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BORROWER TRANSACTION COSTS AND CREDIT RATIONING IN
RURAL FINANCIAL MARKETS: THE PHILIPPINE CASE*
by

Virginia G. Abiad, Carlobk E. Cuevak
and Douglals H. Graham**

I. INTRODUCTION

The.importaﬁqe af transaction costs in credit allocation and
its role in the rationing of credit haks been clearly 5hown in
pakt Btudieé.;/ Trankaction cokthk are the non-interest expenkes
_incurréd by.borrowefb as well a5 lenders. They result from the

information gathering procedures of bankks to determine borrower

creditworthiness and/or to comply with Central Bank regulationk.

*Paper presented during the ACPC-PIDS-0SU sponkored seminar-
workshop. on "Financial Intermediation 1in the Rural Sector:
Rekearch Reksults and Policy Ikkuek" held on 26-27 September 1988
at the Cuaderno Hall, Central Bank of the Philippines. This ik
.part of a larger ktudy on comparative bank analykik jointly con=-
ducted by the Agricultural Credit Policy Council (ACPC), Philip~-
pine ' Inktitute for Development Studiek (PIDS) and Ohio State
University (0SU). The project waks coordinated by br. Maric B.
Lamberte (PIDS) and Dr. V. Bruce J. Tolentino (ACPC). '

**Respectively,;, Division Chief, Policy and Planning Divi-
sion, ACPC, Assistant Professor, 0SU and Profekssor, QOSU
. The viewk’ exprebsed in thik study are thokse of the authorsks
and do not necekbarily reflect those of the Inktitute.
1/ ' :
Cuevak (1984), Cuevak and Graham (1984), Ahmed (1982),
Inter-American Development Bank (1983), Ladman (1984), among
others. . " ' -



Transaction cokthk are a meabure of the "friction" existing
in the functioning of financial marketk (Cuevak 1984). They are
likely to increake the cobts of intermediation beyond the level
impoked by, the explicit interest rate. A5 a rekult, the
efficiency of the financial sector in the performance of itk

resource allocation function may decline.

Borrower transaction coktks, which is the main concern of
this study, i5 made up of the actual cakh outlay and the
opportunity cost of time spent in applying for, securing and
repaying a loan. The longer the time taken to évaluate and
process a 1loan, the greater the trankaction cokts for the
borrower--a% keen in the longer hours spent in the bank
premises, more frequent tripks to the bank, greater expenkes for
transportation and food and poksibly, higher fees. Thik
lengthening of processing time ik a common tool of credit

rationing (Ahmed 1982).

Thiks hfudy ‘looks at borrower trankacfion coétg in rural
financial markets (RFM5) and its role in the rationing of credit
in the Philippinesks. More kpecifically, itk objectivek are: 1)
to quantify borrowef transaction coktks; 25 to identify the
factors that detg;mine and are determined by the 1level of

tranhaction co%tk;ﬂ and 3) to determine the role of trankaction:

cobts aks a credit rationing mechanism in RFM5, both during the

2/ ,
Unleks otherwike indicated, all succeeding references to
tranksaction costs (TC) refer to borrower tranksaction cokts,
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period of interest rate regulation and after the derequlation of
interest rates., The following guektionk which operationalize the
above objectives are addrekked:

1. What is the magnitude of borrower trankaction coktk?

2. How do borrower trankaction costs affect borrower

demand foér and accekss to credit?
3. What are the determinantks of theke tranksaction coktk?

4. I5 credit rationing through trankaction cobktk relative-
1y more widekpread and important when -interest rates

are rektricted than when they are deregulated?

A brief background of the 5Btudy ik prelented in Section II
followed by the theoretical framework and methodology. The major
findings are presented in Section III and the conclusions and

policy implications in Section 1IV.

IT. BACKGROUND AND METHODOLOGY

A. Background of the Study

Provikion of agricultural credit“ﬁas a governhent pridrity
even.in the 19505 and 19605, However, it was only in-the mid-785
that the Philippineks received.unprecedéntedly large amountks of
financial aid from international donoré for onalendiné to the
agriculturél sector, The government then launched ‘various credit
programks to make small-farm credit attractive and viable for
financial inbtitutiéné. The largest of thekse c¢redit programk,

both in amount and number of farmer borrowerks, wals Makagana 99, a
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credit prOQramAfor rice farmers launched in 1973. By 198@, the
governménf had 25 different bBupervised credit programs. The
Central -Bank'ys redikéodnting window was the mokt kignificant
source of Bubkidized funds for agricultural cfedit'from_197ﬁ to

1985.

