more than 10 percent on their

- equity.

Tt is expected that the profit rate of financial intermediaries will

'c‘-.epeﬁd on how well they manage their portfolio and the level of their
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intermediation activity at a given net worth. Lamberte is developing

an econometric model of cost and revenue behavior of hanks. Among others,
it will explain variztion in the profit rates of banks and what is the
optimal bank size and portfolio. In the meantimeg we have the findings of
Roxas and Reyes (1980) that profit rate and intesrmédiation rates are
highly positively correlated. Intermediation rate was reflected in assets

to equity ratio.

The effect of size was tested by fegressin{.: net income on equitv.
There was a very high nositive relation between these variables but the
elasticity at the mean was less than unity for all years except in 1974
when its value was 1.02. This implies that profit rate did not increase
with bank size. Rlzs were very high ranging from .65 to .92 for all
years except in 1972, R2 was .04 then., The students intefpreted the

1972 result as reflecting the uncertaintyv due to the declaration of

Vartial law in that vear,

"o other factors comtributed to the erowth of individual banks ~-
merger and foreiem equity contribution and special govermment support.
In 1973, the lonetary Authority adopted a recommendation of the 1972
IMF Mission to the Philippines of increasing the size of commercial
banks and their equity contribution. Each bank was required to have at
least P100 million equity. Farly this year (1381) the Universal Banking
I.awa was put in effect. This law further encourages size growth by

mersing and other means. Universal banking status is granted to banics

3T.he law frees comercial and other banks to engage in meny activities
which they were formerly restricted to do such as acceptance of demand
derosits by savings banks and acquiving equity in other financial and non-
financial enterprises by all banks. '
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with more than ESN0 million equity. Since this regulation was imposed,
14 banks have merged into six and eight have accepted foreign canital,

including three that merged.

Tn addition to foreign equity, two larpe sources of funds became
available to some banks. The United Coconut Flanters' Banks's extra-
ordinarily rapid growth was mainly a result of the dgaposi't into this bank -
of the large revenue from the levy on coconut output. To illustrate the
dimension of the support, we point o a conservative estimate of revenue
collection in 1978 of around a billion pesos. The rate of levy was
1’0ugf?11y caiculated to be from 30 to 50 percent of the export value of
coconut product. The tax proceeds do not go to the Treasury but are
deposited as the farmers' contribution to the coconut fund at the UCTPRB.
Ixcept for minor allocation to subsidize domestic oil consumers (20 per-
cent at most of the levy) and for scholavship (less than 5 percent), the
fund remains under the personal control of the officers of the Philippine
Cocormrt Authority, the UCPB and the United Coconut Millers (Unicon).

This rather irresular levy and its disposition amount to a grant of
confiscatory power to PCA, mononoly of a source of fund to the UCPR, and
a mononoly of export and milling to Unicon. The efficiency and equity
implications of this legislation are alarming but are not within the

scope of this paper.

A similar explanation applies to the rapid growth of an othersiise

modest bank -~ the Republic Bank, The proceeds from the export levy on
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sugar also go into this bank rather than to the Treasury. In addition
to these two cases of very spec.::'.al support, loans for capital expansion
have been granted by the Central Fank to selected banks since the rule

on merger became effective.

The following domestic hanks have merged:

1. BRank of the Philippine Islands (existing) and People's Bank and
Trust Co., later with the Cormercial Bank and Trust Company

2. Pacific (existing) and Progressive Commercial Bank

3, First Insular Rank of Cebu with Bank of As:La and America (now
Tnsular Bank of Asia and America)

4. PCIBank (existing), Philippine Rank of Commerce and Merchant Banking
Corporation

5. Associated and Citizens now Associated Citizens Bank
6. Manufacturers and Filipinas now Filmanbank

7. The Land Bank absorbed the Fancom Development Corporation.

The following accepted equity from foreign investors:

% of Equit
Toreigm Investor Particination
1. BPI Morgan Guaranty Trust Co.. 20.4
2. Comtrust Chase Manhattan Bank 20,0
3. FEBTC Chemical International Finance 12.7 -
of New York
4, Rizal Commercial Continental International ‘ 30.0
Banking Corp. Finance Corp.
5. Securitv Bank Bank of Mova Scotia 30.0
& Trust Co.
6. Traders Royal Bank The Royal Bank of Canada 30,0
7. TFeati Fiprst National City Bank 30.0

of Mew York

8. General Grindlay's Bank Ltd. 31.22



4, Commercial Rank Orcanization

We looked into a possible monopoly base of the large private
domestic harks as indicated bv their relative importance in the sector
and their conglomeration with other corporations, financial and otherwise.
The 26 private domestic banks are ranked by their 1978 asset values and
divided into three groups -- large, medium, small banks. In 1878
and 1979, the sh:me. of the largest five hanks was quite large (35 percent)
and that of the nine largest more than one-half of the private domestic
bark assets, Their share dropped to 31 percent when taken in proportion
to the whole commercial banking sector since the FPNB and the foreigm
sector comprised a large group (almost 40 nercent). In spite of their
large share, the large banks do not seem to nose at present a hasis for
oligopoly power. The PNB and other povermment banks forming a verv large
group can operate as a sirong countervailing force against the large
private domestic banks. And the foreign bhranches, though not a dominant
group, opens the domestic sector 1o some foreign competition. We might
anticipate, however, a further concentration of banks under the universal
banking law and with the forthcoming (July 1981) deregulation of inmtervest
rates. Already this vear (1981), Bank of the Philippine Islands merged
with the Commercial Bank and Trust Company in a move to acquire a

universal bank status. (Please see Table 3.7.)

Moreover, we find in Table 3.6 that some banks have been able to

increase their size rather rapidly. New giants could rise overnight such
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Table 3.7

PERCENTAGE SHARE TY COMMERCTAL PANX ASSETS OF THE
LARCEST PRIVATE BAMKS, THE PIB AND THE FOREIGM BANKS,
1871 and 1978-1979

1978 and 1979 Combined

Share ;'Lﬁ?%rivate ‘Share in Share in Private Share in

Domestic Banks ALl Panks Domestic Banks  All Ranks
Top Five 31.7 | 20.5 34,6 19.5
Top Nine 50.8 32.86 55.0 31.3
Second Mline 29.4 18.1 31,0 18.1
Private Domestic to Total 61.8 59.3
PNB to Total 26.90 25.9
Foreign to Total 8,7 12.9
Philippine Veterans Bank 2.1 2.2

Source: Table 3.6.
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as Allied Bank and the United Coconut Planters Bank. There was great
volatility among banks and even among the giants. Befween 1971 and 1975,
and 1975 and 1979, only two among the top five remained at the top, with
the ten largest shifting among themselves in their relative sizeé. Three
parks failed between 1967 and 1976, two of which were reestahlished under
new ruamees.t‘t Small hanks might be vulnerable to merger. The absorption
by the Land Bank of Bancom Nevelomment Corporation rapidly increases its
relative importance and adds a potentially large bank to the system. 5
More mergers and fereign equity narticipation may be expected in the
future if universal banking proves profitable and as a way to absorb

weak banks.

The universal banking law allows commercial banks to invest in
other banks., One possible direction is for some large banks to acquire
‘ controlling interest in small savings and rural banks, especiallv those
that have not been so successfully operated. We micht also expect poorly
managed rural banks not to be able to compete with larger banks under
unregulated rates. In such a case thev may either fold up or be absorbed
by the larger banks. In conclusion we have reas.ons to expect increasing
concentration of banking., Uith a large government sector and an active foreign
sector, such concentration may not result in oligopoly pricing. The

- danger paused by this kind of market structure is different.

uWe have no report as of this date on this newly-established
publicly supported bank.

S’me Allied Rank and Interbank took over two of these,
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5, Conglomeration

Philippine business iz allepedly controlled by s*rounq of families.
One observes the Zobel-Ayala enterprises, the Puyat, Madrigal, Disini
groups of industries, and others. It is not easy to document controlling
interest, less so, group control of business. The work of John Doherty,
a Jesuit, documents the affiliation of firms through their interlocking
dirvectorate. Interlocking directorate, by itself, does not mean control.
More information such as equitv share is needed to be able to measure
the extent of control of a group of entrerreneurs over a set of firms.
But such information is not readily available. Position in a firm may be
used but this can be confounded in the relationship of officers to the
head of a groun of firms., Interlocking directorate may underestimate
the influence of one family since it traces only each director's firm
affiliation, not of related individuals. The sons and daughters of
the head of a conglomerate may be famned out as directors to different
firms, Each may interlock with one or two other firms. The relevant
interlock is the whole family's, not each son's or daughter's. Individual-
based interlock does not therefore distinguish family affiliation nor the
quality of directorship, whether a director is a pﬁincipal one or not.
Despite these qualifications, Doherty's study provides a good starting
point at describing the affiliation of the major business enterprises
in the country and provides some insight into possible controlling groups.
Even at the individual level, the affiliation he found was verv

extensive. Interestingly enough for our purpose, he uses commercial banks
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as the basis of affiliation. Ve expect that in most cases the
interlocking directorate involves conglomeration of varying degrees.

(Conglomeration iz joint ownepsghip of several firms.)

Doherty chose 12 private domestic banks which include five that
belong to the 10 largest in 1977 aﬁc’i four controlled by naturalized
Chinese. Their 605 directors were traced to the directorship of the
+top 1,000 corporations in the country. The banks were selected on the
basis of available data and they happen to represent all size groups of
the industry. The affiliated firms were then classified into find industrial
sroupings. We reproduce on page 47 his summary table and two charts

on financial affiliation.

To be noted is the prevalent interlocking dimctorship of commercial
banks with two other tvpes of financial intermediaries -~ investment
houses and insurance companies., This.was in spite of the law (Presidential
Decree No. 129) which prohibited interlocking of banks and investment
houses. Such interlocking increases the relative importance of the banks .
in the financial market. Tor instance, the Bank of the Philippine Islands,
cne of the 5 largest hanks, interlocks with two major investment houses
and several large insurance compénies, the Far East Bank interlocks with Philippin
American Life and General Insurance Co., | the largest insurance COmpany ,
Bancom Development Corporation, the largest investment house, and
the Private Development Cormoration of the Philippines (PDCP), anotﬁer

large investment house.
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-Bank interlocking with non-financial corporation is found to be
very extensive, covering food, construction, mining, metal, chemicé.l,
household appliances, heavy equipment, textile, pharmaceutical, paper,
shipping, real estate and petroleum products. To illustrate the
extent of interlock of five large family mroup enterprises‘anc‘i their
banks, we reproduce Table 3.7. Doherty further considered the industrial
concentration of the interlocked group. HMHote that the firms studied
were from the top 1,000 corporations meaning that, they were the largest
firms in each industry. He found significant concentration among some
of the conglomerated firms, |

Conglomeration adds ancther complexity to the working of our
financial market. It could influence tie allocation of funds especially
when these have to be rvationed. The financial system consists of a
large public sector catering to priority activities or borrowers, a
large conglomerated commercial and financial corporations, a small
segment of many small rural and savings banks and a neglected securities
market. Ve cannot expect competitive tradiﬁg in such a financial

market.



Table 3.8

L7

NUMBER OF COMPANTES INTERLOCKED WITH

SELECTED COMITRCIAL E,

‘) ol
i‘G’Kf, 9

1977

BY INDUSTRY,

Bank of

the Philippine Islands

Zobe¥-Ayala Group

8 Petroleum and Chemical Companies

2
2

RN W NN

Mining Companies
Machinery Companies
Autonobile Companies
Textile Companies

Pulp and Papexr Company
Real Estate Companies
Hotel Companies
Corrmnications Companies

Far East Bank and Trust Company
Fernandez and Yulo Group

MNP W oW oW

Insular
Aboitiz

CHEY N W

Charical Conpanies
Mining Companies

Heavy Equipment Companies
Automobile Companies
Textile Companies

Pulp and Paper Froducts Companies

Pharmaceutical Conpany
Tobacco Comparty
Shipping Companies

Real Tstate Company
liotel Companies
Communications Companies

Bank of Asia and America
Group

Heavy Lquipment Comparny
Industrial Gases Corpany
Automobile Companies
lp and Paper Companies
Tobacco Corpany
Shipping Companies

Chira~Rizal Banking
Yuchengeo-Sycip Group

Gl o n

MRNRNWS®

Mining Companies

Heavy Equipment Companies
Fertilizer Company
Automobile Companies
Textile Companies

Pulp and Paper Companies
Pharmaceutical Companies
Tobacco Companies
Communications Companies

Maniia Banking
Puyat Group

[

o0y B 00 N

Chemical Company

Mining Companies

Dyplogives Comparny
Automebile Companies
Textile and Fiber Companies
Fuip and Paper Company
Shipping Companies

Real Estate Company

Source:

Dohertw (1979), pp. 98-93,
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CHAPTTR 4

Portfolio Choice Theory

From the saving-lending/borrowing decision discussed in Chapter 2,
Wwe now go into the more complex choice of what forms of lending to make,
or equivalently, what forms of assets to hold saving and the initial
wealth, The literature has, as a whole, treated saving and por*tfolio'
decisions as being made independently of each other. The literature
concentrated on the behavior of asset returns over oné time horizon and on
methodologies for arviving at efficient portfolics. This focus allowed
the neglect of the wealth effect on portfolio choice and, therefore,
the interaction of saving and portfolio choices. Such neglect limits
the usefulness of the literature in understanding the effects of wealth

distribution and growth on the equilibrium market portfolio and behavior

of agset returns.

Portfolio theory starts with a given value of wealth which is
to be held in altermative assets. In order to link portfolio choice to
saving, we may argue that the retwms and risk to alternative portfolios
influence the saving rate and therefore the value of wealth in the
succeeding period, This becomes the new wealth level to be aliocated
to different assets in the next period. In a later chapter, we will speculate
on the effedt of wealth on portfolio. For now, we simply discuss the

basic portfolio theory and use it to analyze the Fhilippine experience.
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At the heart of the portfolio choice theory is diversification. In
general, diversification reduces risk., There are, however, innumerable
ways of diversifying from a set of available assets. The theory
specifies a measure of risk and provides a methodology for obtaining
the best or the efficient portfolio choice set. The desired portfolio

is to be chosen from this set, using conventional utility maximization

model,

There are two types of risk in financial assets -- risk of
default or credit risk and risk due to uncerta.infy about retwns. The
latter risk is measured by the variance of returns. Other measures
have been suggested such as the half variance (taking account of
negative deviations from the expected returns only). The total variance
of returns has been the most accepted measure in theoretical as well as
empirical studies. This measure is pafticularly suited to measuring

risk of equity issues.

Alternative portfolios can be formed out of N  assets including
one-asset portfolios of 1, 2, ..., or the | Nt asset, Fach portfolio
gives an expected return, RP eqk;al to the weighted expected returns
of the assets in the portfolio, z x.E(R;). x; dis the proportion
of wealth invested in asset i ;Lr—xcil R; is its observed returns.
The risk of a portfolio is not as simply estimated as pof'tfolio returns.,

Financial assets are substitutes of each other and exogenous variables
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tend to affect their returns in the same direction, For these reasons,
returns of different assets tend +o be positively correlated, though
there may be special cases where the correlation is negative. In either
case, the risk of a portfolio would depend not just on the own variances

of the component assets but on their covariances.

Risk of a portfolio, Vp, is thus measured by

= (1)
v, Lxg ) x; cov (R;> Rj)

N

) % o= 1

iz1 1
Assuming perfect divisibility of assets or portfolios, innumerable
portfolios can be formed out of available assets. We may imagine a
space of portfolio returns and risk that can be derived frdm +these

assets as pictured below,

VP
/‘\

Chart U.1
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Some are inferior to others in the sense that their risk is greater for
a given level of return. The positive outer boundary of the space of
portfolio return-risk is the best or the efficient portfolio frontier,
- Along the frontier, risk is at the minimum at every level of portfolio

return, or return is at the maximm at every level of risk,

The efficient frontier of risky assets, IME, may be solved
by quadratic programming, For each value of portfolio return PD . We
find the portfolio that minimizes the portfolio variance, Vp. Given

N assets,

' N
min, V ) %, ] x cov (R, R.)

Fan s
~Y
~

sS.t. Z’l X F 1
N
] x. E(R,) = R
j:1 P

A portfolio P  is defined by values of the }:i's.

P is the price and Q, the mumber of units of asset i,

W is total wealth.
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The availability of a riskless asset, or the pessibility of
lending or borrowing at a riskless rate R generates a new efficient
frontier. We shall call this market line, As shown in Chart 4.1,
the new frontier dominates the efficient frontier of risky assets.

Wealth can now be held in altermative combinations of the riskless

asset and any efficient portfolio of risky assets Rp.

- %
(3) RP YT‘RF + (1 X.F)R 5

133

(W) v

(1 - x)v*
p

R}’) is the return on an efficient portfolio of risky assets with risk V{"
This implies that the combination of expected returns and standard
deviation provided by portfolios involving risk-free asset F and

an efficient portfolio RD must fall along a straight line and

passing through P‘I-"' The" dominant line is that which passes

through Ry and is tangent to the ME curve at portfolio

M. This new frontier which dominates the frontier of risky assets

is now considered the (efficient) market line, RpMZ.



Once the efficient frontier is derived, the theory applies
conventional economic tools for optimization, A two-variable utility

. au du
function, U(Rp, VP) where —c'l'R_},; >0 and d.VD
for each decision unit, The U-functions are reflected in indifference

< 0, 1is assumed

3
curves that are positively sloped to peflect risk aversion.6 They are
assumed convex and non-intersecting, The tangency point between the
efficient frontier and the indifference curve of an individual gives

his optimal point.

Theory agsumes that R is the lending and borrowing rate.
Individuals chooose along the dominant or the efficient market line,
RpMZ, At the tangency point M, where portfolic is purely of risky
assets and holding of risk-free asset, 'xF is zero. Some may choose
points below M  where Xz > 0, someat N where
Xp = 0, others above M uwhare Xp < 0, Investors of this last type
borrow to invest in risky assets, Their holding of portfolio M 1is

greater than their original wealth.

BSOme people may be plungers, some risk-lovers. We expect that
risk averse individuals form the majority wealthholders and that the
former two types do not significantly affect the determination of
market returns. :
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The micro analysis leads to the derivation of the aggregate
demand for the riskless asset at given values of rigk and returns of
available assets which generate the efficient frontier. As assets'
risk and returns change, the ™ME c<urve shifts, and so with the RFMZ
line. We can therefore analyze changes in demand for riskless assets
(cr risky assets) as returns and risk change., This was very clearly
illustrated by Tobin (1958). From here, the efficient market model of
Fama (1965), Mossin (1966), Lintner (1965) and Sharpe (1964) developed.
Market adjustment under competitive assumptions leads to the equilibrium

rate of return of available assets. This is reviewed briefly below.

The model assumes equal distribution of information among
investors, perfect divisibilitv of assets, zero transaction cost,
decision over one time horizon and equal lending and borrowing rate
at RF The first assumption implies that the market opportunity
curves M and  EME  are the same for everybody. Individual
portfolios will differ depending on their preferences., Their optimal
portfolios will be the tangency of their indifference curve and Rz
the m;rket line. Assuming equal borrowing and lending rate at the risk-
free rate, some will be lending, others will be borrowing. Those whose
optimal pbin‘t is to the left of point M will be lending, i.e., their
holding of risk-free asset (say, bank deposits) is positive. Those
to the right of M will be borrowing and holding a portfolio size

greater than their wealth. The market is at equilibrium at the tangency



point of market line RM: and the ®ME cwve. At this
tangency, net holding of riskless assets is zero and there is equality

between available assets and their demand.

If the aggregate value of lending, }f X;'R W k=1, 2 ... K individuals,
is not equal to the aggregate value of borr‘}c;;&ng, prices at securities will
change. More precisely, if }g x]}f Wk > 0, there is excess supply
of risky assets. Returns wil]]f“;o up as asset prices fall. This will
‘shift the EME and the RI_..M'.Z cwrves upward, leading to substitution
of risky assets for the riskless assets. Asset prices would continue
to change until total lending is equal to total borrowing and the
excess supplv or demand is eliminated. Note that equilibrium in the

market means that the total holding of the riskless asset is zero or

deposit holding.

From this equilibrium condition, the model proceeds to the
equilibrium structure of rates of return of risky assets. Consider
portfolios of any asset 1 and M portfolico, The expected return-
variance of altermative portfolios of asset 1 and M will look
like iMi curve., iMi will also be tangent to the ME  curve
at M where x. is zero, %y = 1. Since  RMZ, EME  and
iMi are all tangent to each other at M, their slopes are equal or

sa(R_)

éo(Ri)/éE(Ri), = ﬁﬁ?y at ¥, =X, =0

Evaluating the derivatives at X, = X = 0, we have

2
cov (Ri, RM) -0 (}?M) U(RM)

L'B(Ri) - E(RM)] 0'(RM} - E(RH) - RF

(7
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To get an expression for expected return on asset i solve (7) for -

E(Ri). This fives

[E(R) = R
2
g (RM)

E(Ri) = RF+ cov (Ri’ .E%{) - (83

i=1,2, ... N,

The risk premium in the expected return on asset is

E(Ri) - RF)

B(Ri) ~R., = [  Joov (Ri, RM) = A cov (Ri, RM) (9)

F OQ(RM)

i = 1, 25 “ue Nl

Equation (9) applies to all assets in the market. A  1is the average
premium or price per unit risk in the market, and the risk of asset
M
i . is measured by cov(Ri, RM)' The cov (Ri, RM) = igixi cov (st Ri)’
i=1, 2, ... N. Equations (8) and (9) give a testable hypothesis of

the CAPM.