Various formk of intervention eaksed the flow of credit fo
the rural sector ak part of monetary policy. .Noteworthy among
thege‘were a) the CreditiQuota 3cheme which reqﬁired all bankb.to
Bet abkide at 1least 25 percent of net loanablé funds for
aékicultural credit; b) the Depoksit Retention Scheme which
required all branchek and ektenéion offices of commercial banks
and thrift banks to allot 75 bércent of total depokits in a
region té loanks and invebtments in that same region; and ¢) tﬁe
impobifibn of ceilingk on EavingF and time depokit ratek ak well

ak on lending ratek.

The rebkults of mokt of theke credit pfogramé were very
disappeointing. Studieks show that contrary to the intentions of
the program, a very small portion of the funds (18%) reached the
small farmers, and loan arrearages--particularly for 5superviked,
non-collateralized and 5small agricultural loank-=were high.
(Sacay et al. 1986). The rural financial institutions involved
ﬁainly rurél-bankb were sét back as a reksult of high levels of
unpaid léanb. Diktortionk to incentivek were evident in their
financial infermediation function, rebulting from their eaby
acceéh to discounted funds with preferential interest rates and

from the lack of local depokit mobilization,
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In 1981, government policy bEtarted to shift away from the
Btance of :Btrong intervention in finéncial markets that prevailed
in the '705, and gradually moved toward iﬁb prehent policy of
interest rate 1liberalization. Savings and time depokit ratek
were deregulated in 1981,'lending rate% in 1983, ahd red1566Unted
éhorﬁ‘term agricultural loank in 1984, However, it wabk only when
the Ipoiicy of cheap rediécounting'wab' discontinued in November
i985 that dereguiétion'of lending interest ratek can be 5aid tb
_ have truly takén-effect. (Lamberte and Lim'1987) Llanto 1986).
on thik bakik, quember'lQSS ik uked ak the cut-off date for thé

Regulated '(1972 to 1985) énd Derégulated (1986 to 1987) periods
' 3/ : , o ' .

in thiks b5tudy.

‘B. Theoretical Framework and'Methodology

iﬁ_én en?ironmént of intereBt rate reguiation;”intéreht rate
ceilings impoksed by-moﬁetary authoritieb prevent interebt ratek
from -moving.to the markét equilibrium rate. fﬁib regulté‘in an
~excebs demand for credit (Q Q ) at the ceilingrrafe of i . The
iower.-ﬁhé.im?osed ceiling o; ? relative to the market raie, the

greater will be the unsatisfied demand for credit.

Since in effect a shortage of credit would exikt at the
regulated rate, lendér%l'would have to apportion thib shor t
supply .among all those who are applying for a. loan. A more com=-

plicated credit delivéry syktem will rebult ak variouk kinds of

3/ :

"~ In conkidering these two periods, it ik important to
recognize that loan risks ro%e in the mid-1980% (compared to
the late 19705 and early 19805) due to the onket of the
world recekkion which affected the country.
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selection/Bcreening procedures are used by lenders to determine
who of the prospective borrowers will get a loan andrwhd will ‘be
<rejected'(Ladmén 1983). Theke procedures will alko determine the
amount that will be rationed out to each of | the "acceptable"

borrowers.

Theke information'gathering procedures, dekigned £o akseks
each 'borrower-applicant'B credit worthinels, '.rebulf in
"trankaction” coktks to 1enderb as well aks to borrowersks. .Lendefs
incur coktk abbociated-wiﬁh évaluating, diBburBing and collecting
16anh. Lender trankaction cobkth increabe the mérginal'céété-fmc)
of financial inStitutions and Bhifts the Bupply curve to the
left, S§' in Figure 1. At the regulated rate therefore, lenderks
are willing to lend out Q ', an amount smaller than Q . At Q'

B 5 5
while 1lenders are conktrained to charge the interekt rate i ,

: r
borrowers are willing to pay a much higher rate for credit, 1i'.

r

Borrowers will therefore continue to seek credit equivalent to

Q ' ak long abk their tranksaction cokts are leks than or equal to
B ' '
the margin i'i , The lower the .relstricted interekst rate, the

r
greater the tranbkaction costs that borrowers will be willing to

absorb and vice verka, '

The Simultaneouls Egquationk Model

Trankaction c¢osts are seen aks affecting both 1lender and
borrower behavior. Under the aksumption that trankaction coktks
are conkidered by borrowers as part of the total loan price, then

the correct model ikt a system of kBimultaneou® equations in which



—

08’ Qs de . @_p

Figure 4.'Borrower Transactian Costs

i’
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transaction cokts and 1loan amount are endogenous variableb

(Cuevab and Graham 1985).

The Simultaneous Equationk Model hpecified by Cue?ah and
Graham iB tebBted empirically on the burvey data uking the two-
Stage ‘least sgquares (TSLS) method. The model conkiktk of» two
equations: a) A Loan Demand Equation and 'b) A Transaction Cokt

Equation.

The . demand for c¢redit is5 hypothesized to be determined by
kix factork: 1) the coBt-of borrowing, made up of interest ex-
penkse (i) and borrower trankaction cost (TC); 2) the size of land
owned by the borrower, uked ak a meabure of hik wealth aﬁd
resource endowment, ab% well a% an indicator of hik liquidity
requirements for production (LRP); ¢) the borrower's liquidiﬁy
requirementb for conkumption (LRC), determined by the kize of hiB
houkehold, the nﬁmber of dependent:s and the level of education of
the houbkehold head; 4) the type of bank borrowed from; 5) the
policy pericd in which the loan wak acquired (before or after
deregulation) and 6) the availébility and availment of credit

from informal bkourcek.
The loan demand equation ik kpecified ak follows:

inL = ¢ + ¢ 1InTc ¢+ C 1n{(i) + d 1lnA + e (HHSIZE) + e DEP
o 1 2 1 1 2 ‘

+ e EDUC + f YEAR + £ BANK + £ INFORMAL
3 1 2 3



where TC

9

= borrower transaction .cobktk ak a 'percentage of 1loan

amount received

L =

o
"

BANK

YEAR

YEAR = 1 if after deregulation (1986 to 1987)
YEAR = é if before déregulatiOn (1972 to 1985)
HHSIZE = number of members in houéehéld:
DEP = number of'dependenfs in houéeﬁold
EDUC = years of Bchéoling of houbehold_heéd

the loan amount applied for
the real interebt rate charged on the loan

the area of land owned

is a dummy variable for type of bank

BANK 1 if RB

BANK

@ if not-RB..

= i5 a dummy variable to dibstinguikh if amount wak

borrowed before or after deregulation of 1loan

interest ratek

INFORMAL = dummy variable for availment by borrower of

credit from informal sourcek

INF = 1 1if. bank borrower has also borrcwed
‘'informal lenders
= g if otherwike

INF

Tranbaction Cokt Equation:

Trankaction

costs are hypothekized to be determined by

from

the

following factors: 1) the &kize of loan applied for by the

borrower; 2) the interest rate; 3) the area of 1land owned by
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borrower, hik previous 1loan delinguency and -the type of
collateral, allrindicatorB of the borrower's degree of rikk; 4)
the type of bank; 5) the period of the loan (befofe_ or after

deregulation) and 6) the diktance of borrower'k rekidence to the

bank.
The Trankaction Cokt Equation ik bpecified ak follows:
inTC = a + a InL + a In(i) + a 1nA + b COL + b DEL

o 1 2 3 1 2

+ b BANK + b YEAR + b DIS
4 5 6 :

where TC = borrowerk' trankaction cobts as a percentage of loan

amount received.

I. = the loan amount appiied for
i = the real ihterebt rate charged on the locan
A = the area of land owned

COL = dummy variable for the type of collateral

COL

1l if collateral ik real ebtate

CoL @ if otherwike

- DEL = dummy variable for the previouks repayment
performance of the borrower.

DEL

1 if delinguent at any time in the pakt

It

DEL @ if otherwike
BANK = ik a dummy variable for Eype.of bank

BANK

Ll

l if RB
BANK = 0 iflnot RB
YEAR = is a dummy variable to diktinguikh if amount wak
bofrowed before or after deregulation of 1loan

interekt rateb



11

YEAR

1 if after deregulation (1986 to 1987)

YEAR-

g if before deregulation (1972 to 1985)

DIST = distance to bank (meakured by traveling time)

The data ubed in the study ik croks=section data from a.
houkehold kurvey. conducted by the Agricultural Credit Policy
Council (ACPC{ in 5ix areas in the country. A two-Btage Bimple
random sampling scheme was used with rural barangaybl as the
primary Bampling unit and houkeholdks éb the bkecondary Ssampling
unit. Quektions for the 5tudy were incorporated into the
household gquestionnaire of the ACPC survey, carried out in the

lakt quarter of 1987.