The tests of the model on the more advanced security markets
such as the United States and Britain gave mixed but not altogether bad
results. The random walk behavior of security prices which was observed

as early as 1900 by Bachelier and later by Cowles [1937], Kendall [1953],
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Roberts [1959] and others are consistent with the efficient market model,
The famous works of Samuelson [1965] and Mandelbrot [1966] conclude that
properly anticipated prices fluctuate randomly. The studies of stock-
split and its announced effect on future security prices arealso consistent
with the assumption about the quick spread of and fast action on new
information [Fama, et al. 1969]. The studies show that prices adjust to

a new level fairly quickly so that no serial correlation of prices takes
place. An evaluation of performance of mutual funds shows that as a whole,
they earm no better than a random selection of assets in the market., These
studies confirm the predictions of the theory's assumption about the
distribution of information. The market would not behave as observed

if this assumption did not bear.

The more direct teste of the efficient market theory via the
asset pricing equation zave less conclusive results. A positive relation
between security returns and 8_.) or of the market rate RM has
been obtrained but the predicted ;zalues of «a O’sa and ai's were not
always borne out, Variants of the pricing equation have been developed
and tested including ore which takes market factor, rather than risk-
free assets as the other altermative to risky assets., It may be concluded
that the empirical aralyses have not demolished the efficient market
model. On the contrary, there has been ample support for it given some
qualification,
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e presentad the efficient market modelas an analvtical frame-
Qork for our study though we knew beforehand that some of its major
assumptions have to be relaxed to fit Philippine conditions. A prelimi-
nary look at the market leads us to conclude that there are ‘signi‘fican't
imperfections there to warrant a reformulation of the model. The more
serious imperfections are identified based on casual observations and
their implications on individual and market behavior, analyzed. In
particular we discuss below indivisibilities of asset, apparent
imperfections in knowledge, segmentation of the market arising firom
physical barriers, and imperfections other than the above and their

implications on risk-return relationship.

2, Indivisibility of Financial Assets

The importance of assets' divisibility lies in the size of

the wealth constraint of individual decision units. In the perfect
model of portfolio selection, choice is made out of a set of efficient
portfolios. The value of wealth of a given portfolio k, W ds

n n
equal to ] PO = ) x_.wk, where P. 1is asset price, Q.

=1 I 4E1 ) ) ;
is number of shares of asgset § purchased, Xj is proportion of
wealth in asset j, When assets are divisible the % 's cah take on

any value from zero to one, 0 ¢ X‘j g 1, and we can have the largest

possible set of feasible portfolios.
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In most markets therz are assets +that are denominated in
relatively large amounts. There are always, however, divisible cash
and savings deposits, When there are ind.ivisib:_'.lities, say, of assets
o 3 =1, 2, «». m with divisible assets 2, L =m+ 1, ... n,

Xj may take on values in multiples of Pj only. TFeasible portfolios

will be
m n ‘
W= ] QP + ) kak, k=1, .05 q
j=1 4 [
where
n m  Q,F.
Qj are integers, ) ¥y = 1= ) J;;l
Lamtl i=1 W

The presence of indivisibility will result in a smaller number
of possible portfolios and a discontinuous efficiency locus since the

portfolio canmot be varied by small changes in the Xs 's.

Given a wealth size, the larger the denominations of assets, the
smaller the mumber of possible portfolio alternatives; and the smaller
the value of wealth to be managed, ‘the smaller the number of feasible
portfolios for a given degree of indivisibility. To illustrate an
extreme case of two assetg, one perfectly divisible cash or deposits
and one of denomination Ppe If P, >W, then the only feasible

portfolio is a one-asset portfolio of cash or deposits, where
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S T We I 2 a4 case w an indivi
X ash op deposit 1 Or we may take a case where an individual may

choose between two indivisible large-denominated assets, that is, A1

P, P
and A with prices P and P, where L2, 1. His
2 1 ) Y Tt W 2
portfolio choice consists of Py + (1 - P and P, + (1~ <2,

Pl P?
(1-<2W or (1~ TAT')W will be in cash.

The effect of indivisibility is to limit the number of feasible
portfolios from which choice is made. Unfortunately for the average
Filipino saver, there are many indivisible assets in the market, WORP

(without recourse papers), equities and even govermment securities,

3. Market Information

There are two sources of imperfection in knoledge in the
financial market, The average amount of information about each asset
differs, i.e., some are more nerfectly known than others, Secondly,
information about each asset or about the market as a whole is unequally
distributed. Inhe Philippine case, there is practically perfect
information on savings deposits at commercial and savings banks and
poseibly near-perfect information on time deposits of differing
maturities. Information on money market instruments
and lending instruments without recourse is higly imperfect and
is possessed by only a small number of surplus units. There may be

more published information on equity shares than on money market
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instruments since the stock exchange regularly publishes reports on
trading in the mass media, Many registered corporations issue financial
statements, Though this information is available its interpretation is
no easy matter. There is no straight-forward way of estimating

expected yield and riskiness and accepted mefhods involve difficult

calculations and are based on past yileld movement only,

The following sections describe the nature of major financial
assets -~ deposit, money market papers and direct lending or without

recourse instruments.

3.1 Savings and Time Deposits

The repulated rate on savings deposit prevails throughout the
economy. ‘Hence,we may assume that this rate is well-known. The case
for time deposit though also regulated is different, In the cities where
banks compete with each other the interest rate on longer maturity
deposits are publicized over the radio, newspapers and on walls of
bank buildings. In smaller towns where there are usuaily only one"op
two banks, such advertisement for funds is not done. It is thus very
likely that savers are not informed of the higher yield they can earm if
they place their funds in time rather than in savings deposits. It is
not to the interest of banks which have monopoly power in smaller cities

and'towns to so inform their clients.
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Another case of immerfections is in the offer of premiums to
large deposits in certain lanks. Because of the ceiling on deposit
rates, banks cannot publicize their interest rate offer if this happens
to be higher than the ceiling. Offer of a premium for large deposits
is spread by word of mouth only. Fxperience shows the dissemination
of this information is very limited and that unlike other news items,
depositors do not compare notes on what they earn on their wealth,

One reason is that discussing financial matters is not socialiy
accepted. A rough telephone canvass we conducted showed that time
deposit rates varied between 12 and 16.5 percernt. Thé maturity did not
seem to affect the rate. Some banks simply give a uniformly higher
interest rate., We may conclude that information on the lowest vielding
savings deposits is perfect and equally distributed but not so good

and unequally distributed for large timeé deposits.

3.2 Money Market Papers

The bulk of money market papefs is a secondary issue of banks
and investment houses. Their riskiness, therefore, depends on the
financial condition and quality of management of the issuing institution.
The risk of a bank-issued money market instrument would be equal to the
risk of deposits, for both are liahilities of banks., There is greater
uncertainty about the instruments issued by investment houses since
they are less known and have weaker financial bases than competing

commercial banks. Being relatively new intermediaries (since 1964 only)
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they have not been able to fully develop their goodwill. Moreover,
they are not backed by the CB for equivalent credit accommodations

granted banks., 7

Many wealthholders in the country are still unaware of the
existence of money market papers or if they are, their information is
imperfect. There is no mass media publication of interest rate and
features of money market papers. Tnstead, small circulation papers
such as the Business Day, the Bancom Review and other monthly pamphlets
regularly report on the rates. Occasionally, the market made news when,
for instance, Filcapital, the Manotoc Investment House and Agrix failed.
The news coverage on their failures was rather limited and did not
offer adéquate information on the features of the issues and why the
institutions failed, Such inadequate reporting has probably lead some
investors to generalize the weakness of these companies, thus, to over-
estimate the risk on placements with stable companiess On the other
hand, investors in the safer investment houses probably did not apply
the problem to their placement. In either case the information was

inaccurately perceived,

At this time there is no way money market risk can be measured

from published information. There has been no attempt to measure it.

Tontil the mMOst recent experience when a major investment house
obtained CB funds to meet the demand of its money market lenders after
the Dewey Dee caper.
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There were some defaults but most investment houses have been able to
bear them, leaving the market risk borne bv investors equal to zero.
Reputed investment companies and banks have even met the WORP obligations_.
Risk due to fluctuations in interest rate can be estimated from published

reports but so far this has not been done, either.

3.3 Lending Without Recourse

Direct lending to a portfolio of borrowers that is arranged
by a roker bank or investment house is becoming a popular financial
investment. 'I'.he. investor assumes the risk of default. Its portfolio
risk depends on the probability of default by the borrowing companies
and the choice of the lending portfolio among borrowers. The degree
of diversification is much more limited than in investment in secondary
issues of financial institutions. To compare, a deposit or bank bill

is a claim against the depository ban}c"_s total portfolio of loans and

other assets, while placement in WORP is for a selected number of companies.

There is less information on direct lending than on regular
money market instruments. An investor may take the recommended set of
borrowers which the broker has evaluated and/or make an independent
assessment of the borrowers. He will have to canvass the offers of
various brokers. Apparently, the gross rate of interest offered to
clients by brokers is competitive since it varies within a narrow
range, However, there is significant variation in borkers' fees

which results in a wider ranse in net vield, Investment brochures do
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not clearly state fees or riskiness. Fses have +o be negotiafed by
the parties. The negotiation usually 'té.kes place after the broker
has been chosen. The probability of default by a firm depends, among
others, on its financial éénditions and quality of management. Its
inancial condition is eva.lua‘ted from the balance sheet ard statement
of operation accounts from which financial ratios used in credit evali-
ation are obtained -- short-term assets to shor*t-terfn liabilities;
liquid assets to short-term liabilities, total debt to total assets;
and debt to net worth, Cash flow statements are also looked into.
Ideally, financial information for several years is used in credit
evaluation to gauge a firm's stability and quality of management. Some
investment bank managers stated that even qualitative aspects of

borrowing firms' management are considered in the evaluation.

Most credit managers here rank borrowing firms by their credit
standing based on the above criteria and make their recommendation of
lending portfolios to their client lenders. Lenders, therefore, have
to trust the competence and integrity of their brokers in selecting
their loan portfolio, or else undertake their own evaluation of
prospective borrowers. The cost of individually-conducted evaluation |
is high and undertaking it defeats the very purpose of financial inter-
mediation. It seems that what is needed is a systematic colléc“cion
and publication of aredit information by brokers aimed at facilitating

investors' evaluation of vield, fees and risk.
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3.4 Corporate Stocks

It is interesting to note that trading in corporate stock is
regularly reported in all major dailies and over the radio and T.V..
The Manila Stock Exchange also issues a monthly report on transactions
including dividends. These provide a continuous series for security
analysis. However, this study is just the second attempt to undertake
such an analysis so that the public has not had any useful guide for
portfolio selection. Up to this time there is no information on the
yield-risk curve, or on the time series of the same variables. Prices
are highly volatile and sensitive *o large transactions since the market
is small. There is no published information on how well stock market
rate comperes with the risk-free rate on time and saving deposits,

monev market, and other financial assets.

3.5. Other Papers

The govermment has issued large amounts of long-term and short-
term bonds. They have been held mainly by financial institutions as
reserve assets; some, as primary; others, as secondary reserves, Treasury
bills ere specially attractive primary reserve assets because of their
high yield compared with reserve deposits which have zero yield.

Because of this feature, new treasury bill issues have been oversubscribed

for by financial institutions. The purchase



69

of government securities as primary resérves releases to the goverrment
the equivalent reserve deposits by financial institutions. Its effect
is monetary expansion. The govermment has also used other treasury
bills like the Central Pank Certificates of Indebtedness (CBCI) as
means for allocating commercial bank funds to priority sectors. Banks
are required to allocate one-fourth of their loans to the agricultural
sector or to buy CBCIs. Most of the proceeds were channelled to ric-e
producers, There are other cumbersame features of bonds like the
premyo savings bond whose earnings are to be won by lottery. There is
no way an investor can estimate the average yield of the bond since
information on total earnings and outstanding value of the bonds are not
reported. This is indeed a strange gimmick that is hard to rationalize,
Consequently, it has not become an important instrument for mobilizing

amall savings,

Private bonds have also failed to be marketed, Firms probably
find other financial sources cheaper. As in equities, the cost of
marketing is quite high., An investment house reports an underwrditing

cost of & percent.

The foregoing describes how the competitiveness of financial
Instruments 1s weakened by regulations and imperfections. With
this problem, it is not easy to predict the behavior of asset returms.
We approach the problem mainly by description in order to gain insight
into how the market works. We chose to study in more detail equity and

money market papers because of data availability.
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CHAPTER 5

The Stock Market

The Philippine stock market is vepry small in absolute terms
and in relafion to the market for other financial claims. It has been
volatile and is supposed o be hipghly vulnerable to manipulation by
large investors. It includes a relatively large listing of weak mining
and oil issues in which intermittent purely speculative movements take
place. The list of blue chips is short and consists mainly of well-
established companies like the San Miguel Corporation, Atlas Mines,
and thePhilippine Long Distance Telephone Company, Trading volume is
small and many companies remain inactive for periods of time. These
peculiar features of the market should lead to high risk., How well
this is compensated by returms is the subject of this section, Here
we studied the price movement of the more actively traded stocks and
estimated the rate of return and risk as reflected in the variances of
returns. From these estimates we obtained a yield-risk curve over a
four-year period, 1976-1979. We considered as actively traded the
shares that appear in the major dailies, picking the month of April
of each year as the reference date to get the newspapers' listing.
About 100 companies were initially chosen but only 72 of these had
fairly regular trading over the four-year period, Many of them
exhibited zero trading for several months at a time. Consider that about
37,000 corporations were registered with the Securities and Fxchange
Commission in 1378, Daily volume of transactions over the last two

years ran to as little as a million pesos only.
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Following conventional measures of portfolio returns and risk
we calculated the market rate of returm Rm and its risk, Vm 5

from monthly returns of 72 securities., Their systematic risk, Bj s
and their own variances, ij were also calculated., Monthly data

on average price (value traded divided by the number of shares traded
for each month), dividends including stock dividends, and outstanding

shares, were used to estimate these variables. Our calculations are

as follows:
P, -~ P, + D. P., + D.
vy @ it P1t—1 it o o= on ,J%;_"mli )
jt-1 ) jt-1
N 12
r. = v, /12
by 5L Tt
s 48
r. = .. /48
v Tk T
)
r, = Z.r.
M 371 373
n n
vV = Z. cov (r., 1) or
m kzi jzi s SR
Iz 1
= Z Z. cov (., 1)3; and
=1 k 371 | i | k'?
s . = E{lr., - E(x.)i [, -
oV (rj, rM) ].‘{[zwj E(r]).t [y E(rM)]}

n
T [kzl Z, (r. - Elr) ) (rj - E(rj) ) 1]

H
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where
rj is observed monthly return
f% is the estimate of E(rj) for a given period;
Pjt is the average price for month t of security j

and measured as value of trading divided by no. of
shares tyaded;

Egt consigts of cash and stock dividends;

Q.
7. :...l
| QM
Q. is the total outstanding market value of asset j, which

is equal to the monthly outstanding shares multiplied by the
monthly average price summed for the whole year;

T

Q = ) st thus Zﬁ is the proportion of the total
=1 -
market value of all assets accounted by asset 3

y subscript is for the period in which the variables are
calculated, 1 year and 4 years.

We calculated the variance of security returns to have an

insight on how much they fluctuated from month o month.
- T
o = st = b (r.,

iy Iy Wby it

-2
-1, -1

=1 JY) /T

Pléase see Appendix A for details of the computation.

. Here are some initial findings:

1) The market is hichly volatile. The annual market rate of return

moved up and down with such wide amplitude as shown below,
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7 o = Ty
1976 ~0,0033 1.3641
1977 0.0u34 0.3703
1978 0.4910 0. 7244
13979 ~0,0565 : 0.4585
1976~1979 0.1229 0.7259

The high market variance reflects the extremely high variances
of the securities and the extremely high variation of their means
with the market mean. Annual mean return of securities ranges from
many large negative values to as high as 1,364 percent in 197‘6, 992
percent in 1977, 1,033 percent in 1978, and 844 percent in 1976. The
range of the means over four years was 68 percent to -46 percent, much
narrower than the yearly range but is still quite wide by developed
market standards. Seocurdity risk Bj , measured by its covariance
with the market (or with all securities) and weighted by market shares
are, as aAwhole, very high-mdth a few negative values. Many securities

.al,,
have values of Qﬁ ( =—%Ml) greater than 1.0 which means that their
- o

variances are larger thalt the market variance. The number of 838

which have negative values are shown in Table 5 below.

Table 5
. Percent of Total
Pariod Covered Number of B%s <0 No. of Sec.
1976 7 9,7
1877 15 20.8
1978 5 6.9
1979 ‘ 12 ' 16,7

1976-1979 5 ' 6.9
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2) There is no apparent relationship between return and risk as
shown by the plot of points of these two variables, in each year
and for the whole four-year period, This implies that premium is

not being paid for risk in any regular manner.

3) To verify the above initial observations we tested the efficient

. - . } - oi . ol
market equation, r] RF (Rm RF) R 33 using equation 8 or 9, i.e.,
r, Sa, *a, B. +e..

J 0 17 J

The results obtained are shown in Table 5.2. Such results on the
whole, do not confirm the hypothesized positive linear relationship

between o and Bj. It is only for the year 1376 where there is

a significant relationshin, However, only 11 percent of the variation
is explained by the regression, For the years 1977 and 1978, and for
the UY-year period 1976-1979, the hypothesis is rejected at .10 level,

For the year 1979, though the vesult is significant, the relationship

A

is perverse in the sense that the sign of oy ig negative.

-

The values of g and RF are seen to be different from

each other. Column (7) of Table 5,2 shows their ratios which range from

Eal

-2.89 to 2,5. The ratio of oy and (RM - RF) are shown in
colum (8). The predictions of the model are that both ratios should
be equal to 1.0. Although the values of ;.L/(RM - RF) are much

closer to 1.0 than that of aO/RF , care should be taken in making

inferences from these values due to the absence of significant relation-

ship as noted.



Table 5.2

RESULTS OF REGRESSICH ANALYSTS, OIS

" o R r p " }
Period % oy G Fvalue M F ag/Rp  aq/(RyrPr)
fovered (1) (2) (3} (4) (5) {6} (N
1978 -0.29364 0.15503°  0.11038  8.80936 -0.0033 0.1022 -2.8932  -1.4505
( 2.96806)C
1977 -0.04179 0.05751%  ©.02887  2.11068  0.0834  0.1074  -0.3891  -0,8985
( 1,45282)
1978 0.25004 0.06223%  0.04071  0.76885  0.4910 0.1045  2.5004 0.1620
{ .87887)
1579 0.02258 -0,22723%  0.1392%  11.48958 -0.0565 0.119%  0.1891 1.2918
(-3.38363) : :
§ 1975-1374 ~0.00u5 0.52992%¢  $5.00394  0.28081  0.1229  0.1083  -0.0416 1.6842

e average of the

retum on Central Bank Certificate of Deposit.
i

DSignificant at .01

49-day Treasury Bill rate. Pevez (1979, p. 66) used the 3% tax-prepaid

level.

“Values in parentheses are camputed t-values.

d’[nsignificant at .10 level,

e . PN . . . .
Sigmificant at .065 level, but sign is perverse, l.e., negative,.
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These results may not be definitive in the sense that the
usual stationary assumption in deriving the estimates of the parameters
of the underlying probability distributicns of returns of securities

may not be valid.

Recall that to arrive at an estimator of the expected value

E(rj) = u  of the rate of return of a security 1, we used

_ T
r., = r. /T
] tzi L

where T

12 or 48 (months). That is,

Clearly, using a larger value of T, i.e., extending the period of
obsexrvation, will not provide a better estimate for u 5 using ;j
as the estimgtor if, in fact, u_i . 1% non-stationary.

This could serve as one possible explanation of the pocr explana-
tory results of the regression analysis. If we look at the F-values or
R2 for the four-year period (T = 48) and compare them with those
of the one-year periods (T = 12), the former are much lower compared
to the latter. For example, the lowest value of R2 for the annual
tests is 0.01071. This is almost three times as large as the R2

for the four-year period.
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If our estimates of the parameters of the underlying distributions
of returns of the various securities are inadequate, then the fact
that our model failed does ndt:, therefore,
necessarily imply that the model isg inaéequa’cé. Thus, before any
further attempt to modify the model to take into account séme of the
implications of its assmmp'tions, alternative estimates of the underlying
parameters of probability distributions of returns of the securities

may be necessary. This is being investigated by Francisco.

It may also .be argued that this market behavior reflects
imperfections in the market and possibly the existence of a significamt
group of rigk-lovers, Imperfect information may take two aspects: One,
is that an investor desiring to obtain a certain return and riskiness
from his investment may not Jnow the methods by which this is obtained.