The &sample conkiktk of 176 bank borrowing houkeholdls, all
from predominantly:rural, agricultural areak in fhe provinces of .
Batangas, Camarines Sur, Pangakinan, Iloilo, Negroé‘Oriental“and
 Miksamiks Oriental. ‘Tﬁo thirds of the respondents were farmerk,
engaged mainly in crop production.

4/

Since 1loank in the sample were made in different yearhs
within a l6-year period (1972 to 1987), theke amountks have been
converted into real terms, uking a national GDP deflator with

1972 ak the bake year.

4/ '

" 7Thik refers to the most recent loan of borrower.
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ITTI. RESULTS OF THE STUDY

Borrower transaction coktk (in pegohlof 1972) was computed
for the sample and tofalléd B22.21 (kee Tablevl). This conkiktk
of the cabkh outlay of P18.62 and the opportunity cost of time of
P4.l9. - The three largekt expenbkeks incurred by a borrower in the
progekk of applying and receiving hik loan we;é fees (43%),
transportation (29%) and food (22%). Of the opportunity cokt of

time, about two thirds wak due to time bpent in the bank
premikels; the rekt wak due to time traveling to and from the
bank. Rural bank borrowers had lower peko trankaction cobkts than
béfroweré of non-rural bankks, but relative to the 1locan amount

received, TC (%) ib greater for rural bank borrowerk.

The simultaneouk equationk model specified above was
ektimatéd with the survey data ubing two-ktage. leakt Ekquares
(TSLS) . The rekults are summarized in Table 2; parameter
ebtimaﬁeb and\t-htatigtich are shown in'Table.3. The cgefficient
of - determination (R ) in the loan demand equationé/ i low
(.29), but thik i5 not unusual for Studies uking crosk ksectional
data.  An. examination of the correlatibn matrix Bhowed a low

correlation among all variablebs, except for Household 8ize and

Dependents, which had a correlation coefficient of .89.

5/ ‘
. The coefficient of determination in the TC equation ik
negative (thiks 1is pokkible under TSLS); and therefore a
meaningless value. ‘
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Table 1

BORROWER TRANSACTION CCSTS
IN PESOS OQF 1972
BY TYPE OF BANK AND REGULATORY PERIOD

Sample Average: Cakh Outlay Opportunlty Coht Borrower Tranbactlon

, ~of Time¥* Cokt
(1) - (2) (1 + 2)
Regulation Period:
. % _ ' 3 : Y
Rural Bank P21.99 83.9 P4.22 - 1le6.1 * P26.21 '100.0
Non-Rural Bank** 23,75 84.2 - 4,44 15.8 - 28.19 1006.0
Total ' 22,44 84.0 . 4,27 l6.0 26.71 166.0
Deregulation Period:
- . : : 3 3 - o %
Rural Bank P 8.31 72.7 P3.12 27.3 P11.43 106.0
Non-Rural Bank 13.67 74.7 4.63 25.3 18.30 100.0
Total 13.46 78.3 3.73 21.7 17.19 100.0
Total Sample:
o : E : . N %
Rural Bank P17.1¢ 81.7 P3.82 18.3 P2¢.92 106.0
Non-Rural Bank 19.77 80.3 4.86 19.7 24.63 1006.0

~Total - 18.¢2  81.1 4.19 18.9 22.21 160.0

* Opportunity Cost of Time = Total Hourk X Average Real Cokt of Time
- Per Hour., ' :

Average "Real Cost of Time Per Hour: Baked on Minimum Wages and
Allowancek Legiklated in the - Philippinek, Inktitute of Labor and:
Manpower Studiek, Miniktry of Labor and Employment

For Non-Agricultural Occupationk: Real Wage Rate, Outkide Metro
Manila For Agriecultural Occupations: Real Non-Plantation Wagek
Rates Bake Year = 1972; Seabsonality in. Agricultural Work not
covered, ' : o

** Includeks commercialvbahkb, private development bénkh, PNB, DBP,
cooperative rural banks, and Land Bank Cooperativel

Source : Abiad, 1988.
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Table 2