He may have a feeling that diversifying will reduce risk but the method

of arriving at the efficient frontier is unknown to him, Unlike other
economic decisions, optimality condition cannot be arrived at without

going into complex calculations. Housewives are assumed to arrive at an
optimal consumption basket of goods quite accurately. Arriving at a
probability distribution of returns of alternative assets and estimating
their expected returns and risk requires expert knowledge. For this

reason, application of portfolic selection criteria according to efficient
market models is done by financial intermediaries and professional
portfolio managers mostly, In this country very few, if any, intermediaries

undertake portfolio returns-risk calculations, Many of them select
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portfolios on the basis of feel, special infdrmation, and rough rules.
These rules might be categorized as satisficing rules. It is likely
the rule differs among investors, Some may choose from a small set of
assets on which they have information. Another rule might be to hold
the larger part of wealth in moderately riéky assets and to “"gamble"
the balance on risky assets. Other satisficing rules may be in use,
Sa‘tisficing behavior would seem reasonable in a market with very
imperfect information for optimizing over socially efficient frontier

is difficult to do.

If information is inadequate and unequally distributed,
estimates of returns and risk will differ from the actual and will
vary among investors. Some will overestimate returns or risk; some
underestimate them. The efficient frontier for individuals will form
a blurred band around the market frontier. Those below the fromtier
overestimate risk; those above, underestimate it., If risk is over-
estimated, demand for risky assets will tend to be lower than when
risk is correctly estimated, and vice versa. Excess demand or supply
will be determined by the excess or shortage of borrowing to lending.
The excess or shortage will be due to the distribution of investors
by their preference for return and risk as well as their distribution
between conservative (those who consistently underestimate risk) and
optimistic investors. If optimistic investors dominate the market there

will tend to be a greater demand for assets than if risk were correctly estimated.
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Security prices would go up, returns would g0 down. The converse
would be true, Highly inaccurate estimation of market return and
risk would place the (perceived) efficient fromtiers of individuals
scattered all ovarthe portfolio return-risk space. The scatter of
efficient frontier will generate its own rs - Bj relationship
that is not necessarily positive and o 1 hot-equal to (Rm - RF).
Another consequence of imperfect knowledge is that investors failing to
realize their expected returns and risk ‘ would tend to correct
their initial position. Correction undep imperfect information
assumption would result in greatep amplitude of price fluctuations
and therefore greater risk., Risk is thus contributed by variation
in corporate performance as well as by market adjustment to correct

or wrong forecast.

In the Philippine market, a little more than half of listed
stocks belong to the small board, These are stocks of new mining and
oil companies which are still in exploration. Thus, there is much.
g,rc—ia'ter uncertainty about their expected returns. In the past there
were alleged manipulation of +heir trading which led to extremely wide
price changes and therefore to large losses for misinformed stockholders.
To be remembered are the speculations on Redeco, Oriental and Western
Minolco stocks, prices of which rose and dropped within a day or a few
days by as much as 100 percent. "Inside" information received too late

allowed large speculators to realize substantial capital gains. Uncon-



Average Returns and Variances of Traded Securities, 1876-79

Rj czj
1976-79 1976 1977 1378 1979 197¢6-79 1976 1977 13878 1373
1. Oriental Pet. & Mrl. Corp. 6770 1.0383 .5203 1.0220 L1575 11.0961 43,4252 3.3503 1.28238
2. Globe Hackay Cable & Radio Corp. L4921 .0878 . 3403 .58u5 L3123 1.8909 .1519 .3683 LBuBd
3. Engineering Lquipment, Inc. L4878 .0520 1.362¢6 1.6025 -1.1007 10,1846 15,1580  17.9742 4,7515
4. Orisntal Pet. & Mrl. Corp. 4621 - .3076 .6085 1.0580 L4255 7.8975 28.0670 2.,4215 L0430
5. San HMiguel Corp. 'A' L4543 L2492 .2824 1.1502 .1187 5.6961 1.5536 .2023 7. a
6. Lepanto Const. Mng. .3606 4053 L4580 LTH2E - 1585 3.8089 6.8398 4,5400 2.5524
7. Basic Petroleum & Iirl. TA! L3574 .5208 . 3187 1.1685 L0896 6.0202 13.9226 5.u687 4.5508
8. Phil. Qverseas Drl. & 0il Dev. Corp. .3293 L1uss .1221 L9519 .08e8 a.ou8y 27.3684 2.2757 4,.1877
9, BF Goodrich L3274 .5180 .2330 .63e7 - 1224 1.2653 1.5472 L7835 1.,65u7
10. Hanila Hining Corp. .2700 L0642 L6275 - 0875 4585 3.5703 2.1684 5,5747 4,6301
11. Consolidated Bank L2662 L2788 .0836 L2726 U277 1.02958 L2710 L1326 037735
i2. Trans-Asia 0il #ri. Ixpl. Dev. Corp. .2532 L1727 . 808 L5220 - L4974 5.8970 7.2332 7.1139 L, 8845
13. Lepantc 'B! L2450 .3583 .333 4uvn - L1497 3.7678 6.7681 b4,5255 2.4052
i4. China Bank .2329 L1726 .2097 L2754 L2691 . 8707 1.102 .7258 i.,2473
i5. PLDT (Common) .2189 .2723 . 3428 L2052 L1581 L7723 . 6544 .1388 L8120
i6. Bank of PIL .1915 .0703 L2515 L3164 L1079 . 3347 .0584 .5869 L5749
17. Benguet Cons., Inc. L0752 - 7716 .578 L3503 - L2356 4,9767 1.8587 9.0040 5,3957
18. Banco Filipino 1610 - .0910 .3159 L1570 L2371 3234 .0910 . 5583 L1550
19. Landoil Resources Corp. 'B’ .1513 - L0058 .097 L5293 - .0289 2.1449 L.0676 1.8048 ?.6357
20. Landoil Rescurcesz Corp. L1480 - .2003 . 29566 L5491 - .1904 2.7127 7,.1403 1.56015 1.7117 252
21. cCpCP .1378 L1480 L143 1.0375 - .7750 1.3201 . 3214 , 7013 2.0288 . 7083
22. Apex Exploration & Mng. Co. 'Af .1354 - o404 L1u3 L2546 L5280 3.4681 .5200 5.3073 5.6017 2.2935
23. PLDT *B? .1281 LAnu L2297 2043 .1358 .1392 .0982 . 3048 L3730 L0026
24, Phil, Q¢il & Geothermal Lnergy L1244 .5913 .0668 U797 - L2014 44,4605 9.515% 3.5010 3.0357 33,1285
25. PLDT 'A' 10% L1232 .215¢ . 1376 - L0774 L2242 .2053 .3134 .0875 .2153 . 2070
26. Seafront Petroleum & iHrl. Res. .1108 .2529 L0426 L0733 .0738 10,9461 27.0085 4,4198 4.0657 2.4072
27. Ayala Fund, Inc. 'A' .1093 - .0708 .0639 . 76886 - .20u48 1.0520 .5952 LHE02 1.5621 i.1159
28. Phil. 0il Dev. Co., Inc. . 0809 L1u1e .3042 .6105 - .0B3Q 3,2u87 6.3112 4.0616 1.4685 1.8163
29. Atlas Consolidated .0898 - .0553 .0300 .2392 .1932 2.8762 58,0423 5.6038 1.8352 1.7504
30. Atlas Fund Inc. 'B? L0773 .0097 .035 L4249 - .1871 .8091 . 0664 .0155 2.1147 - 9856




Average Returns and Variances of Traded Securities, 1276-79

Rj czj
1976-79 1976 1977 1978 1979 1976-79 1976 1977 1978 _ 1973
1. Oriental Pet. & Mrl. Corp. 6770 1.0383 .5203 1.0220 L1575 11.0961 43,4252 3.3603 1.323990
2. Globe Hackay Cable & Radic Corp. L4921 .0878 . 3403 L5945 .9123 1.8909 L1510 .3683 5.2041
3. Enginesring Equipment, Inc. L4878 .0520 1.3628 1.6025 -1.1007 10.4840 15.1580 17.9742 L3323
4, Oriental Pet. & Mrl. Corp. L6221 - .3076 .B085 1.058¢ L4255 7.8875 28.08670 2.4215 1.835¢
5. San Higuel Corp. 'A' LE5u3 .2u92 .2824 1,1501 .1187 5.6961 1.5536 .2023 1.3313
6. Lepanto Const. Mng. .3606 L1053 L4580 L7424 - .1595 3.8089 €.8998 4., 5400 Z.0959
7. Basic Petroleum & iHprl, 'A! L3574 .5208 - .3187 1.1625 L0885 6.0202 13.9226 5.4887 1.0623
8, Phil. Overssas Drl. § 911 Dev. Corp. .3293 L1405 L1221 .85109 .0668 8.048L 27.3684 2.2757 1.7543
9, BF Soodrich L3274 .5180 .2330 .Gae7 - Ji224 1.2653 1.5472 .7835 L7 i.0189
10, #Hanila Hining Corp. L2706 .0B42 275 - 08758 L4585 3.5703 2.168u 5.5747 L,5351 z.2582
11i. Consolidated Bank L2662 .2768 L0888 2726 4277 1.0295 L2710 L1328 L0735 3.78336
12. Trans-asia 0il #rl. Expl. Dev. Corp. .2332 L1727 .B08 .5220 - .b97y4 5.8370 7.2832 7.2135% L, /B48 5.1585
13, Lepanto 'BE! L2450 .3583 . 333 L4739 - 1497 3.7678 6.7681 4.,5255 2.4052 2. 4356
i4. China Bank ' .2329 L1726 .20897 L2754 L2691 L8787 1.1027 L7258 1.2473 L5304
i5. PLDT {(Common} .2189 .2723 .3428 L2082 L0591 7723 .6544 .1388 L8124 1.6362
16. Bank of PI .1915 L0703 L2315 .Jiby .1079 . 3347 058y .5869 . .5740 L1410
i7. Benguet Cons., Inc. _ L0752 - 77186 .678 L9593 - .2356 4,9757 1.8587 9.0040 6.,8955 1.20676
i8. Banco Filipino 1610 - .0910 L3139 LA570 L2371 .3234 L0910 .5583 .15560
19. Landeil Besources Corp. B .1513 - .0058 .97 L5298 - .289 2.1449 4,0676 1.80u8 2.68E7
20. Landoil Resourcesz Corp. Libeo - .2003 © L2366 .G#Ji - .i904 2.7127 7.14%03 1.9015 1,7117
21. CIDCP .1378 L1460 L1u3 1.0373 - L7750 1.3201 L3214 L7013 2.0288
22. Apex Exploration § ing. Co. TA' .1354 - 540U L3 L2546 .6280 3.4681 L6200 5.3073 5.6017
23. PLDT ‘B! L1281 LA .2297 L2043 .1358 ,1392 .0362 .30us L0730
24, Phil, 011 £ Geothermal Lrerﬁy JA2uy .5915 L0668 L0737 - .2014 L, uB05 9.515 3.50190 3.0357 .
25. PLDT 'A' 10% .1232 .2158 .1376 - 0771 L2242 .2053 L3134 .0875 L2153 L2070
26, Seafront Petroleum & irl. Res, .1108 .2529 .0U26 L0723 .07¢8 10.3461  27.0085 4,4138 4. 0657 12,4079
27. Ayala Fund, Inc. ‘fa! 1088 - .0708 - 063 .7686 - 2048 1.0520 .63952 JH4u02 1.5621 1.115¢8
28. Phil. 0il Dev. Co., Inc. _ .0800 L1416 - 3042 .6105 - .083% 3.2u87 6.3112 4.0616 1.4695 1.8163
23. Atlas Consolidated .0898 -~ .0553 - .0300¢ .2392 .1932 2.8762 8.0423 5.6038 1.8352 1.7504

30. Atlas Fund Inc. "B’ ' .0773 .0097 .035 4249 - .i671 .8091 . 0564 .0155 2,1147 . 5896
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firmed reports ran that some issuing corporations and stock brokers were
responsible for such manipulations of the market. Needless to say, capital
gains arising from specula‘.on sre at the expense of the lossews.8 Whether
or not these reports had a -~olid basis the fact is that price fluctuation
in small board has been extremelv wide, This is seen in Table 5.3

in which the own variances and returns of securities classified into

blue~chips and small~board are given,

The inclusion of risk-lovers in the market complicates the
determination of the equilibrium structure of returns and risk for the
different assets, Risk-lovers would optimize by selecting from the
maximm return point on efficient frontier, This would be point L
in Figure 1, Under imperfect information and/or indivisibility condition,
individuals would have their own perceived efficient frontiers which the

market frontier dominates.

Equilitrium condition is that demand and supply of each security
are equal, Demand is the summaiion of the number of each security
in the optimal portfolios of all investors. Demand would thus depend on
the distribution of efficient frontiers and of risk averse and risk
loving investors. A relatively large proportion of risk-lovers in the

population would raise demand for more risky assets.

. 8C«.=11:)i"cal gains arising from a permanent improvement in a corpora-
tion's profit rates are at no one's cost.
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In the next chapter, we will try to arrive at the market frontier and at
frontiers from some subsets of available equities. Theoretically, the
frontier from a subset is expected to be dominated by the market. The

subsets are taken tc be the possible choices of satisfiers.,



Appendix 3.A

1., The Variance, Covariance Matrix

83

For each of the years 1976, 1877, 1978 and 1979 and for the

h-year 1976-1873, a variance-covariance matrix was computed,

format is shown in Table 1 below.

Table 1
1 2 3 LA BN} 72
1 %1 92 933 9172
2 921 922 993 e 9972
3 931 937 Y33 o 9372
72 9701 %722 9923 97272

The formula for the variance of a random variable

defined as:

2 2. 2 »

The



8L

The sample variance is defined” as:

T 1 X,
~2 2 . 1 2 T - 1
oy = 8y T oxTT izi (X, - X7, where X=-—=,
|:[|
1 Z 2 o T .o
LR [X_I.-ZX.X"‘XJ
- _
s gty [IX - RTIR+TR
i=1 ~
T
s gty ] X-1Y
’ i=1

Computationally, the last equation for the sample variance is

more convenient to use.

The covarience of random variables X and Y is

defined to be

Q
1]

- EL(Y - uX) (Y - uY)]

1]

E[XY-UY—XUV"'U

X% wHy

9Seze.J for instance, Larson, H. J., Introduction to ‘Probability
Theory and Statistical Inference, Morterey, California: Jomn wiley and
Sons, Inc,, 1969, pp. 210-21T for a proof why the divisor should be
T -1 vrather than T.
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Similarly, the sample covariance siven s Eno eeny Xp and Y.,

Y21, R YT as the random samples of X and Y respectively, are:

lIl
P _ _ 1 g _
1=1

1 TG
ToToT DR - T
Again, this last equation is computationally more convenient.

The Market Portfolio Variance: ;3,
‘M

As previously defined, the estimate of +the mavket portfolio

variance is:

. ? ?
o = 2, ) 2. o,
B YO = T B L

~

This is illustrated hy Table ? below.

Table 2
o ~ ” -~ “
Lo loyy + Zpop, 4 Zgop, b+ Zp91793 *
2 22[51021 + 22022 + 23023 + .es + 2720272] +
3 Ballyogy * Zyop, 4 Zgog, 4 * ZypOgppd *
12 T (To. + e+ 7.6 s P AT IR T A
72°%197207 %9990 F Tabung *oee 72972720 7 o
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3. The Covariance of the Return of an Asset j with the Market Return

M

The covariance of the return of an asset 7§ with the

return of the market portfolio = as previously defined is:

M
- n
o T COV (rj, ny = Z Z; cov (ry, rj).
1=1
The sample covariance is:
~ {} L)
= S = L Z Oy,
LY R SN P 1
For example, for 4§ = 1, Iy 1is
Sam T D90y T Do%gn F Ty e F Dop0ygp s

which is the sum of row 1 in Table 2 above not premultiplied by

4. The Data

]

Monthly data 0 are available for a total of 72 stock seaurities
for the entire period of 1976-1979. If the time period were further

extended into the past, the number of securities that can be included is

reduced since scme securities are newly listed. Other securities are also

10'I'he monthly data were taken from the "Manila Stock Exchange

Monthly Review," published by the Manila Stock Fxchange Research and
Publication Department, Manila,
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delisted through time so that this further reduces the nurber of
securities. The total of 72 is, therefore, the maximum number of
securities that can be included for the 48-morth period. Besides,

the period from 1965-1975 has been covered v a related study,ll

According to the Manila Stock Exchange claésific:ation, the

72 securities included in the analysis are broken down as follows:

Humber of

Classification Securities
I. Banks 4

IT. Commercial, Industrial and

Investment 1y
TIT. Mining 19
IV,  Small Beard 35
TOTA L 72

The monthly data consist of the following specific information,
among others, for each security:

1. The number of outstanding shares;

2. The highest and lowest prices registered for each month;

3. The number of shares traded;

lllEIr'rol B. Perez, "Systematic Risk and Levels of Unsystematic
Rigk in the Philippine Capital Market: A Modified Capital Asset Pricing
Model?," Thesis, Ph.D., College of Business Administration, University of
the Philippines, 1979.
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4. The total value of shares traded; and,

5. Cash and stock dividends issued.

Validation of Data

1. PH’ and PL 18 the range of Pt'

Monthly data for the 48-month period for the 72 securities
were placed in the Hollerith computer cards. To ensure that the
data that were punched are correct, aside from the visual and
preliminary inspection of the "card-to-print" ].is*t; that could
reveal simple and obvious errors, a computer program was written
to validate and ensure that the monthly prices used to compute the

monthly rates of return are accurately punched from the reports.

The orices used are the monthly average prices calculated as
the total value of shares divided by the total number of shares traded.

Data on the following were punched in the cards.

Pt = as per our record;
M L = the number of shares itraded for month T3
V‘t = the total value of the N - shares traded;

PH z the highest price registered for the month; and,

P}, = the lowest price registered for the month,



89

P, =V, /13 w was calculated from the punched cards. To validate,

the following relationship rmust hold:

Sy

K]
> - P o=
PH PJc > PL 5 also that 7 + Pt’

A number of errors were caught and corrected bv this validation,

The Case of No Trading for a Given Month

If nc trading ocours for the month, the average price of the
previous month is used. Perez (1979), committed a serious errvor
here by assuming the price as zero. Thus, even if there are
dividends issued, the rate of retwn is «, in which case he
sets the rate of retwrn equal to zero. The author claims that this is

an error in the computer program.

The Cases Where PH’ }?L dr' Both are Incorrect

If either PH or PL or both are incorrect, the
relationship above may still be satisfied and the basis for validating
the accuracy of Pt do not hold. Thus, in the computer validation
program, preliminary calculations of the monthly rates of retwrn,
their means and standard deviations, anmual and for the entire

period, were included. Investigation of the relatively large

standard deviations indicated the correspondingly large monthly rates
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of return. These monthly rates of retwrn are then checked for
the price charges that g;:eneré‘ted these relatively large rates of

return,

The Case of a Stock Split

Three validation computer runs were nhde. The first
indicated most of the errors. The results of the second run were
compared with the first and some errors were further noted. Among
the errors noted :Ln the second run is the case of a stock split.
This case was observed only for sécuri'ty number 28 for the month
of November, 1977, We had, Hr example, the following stock

split for one security.

Value
of
Hr. of Outstand- ,  Np. of Shares Shares
Year/Month ing Shares HOL Traded Traded _t
1977 Sept. 2,019,103 .7 .7 1,000 700 .7
Oct. 2,019,103 .7
Nov. 201,940,300 ~ .7
Dec, 452,306,620 . 006 . 006 200,000 1,200 .006

Based on the above data, the uncorvected and corrected rates

of retum are shown in Table U,
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Table™ U4

Uncorrected Rates of Return Corrected Rates of Return

(Tffective Annual) (Effective Annual)
Year/Months  Arithmetic Ceometric Arithmetic CGeometric
1977 Sept. | |
Oct. 0.0 0.0 0?0 | 0.0
Nov. 0.0 0.0 0.0 0.0
Dec, -11.8971 -57,1118 -1.7143 —1.8498_

8. Calculations Based on the Computational Format

A much larger computer program was written based on the
computational format required by the model, More specifically, the

program was designed to compute the following:

1) the monthly rates of return, arithmetic and geometric;
11) the weight of each asset;
iii) the mean and the 72 x 72 variance-covariance matrix
for each of the years 1976, 1977, 1978, 1979 and for
the b-year period 1976-1979, or a total of five (5)
72 x 72 variance-covariance matriges;
iv) the ™mwading statistics" for each year and for the

period 1976-1979, which include the number of trading

1QSee Francis and Archer, 1971, p. 49 for more discussions on the
case of stock split.
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nonths and the ratio of this number with the total
number of ‘months for the period under consideration;
v) the covariance of each of the asset with the market
variance for each year and for the entire UY-year period;
vi) the market variance for each year and for the Y-year
period;
vii) ‘the Beta or "systematic risk" of each seéurity for each

year and for the 4-year period.

Moreover, the computer program was expanded to make a scatter
plo*tl3 of the mean versus variance as well as the Béta versus the
mean for each year and for the four-year period. In effect, there
are a total of ten (10) scatter diagrams contained in the computer
print-out. The purpose of expanding the program to frint scatter

" plots aside from its usual sraphical usefulness is to serve as
a starting point for the construction of the efficient frontierlq

in the case of the mean-variance scatter diagram, and, to serve

as a space on which the results of the linear regression hetween

the rys and the Bjs can be conveniently plotted,

e sub-routine "plot" of the UP Computer Center was used here,
However, there is an ervor in the logic of the program resulting to an
inverted data print-out in the vertical axis. More specifically, the
values are printed in descending order reckoned from the origin,

Yrre o+ D2 observation is (v

7 BM = 1,00,

), where By
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CTAPTER 6

Efficient Frontiers and Yield-Risk Pehavior of Equities

The preceding chanter mresented some hasic information on the stock
market and the results of the preliminary test of the capital asset pricing model,
The chapter ended speculating why the market behaved as it did, that is,
the yield on securities fluctuated too wildly from month to month over the
four-year period studied; there was no sigﬁifi.éam:' relationship found
between the risk and yield of securities, and there was no apparent
adjustment to equilibrium pricing over time. Imperfections in the market,
particularly imperfect information and indivisibility, were suggested to
lead to portfolio behavior that would not necessarily be like the optimiza-
tion assumed by portfolic selection theory., Many possible decision criteria
may be used by investors which are move reasonable and practical to
apply in an imperfect market than the neat but otherwise strict perfect

capital asset mocdel.

In this chapter,we examine further the yield-rigk distribution of
the 77 securities and derive the efficient frontier of all available
assets with positive returns. Ye try to see whether this frontier domi-
nates the efficient frontiers of subsets of securities., These subsets
are considered the sets selected by satisfiers. The estimation of the
frontiers allows the identification and comparison of the securities in
the market 'po:otfolio and in the three frontiers., Capital asset pricing
model argues the market portfolic is on the efficient frontier, This is

to be tested by a comparison of the portfolios on the frontiers and the
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market, In addition, we hope to find a pattern of risk and yiéld
reflecting satisficing behavior in an imperfect market. For this chapter,
therefore, we derive altermative efficient frontiers -~ one from the
whole set of availsble securities, one on the top 20 earning securities,
another on the big board which includes blue chips and large mining
issues. We try to see to what extent the behavior of yield and risk of
securities on the fromtiers differs from the rest and whether it
approximates that of a perfect market. The following sections

successively discuss these topics.

1., Efficient Frontiers

Portfolio selection theory argues that in order to maximize
utility, U, from a portfolio of assets where U = U(Rp, VP) y
33U/ Rp >0 and 9 U/,\i'p < 0, choice of the portfolio must be made along
the efficient frontier zg illustrated below. Portfolios along this
frontier give the highest return at avery level of visk, or the lowest
risk at every level of return. Under capital asset pricing model, assump-
tions: equal distribution of information, perfect divisibility of invest-
ment, ete., investors face homogeneous market opportunities or the same
efficient frontier. At equilibrium, asset prices will so adjust to demand
by different individuals so as to bring the market portfolio at the tangen-
cy of the market line and the efficient frontier of risky assets at E.

Call this equilibrium portfolio. (Please see Chapter 4.)



p
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Figure €.1

At M all available securities in the market will be in the
equilibrium portfolio, each with a share equalto its market share. At
other points. portfolic holdings of individuals will not be optimal since

they can be improved by choosing the equilibrium portfolio on the market
line ReZ.

We estimated a few points of the efficient fromtier of all securi-

ties that have positive returns bv quadratic programming. We assumed
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the securities with persistent negative returns would not be included
in the choice set bv most investors. Alwo, including them in the
program would have raised program cost beyond our budget. These

numbered 40 out of the total 72 traded. To obtain points on the

efficient frontier the following problem was solved.

Min v, = Lxg x; ooV (RiRj)
s.t.: Xi 3 O
h
¥. <1
izt

Lo
R 2 ) %R,
i=g * 7

P
where Vp = nortfolio variance
Rp' = portfolio returns (in hundredths)
X, = weight of security i in the portfolio
i = 1, 2, ... 40 securities

The program was applied ‘o selected values of Rp: .10, .15, .20, .25,

.30’ .L,-D, .us and .50.

The computer program developed by Bates (1975) was applied limiting

the iterations to 5,000, Except in three cases, the solution was reached



Solution Weights for each Asset for Given ﬁg

" 4 0 SLCURITIES
Harket .

Security Humber and Hame Weight .10 .15 .20 .25 30 .35 LU0
1. Uriental 'B’ L0042 .0001 .0001 .0918 L0127 .0165 .0342
2. .- China Bank - .0256 .0212 .0318 .G360 . OBL7 .0822 .0923 .0753
3. Consolidated Bank L0233 ,0312 .0u82 L0643 .0862 JAnoe .1133 1710
4, GClobe Mackay .0082 .0252 L0377 05409 L1011 .1613 .2324 .3131
5. FEngineering Equipment L0324 L0084 LO1E7 .0318 .0778
6. Landoil Resources .00
7. 'Landoil Resources 'BY .0ou3  .0028 .ooL2 L0077
8. Hanila Mining Corp. 0007 .0565 .0Bu7 .0870 .1308 .2 381 .1360
g. .PLDT Common L0460, 0240 .0361 070 L0588 L0603 . 0348 . 0587

10. SHC TAT 0756 .0G76 L0114 L0128 L0304 .0462 .0675 0760
11. EBF Goodrich .0206 .0G073 .0109 L0141 L0472 0762 .1139 L0936
12, Renguet Consolidatued 'A' L0163 _

13. Oriental 0247 L0073 .0173 .0350 QU450
1%, 3Bank of PI D283 .108% .1633 L2178 2212 .2124 L1541 1758
15, .anco Falipine ,00u1 0243 L0328 L0321 .0345

16. Lepanto Consclidated Mining L0256 .0021 L0035
17. Lepanto 'DT L0172

1g. Phil. Overseas Drl. § 0il 0. .0118 .0037
19. Basic Pet 4! L0050 L0068 L0104 L0122 .0138 L0104 .0025

20. Trans-4sia iineral .G039 '



Table 1 (Cont~ 4.

Solution Weights for each Asset for Given RD

20 SECURITIES i ' Big Board: Blue Chips and Mining egurity
.20 .25 .30 .35 L0 45 .50 .10 45 .20 .25 .30 .35 40

L0004 . 0005 .008s L019u L0294 .6395 LOu27 1
.0680 .0859 .0836 L0712 .0601 .0325 L0427 .0588 ,0905 L1126 .1059 L0766 2
L0773 . 0966 .1ou1 .1038 L0337 .0396 .0308 , 0462 L0652 L0817 .1037 .1123 .1053 3
L0612 L0764 L1562 .2312 .3153 L4225 .5332 L0361 L0541 L0721 .1243 .1872 L2740 .3733 4
.0005 . 3007 L0146 .0315 L0498 L0674 L0878 L0036 0054 .0078 L0182 .0263 .0LY2 L0657 5
L0022 L0037 ;
.1151 L1438 L1483 L1337 .1076 . G432 8
.0759 0948 L0773 . 0407 .0315 LOu73 .0552 .0823 L0850 .0635 3
.0213 0267 L0466 L0865 .0858 L1024 .12u5 .0068 L0102 0127 .0293 . 0476 0707 e 10
.0257 L0322 .0699 1115 .1537 1780 L0639 L0183 .0283 0350 L0744 L1141 L1867 L2235 11
.0008 L0010 L0155 .0327 .0508 L0804 LIb1G 13
2279 1, 2849 .2282 .1335 .0203 .1031 L1547 L2072 L2120 .2059 .1192 1k
.1085 .1356 .0330 ‘ L0810 L0815 .0765 .0836 L0677 : i5

L0021 .0089 L0147 ‘ .0105 .0258 L0429 L0558 15
0145 .0181 L0192 .0191 .0183 L0120 19




Tahle 1 (Cont”d.}

Market Weight .10 s 15 .20 .25 .30 .35 40
21, Apex 'A’ .0019
22. BAtlas 'B' .0829
23. HMarcopper L1423
21, Benguet Lxploration .00o0u L0174 1326
25, #Fhilex .0732 .1569
26. Ayala Fund TA' .0025
27. Seafront Pet. Mrl. Res. 0048
8. Pioneer Nat'l Res. Corp. .001¢
29, CDCP .01u4 0065 .0098 L0160 L0196 .0372 L1454
30. PLDT 'A' 1i0% .0018 .0519 L0778 .1921 L0294 . 0547
3i. A. Sorianc Corp. .0109
32. Phil. 0il Dev. Co. .o0u2
33, FPhil. 0il Dev. Co. 'Bf .0029
34, Ayala Fund 'BF .000G9
35, PLDT 'Bf L0017 ,1020 .1530 L1740 L1271
36. ‘Mayon Mincral Exploration .0009
37. ¥alawan Cens. L0004 ,0020 .0030 . 09358 . 0454
38, . Suprigac ‘A’ .0005 .0016 .0024 L0018 L0020 .0003
39, Phil. 0il & Geothermal Energy .0023
uQ. Consolidated iiines L0104
z g .178 717 .9997 1.03 1.02 1,03 1,56
VD .013 .029 0355 . 095 .165 . 277 .624
.100 .15 .20 . 254 . 302 .356 .359




. 20 Top-earning Securities
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before f]-‘xis number of iteraticns was reached. Budget constraint prevented
us from going further and we feel the estimates cbtained are good enough
for our purposes. The 1876-1979 covariance matrix and vector of returns
astimated in Chapter 5 were used as inputs to the program. Details of the

estimation are discussed in Technical Note A.

The results, together with those for subsets of securities are
given in Table 6,1. This table gives the list of securities included,
their yield and the solution portfolic variance, returns and weights

of the securities in the efficient market frontier.
We take note of the following results of the market frontier.

a) The market portfolio is off the efficient frontier. For
1976-1979, the average return for the market was ,1228 with variance
of .726 while the variances for 10 and 15 percent return in the

frontier were 013 and .029.

b) Not all securities were included in the efficient portfolio.
For .10 and .15 returns,only 17 securities were included. Their shares
differed greatly from those of the market and there was a concentration
of inyesmen't in three bémcs —— +the China Bank, the Bank of the
Philippine Islands and the Consolidated Bark, as well as in the Philippine
Long Nistance Telephone Company, a public utility, and in Manila Mining Corpora-

tion. Fach of these had at least 5 percent share in the portfolio. In fact,
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PLDT and RPI absorbed 15 and 16 percent;, respectively, of the total port-
folio at 15 percent retwm. Viewed another way, thereare many securities
that ave excluded in the efficient portfolics. It means that their
marginal contribution to portfolio risk is higher than that of other
securities. Yet, they.have been kept in some investors' vortfolios for

a fairly long period. It is to be noted that ‘there was trading in

these securities and yet their prices did not adjust so as to raise their
returns high enough to compensate for their high risk and thus, be

included in the efficient portfolios.

¢) As the rate of returns increased, the portfolio became less
diversified and included high fis}c—high return securities. At 35 percent
returns, for example, only 13 securities composed the portfolio and it
included more mining issues., However, there was a number of securities

that remained in the afficient portfolios at all the rates selected.

d) Finally, we find wide differences in the weights of the
securities in the efficient portfolios. A randomly selected portfolio,
each security to be given equal weigh't: that is taken to be efficient
in a perfect market, will definitely be inferior to one obtained by actual
calculation of the efficient frontier . There is a greater need to solve
for the efficient frontier in an imperfect market than in a move perfect
one since competitiveness of issues is weaker in the former. We show the
gain that can be obtained from the derivation of the efficient frontier

by way of a reduction in risk.
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These observations and the insignificant vesult of the test of
the capital asset pricing function obtained in Chapter § lead to the
conclusior thatthis market operates under conditions different from

those assumed by CAPM.

We try next a satisficing behavior wherein investors are assumed
to limit their choice set to the top 20 earning securities. Altermatively,
we assume somé investors confine their choice to the large
board which includes blue chips and mining securities. The efficient frontiers
for each of these sets is estimated. Ve try to see then the position
of these frontiers relative to the previous one or to what extent the
frontiers of the subsets are dominated by the total frontier. The
results of the evercise are given in Table 6.1 also. Please note that
for these subsets , the results were obtained before the iteration
limit was reached., They were, therefore, the solution of the convergence

of the program.

For the top 20 securities, we solved for high rates of returns
starting at 20 percent to 50 percent since the lowés“c returns for the
securities in this set is ,15 percent. At 5,000 iterations made for the
40 securities, the variances obtained for each rate of return selected
were not significantly lower than the variance for the first subset
of top 20 securities. The variances of the efficient portfolios of the
blue chips and mining issues were, however, significantly higher than
those of the 40 and top 20 securities. Apparently, it matters from what

set one chooses his portfolio. There are some differences also in the



portfolio shares of the securities though in some issues, they

were not very substantial. Consolidated Ranic and the Bank of the
Philippine Islands have large and almost equal share in the efficient
portfolios of the three sets. It may be argued that on the whole not
much 1s lost by limiting portfolio choice to the better regarded

issues in the big board or to the top earners of recent years.

As in the case of the first set, not all issues were included in
the efficient portfolios. Most of the excluded issues were alsoc not
in the portfolios of the larger set. As shown in the tébla,these have
either or both low return and high own variances. We will trv to find
some common characteristics of the securities in the frentiers as well

as of those that were not in them and those that earned negative returns.

2. Pattern of Security Yield-Risk Behavior

It is not easy to find a pattern of how security yield and risk
behave. As found in Chapter 5, there is no significant positive relation
between these variablés for the sample of traded securities between 1976
and 1979. The scatter of points given below describes this lack of
relationship even more clearly, However, a pattern seemsto emerge when
we label the observations by their corﬁorate names., It seems the securi-
ties fall into three groups which we demarkated by bands. The first band
included most of the blue chips and most of the securities contained in

the estimated efficient portfolios. Another group consists of high risk and
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actively traded mining securities whiéh have positive returns. Amcmg:r
them are the oil companies that recently reported good prospects --
Oriental, Basic, Trans-Asia, Sea-front, Land-oil. Also included here
are a few big board mining such as Marcopper, Benguet, Atlas and
Lepanto, Below the red line ave securities that earmed negative returns
over the period. They showed no apparent vield-risk relation. IExcept
for four big board companies which experienced unusual difficul]_ties

| like the weak market for copper, the Vsecizﬁi'ties in this group are small
and not very active mining companies such as Omico, Samar Mining, Abra
Mining, Great Pacific, American Asiatic, Acoje Mining and Atok Big

Wedge, (Please see Chart 6.1.)

The securities in the two upper banks could be considered as two
sets for portfolio choices -~ one, for the more secure assets ‘; the
other, for gambling. The secﬁri‘ties in the two sets would not appear
competitive with each other if investors behave as if they apportion their
wealth to risky and less risky assets and then choose separately a
portfolio from each set. Vhen many investors behave this way, the
securities in the two sets will be less competitive than the securities
in a set. This will be veflected in a yield-risk relation that will be
stronger for each se‘t‘than for the total available securities, In fact,
this seems to be the case as shown by the securities in the two ‘bands
we crew roughly., There is a positive relation between yield and risk

within each band,
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Securities falling under the red line is yet another category.
We try to understand the nature of securities in this group by looking
at the movement of their yield over the four-year period of study and

their own variances,

In general, Philippine securities exhibited wide yield fluctuations.
Variances of yield range from ,139 (PLDT) to 16.51 (Surigao Mines) with
their corresponding coefficients of variation of 1.09 and 424,54, This
wide amplitude in yield provided opportunity for high capital gains but
also risk of high capital loss. For most of these securities the yield
was negative for three of the four years. The chances of losses for these
1ssues were, therefore, high, Vhy did people persist in holding these
securities? One explanation might be that they decided to be 'locked—in',
When people get caught in a big price drop selling the losing sceurities
and shifting the portfolio might not prove worthwhile. It is
also possible that most of the holdings of the small board were by

controlling interest groups or corporate owners.
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3. Corporate Performance and Mariet Yield

Intuitively, one might ewpect a 'posifive relationship between
profit rate and market yield. The capital asset pricing model argues
otherwise. Under the assumption of this model, a rise in the profits of a
company will be immediately transmitted to the market and quickly acted
upon by investors. There will be shifts in their portfolios towards
more of the more profitable companies leading to a rise in the price of
their issues. A subsequent increase in dividend payments would not
increase the yield since the price of the issue would have risen
beforehand. In this model, risk éxplains all the yield differential
among assets., Profit rate may raise the yield of a security only
temporarily. At equilibwium, the yield of an issue, s depends
only on its risk and the price of an asset, Pl., is the veciprocal
of the yield ;%— s given the market rates of risky and riskless

1

assets, Rm ~and Rf. As discussed earlier,

We looked into the companies with which there is a regular flow of
information on profit rate and market yield. These are the actively

traded companies that belong to the largest 1,000 cor'pora‘tions.ls Profit

i j'E’Scmw;w:es of information are the Stock Fxchange Monthly Review,
daily newspaper report on stock transactions and the Business Day Annual
Report on the lLargest 1,000 Corporations.
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Table 6.2

REGRESSION RESULTS EXPLATMING MARKET YIELD

1376 1977 1978 1979 1976-79

a -~ ,0959 0262 14470 - 1143 ,1366
% ) ! ) P

b ,0003 .0089 .00u1 - 0001 - 0004
R? ,001 4277 .1001 .0003 .00U5
2. r, = a b:z(I/E:)i

1976 1977 1978 1979 197679

a - 2533 0098 4499 . L4636 - .05
b 1.1m12" 4,1me3” 7103 1.5718" 1.0082"
R? ,2826 2304 .107 .2005 .1191

“Means significant at 5%. S is sales growth, I/E  1s
profit to equity ratio. '

SOURCE: Chapter 4 for vield and the Business Dav, 1876 to 1277
Amnual Report on the largest 1,000 Philippine Corporations.
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rate-yield relationship was investigated. We also tried to see whether
sales growth explainad yield assuming that sales growth is used as a
basis of expected future performance of companies. Simple linear
regressions were run using income to equity ratio for profit rate and
sales growth. Uata on 24 securities were available from the Business
Day Report on the 1,000 largest corporations. DMata on yield were from

our estimates, The results are given in Table 6.2.

We find that sales growth influenced yield only half of the
time. Profit rates, however. persistently influenced market yield
positively. Except for 1978, the coefficient of trofit rate was greater
than unity, meaning that a one percentage point increase in profit rate increased
the yield by a little over one percentage point., The persistence of this
relationship over four years indicates that operating performance of
the corporation was not quickly transmitted to the market or that

iwestors did not respond fast +to new information. In this case, it

becomes important for investors to take close accourtt of corporate
performance and finance in their portfolio decision since yield rises
with profit rates. It would not be sufficient to consider information

on market yields only as our portfolio selection exercise did.
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Conclusion

The chapter shows how a hipghly imperfect market behaves.
Investors hold inefficient portfolios as indicated by the dominance
of the portfolios on the solution frontiers over the actual market
portfolio, Portfolios on the fromtier exclude a fairly large
number of securities, meaning that it is not optimal to hold all
securities. We also find that information was too slowly transmitted
to the market, or if it was transmitted at all, investors failed to
respond to it. This was evidenced by the persistent positive relation-
ship between market yield and profit rates. Profit rates should thereforg be

congidered in portfolio selection in addition to market yield and risk.

Ve showed the usefulness of quadratic pr*oa;narmmg of the
efficient frontier. This is a costly exercise but it is particularly
needed in an imperfect market where competition among securities is
weak, The high cost and expertise involved in mrogramming and other
forms of security analysis point to the need for specialized services
such as those found in mutual funds in the United States. Investment
managers here should find the program useful. It can be adapted

fairly easily to the specific portfolio problems they face.

Security analysis and dissemination of information on the market
seem badly needed, The results of our exercises show that one can earn

fairly high rates of return at not too high a risk if he knows how to
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choose securities correctly, Altermatively, one can do so badly as
to suffer successive losses. Y also find that gaing from divergifi-
cation are limited to rot too mary securities and that a rendom selec-

tion of securities would be very inefficient.

The next chapter will apply portfolio selection under indivisi-

bility constraints,
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Technical Hote on Quadratic Programming

}:)‘V

Fea Lz'.‘scrm:iz’cz16

(Quadratic Programming (QP) is one form of nonlinear programming.
It deals with minimizing or maximizing an objective function of quadra-

tic form subject to linear constraints.

A quadratic function contains terms of an order no higher than
the second (for example, a single variable x, the highest order is
xz). The geneval form of such function with n  variables

Ky seons. , ig:
Xi, 2, . 3 Xn )

- 2 2
R, ¥y veo. X EEN I .. * +
15 Fproeeen X)) 135 “an*n
(G * Ch )X XKy + uue *+ (¢ + o )x + 0%, t CoKn t v
12 7 ©217%1%0 n-1, n = “n, n-1""n-1"n 7 S1%1 T Cp¥p
+ o 3 P
Cn‘n 0

In matrix form, this rolynomial function of the second degres

c:rc’lﬁ-rj'7 with n  terms is:

£FG60 = oy o+ LyTowse

2 1 4

e writer heads the programming staff of the UP School of Economics.