FACTORS AFFECTING LOAN DEMAND AND TRANSACTION COSTS

~ Dummy Variable

H

DELINQUENCY: @

1

Factorks Affecting: Expected Actual
Sign Sign Remarks
Demand
7——-—4——
Trankaction Coktk - - Significant
Interest Rate - +
Area of Land Owned + + Significant
Houkehold Size + + :
Dependents + -
Education + + Significant
a/ -
Year + - Significant
b/ |
Bank + -
Informal Credit + +
Trankaction Coktk
Loan Amount + +
Interest Rate - -
Area of Land Owned - -
a/
Year + -
b/
Bank : - + Significant
c/
Collateral - -
Delingquency + - S
Diktance + + Significant
a/
Dummy Variable YEAR: ¢ = Regulated Period
: (1972-1985)
1l = Deregulated Period
(1986-1987)
b/
Dummy Variable BANK: @ = Non-Rural Bank
-1 = Rural Bank
% | -
Dummy Variable COLLATERAL: @ = Non-real estate
: 1 = Real extate
d/ '

No previous loan
Delinquency
With previous loan



ESTIMATED PARAMETERS,
TRANSACTION COST EQUATION AND LOAN DEMAND EQUATION

Table 3

15

Jointly Dependent Variables

Tranksaction Coktk

Loan Demand

(1nTC) (1nL)
Right—Hand Side Variables Estimate T-Statiktic Ektimate T-Statiktic
‘Loan'Amount (1nL) - 3.4865 g.8031 e eesee-
Trankaction Cokt (1nTC)  =ec—ce comece= -3.2910 -1.8315%
Interest Rate [1n(i)] -0.2959 -9.2051 1.0803 1.3480
Area of Land Owned (inA) -9.1885 -1.0510 2.1714 1.9798*
Household Size (HHSIZE)  ====== coceeo 0.1672 '1.6573
Dependen£b (DEP) = emseas ceraa | -3.1375 -1.2911
Education (EDUC)  =meem=  mmeeeo 3.0683 2.5806
Year (YEAR) | -0.0005 -0.0009 -6.7200 -2.5362%
Bank (BANK) #.9153 1.7690* --z.qzée -6.1173
‘Collateral. (COL) -1.2689 =1.4189 ©  ceceem cmmeeo
Delinquency (DEL) -0.4096 -0.5973 T —————
Distance (DIST) 9.2301 2.7868%  wemmee cmeoe
Informal ¢.0339 0.1224 SRS e
Intercept -3.3713 - -0.8895 6.0941 13.5559
2 |
R -6.1936 0.2917
Fevalue . secaaa 6.3855
n=133
* significant at .10 or higher,
Svource : Abiad, 1988.
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Trankaction coktk ~ were: found to be an important
deferminant -0of loan. demand, bonfirming the expected 1inverke
relationkhip between the two variablek. Other déterminantk - of
loan demandZ/ found to be gtatibtically bBignificant afe a) ‘the

~year of the loan (Regulated or Deregulated Period); b) érea of
‘land owned; and ¢) level of education, all bignficant at .16 or
higher, Trankaction Cokts and Year of the loan trankaction are

both inverkely related to Loan Demand, while Land and Education

are pokitively related.

For the borkower, trankaction costs ére an édded outléy and
ak our fihdingé indicate,.would make him borrow lesk as his out-
of-pocket expenkes and coBt of time Spent on the loan aﬁplicatibn
increakes. The rebults indicate further that trankaction cobtb,

- a5 one component of the cobst of borrowing, may be a more import-
ant determinant of loan demand than the explicit interekst rate,

at leakt in a rural-basksed community.

The negative »ign for the variable Year 5hows that Loan
~ demand wabk dgreater in the regulated than in the deregulated
périod. Thik may indicate that the decline in trankaction coktks
that came with deregulation (kee Table 1) wak probably much

Emaller in magnitude compared to the rike in interekt cokts that

6/ :

“ This and all other referencek to trankaction coktks refer
to TC as a proportion of 1loan amount received. The -only
exception is TC in (and with reference) to. Table 2, which
indicatelk the peko value of TC,

7/ ' '

+  Loan demand ik measured by the loan amount applied for by
the borrower, referred to in the study ak loan amount. In
contrakt, the term loan amount received refers to the actual
bize of loan granted by the bank.
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came with liberalization. A a result, the total cokt of
borrowing (i + TC) waks higher in the derequlated period and ioanv
demand declined. The higher level of demand in .the ‘regulatéd
period may alkso be attfibuted‘to the generally more robukt levels
of economic activity in that period compared to .the liberalized

‘period.