T s . ' ' .
) 1 This quadratic form can be expressed as a oroduct of symmetric
matrix (made up of its coefficients) and a given vector represented by
variables Xj .
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where,
-
X
X = .
£
AP
ot
2
c = .
C,.
-t Il et
Ciq Cqp oo v o %n
21 S22 v vt Gy
C1 : -
°n1 Gt v - nn
T T . . N .
X and C are transposes of X and € and C is a

¥

symmetric nxn matrix, ¢

There are four types of quadratic function. The function is
said to be:

a) vpositive definite if xTclx >0 forall X #0 where
18 _ , .
If Cij = Cji’ Cij + Cji term becomes 2Cij, the function

is symmetric, A non-symmetric function, i.e,, Cij~¢ Cji’ can be made

symmetric by creating new coefficients Cij where Cl, = %-(Cij + Cji)°

N
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Cl is a square symmetric matrix. A positive definite is always

strictly convex, (Fig. 1)
b) positive semidefinite if X'C,X3 0 forall X, (Fig. b)
¢) negative definite if -f(X) is positive defihi'te. A
negative definite function is always strictly concave. (Fig. o)
d) negative_ semidefinite if -f(x) is positive semidefinite.

(Fig. 4)

Mathematically, a quadratic programming problem can be expressed as:

Minimize £(X) = ch+-§—xTcix

subject to linear constraints:

where B dsan mx 1 colum vector of scalars bi(i =1, 2, ... m)

and A idsan mxn matrix with coefficients ai.(i =1, 2, ... my

521, 2y cuu n).

Another way of expressing the above is:

I t, 1 7 i
Minimize f£(X) = ] Cx. +3F ] I Coox.
j=1 3 izt §=1 *
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subject to linear constraints:

Maximization may be obtained by simply reversing the sign of

each term in the objective function.

There are many methods of solving a quadratic programming problem.
One of them is Wolfe's method or the so-called Wolfe's algorithm using
a modified simplex method for solving quadratic problems. This algorithm
was later programmed by H. T. Bates of Kansas State Unive:c'si'ty.19 The
algorithm proceeds as follows:

1. A basic feasible solution to the constraint set is found such
that the resulting values of the state variable are all non-negative.

2, The objective function is separated into its linear and

quadratic terms:

N
Z. = C.X, + HIX., X.1.
j§1 373 0 %y

3. The quadratic function H is decomposed into an

1gBaﬂ:es' program was used in this papa:u
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N X N matrix by inspection or by partial derivatives:
- Q X.

where il and Xi are N element row and column vectors,

respectively, and

oH

= 1
2 a'('XijS

Qij

4, A simplex algorithm then finds the minimum of the augmented
tableau,
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CHAPTER 7
The Money Market

This market deals mainly in very short-term credit instruments.
As such it serves two functions. First, it allows finaneial institutions
to econamize on reserves and non-financial business enterprises to
minimize transactions balances, Second, it provides saving
units one other alternative set of assets in which to hold wealth. Banks
and non-bank institutions faced with inadequate reserves or tight liquidity
position borrow from fellow financial institutions. Business enterprises
usually face uneven cash inflow and outflow. Any surplus can be lent’
to the market and defici'ts can be covered by the same source. Uhile the
market fulfills the fuhction of serving the liCILlidity needs of financial
- and non-financial enternrises, a part of their issues has been bought by
saving units. In fact individuals' holding has risen to about 20 percent
of total outstanding issues in the last few years. However, financial

intermediarv transactions still comprise the largest share of the market.

The market offers varied instruments -~ ordinary promissory
notes, repurchase agreements, trust certificates, certificates of partici-
pation ( CP) and direct lending portfolios or without recourse papers
(WORP), Risk on the papé:rs varies depending on the. c:r'editabiii’cy of the
ultimate borrower and on factors determining movement of the cost of

capital in the financial system. Both primary and secondary issues are
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transacted in this market. Secondary issues of financial institutions
are close substitutes of ordinary deposits. Both are direct liabilities
of these institutions. Their credit risk is dependent on the probability
of default by the intermediaries themselves. In the case of CP's and
WORP, investors bear much of the credit risk since finaﬁcial instifu‘tions
act principally as bfokers without explicit liability in case of

default. Actual risk to the investor tends to be lower than credit

risk since many broker intermediaries provide an implicit guarantee of
the loan portfolio they vrecommend to investors. Despite such guarantee,
a significamt premium for risk in the form of interest rate differential

is being paid these papers.

The paper describes empirically some major features of this
market with the aim of evaluating its role as a purely short-term market |
and as a channel for savings and investment. The paper also traces the
movement of interest rete and compares its level with the rates on
alternative assets in the financial system, Finally, we try to measure
both credit and market risk. Credit risk is risk of default by the _
creditor. Market risk is risk due to possible fluctuation in the yield of

an asset,
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1. Transactions in the Market

The money market started in 1965 as esgsentiallv an interbank
‘market. It has since grown rapidlv in volume of transaction, number
of participating companies and in the variety of assets transacted.
Membership in the money market association (MART) rose to 994 by the
end of 1979 of which 739 were active members. FEach member has to Be
registered with the Securities and Exchanpge Commission (SEC) like
companies issuing equities. The growth of the money market can be
better appreciated if this number of active Mers is compared to the
72 corporations which are more regularly traded in the stock exchange.
(See chapter on the stock market.) Volume of transactions also rose

rather phencmenally from 2101 billion in 1974 to B295 billion in 1979,

As discussed above, the n@méy market caters mainly to short-term
uses of funds while the stock market is considered to be a source of
long~term funds. There is, however, much overlap in their function
since both markets supply liquid assets to savings units. Moreover,
as will be seen later, short-term funds have been used for longer term
uses. These money market functions are delineated by segregating the
issues that are held by MART members and by savings uni‘t:'s_ such as

individuals, pension and trust funds and social insurance companies.

The paper focuses on some special features of the market and

tries to explain theaverase and relative rates of interest. Features
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to be noted are the large size of transactions taking place, the fairly
wide interest rate differential among instruments and the high rate of
renegotiation of loans by borrowing non-financial corporations. We

are fortunate to be able to make use of two unpublished sets of data —-
the monthly report of MART Monitor and the Central Bark decoded file on

individual transactions.

The Money Market Association (MART) agreed to monitor transactions
of membér institutions and companies. It issues & monthly report to members
containing information on each member's amount of borrowing allowed by
or registered with the SEC, outstanding balance, availment of credit,
and their distribution bv type of paper. A complementary report by
creditors of each companv on the status of its borrowing is also provided. |
Reporting creditors state how much of the claims they hold are in
current, negotiated, overdue and default statuses. It is to be noted
that the volume of credit reported by creditors is generally much lower
than the total debts reported by the debtor companies. There is a
possibility the distribution of total debts by status may not be equal
to the distibution as réporfted by MART creditors. Unfortunately, MART
creditor reports provide the only source of information on quality of
credit. Meanwhile, we assume the MART creditor report is representative

of the total volume of credit.
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2. Some Features of the Money Market

Table 7.1 aggrepated into four groups of participants -- large non-
finaneial corporations, cormercial banks, non-bank financial intermediaries
and small non-financial corporations -- the information provided by MART
Monitor on the crédit permitted by the SEC, outstanding balances,
their distribution by type of paper, and outstanding status of credit
granted by MART member. (The groups are labeled by MART as CP10, CP20, CP30
and CP40), VUe find that monthly availment is usually a fraction of
SEC-allowed issues with the rate of availment differing quite subétantially
among financial and non-financial coripor’atiéns. Monthly availment rate
has been highest at betwen 35 to 50 percent for financial institutions
and less then 25 percent for large corporations. Small non-financial
corporations availed of their money market line at an even smaller rate,
This low availment rate fovr +the non-financial corporate sector probably
reflects the conservatism of financial institutions in their granting
of aredit line to ultimate Lorrowers. Corporate borrowers have to go
through a fairly striet and comprehensive credit evaluation to be granted
a money market credit line. Consequently, only a small number of registered
borrowers could actually borrow. Another consequence 1is the concentration
cf lending to prime corporations which absorbed more than two—thirds of
credit granted through the money market. In fact, one investment house
complains of the fewness of qualified non-financial borvowers. This

successful, thourh not a very large house limits its lending to a surprisingly
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VOLUME OF MM TRANSACTIONS BY TYPE OF INVESTOR (PFS)
(in Million Pesos)

1975 1976 1977 1978 1879
Investor
Total 136,278 224,586 275,927 315,821
1. Individuals 42,440 41,726 39,406 46,901
2, Commercial Banks 60,547 80,529 99,144 105,957
3. Rural/Thrift Banks 4,747 5,080 6,910 8,964
4, Other Banxing Inst. 9,257 7,890 8,235 24,273
5. Investment Houses 6,965 5,106 6,421 8,880
6. Investment Companies 2,633 1,455 1,584 10,501
7. Finance Companies 1,837 2,596 2,844 7,325
8, Trust/Pensicn Tunds 5,180 8,088 13,850 15,877
9, Government Insurance 469 462 36 100
10, Private Insurance Co. 3,089 2,503 2,490 3,316
11, Other Government Corp. 13,204 19,277 13,534 7,679
12, Other Private Corp. Ly 865 38,217 41,679 55,179
13, Security Dealers 579 382 264 420
14, Iending Investors 208 112 124 573
15. National Government 258 - - 11
16. ILocal Govermment - - - -
DISTRIBUTION OF TRANSACTIONS BY PURPOSE, 1876~79
1976 1977 1978 1979
(Bmil) % (P mil) % (P mil) % (Bmil) %
Saving Portfolio 51,386 26.18 52,890 23,54 55,906 20.26 66,767 21.14
(Rows 1+ 8+ 9 + : o o .
10 + 1W) ‘ ,
Corporation Private 44,865 22,85 38,217 17,01 41,679 15,10 55,179 17.47
Public 13,204 6,73 19,277 8,57 13,534 5.0 7,679 2,43
Financial Inst. 95,511 44,11 114,202 50,85 164,808 59,7 186,196 58,96
(Rows 2 + 3+ 4+ § ,
+ 6+ 7+ 13)
Government 208 (.11 e - - - -
Total in percent 100.00 100,00 100.00 100,00

SOURCE: (B Financial Statistics of corresponding years.
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few strictly evaluated ccrporations totalling 30 borrowers. Manv of
the corporations that obtain a credit line with this house are also in
the same list of qualified cormorations in other investment houses and

conmercial banks, (Please see availments, Table 7.2.).

Money market transactions are not clearly delineated as to use,
whether for purely short-term or long-term purposes (saving-investment).
Howeven we can infer from the type of investor in the market the
distribution of transactions for these two purposes. Ve consider purchases
of money market issues by individuals, trust and pension funds and
insurance companies including government social insurance systems to be
part of their savings portfolio. On the other hand security dealers
and financial and non-financial corporations purchase money market
issues as their stock in trade or to veduce excess liquidity. The
proportion of transactions for savings fluctuated around 25 nercent of
the total over the last five vears. This is a rather high proportion
going to savings portfolio considering that the great.erv portion of money
market transactions is an interfinancial accommodation for reserve and

other liquidity needs. The year-end halance of purchases by individuals
and other savings units exceeded the level of saving and time deposits
in these vears. This fact leads us to conclude that the money market
has become a very important savings alternative in the system. DNote,
however, that the size of individual placement has been large with about
80 percent being of one million or larger in the past five years. (Please

see Tables 7.2 and 7.3.)
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{1976-1979)

STZE DISTRIBUTION OF MOMEY MARKET TRANSACTIONS

SOURCE: Central Bani .Of the Phi

pines Financial Statistics.

=%

Size (in thousands) 1976 1977 1978 1979 1976 1977 1378 1979
Totals (in million) 190,443 210,76 235,801  295,48%  100.00%  100.00%  100.00%  100.00%
less than 50,000 860 408 440 216 45 .19 .19 .07
50- 99 4,576 1,468 1,219 1,122 2.40 .70 .52 .38
100- 199 9,586 5,891 4,539 1,658 5.04 2.79 1.93 .56
200~ 299 9,144 10,505 3,196 9,903 1,80 4,98 3,43 3.35
300- 499 12,818 14,167 12,390 11,310 6.73 6.72 5.25 3.83
500- 999 23,225 23,916 22,684 19,977 12.20 11.35 9.62 6.76
1,000-1,998 29,720 27,537 30,065 49,284 15.80 13.07 12.75 16,68
Greater than 2,000 100,521 126,874 155,268 202,012 52.78 60.20 66.27 68.37

£l
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Table 7.3

MONEY MARKET TRANSACTIONS

1979 % 1980 %

— ———— —

Velue - without tax (in B1,000) 5,716,078 66.6 5,810,949 70,2
Value with  tax (in P1,000) 2,863,737  33.4 2,466,644  29.8

TOTAL: 8,579,816 100.0 8,277,593 100,0
1979 . 1980
Number without tex 5,327 A 5,525
' with tax 2,258 1,681
TOTA L ‘ 7,585 7,206

NOTE: This does not include goverrment papers and interbank call loans.

SQURCE: Calculated from the Central Bank computer filej one week,
September, 1379; one week, September, 1880,
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The importance of this market as a source of long-term fund is
also indicated by the volume of renesotiated loans. The MART Monitor
reports that of the inventory of papers reported bv creditors of large
corporations, about 70 percent was renegotiated from month to month.
Moreover, the rate of roll-over varied only slightly over the months.
This implies that part of corporate borrowing from this market amounted
to an issue of perpetual bonds. The roll-over rate varied among non-
financial corporate borrowers. It was lower by as much as one-half
for small corporations (CT40), According to a dealen the ability *o
renepotiate a loan depends on a borrower's ability to meet the obligation
at its maturity. This roll-over criterion results in what might be
considered a perverse allocation of rolled-over funds since those who
do not nead the funds obtain them while those who do, do not. (Please

see Table 7.4.)

3.1. Risgk of Mcney Market Instruments

e locked at risk from the viewpoint of the investor and estimated
two risk indicators -- credit and market risk, the former from the
default rates reported in the MART Monitor; the latter from the timé
series of yields reported in the CB-Financial Statistics. Risk of
default on papers issued by a bank or investment house depends on the

probability of bankruptey or failure. This could be taken as rather



Registered Credit, Availment, Balances, Status of Account and Humber of Non-Financial Corporations: Members of MART, 1979-80

A. Large Corporations

CP 10 Reported by
Registrants : . No.
£ { T h. 5 g
Tvail- ] _ CP 10 Reported by Creditor of | o. . Inv.
fmount ments |[Outstand- Inventories ~ ) Be- | Re~ Inv. Inv, Inv

# Registered| for the ing Uver- Nego- Breakdovm by Type of CP gis- pport- | + Total . ¥ Tnv.
1274 with SEC | Month | Balancc [Currenty due |Defauly tiated | CP 10 | CF 20 | CP 30 Total [trantd ing Heg. Inv. Hez, e, Total
Jan. 13,226.6 2,334.8 3,320.6 531.3 13.5 17.2 1,975.1 33.6 47%,0 2,028.6 2,537.2 456 379 562 2,537.10 .22 .03l
Feb., 13,226.8 1,464.2 2,378.2 597.9 13.5 21.% 1,615.C 3u.0 5i0.8 1,703.6 2,2u48.4 456 34E £33.3 2,248,306 L2872 L0845
Mar. ) )
Apy,
May 11,877.6 1,881.0 2,835.6 726.2 11.& 19.1 1,588.2 39.7 595.6 -1,707.9 2,343.1 Uushk 375 756.% 2,343,150 L3030 ,0Z5
June 9,980.8 1,985.0 2,069.0 Gu2.5 17.9 9.4 2,018.2 15.3 716.3 1,9%50.4 2,686.0 u26 387 £569.8 2,B88.0 T I VT
July ©,980.8 2,450.8 3,572.1 657.2 21.9 34.6 2,202.2 118.7 808.2 1,989.0 2,915.9 426 375 713.70 2,915.2% (245,048
Aug.
Sot. §,942.1 2,456.6 4,.765.0 g04.9 13.6 42.¢ 2,533.4 93.0 96€.6 2,435.2 3,494.8 311 354 9014  3,534,20  ,275 045
Qct. §,942.1 2,803.7 3,533.2 685.5 28.1 55.3 2,427, 64.5 g69.5 2,163.9 3,197.9 u11 352 768.3 3,1%6.20 .241 072
Nov., 9,wz.1 2,281.% 3,975.8 922.2 47.3 78.6 2,7€3.3 85.0 1,141.5 2,561.0 3,798.5 411 362 1,025.10 3,780.40 .271 .077
Dec. 11,351.1 2,671.1 4,253.4 €71.1 11.5 16,1 2,254.1 109.6 1,101.3 1,9B€.1 3,157.0 463 396 898.70 3,152,80 .255 .018
19840

ar,

Feh. 311,351.74 2,755,933 4,250. 808,74 20.68 36.84 2,1562.25 19,95 1,025.99 1,982,156 465 396
Mar. 12,921.92 3,009.77 5,332.15 974,68 27.14 66.u44 2,765.18 236.36 1,322.55 2,27u4.53 496 398
Apr. 12,921.92 3,289,28 4,967.08 1196.4418.52 42.8u4 2,876.82 92,27 1,365.11 2,677.2h 496 388

Ma- 12,921.92 2,565.87 4,143.43 1019.1C 16,91 28.81 2,868.02 260,07 1,382.28 2,290.u8 496 345

Juuo 14,257.45 3,112.9% 4,997.56 1132.4818.23 17,53 2,583.68 1i0.84 1,277.64 2,358.34% 512 382

3 UBCE# ¥Money Market Association (MART) Honitor, Computer Print-out for Selected Months.




Registered Credit, Availment, Balances, Status of Account and Humber of Hon-Financial Corporations: Members of MART, 1979-1950

B. Small Corporaticns

429,24 640.62 49,92

C¥ 40 Reported by
Registrant Ho.
T RvaII- CP 40 Reported by Creditors of | Ho.

ments inventories Breakdown by Re- | Re-

for the (Outstanding Over- Nego- Type of CP gis- [port- | Total Daf
1979( Short Term Honth Balance QCurrent{ due tiated|CP 10 { CP 29 LCP 30 trants{ ing Inv, Tov.
Jan. L5, 2 510.5 23.8 .3 9.7 1,3 24,6 431 234 29.4 V1B
Teb. 573.2 438.9 25,5 1.7 15,8 002 24,0 2u, 431 213 32.7 A58
Har.
Lpr.,
Hay 353.8 ug7.9 36.9 7.1 5 5.4 .GG2 25.4 Luh 258 49,5 11t
June 877.3 439.8 30.2 .5 7 5.2 Q002 17.0 474 268 33.4 .081
July 287.5 uin.a B5.7 .5 .1 5.2 02 33.8 L7y 271 54.3 .1us
Aug. .
Sept. 285,5 572.1 47.3 2.0 .7 18.5 2 4.8 32. 463 260 53.0 L7
Oct. 470,1 686.3 53.7 3.7 .o 5.3 41.6 7. NB3 262 55.9 199
Howv. 573.6 306.7 89.8 2.6 .1 10.9 2 31.5 40,1 b63 270 110.5 0D
Jec. 1,1158.7 1,010.0 L 8 5.1 .3 £.7 2 502 44,7 471 285 100.9 .21
i98c
Jan.
ek, 526.75  982.30 75.65 9.58 8.85 002 58.49 29,35 98.45 471 271
Mar. 713,55 875.4% 112,25 12.48 8,08 85.n2 113,23 199,35 482 293
Apr. 1,028,898 1,135.70 73,82 10.12 S4.117 Lp02 50,07 85,40 145.47 482 283
May 521.36 670.34 56.75 10.50 L.ES 53.08 25.36 79.89 432 261
June 20.15 3.25 . 002 47.48 35,26 82,75 483 273

Lzl

SOURCE: Money Market Association (HART) Monitor, Computer Print-out for Selected Months.
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large considering the series of failures of major borrowers from the market
that weakened the position of major houses. In addition, a large

‘ . 20
house was reported to have engaged in anomalous deals.

Renorted default rate showed a declining trend up to 1980. Even for
large corporations, the rate averaged about 9 to 10 percent frbm 1977 to
1878, (Please see Table 7.5) The rate fell quite substantially to less
than five percent in 1979, The decline continued on reacﬁ:ing less than
2 percent in 1980. TDNefault rate by small corporations was, in general,
much higher than by large corporations, ranging from seven percent to 21
percent, with an average of 12 percent for the last nine reporting months
of 1979. Official report on the recent failures is not yet available
but these might involve hillions of pesos worth of uncollectible money

market accounts, thus, raising their default rate.

We measured market risk from monthly fluctuations of yield
assuning that investors hold their money market papers beyond their maturity.
Since it is not clear whe‘thef investors consider a portfolio of money
market papers or hold only one paper at a time, only the own variances

were calculated. Vield and risk were estimated for the market portfolio

20]‘4<=u'1c.'>'toc: securities which failed last year contributed less than

5 percent to the total financial and corporate money market transactions.
Genbancor was also relatlvely small, ranking 17 among 29 private domestic
commercial banks when it failed. The two other banks that failed did

not have money market desks at the time of bankruptcy. The failure of
Manotoe Securities and Genbancor was not due to default by either
borrowers but by mismanagement of liquidity and investments. It is
alleged that both invested short-term funds in real estate and other long-
‘term capital of affiliated enterprises.
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Table 7.5
ROLL~OVER AND DEFAULT RATES OF LARGE AND SMALL NON-FTNANCIAL

CORPORATINNS, 1979-1980
(in perzent)

e i G

LARGE SMALL
Default  Roll-Over  Defaidt  Roli-Over
1978- 1 3.1 , 18.0 24,8
2 3.5 71.8 16.8 32.6
3 - - —-— -
4 - - - -
5 2.5 67.7 11.1 9.8
6 2,4 75.1 8.1 13.5
7 4,8 75.5 17.2 10.0
8 - _ - -
9 4,5 72.5 14,8 23.9
10 7,2 75.9 12.9 10,3
11 7.7 72,9 10,1 9.0
12 1.8 71.5 22,6 - 6.6
1980~ 1 - - - -
2 4,3 714 4.8 5.0
3 6.2 72,1 5,0 34,2
m 3.4 69.6 8.0 37,2
5 2.7 72.9 10.6 5,8
6 1.5 68.9 11.9 3.9

SOURCE: Money Market Association (MART) Monitor.
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of papers that were not exclusivelv or mainly held by financial
institutions. Ixcluded were in‘ter?r:.sa.rﬂc. loans and povernrent securities.
Included were promissory notes, repurchase arreements, certificates of
participation, and commercial papers which are held by all groups of

investors.

The estimated vield and market risk for each paper and for their
market portfolio for 1976 to 1979 are oresented in Table 7.5, Ixcent for
certificates of anticipation and participation (CA and CP), vield
fluctuations were relatively small (vis equities), with coefficient of
variation ranring from .04 to .16, CAs and CPs exhibited much

higher fluctuation, with a coefficient of variation as high as 1.93 in 1976,

The market portfolic was highly concentrated in promissory notes
and repurchase agreements. Their yvields moved closely together over
time except in 1979 as shown by their high correlation coefficients.
Such a high positive correlation weakens the need for so much diversifi-
cation of money market portfolio. In 1978, Tor instance, a cne-asset
portfolio of either repurchase agreement or non~-financial cormercial paper
gave a higher vield and lower variance than the market portfolio.
Moreover, the improvement in yield-risk level due to diversification
into two major papers (PA and PN) was guite minimal for all years. It
would, therefore, be more meaninoful to consider either paper as an
alternative to other assets in the financial market -- bank deposits and

equities -- than as an altermative to each other. Contrast §,rie1d



Bimple Mean Yieid and Standard Deviation of
Money Harket Papers and their Market Portfolio, 1976-1979

(in percent)

Weight .
1976-79 1976 1977 1978 1979 1976-72
1. Promissory lotes 795 13.11 12.53 10,60 12.05 12,07
(1,10  (1.52) (1.05) (.58) (1.u43)

2. Repurchase Agreements <151 13,57 13.45 11.34 13.72 13.02
' (1.42) (1.34) (.65) (1.20) (1.52)

3. Certificates of Assignment 001 31 14,35 11.35 11.95 - 12,99
)

(1.22)  (3.80) (18.22) (3.68)

4. Certificates of Participa- L002

10.93 10,55 10.25 13.52 11.31

tion (214.086)  (16.55) (.u8) (1.71) (4.,38)

5. Commercial Fapers TS 14,09 13,57 11.42 14, 34 13,35
{non-financial) (1.34)  (1.7%)  (.ub) (1.55)  (1.77)

6. Commercial Papers 008 i, 46 14,00 11,286 15,40 13.79
(financial) (1.473  {2.28)  (.62) (1.62)  (2.20)
Market Portfalio 1,000 13,25 12.71 10,72 12.50 12.28

(1.12) (1.49)  (.95) (.57) (1.01)

A% ) aal aga AR 13L
19 834 .93 L5581 . 215 . B34

Note: These are simple average of monthly wizld. Standard deviations are in
parentheses.

SOURCE: Central Bank Philippine Financial Statistics.




Heighted Mesn and Standard Deviation of

Honey Market Papers, 197€6-79

(in percent)

1976 1977 1578 1979 1976-79

1. Promissory Notes 13.18 12.51 10.59 12.05 11.99
(1.08) (1.43) (.96 {.5u) (1.u412)

2. Repurchase Agregmuats 13.57 13.46 11.36 13.72 13.25
(1.38) (1.27} {.62) (1.11) (1.48)

3. Certificates of i4,13 14.86 12.69 11.95% 14.19
Assignments (.63) (1.08) (.34) (1.19) (1.31)

4, Certificates of 14,42 12.81 10.49 13.52 12.90
Participation (1.09) (1.43) {.u2j (1.55) {(2.17)

5. Commercial PFapsrs 14.02 13.56 11,82 14,34 135,38
(non~financial} (1.31) (1,72) (.45) (1.48) (1.71)

6. Commercial Papers 15.04 14,77 11.37 i5.40 14,56
(financial) (1.54) {(2.17) {.65) {1.52) (2.22)

SOURCE: Central Bank Philippine Financial Statistice
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movements with the wild fluctuations experienced around 1970 (Cieemen'te,
1975). The narrowing of the fluctustion is a reflection of the mrowth
of the market and its integration inte the other segments of the finan-
cial market. While monev market tvansactions were mainly imterbank aceom-
modations around 1377, thev now consist of borrowing and lendine bv a
ruch larger number and mere varied surplus and deficit umits --
individuals, fingcial and non-financial corpofations. The rapid growth
of qomner*cial bank participation to the point where thev dominate the
market contributed much to its growth and its integration into the
system. This develorment has wvo important consequences. One is
greater competition un the sourcing and allocation of funds within

at least the central city financial merket. Commeraial hanks can
borrow in time deposits or money market instruments; they miay lend in
the form of straight loans or money market am.*éngeme.n‘ts. - This greater
degree of competition and the large pool of funds collected prevent
wide interest rate fluctuation. To be recalled are the related |
arguments used by Roxas and Tan to explain the wide money market rate
fluctuation. Roras pointed to the lumpiness of withdrawal of funds

and lack of secondaryr reserves which rendered banks vuinerable to

sudden reserve deficiency. In a small market, this creates mdnopoly
power for those which happened to be in a surpius position. This
monopoly power is necessarily weaker in a large market with many players.

Tan pointed to the small size of the market acound 1970.
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3.2, Averare and Relative Money Market Rates

- Until July 1976 money market rates were not regulated or directly
taxed. Their movement reflected more fully the conditions of supply and
demand for funds in this market and possibly  the rest of the financial
system. The 1976 restrictions consisted of a 17-percent rate ceiling
imposed on known money market instrmments and a 3o-percent tax on the
rate paid by ultimate horrowers in the market. At the same time the
ceiling rates on competing debt instruments -- bank deposité ‘and loans -—-
were raised in order to make them more competitive with the issues in
the monev mavket, The effeétivenéss of these regulations is not clearly
evidenced. As observed earlier, the market continued to grow and
deficit units did not seem to have been discouraged from borrowing by the

35 percent tax,

Lither or both the following might have hanpened.

- The participating units could aveid the regulations by using
money market instruments that did not fall under the repulations. Tt is
to be noted that these resulations were imposed on specific instruments.
It is not difficult for financial institutions to issue papers with new
names or to arrange new means of borrowing or lending that would legiti-
mately avoid the ceiling rate and the taw. “ithout recourse papers (WORP)

and trust certificates are examples of such irmovations. It is to be
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recalled that the money market itself is a means by which commercial
and other banks earlier avoided the interest rate ceiling on hank

loans and derosits., It is well-known VORP earm as much as 22 percent,
while the general money market ceiling is 17 percent. Apparently, the
coverage of the 35 percent tax is even less restrictive. Only 32
percent of the total volume of transactions ocourring in one
week in September 1979 and another week in September 1980 fell under
the taxed catepory. As a consequence of the uneven enfofceability of
the regulations, the market probably functioned fairly freely. Tt
could so arrange its portfolio of assets and liabilities so that those
of relatively low risk and transactions cost are issued in known money
market papers and have rates at or below the ceiling while those whose
market rate is above the ceiling are issued as ﬁew papers and,
therefore, not covered.by the regulations. In +his way,a‘structure of
rates can be determined less restrictedly, TIn this market, we expect
the structure of rate to be determined by the relative risk and trans-
actions cost of each paper. In ceneral, risk is higher the longer the
maturity of a paper and the less diversified a nortfolio. There is more
ﬁncertainty about the value of an asset in the far future, A bank or
individual lending to one larse corporate borrower means a large
concentration of his portfolio in this horrower. Te foregoes the
opportunity of diversifying his credit to +wo or more smaller borrowers.
On the other hand, the cost of processing and collecting information per
Peso lent tends to be smaller the larger the value of a credit transac-

tion. Information cost tends to be lower the longer established a borrowing
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enterprise is. In many cases, credits are secured by liquid assets; some,
by a firm's total assets; some, granted on the basis of gpecial
client relation., All these factors are expected to influence the

relative rate of interest.

The average rate of interest, in contr‘ast-, is expected to depend
on the overall condition of supply and demand for funds in the economy
as a whole and on competing sets of financial assets such as equities,
denosits, and loans. The array of assets that may form the choice sef
of non-financial investor includes cash, deposits, equities, money market
instruments and insurance claims. Ranks and non-bank intermediaries face
an asset choice set of loans, money market papers and equities and a
liabilitv (source of funds) set of deposits, monev market instruments,
discounting at C2 and other credits such as foreign borrowing. The factors
that influence the ralative rates of roney market instrument are the same
factors that affect relative rates of competing instruments considered
as asset (lending) or as liabilities (borvowing). We may thus expect
that the average money market rate will depend in part on the average
rate of competing classes of assets -~- deposits and equities ~- from
the investor's viewpoint, and on loans and equities, from the financial

intermediaries' viewpoint.

Supply and demand condition in the market will determine the average

rate of all classes of financial claims. Wealth is a constraint variable.
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Given these arguments we hvoothesize two functions -- ons on
average rate, R; the othen on relative rate R. in the money rarket,

i for monev market category.

(1) ® = R, spPI, RV

(2) R, = R(8., T.. C..)
i i id

R = weiphted average rate vhere weights are the volumes of
transactions in pesos of each paper

M

change in the stock of money, alternatively, the reserve
position of bhanks as reflected in excess reserves, ER,
Ri = the rate on each money market paper, 1= 1, 2, ... 7
(Please see page 140 for the grouping of transactions.)
SPT = the stock price index as veported by the Manila Stock Exchange
S = ‘ransaction size in thousands
C.. = category of paner, j =1, 2, ... U
viere 1 Promissorv Hotes
? Remurchase Agresments
3 Certificates of Assignments
4 Certificates of Participation
0 Pavers subject to tax

T = maturity in days
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Monthly data used in the first set of resression runs explaining
the average money market yield ware obtained from the
Central Bank Financial Statistics. The data on relative rates were obtained
fm the computer file of an institution. We obtained a new file of
individual transactions in the monev market takinm place daily for
one week in September 1979 and another week in September 1930, There
were move than 5,000 transactions recorded in eachvweekzof 1979 and
1980 with information on tvpe of investor or buver, tvpe of paper, rate
of interest, maturity and value. The data were decoded so that the
particivating financial institutions could not be identified. A
separate analvsis was done for govermment securities and interbank call
loans, These serve mainly the orimary reserve needs of banking institu-
tions and cannot be consicdered as close substitutes of the other money
market paners. Intarbank call loans generally ray relatively low interest
rates and govermment papers are Issued on special auctions mostlv to
financial institutions. The former are very short-term loans of about

24 hours maturity only.

Ve tested the relative wate hvpothesis byv both linear and
nonlinear and the averspe rate by linear regressions, The average rate
function was tested separately for January 1971 to June 1976 and July 1976
o December 1979 menthly data in order to take account of the effect of
tﬁe imposition of the 17 percent vate ceiling and 35 percent tax in June
1976, The relative rate functioﬁ as tested on the 1979 and 1980 cross-

section data separately.
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The linear test of the. average rate function gave mixed results.
For the earlier period 1971-1976 during which the rates were free to
fluctuate, the results supported the hypothesis, The interbank rate was
negatively influenced by hoth excess reserve pesition of bhanks and the
stock price index. ';‘he rate on promissofy notes, Ry, . vas signifi-
cantly influenced by the stock price index. Meither excess reserves nor
CB loans to banks nor changes in money supply significantly affected
money market rates except interbank rates. It is to be noted that during
the period most transactions were interbank. In fact up to 1975, the
latter composed 70 percent of the total. The effect of tightness of
money supply and credit was probably directly transmitted to bank
liquidity position and only later to non-bank transactions in the

money market.

In the second period, we obtained a perverse, if not an insignificant,
effect of credit tirhtness as reflected in CB loans or excess reserve and
generally insignificent effect of the stock price index. 'le hesitate to
interpret these results right now and feel we need more institutional
insights to be able to explain the rate movement. There could have been
erroneous reporting of interest rate after the ceiling rate was imposed.

In such a case the results would be spurious.

The second hypothesis relates the rate of a money market
instrument to its characteristics visk and transaction cost. Risk and

transaction costs are bath reflected in the size of the paper, with risk
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rising and transaction cost falling with size. Risk is expected to
increase with maturity ard varies with the type of paper -- whether
secured or unsecured, and vhether granted to old clients, prime borrowers
or to new filrms cr new borrowers. Repurchase ég_heanents, for example,

are well-secured papers collateralized by marketable securities.

The transactions were grouped inmto seven categories and regressions
were run on each. This was done in order to isolate the effect of
institutional factors that might be reflected in the type of paper or
type of transactor. Interbank loans and governmment securities are rainly
reserve assets. Marketing of government securities are more restricted
and they are less competitive with other money market papers. Without
recourse papers ¢re free of rate ceiling and tax. These three tymes of
papere are thus serregated from each other. Finally, we separated the trans-
actions by type of investor: (a) whether the buyer is likely to be
folic managing his savings or his cash flow. Individual
buyers and pension funds belong to the former group, while corrpor'ationé and
investment houses belong to the latter category. ‘Ihué, we have the follow-

ing grouping of transactions:

I. Commercial banks buying
II. Investment houses buying
ITI. Saving units selling, buying
IV. Other financial institutions buving

V. Transactions of private corporations



VI. Transactions of government securities

VII. Transactions of without recourse papers (WORP)

This grouping controls for the influence of purpose of paper
in interest rate determination. Commercial bank and investment house
buying involves lending to non-financial corporations. Saving unité'
buying is mainly lending to financial institutions since without recourse
papers are excluded as a categoric variable. The categoric variables are
type 1, promissory notes; type 2, repurchase agreements; type 3, certifi-
cate of assignment; and twvpe U4, certificates of participation; and 0,

for paper subject to tax.

Let us focus first on the three groups of buying or lending units -
the two major financial institutions consisting of commercial banks and

investment houses (Grouns T and TT), and saving units (Group III).
IS 3 i

For banks and investment houses, transaction cost seems to dominate
the cost of risk. The coefficients of transaction size are negative for
both institutions. The coefficient of maturity is significant. However,
it has the unexpected sign, nepative, in both cases. The coefficient
for the type of paper reflecting lower riék for remrrchase agreement is

significant and of the expected sipn.

Looking now at savings units, the linear regression gives coefficients
that are sipnificant and of the expected sien. Apparently, risk of placing

investment in one borrower overwhelms the saving in transaction cost.
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Hence, the negative sign of the coefficient of transaction size. When
Group III sells, the coefficient turns positive, as is expected. The other

variables have significant and expected coefficients.

For 1980, the behavior of saving units with respect to transaction
size and maturity and kind of paper is as expected. The coefficients of
size and maturity are both positive and of the expected (positive) sign.
Risk sharing reflected in certifisates of participation and anticipation
is paid interest premium so that the coefficients of these categoric

- variables are positive and relatively larger.

For financial institutions, savings in transactions cost seem to
offset the additional risk from large lending as shown by the negative
significant size coefficients. Mere risky type papers 3 and 4 bear
higher interest rate than promissory notes and repurchase agreements.
Maturity is the sipnificant variable for govermmert issues. It has the

expected sign.

The regression runs on money market papers explained in some wéy
the relative rate of interest. For both 1979 and 1980, there was an
apparent mreference by financial institutions (Groups I, II, IV) for
longer term papers charging them a lower rate of interest than short papers.
This would be a 1:*easonabic—: response 1f finaﬁciai fiymg anticipated a
fall in short-term rate. They would, thus, sell their short-term and buy

long-term, making capital pains on the short papers. This decision



Regression Results
ate as Functions of Size, HMaturity and Asset TVP

1979

vpe 2 Type 3

Type 1 Type 4
Promissory RepurchaseCertificates Gertificates of 0 AJumher of
Hote Apreeriznt of Assignment Participation R P Observations
2928 1,1314% 1030 23,015 768
21} (2.312)
- - L0322 .1975 48,159 766
) (.813)
5 ' 1.5556% .2638 14,67 139
{2.1450)
L17g87% .1755 8,343 132
: (2,857}
i 2. N923% 3.3848 L3598 4BE,23 3,968
L (45.185) {4.2838
L . 2156 . 2300 437 255,53 3,968
{33.222) (3,484)
2.6858% 3.4499 L6192 31,69 o6
(2.0024%) (10,9539)
. L2106% L2613 (6135 31,87 96
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would be reflected in ohserved lower rate for longer maturity papers.

Tt is, however, difficult to explain why the anticipations for a randomly
selected week in twa separate years would be similar. Thig leaves us
with an unexpléined perverse term structure in the money market. Never-
'theles's, the R?"s are quite high for cross-section data; Type of
paper must capture most of the risk-difference. The influence of this

categoric variable is strong as well as highly significant.

3.3. Data Description

e find in the preceding section that risk and transacticn cost
explain only a fractior of the variance of interest rate in the money
market., In order to obtain additional insight into the market we present
here the weighted mean, standar deviation, and relative freguency distri-
bution of money market rates by purpose and type of transactor which
were calculated from the computer f7le. Table 7.8 shows that the rate

L.

paid by the three gvroups' Fipancial institutiors: cormercial bank, invest-
ment houses, and other fi‘mnce companies, varied fairly significantly

with the investment house paying the highest rate; cormercial

banks, the lowest, with a rate diffarential of ahout two percentage

points in 1980, Within each group >of institutions, the rate also

varied significantly as seen in the frequency distribution and

the coefficients of variation. Interest rate earned by savings units

also differed depending on the type of paper, whether without recourse
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paper which earned the highest rates or the other. Note that WORP are
not subiect to interest rate or tax regulations so that we can expect
their rate to be higher than that on other papers. This wide rate
differential was partly explained bv risk and transactions cost. It
may be argued that :impei‘fections in the market also account for some
of the rate variation. There is little reason for instance, why the
-mean and distribution of rates should differ between institutional
groups. Thus, the unexplained variance in the regression runs given
in the followins section may be taken as an indicator of the presence,

if not the degree, of non-competitive pricing in the money market.

The reported rates on monev market instruments, Jjust like the
reported rates on hank depocits and loans, need to be taken with caution,
The ceiling rates imposed on thege instruments might have led to the
undavreporting of actual rates, Hut even taking into account possible
underreporting, the vemorted rates on monevy market papers are high
compared to the rate or banlt deposits, their close substitutes.
This might account for the rapid growth in money market placement

reflecting responsiveness of wealthholders to the rate differential.

However, they cannot be as sensitive to this because of the
indivisibility of money market papers. It is suggested that the
restriction on placement size be abandoned. With this proposed
relaxation, the competitiveness of financial assets would improve and
enhance the impact of the derermulation of interest rates. Another
concluding suggestion we would like to make is for an official

reporting and analysis of the papers trensacted in this market.

a
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CHAPTER 8

Minance Choilce

"his chapter will look into the Sup‘p}_f,r side, 1l.e.. the capital
hudgeting or finance choice of firms. The Modigliani-Miller classic
model (1958) is used as the analytical framework. Finance data from
scattered sources including sporadic flow of funds estimates are put
together and analyzed J:._nr' the nmodel revised to sult conditions pre-
vailing here. The chapter nroceeds bv first presenting the M- finance

model.  The empirical analysis follows.

1. Theoretical Frameworic

Firms face several sources of finance for their capital and
current expenditires. Capital expenditures may be funded from internal
sources, egquity and loans o bomds, ('Z'Q‘;rrent axpenditures may be
financed from current income, trade credit c.LDd short-term debt instru-
ments. There may be some overlap in the sources of funding capital
and current expenditures but wve consider the overlap not too important
and we assume that long-term sources finance long-term uses only, and
short-term sources, current exoenditires., The theory has focused oﬁ long-

term financing, We follow this same focus for this paper.

The Modigliani-Miller (M-M) model developed along the same premises

as the efficient market or capital asset pricing model described earlier.
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Firm owners are assumed to maximize returns to their investment in the
firm. . The medel assumes similar competitive conditions as in the
efficient capital market model such as homogeneity of market opportunities,
perféc:‘t divisibility of borrowing, and zero brokerage cost. These are
not explicitly stated in their paper. It also implicitly assumes that
competitive conditions hold in the poods and factor markets, The latter
assumption underlies the annlication of the M-M model to a class of

firms which can be treated as ﬁcmgzeneous with respect to real opportu-
nities. Purthermore, firm owners are not distinguished by their

| controlling interest., Thev are thus taken to be also homogeneous in

terms of corporate power and profit share. This implies that maxdmization
of net profits leade to the mawimization of returns to eqﬁity shares.

We will discust later that this assumption needs to be relaxed in order

to consider hehavior of controlling interest in corporate enterprises.