Two:of the Beven variables in the tranbkaction coBts equation
wefe found to be sBignificant factoré in determ1n1ng the level of
tranksaction cobtb: the type of bank and the diktance to the bank.
The Bank dummy varlable 15 pokitively related to transaction
cosths wblch Bhowb that transactlon coétb are hlgher for rural
bankks than ﬁor non-rural banks. 'ThlB could‘be due to the large
amount 6f kﬁpervibed‘loanh handled by the rural banks, which
carried Qith tﬁém‘highlj Eime—cénéuming screening and -procedural
requirementk. In ‘addition, | the clientele Vof rural banks,
compared to -commerciallvbénkb, private development banks and
government banks, i% predominantly made up of small farmer
borrowerk, widely diktributed in far-off barrios, and .therefore
incurring - much higher trankacticn costk relative to the b5mall
loan amountks they borrow, The Diktance variable, méabured by
traveiing time to and from the bénk, has a positive coefficient,
Thik &5shows that borrbwerk Qho live farther from:the bank will
have higher TC 1eveié. This i5 logical, kince part of TC ik made
up of tranbportatlon expenkeb and the peso value of travel time

to and from the bank.

The H®ix remaining variablek in the equation--loan amount,

interest rété, area of land oWned, type of cdllaterai, loan
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.delinquency and year of ‘loan, were ‘not statiktically
gignificaﬁt. Thik rekult ik surpriking, particularly £for the
three risk-related factors: land, collateral and previoﬁh loan
delinquency. Their lack of relationhhip to tranbaction coktks
could raike Bome doubt® ak to the effectiveness of ‘loan and
portfolio management in theke banks, particularliy rural banks,
which make up two thirdb of the sample. It may indicate that
rural bankk in general are defiéient in thekse areab‘ of 1loan
management. -It may‘ .aibo show fhat land collateral ik more
"credible”™ ak a foreciobure device and rationing mechanikm in
commercial bankk and p:ivéte development banks than in. rural
banks, where management may not follow through ak aggrekkively.
Unfértunately, the number of each of these other banks ik not
‘sufficiently large to give more conclusive ankwerk to theke

quektionks.

A dummy variable tekt wak carried out to determine the role
of the use of informal credit on thé demand for credit in the
formal market. The informal market a5 an independent variable
was found not to be significant in relation to 1loan demand.
However, the pokitive kign of the coefficient indicateks that
informal credit ik a complement rather than a BsBubbtitute fbf bank
credit. That is, thoke who borrow from the bank alko borrow from

the informal market.

The Requlated and Deregulated Periodk: A Comparikon

Ak the Philippine ecohomy shifted to a liberalized financial

environment, kome structural changes took place in the financial
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market. In thik bection; we look into some of theke c¢hangek,

with respect to their effects on transaction costk.

It must be kept in mind, however, that bnly the firkt two‘
yeark rof the deregulation period are Co?ered by the Btﬁdy in
_contra3£ with the 13-year coverage of the regulated pefiod. What
we have caught therefore ik only the rekult of firkt-phake
édjuétmenté, and it may take more time before the markets have

completed their adjustment to the liberalized environment.

Tranhaction.cdbtb,-aﬁ implicit ¢obst to the borrowér over and-
ébdvé the explicit interekt rate, was found to be regrekkive in
impact in both'periods. 'Thig i® k0 whether we view ‘transaction
cobtb‘ ak a proportion of.thg'loan aﬁount received or abs 'a_
proportion of the nominél”intergét rate charged. Small borrowerks
are thereforelpenalized by an additional "tax" on borrowing over
and_above ﬁhe interest rate, at rateks proportionally greater than

thokse paid by medium and large borrowerks.

Tableé 4 and 5 éhbw TraﬁgaEtiéné Cobt ak a percéntage of
lbah amount received, by loan 5ize and by bank for fhe two
périodé. It éhOWB that in tﬁe Réguiated Period, TC ié‘more than‘é
1/2 timebk larger for'émall borrowers than for medium borrowerks
and abdut 1.7 times greatér.than for'iarge .borrowefb. In the
Deregulation pe;ibd, average_TC-decliﬁes for all loan Bizek, abs
expected, but the regrekkive paffern 6f the pre§iou§ period ik

5till keen, and even magnified for small relative to large
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Table 4