Capital budgeting decision takes off from more basic investment
decision. It is worthwhile investing or taking on gciditional _capital
so long as its present value is positive. The investment
may be financed by debt or equ'ity opr interna) finance. The choice depends

on which source will maximize the rate of return to the oririnal equity.
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So long as the rate of return on the investment is greater fhan

the vield of the original equity, cwners' networth is increased by
undertaking the investment., However, the rate of increase in networth
depends on the source of funds used whether new equity issue or debt
finance. Equity issue will dilute the profits from the new investment,
while debt financing will not. In general, debt financing is preferred
to equity issue when the differential between the internmal rate of
return to investment and the loan rate is preater than the additional
risk premium of debt fimancing. In this case, intermal finance or
retained profits are subsumed in the initial value of equity. In the
real world the opportunity cost of internal finance may be lower than
equity yield. It might, therefore be worthwhile to use it in lieu of

loan or new equity issue.

The model involves interaction of finanmcial investors in thedir
portfolio decisions and borrewers in their finance choice. With the
above restrictive conditions in all three markets, equilibrium rates
of return o equity of firms in a given class are shown to be a function
only of the rigk premium assipned to equity as against loan financing,
This risk is the risk of investment in equity assets in terms of zero
or given risk on fixed liability assets like loans. TFor details of the
model, the following is reproduced from the Modigliani and Miller's

paper.
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In a perfect canital market, the mrice per dollar's worth of
expected return nust be the same for all equity shares of any given class,
The shares within each class are assumed to havg equal risk, In
each class  k  the price of every share 1s proporticnal to its expected
return. Denote this factor of proportionality as 1/ P+ Then if

Pj denotes the price and '}_{i the expected return per share of

-th . .
J share in kth class, or the expected profits before payment
of interest rate.
. 1 = .
8.1) P-i # o= X. 3 or, equivalently,
o rk 3 '

8.2) Yy» @ constant for all firms j in class k.

Lo
113

I, 1s the expected rate of return of any share in class ‘X, and
1/I‘k is the price which an invester must pay for a dollar's worth

of expected return.

Loans and bonds are fixed liabilities and vield a constant income
r  per peso loan per unit time. r is the loan rate or the discount rate

of a certain stream of income. Default rate is assumed zero.



151

Let
Dj the market value of debts of firm
S*‘) the market value of cormon shares of j
Vj = S'j + D,y the market valuve of all its securities or the
" J

market value of the firm.
X,
8.3y V., = (S, +D.) = =L forany firm j in class k.
I B 7y

Fquation 8.3 is M-M's proposition I: the market value of any firm,
' V*] is independent of its capital structure and is given by capitalizing
its expected return "j at the discount rate Ty appropriate to

its class. Tquivalently, the average cost of capital is '}'fj /Vj , Oop

%, 7,

: SR R,

8.4) (5. + D, TV, "%
] ] ]

If (2.3) and (8.4) do not hold between any pair of firms in a class, arbitrage
will take place and restore the stated equal:it)r; Investors would huy

and sell stocks and bonds in such a way as to exchange one income stream

for another income stream, identical in all relevant respects but selling

at lower price. The value of overpriced shares will fall, that of the

undermriced will rise, raising the former's rate of return to r .
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From proposition I, Proposition II is depivéd. The proposition states
that the expected yield of a share of stock is equal to the appropriate
discount rate . for a pure equitv stream in ths class, plus a
premium related to financial risk equal to the debt to equity ratio

times the spread between r

’ and the interest rate on debts, »r.

:Lj = 7 + (r'k -r) Dj/Sj

Define i, expected rate of return to equity in firm 3§ a

]

X - v,

] Qj

From proposition I equation (8.3), we know that
T = S -
rk(hj + D)

1 ]

substituting into (8,5) we obtain

r (S, + D.) - D, D. rD.
;o= K7 Bl 1. -
8. i, = = + S R B + -
6) ':] Sj L Y Sj Sj T (rk T)

which is !1-M's proposition II.

Equilibrium in the M-M model is obtained by adjustment of demand

for equity of the different firms. The decision involved is essentially
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a portfolio decision. However, the model contributes to our understanding
of a cause for risk variation, i.e., the risk attributed to leverage.

The higher the leverage rate, the higher the variation in retwmns to
equity for a given distribution of returns +o investment (Philippatoess,
1973, pp. 250-253). It helps us to be aware of the interaction of demand
and supply in the financial market and to link the literature on port-

folio choice to that on finance or capital budgeting,

Let us consider that loan financing rate is relatively low and firms
Ty to obtain funds through this source. As demand for loans increases, their
rate is bid up partly because m*tomeu.lar'y creditors have o
attract additional funds to meet the increased demand. In the Process,
interest rate on their borrowing such as bank deposits or bills is bid
up. As the rate on these assets rises, portfolios tend to shift toward
deposits and bills. The vrices of other assets tend to be pulled down
and their yield, to be pulled up, The loan rate cannot, therefore,
remain low, It will adijust upward until the equity-loan rate differential
just equals the risk premium on loans. This would imply an upward shift
of the market line for investors. Its intercept is the rate on bank
deposit rate. The loan rate may be aéswned equal to the deposit rate plus
some mark-up by banks to cover their operating cost, Iquilibrium in
the M-} model means a simulténeous 2quilibrium in the portfolio of assets
and in the sources of finance. If the sources of finance are in
equilibrium but the portfolio of assets is not, the latter prices will
change leading to a r:hangé in their rates which are the relative costs
of financial sources. The equilibrium condition in one market, therefore,

implies equilibrium in the other.



154

2., Market Adjustment

The interaction between portfolio and finance decisions (demand
and supply of assets) determine the equilibrium of the portfolio and
rate of return of the different assetz. These are viewed as assets
by wealthholders and as sources of finance bv firms and intermediaries,
If the capital market is not efficient M-M's Proposition II will not
hold. Recall that under efficiencv conditions of the capital asset
pricing model (CAPM),_ asset returns will behave ag follows:
(8.7 Rj = RF + (RM - RF) Bj
R is returne to asset j, risk-free asset F and the average for
risky assets in the market M. B. 1is risk of asset j. Obviously,

J

Sj includes the risk due to leverage since leverage rate determines,
in part, the variation in return to equity. We expect that people's response

to risk due to leverage will be similar to their response to total

risk. Under efficiency corditions we expect, therefore, that equation
(8.1) will hold. If this holds then M-M's Proposition IT also holds,

A test of the CAPM also tests Proposition TI.

Our test of the CAPM gave verv pocr results which leads us to
think that it is not too meaningful to undertake a separate test of M-M's

model. Instead we go into aggregate financial analysis to find how
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Philippine firms financed their expenditures. We try to identify the
factors that might have influenced the availsbilitv and cost of

alternative sources of finance and analvze their implication on choice,

3. Sources and Uses of Funds

The observed sources of finance used b:y firms and households
reflect their response to the structure of cost of capital., We argued
in the preceding chapter about the segmentation of the market by
regulations and imperfections which gives rise to variation in absolute
as well as relative cost of finance., Some regulations directly affect
the cost and availability of gpecific credit sources, In some segments
cr for some groups of deficit units, loans are cheaper than other internal
funds. Firms in the developed segment (IC) are usually larger and, there—
fore, have lower cost of eguity fihanc:ing. The opportunity cost of their
internal funds is higher since they are in a better position to place
the funds in higher yielding financial assets. Thev also have better access
to borrowing at subsidized rates; they can at least borrow from -
financial institutions, In contrast, firms and households in the
undeveloped segment (UDC) face more limited market opportunities.
Their inability to invest in higher-yielding financial assets because
of indivisihility, distance, or lack of information, makes the opportunity
cost of their internal funds low and limited to savings and ti:me.
deposits, Many UDC horrowers have less access to subsidized bank loans
despite goverrment policy, and have, therefore resorted “to loans from
non~institutional sources. For these units, internal sources would
be the cheapest sourcesof funds, For DC firms, loan financing from

banking institutions would be ‘the cheapest source of funds.
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The response of the different groups of borrowers to the respective
financing opportunities they face is, to some extent, reflected in the
data, Information on sources of finance is obtained from scattered
sources. An ideal source of information on sources is flow of funds
statistics. Available flow of funds data were collected in special
studies rather than as a regular part of national statistics (Hooley
and Moreno, 1950-1965; Moreno and Vasquez, 1969-1973 and NCSO, 1974-
1976). We trv to put these together 1o see the trends in the sources and
uses of funds. The interpretation of trends has to be made with caution
since the estimation methods used were not the same rendering the three
sets of infonnétion not exactly comparable, The first two used primary
data from a sample of firms and households, The NCSO is reconstructed

from secondary sources.

Flow of funds tablie (FOF) traces the sources and uses of funds
for one or all economic sectors -- households, business, financial,
government, and foreign., The sources for each sector are its income.
sale of assets, collection of receivables, procseds from borrowing,
and issue of securities. Uses ave current expenses, physical invesj:-
ment, financial investment and payment of liabilities. This set of
information not only traces the sources of saving for investment but it
also allows an estimate of funds that are intermediated or channelled

through financial institutions via deposits and other financial assets.
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Moreover, the time series of FOF shows porifolio changes among alter—

native financial and phvsical issues.

The compiete (all sectors) FOF tables are available for 1950 to
1965 (Hooley~Moreno) and for 1974-1976 (NCSOJ). In a complete FOF table,
the flow of funds can be traced from spending units (households,
business and govermment) to financial intermediaries and the rest of
the world, and back from the latter two sectors to spending units. A
separate estimate of FOF for households 1950-1377 was made by Burkner
(1979) using secondary sources, and anotﬁer’ for private corporations
by Moreno and Vasquez (1978)., The sectoral FOF are used to supplement

the information from the two complete FOF series,

Important changes in the savings and portfolio behavior and in the degree of
intermediation are observable. Intermediation has affected portfolio |
choice by households and consequently, the sources of funds for invest-
ment by them as well as non-household or business units. These changes

are discussed in greater detailsbelow.

4, Household Savingsand Portfolio of Assets

Households including unincorporated enterprises conmtributed the
largest though slowly decreasing shere in total saving -- 74 percent
from 1850-1959, 70 percert from 1967-1969, and 62 percent in the 70s.

Corporate saving comprised 11, 18 and 16 percent, respectively, for the
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same period. As access to financial assets increased, their portfolio
became more diversified and the share of own investment in physical

assets dropped. This is shown by a downward trend in the ratio of

physical investment to saving given in Table 8.1 (Hooley-Moreno and NCSO).

A better picture of the changing portfolic of household asset is shown

in Burkner's table, here Table 8.2, We prefer to use this since the
Hooley-Moreno FOF seemed not to have captured all the spending units' holding

of financial assets. There was no entry on deposits in their use column.

In the immediate postwar when the financial system was still
very small most of household saving went to direct physical investment.
In the decade of 1950 to 1959, tangible investment abscrbed on the
average about 83 percent of total saving. This was partly financed
by financial liabilities (about 5.8 percent of saving) leaving a net
financial investment of about 17 percent. Physical investment gradually
fell over the year:s though at fluctuating rate so that in the next
decade, it was 7.2 percent and in the 70s, it was about 57 percent. House-
hold participation in the market, as shown both by their financial invest-
ment and borrowing, grew at a fairly rapid rate from 28 to 62 to 74 per-
cent over the same period. Gross financial investment which started at
22 percent in the 50s rose to almost 60 percent in the 70s. Households
borrowed more in later vears, allowing some of them to be in deficit

for building their physical capital.
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Despite these trerds, the proportion of household savings that
became available for business investment remained low, In the 70s, net
financial investment was only 40 percent of total saving. Counting
investment in unincorporated enterprises does not change the picture
very much since the bulk of physical investment went o real estate ,

and consumer durables (90 percent in the 70s).

Tt may be argued that the segmentation of the financial market
has not encouraged financial investment especially by small savers _
whose opportunities in the finmancial market are not very attractive.
Most financial investments may be said to have be@ made by large
savers and little by small savers. Investmert in deposit substitutes,
securities and trust funds are made mainly by the central city rich.
They have access to these assets and have no problem with their
indivisibility. Compulsory and contractual saving forms (amployee
benefit insurance or social security and other life insurances) , On
the other hand, are generally held bv those with stable income like
salaried individuale. They belong to the upper half of the income
distribution. Private voluntary life insurance would not give a good
return for those with low and uncertain income since +the probability of
insurance lapses and forfeiture is high. Small savers especially in
rural areas are, therefore, left with deposits as the only financial
option. We find that their shave in deposits has not been large.

Only five percent of saving and time deposits in the last three years



Table 8,2

SIZE DISTRIBUTION OF CAVINLGS AND TIME DEPOSITS AND

DEPOSIT SULGTITUTES, 1977 (in %)

161

(1) (2) (3) (4)
‘ Savings _
Savings Time and Time Deposit
Deposits Deposits Deposits  Substitutes
21,000 & below 7.6 0.l 5.1
P1,001-¥10,000 18.0 11.3 15,7
#10,001-250,000 20.1 16.7 18.9
Over B50,000 o4, 3 71.6 60,3
< P100,000 0.9
#100-159 2.4
$200-2,000 32.2
Over 2,000 B4. 5
Total 100.0 106.0 100.0 1.00.0
Source: T. 4.7 p. 293 and T.411, p. 207, Burkner (1980,
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was in B1,000 or less size, about 15 percent in #1.001 to ¥10,000,
(See Table 8.2) The average nocr would hold less than B1,000 deposits.
We may also consider the fact that less than five percent of total
banking deposits came from rural banks refiecting a low share of rural

households in financial savings.

We might argue from the above findings that more savings could
have been mobilized from the household sector with a correct policy or
correct pricing of assets. Among large savers, direct investment in
real estate and consumer durables were encouraged by the unintended
subsidy of loans obtained from government and other banks for these
uses. These were further encouraged by the low tax rate of real estate,
A competitive financial vegime combined with a propressive high real
estate tax might have reduced their share and directed household saving
to financial assets. The funds could have been allocated to more pro-
ductive uses, More financial savings from low-income groups could also
be expected in such a regime. We might support this contention by
pointing to the rather large shifts in household portfolios. These
shifts might be interpreted to reflect their attempt at finding optimal
portfolics, With the rise in the ceiling rates on time deposits in
mid-1970s, the share of ’chis financial assets rose. The share of
insurance claims declined possibly in response to the high inflation
rate which eroded the ex;mtcad real returms on this form of saving., We
cannot clearly support the responsiveness of households to relative rates
of return assets given the difficulties of obtaining fine enough data

on this variabie,



163

4,1, Corporate Sector

Incorporated enterprises tend to Ve much larzer than unincorporated
en‘ce:f{pm,'.ses_.21 T’hey also tend 1o be located in urban centers. All
top 1,000 corporations are either located in the metropolitan arvea or
keep their central administrative offices there. They, therefore, have
better access to institutional sources of finance than unincorporated
husinesses. As a whole, the opportunity cost of corporate internal
funds is higher and cost of equity issue lower than for the latter small
household firms, Nevertheless, corporate financial market opportunities
are not homogeneous because of imperfections in the institutionalized
financial sector, As discussed earlien transactions cost differs
depending on the size of equity issue and firm regulations. Ability to
borrow from subsidized sources depends on many factors, some of which
are not necessarily economic in nature, Firally, some corporations
belong to financial conglomerates. For these reasons the relative cost of
alternative sources of funds differe even among incorporated firms, Some
would find equity issue the cheaper source; others, loan financing. It
is not easy, however, to document relative cost and show how choice
depended on this variable. One way is to categorize firms by their

relative cost and to see how cost determines each category's finance

21

. The 35 percent ceiling tax rate on corporate income encourages
the incorporation of large entermrises.
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choice. We may take as one category firms that belong to financial
conglomerates. Another category consists of firms which have political
and personal influence with govermment barks. A third category is size.
The relative cost of loans will tend to be lower for the first two
categories while equity cost will be lower for large firms in general,
The first two categories are not readily observable and tend to be confounded
with each other and even with size. Testing for their effect is, fherefore,
not easy to do. In regaﬁ to internal finance we expect its opportunity
cost to be equal among all corporations though ifs relative cost vis loans

and equity depend on the other factors.

5. she Basis for Conglomeration

We try to provide the basis of financial-non~financial conglomeration,
Firms faced with a downward sloping demand for investment funds or goods,
like consumers with a dowrward sloping demand for consumption goods, obtain
a suplus in their purchases at a given Price. Consider a firm faced with
a hypothetical marginal intermal rate of yveturn line  IOR as in Chart 8.1.
Supem'.fnpose on the chart a supply of funds curve FF with equilibrium Tate
at R . Assume this rate to be also the market rate, At this rate firm
has a net gain, call it producer sunplus equal to the triangle RL04:
At the supply curve FF, the intermediary has a net gain of RMOlF.
Without conglomeration, the intermediary gain is the area RO,F. If it is
conglomerated with the borrowing firm its owneps shér-e in the producer surplus,
The intermediary surplus thus increases. Everything else equal (risk, manage-
ment cost, ete.), intermediaries would prefer to lend to affiliate versus

non-affiliate firms,



166

R, interest rate

F
N //
No,
Ry /7%\
— N 2 '\‘
R N
e x\\\\
R _ — B
L) 0 |
Fary 3 i .
- ! \
! R
F| 1
| |
| i
| 4
i ] — 1
0 Fy T4
CHAPT 8.1

Note that producer surplus increases as lending rate decreases.
The CB ceiling on loan and deposits rates would tend +o encourage
conglomeration. The ceiling rates on loans and deposits are reflected
in the chart by EL and 'D;) »  respectively. At the same time, CB
credits are granted to intermediaries to supplement their supply of

funds at about the rate 'ﬁ'D to, say F,I;, so that investment remains
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at I,. At "R"L, there is excess demand for loans (as experienced
in the country). If the ceiling rate on loan is implemented, producer
surplis increases but intermediary surplus decreases, Intermediaries

muid have a greater incentive to conglomerate so they can share in a

larger producer surplus which includes some CB subsidy equal to
R R0z

Conglomeration is not costless, however. There are usually
diseconomies of scale due to the deterioration of the qualitv of
management as enterprise size expands. There may also be diseconomy
due to loss of expertise as managers engage themselves in diverse
activities. These di,seconorr;ies probably dominate possible gains from
the reduction in the cost of credit information, collection of payment and
transactions between affiliate companies.Thus, society loses from

any difference in marginal returns to investment between conglomerated
and independent enterprises. Political patronage encourages conglome-
ration. Special licenses for imports, natural resource exploitation
(Qogging, minerals, oils), public utility (electricity, fuel processing),
export trade, and processing of major products (sugar and coconut) have
been granted to political interest groups. These licenses create
monopolies and guarantee large profits. It becomes worthwhile for
- financial institutions to conglomerate with these interest groups lor

for these to take over financial institutions. Such congrlomeration

concentrates the total surplus in a smaller group of entrevreneurs.
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This kind of conglomeration is very much in evidence in this decade

(Doherty, 1979,

6. Other Forms of Influence

Personal and minor political connections have influenced the
allocation of credit by intermediaries especially the public and
publicly-supported ones. Profit rates of firms able to avail of
credit from this source would tend to be higher everything else equal.
Entrepreneurs possessing political and other kindsof influence over
these banks would, therefore, tend to undertake more activities than
others, In contrast, independent firms would have to compete with
each other in obtairing funds for their investments and, therefore,
have to be efficient in order to survive. It is possible that when
rolitical firms take over from these competitive firms society loses
out. It foregoes higher marginal returns to investment by the

unsubsidized firms which political fixms replaced.

7. The Relative Cost of Finance

These influences have direct but differing effect on the cost of
capital to different groups of borrowers. It is obvious that if there
is capital rationing at an artifically low rate, those able to borrow

at this rate are favored. The opposite holds for those who are rationed
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out of the system., The relative cost of borrowing through loans

is lower than that of stock issue and other sources for the former.

Other regulations not directed at specific sources of financing
also affect the cost of capital and, therefore, the choice of finance.
The ceiling on deposit rate has artificially lowered the opportunity
cost of intermal finance egpecially of small household entrepreneurs
and other businesses. They have little or no access to high~yield
financial assets such as noney market placements or a well-selected
portfolio of equities. These assets require a large minimum placement
and are, therefore not available to small surplus units. Poor informa-
tion further limits access to certain assets. Another cause for cost
differences is transactions cost. There is usually a large, fixed
componertt of transaction cost in equity issue. Tt has to be
registered at the Securities and Exchange Commission and it also has
to be advertised. The average transaction cost, therefore, depends on
the volume of funds needed and on the.vreputation of a firm. It will

tend to be relatively high for small and new firms,

We find in the foregoing that far from having a perfect capital
market, we have several factors that results in substantial variation
in the absolute as well as relative cost of alternmative sources of
funds. Some sources are not available (or their cost is prohibitively
high) to certain groups of deficit units particularly to small Firms and to

those located in remote areas not serviced by intermediaries.
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The relative cost will determine the source chosen. Firms with
low opportunity cost of internal finance would rely on this more than on
other firms, Those belonging to a financial conglomerate would tend
to rely on loans more than internal and equity sources. Financial
decision is also colored by the non-homogeneity of equity holders,

Many Philippine corporations are effectively controlled by a small
group of stock holders. It is possible that the effective rates of
return to the equity holding of the comtrolling interest group is higher
than the effective rate on small holdings. Profit share can be paid

in the form of directors’ and officers' fees in excess of their opportunity
salaries. Since controlling interest decides on this matter, the
effective dividends can differ. An example of this behavior is that by
San Miguel Corporations (SMC) officers. They were reported to have
paid themselves a very large proportion of company profits in the form
of directors' fees and allowances. Apparently, SMC is not an exception
in the Philippine scene judging from the opulence of corporate officers'
lives and the relatively low dividend rates paid on most stocks. The
case is not easy to support by data since financial reports usually
lump together officers’and non~officers' salaries, fees and allowances

into the same accounts.

The rise of family corporations can be rationalized by low
opportunity cost of internal and loan financing. So long as the cost of

internal finance and loans are low relative to the pure equity rates, these



two sources will be used by family firms, They, theretore, would not

have any incentive to go public.

We may conclude that the many complexities in the finsncial market
are partly caused by regulations and partly by underdevelopment and
imperfections. These give rise to a multiplicity of market opportunities
for financial and non-financial investment 'fhat differ among groups of
decision-makers, It is not easy to document these complexities. Our
analysis of flow of funds in the next section helps a little in

understanding the financial decisions made by the diffevent units.

8. Corporate Iinance 1950-1975

Corporate sources ape summarized from the different FOF data
in Table 8.3, Corporate saving was a very important source of corporate
finance in the early stages of growth with its share in total sources
amounting to 44 percent. As size and the mmber of firms increased in the
process of industrialization, demand for external funds increased a_léé. This
was met by supply from the expanding fimancial system especially banks and
by other types of credit. Thus, we see the downward trend in the contribution
of saving in total corporate finance from 44 percent to about 11 percent in
1974-76. The downward trend was Iwolken in 1872 and 1873 when profits rose
increasing savings. While total liabilities were increasing in importance,
credit generated by the financial system seemed not to have increased as a
proportion of total liabilities. Trade credit increased rather sharply
starting at four vercent of total sources in 1951-55 and reaching 28 percent
in 1974-76. All private spending units, including 1'1c>useho]..cisj used this
source, For the corporate sector trade credit became as important as loans

as a source of funds in +he 70s.
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We present Table 8.2 in an attempt 1o éee a pattern of corporate
financing of capital and other expenditures by different industrial
groups. We find tremendous variation in the share of each source
among industries. To be ncted is the relatively low reliance on funds
from financial institutions averaging 1% percent by all corporations
with ranges of .6 of one percent for mining to 39 percent for
agriculture. Long-term loans from this source were even less important,
averaging 7 percent and ranging from .5 of oﬁe percent to 27 percent,
Non-intermediary sources -- trade credit and other borrowing -— had
the largest share in almost all corporations. Looking now at long-
term sources we find just as much variation in the use of alternative
sources. Saving varied from 12 to 54 percent; equity, from 25 to 92
percent; loans from financial institutions from 1 to 46 percent; and

other long-term sources, from 0 to 24 parcent.

There seems to be no clear-cut pattern in *he way the different
industries were financed, Credit incentives granted via financial
institutions may explain agriculture's high share of long-term financial
loans. But then the BOI-registered manufacturing corporations borrowed
less than non-registered manufacturing corporations from this |
source. The former should be expected to rely more on govermment bank
loans, DBP in particular, since they are granted priorityv status for

borrowing from this source.



Table 8.2

PERCEWTAGE DISTRIBUTION OF CORPORATE SOURCES OF FINANCE, 1551-76

1351-55 1956-60 1961-65 1369-73 1974-76 1953 1370 4971 1972 4973 1974 1975 1376

1. Saving 48.7 3.7 35,8 13.0  11.1 - 12.1 13.8 12,1 25.6 33.1 10.9 11.9 10.6

2. Loans 4.5 184 28,1 18.0 36.0  33.7 24.5 29,4 25.0 2,1 37.0 31.2 38.9

3. ST 10.2 4.3 15.0  10.7% 18.2% 22,57 13,12 27,12 2,12 13,4

4, LT 11.3  18.1 13.1 7.32 12.5% 2.0% i6.3% 2,12 - 17,8

5. Other Liabilitiee, ST 5.6 1h.g g7  30.8 6,7 21.6 16.9-2.9 17.0 26.3 , . . 4.2

6. Other Liabilities, I 14,3 14.0 21.2 - 0.1 9.5

7. Total (2) + (5) + (5) 24.1  29.3  37.8  u8.8 2.7 87.2 57.4 47,7 41,9 38,0 6.7 38.1 L3.8

8. Trade Credit 3.6 6.8 8.8  16.5  27.7 11.9 21.1 36.3 22.6 13.6 21.6 28.7 30.6

9. Total Liabilities 27.8  36.1 46,8 65.3  70.4  79.1 78.5 84,0 64.5 51.6 68.3 §5.8 7Th.l
10. Equity 28.8  20.8 17.6  21.9 18,6 9.0 7.7 4.0 9,9 15.3 21.1 21.4 15.1
11. Total Sources 100.2  100.5 100.0 100.2 100.1 100.2 100.1 160.1 100,0 100.0 100.3 100.1 100.4
12. LT Sources to Investment 82.8 121.9 100.3 129.1 80.7 51.0 73.8 95.7'170.8

Source: Tables 1-18, Hooley-Moreno (manuscript as of April 28, 1381) for 1951-65; Moreno-Vasquez FOF tables for
1569-73; and HCSO FOF Tables for 1974-76.

&/ pre Financial liabilities.
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Table 8,3

CORPORATE SCURCE OF FUNDS BY INDUSTRY GROUPLNG AdD FOR MAMUTACTURING,
WHETHER OR NOT REGISTERED WITH THE BOT
1969-1373 (in (%)

Manufacturing
BOT-~ .
Registered BOI- All
Agri- HMining £ Transpor— Consiruc~ Electric- Under 6135 Registered ot Corporate
cutture Quarrying tation Camerce tion ity  Serwices All & 5186 Under 5186 Registered Groups
Saving/TS 1.8 4.8 33.6 7.7 13.1 4.6 14.3 7.5 8.9 7.1 .k 13.0
ST - Financial/TS 11.7 0.1 1.0 15.7 5.5 11.9 4.5 42,5 11.9 7.3 17.0 i0.7
T - Financiai/Ts 27.2 8.5 8.1 2.8 3.8 B4 13.4 .6 8.7 6.0 15.2 7.3
Tracde Credit/TS 11.3 8.6 9.0 i7.3 8.3 2.4 1.4 Z0.7 18,2 25.3 21,1 16.47
Other Borrordng/T3 23.8 25.3 32.8 2.3 56.4 26,0 23.0 28,7 33.% 32,7 12.0 30.8
[Eiqui 1/ TS is.1 55.8 15.5 24,2 13,8 45.3 28.8  23.0 19.8 21.7 31.3 21.3
Saving/LTS 18,7 7.3 23.5 15.8 Li. 7.8 22,86 15.3 15.0 13.5 8.7 2.1
LT - Financial/LTS be,2 0.8 13.06 7.1 1z.0 iy, 0 22.2  15.6  14.2 1.2 21.3 15.2
Cther LT Borraring/LTS 9.8 0.C 8.8 1.1 3.6 0.0 7.0 22.1 2u.8 34,0 8.5 4.7
i quity /LT 27.4% 52.0 2u.7 59.8 37.3 78.3 47.2 471 42.1 41,2 61.5 ity 2
1TS/Fixed Assets 1%0.9 1565.2 105.9 211.7 158.9 78.3 wi.h 197.3 83.1 114.1 150.6 129.1
fiet Tncome afier Tixes/Bguity  12.9 14.83 21,5 10.3 13.5 5.3 5.7 3.3 2.0 5.6 4,2 9.5
[ividends/Equity 5.6 19.0 3.1 8.2 5.0 0.0 4,9 L,7 5.0 2.3 5.1 5.1

Source: Calculated from the balance sheet tables of Horeno, H. and N. Vasquez, "A Survey of the Financial Structure of Philippine Corporations

1869-1970," University of the Philippines School of Economics, 1977, mimecgraphed.

lote: Registration with the Beard of Investment (BOI) means a corporation obtains credit, import and/or tax incentives. The Moreno-Vasquez
tables are balance sheet accounts. Savings is saving for each year plus retained profits.

£4/
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We explained earlier wy Philippine corporations tend to rely
on internal finance and to remzin as family corporations. This seems tO be
borne out by the data which show saving as a fairly important source
of long-term funds., For such corporations, even equity may be considered
as an internal source since it consists of the divect investment of the
firm owners. Contrast the case for mining and electricity industries.
These are public corporations whose equity shares are marketed in
the stock exchange. Both sectors have verv high equity shares and low

saving and other sources share in their long-term financing.

Finally, we want to note that except for electricity, all industrial
groups had more than enough long-term funds for their capital expenditures.
If, however, onlv long-term funds from financial institutions are counted,
they would appear inadequate since they covered cnly 15 percent of total
long-term funds of corporations between 1969 and 1973, It is possible
that the observation about the short maturity structure of funds (1978
World Bank-IMF-CBP Report, various Ceniral Bank official statements
aimed at rationalizing the structure of interast ceiling and the
-succeeding relaxing of the ceiling) was based on the maturity structure
of loans granted by financial institutions. The data show that long-
term funds were available but that they came from non-institutionalized
sources -~ saving, direct investment of firm owners and other
sources. Corporate accounts do not specify what these 'other' sources
are, A possible important component of these are purchases of equipment

on credit and long-term leases of equipment and other capital expenditures.
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HAPTER 9

Concluding Remarks

The Philippines has come a lone way in developing a network of
financial institutions which provides the dinfrastructure for the
mobilization of savings and other funds, and the widening of asset
cholces to wealthholders. The financial asset ratio more than doubled
from .20 to .50 over the post independence period. Financlal develop-
ment has indeed been taking place but rather slowly and involving
certain structural problems many of which are conseguences of the interest
and credit policy follows. The finance‘ratio is about 10 percent of the
Unlted States and our MQ/GNP ratio 1s about a third of Japan. The low
financial development indexes reflect the poor mobilization of savings
of households especially those in the lower income trackets and those
from rural areas. Apparently, financial savings are being done mainly
hy urban high-income families and businesses. We blamed the low interest
rate on sévings and time deposits and the inaccessibility of the higher
yielding financial assets to small savers as an important factor for
the slow rise in financial savings. The generally poor pefformance of

rural banks should also account for this problem.

We find business enterprises to have relied increasingly on
external funds. However, they came from non~financial sources. Trade
credit and loans from non-intermediary sources accounted for about half

of total corporate sources. Financial intermediaries supplied loans
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amounting to about 20 nercent of total sources only. We might expect
unincorporated tusiness to have borrowed even less than corporations
from financial institutions. Being small, less informed and located
in more remote areas they had less or more costly access to financial
ingtitutions. The rise of trade and other non-institutional crvedit
meant that their cost was found lower than institutionsl sources or
that these were not available at the éoing interest rate. e should
expect that if financial institutions were efficientlyv managed they
would have lower transactions cost of credit than non-financlal fixms,
We may therefore arfue that the extensive use of non-financial sources

reflects some ilneffilciency in the system,

The study further showed that resulations and imperfections have
obstructed the intesration of the financlal system into one market and
prevented cormpetitive trading of available asssts and allocation of
credit. Interest rates on homogeneous papers like time deposits, or
these and their close substitute bank bills differed by as much as four
vercentage noilnts., Averace emuity yvield varied even more raneine from
~.U6 to +,68, There was alsc substantial variation in monev marlet
rates. Ve find that equity vield could not be explained by risk.
Reported money market rates were not explained by either risk or maturity.
This behavior of interest rate mirht be interoreted to describe market

segmentation.
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Ye exnlained how seementation arises as a consequence of indivisi-
bility, imperfect informetion, physical barrlers and the various ceilines
on interest rates. 1Mth the deregulation of interest rates and the
flexibility offered by the universal banking law, financial institutions
are expected to hehave more competitively. Competition itself is llkely
to weaken phvsical barriers as intermediaries try to obtain more funds
and to cater to more creditors. It might also encouragse some interme-
dlaries to advertise their services and thereby provide information on
their papers. In this rerard we wish to take note of the need for a
more consclous and orcenized dissemination of information on the
availability, risk and vield of alternative assets} The writer feels
that poor information is a major cause of the observed seementation of
the market. While the povernment has engaged in information campaign
on population control, good nutrition and agriculture, among other
interests, there has not been any education prorram related to savings
and finance. Admonitions to "mar—impok sa banco' (save in the bank)
does rnot do much unless the interest rate on deposits are made

attractive and deposits are shown to be a pood asset alternative.

The deresulation of interest rate is a very important move for
the rationalization of the flow of funds in the financial market. It
is a necessary condition for fostering competition. It does not, how-
ever, suarantee competition sSince there are still other serlous irmer-

fections and barriers that obstruct competitions. One is oligopoly
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nower posed by the dominant rroup of a small nurbar of commercial Danks.
Their power is exacerbated by thelr members! conglomeraﬁion with other
“inancial intermediaries including insurance companies and investment
houdes., FEven more serious than bank oliroooly power is the extensive
and cormlex packaze of goverrnent intervention in the market via the
large public and publicly-suprorted financial intermediairés, special
financing schemes and 1liberal rediscountine facllities at very low
Interest rates. This package involves cheap credit source for financial
institutions and more narticularly for firms and individuals that have
access to govermment intermediaries and special funds. Relatively cheap
credit has been senerated from ronetary expansion via the rediscount
window, foreigm borrowing, abnormal profits of the monopolized sugar
and coconut export industries, and compulsory savings via the social
security svstem, The allocation of funds from these sources has not
been based cn normal credit criteria, The G3IS funds have financed
public cormorations such as the Philippine Air Lines and favored firms
like the starred hotels, while the PHE and the DIP have financed‘
nriority industries as well as specially favored firms. As a whole
banks have a continuous cheap rediscounting privilege with the Central
Bank, with some banks obtaining special rediscounting privilege. Vhile
this privilese helped expand commercial banking as a whole, it oprovided

a crutch to poorly managed rural banks.
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Tae availabllity of cheap sources of credit has probably permitted
finaneial institutions, especially the public ones, to allocate their
loans unoptirmllv. Moreover, the presence of this subsidy encouraged
the development of the present structure of the system, and discouragad
its higher rate of expansion as indicated by the slow growth of the
financial develonment index. Among the structural characteristics that
might be explained by the policy package are conglomeration of finance
and non-finance sectors, closed family corporations, very small securi-
ties market, and croninism amone the financial, entrepreneurial and

nolitical elite.

Ye illustrated in Chapter $ how cheap loans to husiness generated
from cheap sources to financial intermediaries increase producer surplus.
Banks can capture the surplus by conglomeratine with the nroducing enter-
prise. In general loans would be preferred to lssue of equity for
financing investment when loan rate is lower than equity yield. Family
corporations can increase their owners equity more by financing addi-

tional investment by loans than by equity issue.

The availability of cheap credlt encourases croninism. It is
profitable for bﬁsinessmen to develop cronies among politiclans and
bankers in order to have favorable access to their subsidized credit.
Thus we find in the Metropolls a rather closely knit group of political,
industrial and financial elite. Their members live in the same villages,

play in the same clubs, and have offices in touching distance to each
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other. Such a socially clese melleu pives the members easler access

to each other's privileges.

The structural characteristics in the modern market of the Metro-
polis have pfobably contrihuted siomificantly to the recent dlfficultiles
and failures of major financial and industrial enterprises. A conFlo-
merate bank is vulnerable to vwressure bty the officers of the affiliated
companies. The discussions and news report of the causes of the
difficulties of Philfinance, Atrium and earliier, Philecanital, point to
the liberal granting of loans by these intermediaries to their affilia~-
ted companies. Croninism is exemplified by the Dewey Dee and other
similar cases. Dee could not have been lent so much if his loan applications
urderwent normal credit evaluation process. Avparently, & friendly
socially close atmosphere in the city developed a euphoria of trust that
made financlal companies dispense with resular credit evaluation of
their friends' loans application. This is evidenced by the rather hign
oroportion of uncollateralized loans (50%) sranted by the bankine system.
This reversed the earlier vractice of strict coliateral requirement

among lending institutions.

In sumary we wish to arpgue that the above structure and its
conseguences would not have develcped under competitive conditions.
Conglomeration would be based on economies of scope and not on the
nresence of privilepre., There would be ho reason for croninism since

friends would not have gifts to offer. Security issues would be



182

competitive with lcans as a source of furds. Firms Iinvestment decision

and management would reflect the true scarcitv value of capital.

Tt is not easy to assess the strenpth of ollpopoly power of
commercial banks. TIn fact it 4id not surface until after the dersgu-~
lation of interest rates which took effect on July 1 (1981). There was no
need for collusion on interest rates before dererulation since the
ceiling on deposits worked as a monovsony price. Two meetings of the
Bankers Assoclation of the Fhilippines (BAP) took place in the first
ten days of July to obtain agreement on saving deposit rates. Commerclal
banks afreed to follow an interest rate schedule for savings deposlts
starting from the old ceillins rate of 9 percent for smzll deposits and
10 percent for E10,000 or larger deposits. There has not been a discus-
sion on other rates. The BAP is a ready organization and might be an
effective one for arriving at collusion on interest rates and other
terms for thelr services by the small proup of commerclal banks. It
is doubtful, however, that it exercises carvtel power. It does not
Seem likely that all members will follow cartel rule. Secondlv, this‘
sector faces commetition from other institutions and other segments of

the market.

BAP's strength will depend on the competition posed by the public
sector and the many small unit banks. The nublic sector 1s quite large
in terms of its share in the assets of the total financial system, How-

ever, its two major components -- the PB and the DBP -~ have &
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rather small network of branches as compared with that of private
commercial banis. Moreover the publicly--supported rural banits have

not been well managed and have remained a very small sesment of the
market (5% of total assets). Instead of posing a threat to BAP members,
they face the likelihood of being absorbed by them. In order for the
public intermediaries to become a serious counterveiling power to the
BAP, it must operate under competjtive conditions. It rust compete for
funds via interest rates and other services., The PNB and the DBP,
together with rural and nrivate develomment banks will not be pressured
to offer competitive rates if they can continue relying on cheap sources
of funds from rediscounting and other chean non-deposit sources. Cormpe-
tition may also come from the market for other instruments. The govern-
ment should consider issuing substitutes to deposits such as small denom-
Ination bonds and bills, and developing their secondary market. Need-
less to say, their terms must he competitive. Prenyo savines bonds
which offer lottery winnings and similar gimmicks should be abandoned
and replaced with papers that are simple to understand and whose yields

are easy to calculate.

It is expected that as competition develops in savings deposits
and government bonds and bills, it will spread fo other f{inancial assets
in the system. Time deposits, money market instruments and private
securities will become closer substitutes of each other. Their markets

will become inteprated into one. Competition for funds will likely
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lead to financial institutions reaching out further to rural clientele,

hence also weakening ohysical barriers to financial flows.

The foregoing leads to the fbllowing specific recommendations
which are all aimed at fostering competitive trading in the financial

market, :

1. Idimit the use of rediscountine facllities to meet target
levels of money supply. Their use for financing special projects
ineluding development of certain financial intermediaries should bhe
stopped. Other credit facilities such as those from foreipgn borrowing
are to be granted on a corpetitive basis. The rediscount rate should
be set at competitive level also at either the inter~bank borrowing
rate or at prime commercial paper rate. These sources will thus be used

sparingly.

5. Develop the market for goverrment securities. Small denome
ination bills and bonds of say 2200, B500, ¥1,000, and hirher may be
floated at rates competitive with money market rates. It is expected
that the smaller denomination papers will have a lower yleld to cover

for increased transaction cost.

3. A program for developing a secondary market for these securi-
ties 1s to be initiated. Private banks are to be encouraged to trade
in the securities and as an incentive they may be allowed to use the

proceeds as a source of funds.
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L, Puding for special projiscts should come from the proceeds
of government issues which, as sugpested above, are to pay competitive
rates. In this way the project costs are estimated more accurately.

Or they may be financed by taxes.

5. TForeign loans for industrv should be granted at competitive
rates. An inflow of capital increases fund supply and will tend to
lower the domestic rate. The Central Bank is to be permitted to earn

profits in managing external sources of funds.

6. GSIS and other employee savings placed in povernment agencies
should earn competitive vield, or at least the rate on long-term bark
deposits. In this way, the G8IS and other agencies will be forced to
invest the funds in profitaple enterprises. This holds true for the

Pag-ibig funds.

Much was left out in this studv. It seems that we barely
seratched the surface of the issues that imoinge on the efficient
functioning of the financial market. There is a need to understand
more fully corporate financlal decision and the saving and portfolic
behavior dfthe non-modern sectors - 1Ow income groups, the agpri-
cultural sector which faces great income uncertainty and the uninceor-
vorated service and industrial sectors. How do they relate to this
imperfect financial market. Vhat is their demand‘fUnction for financial

assets and for sources of credit?
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Tt 1s to be noted that this naner is written at the time of
transition from the regime of regulated rates and specialized role
assigned to intermediaries to a regime of liberalized interest rate and
intermediary portfolio. Later works will be able to compare the oute

comes of the two regimes.
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Major Sources of Data

1, Central Bank of the Philippines, Philippine Financial Statistics

2. National Economic and Development Authority (NEDA) Statistical Yearbook

3. The National Census and Statisties Office, 1974-76 Flow of Funds.

4., Hooley-Moreno Flow of Funds, see above.

5. Moreno-Vasquez Survey of Pinancial Structure, see above.

6. The Manila Stock Exchange Monthly Review,

7. Computer File of money market transactions from an institution which
we cannot identify for now,
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