TRANSACTION COSTS AS A PERCENTAGE OF LOAN AMOUNT RECEIVED

BY LOAN SIZE AND REGULATORY PERIOD

Sample Average: Borrowerhs
. _ a/
No. % TC - (%)
Regulated Period
b/
Small 53 50.96% 4,86
Medium - 34 32.69% 1.74
Large 17 16.35% 2,78
Total 104 l00.00% 3.50
Deregulated Period
Small 45 65.22% 3.47
Medium 22 31.88% 1.55
Large 2 2.90% 6.17
Total 69 100.00% 2.64
Total Sample
Small 98 56.65% 4,23
Medium 56 32.37% 1,51
Large 19 10.98% 2,51
</
Total 173 100.00% 3.1¢@
a/
TC
TC(3) = ————————semsswmmas—
Loan Amount Received
b/ -
(All in pekoks of 1972):
Small: P2,000 or leks
Medium: P2,001 to Plg8,0060
- Large: P14,0061 to P506,000
</ :
‘fotal is le¥k than 176 due to miksing data in one
or more of the following variablek: date of loan,

transaction costk, and loan amount received,

Source : Abiad,

1988.



Table 5

TRANSACTION CCST‘AS A PERCENTAGE OF LOAN AMOUNT RECEIVED
: BY TYPE OF BANK AND REGULATCRY PERIOD

Sample-Average: No. of Borrowerks - TC (%)
No. %
Regqulated Period
Rural Bank 73 73.0 4.17
Non=Rural Bank .27 27.0 2.88
Total 1 100.0 : 3.60
Deregulated Period
Rural Bank . - 41 60.3 2.41
Non-Rural Bank 27 39.7 3.05
Total . 68. 100.0 2.66
Total Sample
Rural Bank 114 67.8 : 3.54
- Non=Rural Bank 54 32.2 2.56
</ . . |
a/
TC
TC($) = ===mm——m—cceeec—————
Loan Amount Received
b/

Includes commeccial bankk, private development banks,
PNB, DBP, SLAY, cooperative rural bankks and Land Bank
cooperativek. ' :

</

Total i% less than 176 due to mibking data in one or
more of the following variables: date of loan, tranBaction
costs, and loan amount received,

a/

Totalk differ from Table 4 due to a different number

of valid observationk.

Source : Abiad, 1988.

21
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8/

loank, The difference between the TC of small and medium loanks
declined by about 55 percent in the Post-Deregulation period, but
ik Btill‘high at- 239 percent. The general patﬁern Bupports® the
hypothe&is that TC ak a percentage of loan received tends to be
regrehhiﬁe,‘but it i% Burpribking thaf thik regrekkive pattern wak
not bignificantly reduced after deregulation, ak would be

expected. It ik pokkible that given more time, the necekkary

5tructural adjustments will 5till take place.

While RB% borrowerks exhibit TC levels whiqh are more tﬁan
double that of non=RB bé;r0wers (Table 5), their Té decreaked
draktically in the Deregulstion périod, while the TC of non-RB
borrowers 1increaked. The latter coﬁld be attributed to the

decreakse in the average real loan 5ize of non=RB borrowerks (kee

Table 7) in the Deregulated period.

Tabieks 1¢ and 11 prekent transaction cobBtk ak a percentage
of thé' hominal interest rate. Since TC ik an added cost tb
borrowing, over and above tﬁe explicit interekt rate, it acts ak
a kind of "tax"‘ on borrowerks. Thié -tax ik what we are
attempting to meakure in the data preéeﬁted in ithis  table. The
data coéfirmb once more/the regrehhive‘ nature of tranbéction
cobfs. In both the Regulated ahd Deregulated periods, TC ak a
percehtége of nominél intéreét rate ik® seen to be Higher for
_Bmall. loans than for large loank. The tax-on 5mall loank ik

large in the Regulated period -- 175 percent greater than for

g8/ , ~ : _

The number of large borrowers ik too small to make any
substantive concluksions, but probably gives some indication that
could be bubstantiated by further rebkearch.
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AVERAGE LOAN AMOUNT RECEIVED, NOMINAL AND REAL
BY LOAN SIZE AND REGULATORY PERIOD"

Sample Average:

Requlated Period

Borrowerk

No. %

Loan Sige

a/

Nominal Real

b/ : .
Small 53 50.96% P 2,178 P 1,044
Medium - 34 32.69% 6,571 1,994
Large . <17 16.35% 23,724 - 9,697
“Total 194 100.00% 7,136 2,767
Derequlated Peridd,
small 45 65.228 P 2,515 P 387
Medium - 22 31.88% 11,258 1,637
Large 2 2.90% 26,400 3,827
Total 69 100.00% 5,996 885
Total Sample
Small 98 56.65% P 2,333 P 742
Medium 56 32.37% 8,412 1,851
Large 19 10.98% 24,0605 9,079
_ c/ ‘ _
Total 173 100.00% 6,681 2,017
a/
Bake Year = 1972
b

(All in pekok of 1972):
Small: P2,08@ or lekks
Medium: P2,061 to Pl0,000

c/

~ rotal ik.less than 176 due

Large: Pl0@,001 to PS508,000

more of the following variable : date of
coktk, and loan amount received,

Source : Abiad, 1988.

loan,

to mikking data in one or

trankaction
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Table 7

AVERAGE LOAN AMOUNT RECEIVED, NOMINAL AND REAL
BY TYPE OF BANK AND REGULATORY PERIOD

Sample Average Borrowers - Loan Size
‘ ) : a/
No. % Nominal Real -
Requlated Period
b/ |
Rural Bank -73 73.8 P6,599 2,210
Non=-Rural Bank 27 27.0 P7,718 . ¥4,160
Total - 100 15#.% . . P6,901 2,737
Deregulated Period
Rural Bank 41 60.3 P6,053 ¥ 905
Non=~Rural Bank 27 39.7 P6,017 P 872 .
Total 68 . lo9.0 P6,039 2 8§92
Total Sampile
Rural Bank 114 67.9 P6,402 21,740
Non-Rural Bank 54 32.1 P6,868 ¥2,516
' c/ |
Total 168 "lo0.0 P6,552 «P’l,990~

a/

b/ : :
Includes commercial banks, private development banks, PNB,
DBP., SLAk, cooperative rural bankB and Land Bank cooperativek.
c/ A

BaSe Year = 1972

Total ik leks than 176 ‘due to mikking data in one or more
of the following variables: date of loan, tranbaction coltk, and
loan amount received, ' o -

‘ 4/

© Totalk différ from Table 6 due to a différent number of
valid obkervationk. :

Source : Abiad, 1988.'
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-‘Table 8.

AVERAGE INTEREST RATES, NOMINAL AND REAL
BY LOAN SIZE AND REGULATQORY PERIOD

Sample Average: Borrowerk Interekst Rate
, . : : . a/
No. % . Nominal Real
Regulated Period
b/ | o |
Small : 53 . SBQQG% 16.55 -3118
Medium ’ 34 32.69% 16.32 -3.,69
Large : 17 16.35% 16.02 -2.20
Total - 104 100.00% 16,38 -2.43
Deregulated Period
Small | 45  65.22% . 17.29  16.33
Medium 22 31.88% 29.48 19,53
Large , 2 2.90%. 21.00 19.83
Total ' 69 _lﬁﬂ.ﬂﬂ% 18,42 17.45
Total Sample |
Small 98 56.65% 16.89 6.26
Medium 56 32.37% 17.95% 5.43
Large : : .19 12.98% 16.55 4,06
. a/ ‘
Total 1737 100.00% 12,20 5.73
a/ -
Bake Year = 1972
b
“{(All in peBok of 1972): -
Small: 2,000 or leks .
Medium: 2,001 to 10,000
Large:; 106,001 to 500,000
c/ - _
Range of interekt rateb:
Regulated Period: ' , _
Nominal rates - Minimum: 5.00% Maximum: 30.00%
Real ratel Minimums: =-44.34% ‘Maximum: 18.01%
Deregulated Period: - )
Nominal rateb Minimum: 5.00% Maximum: 30.00%
~ Real ratesk Minimum: 4.23% = Maximums: 29.23%
d/

| ~ Total ik less than 176 due .to mibking data in one or -
more of the following variables: date of loan, trankaction
costs, and loan amount received. '

Source : Abiad, 1988.
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Table 9

AVERAGE INTEREST RATE, NOMINAL AND REAL
~ BY TYPE OF BANK AND REGULATORY PERIOD

Sample Average Borrowerks Interekst Rate

No. 2 Nominal Real

Regulated Period

b/
Rural Bank 73 : 73.0 16.349 -2.023
Non-Rural Bank 27 27.0 16.481 - ~-g.092

Total lee - 1legp.0 16.385 ~ =g.0218

Derequlated Period

Rural Bank 4] 60.3 18.927 2.178
. Non=Rural Bank 27 39.7 17.878 .178

Total 68 l1lg0.0 - 18.51¢0 ¢.178

‘Total Sample

Rural Bank 114 67.8 17.276 049

Non~Rural Bank 54 32,2 - 17.18¢@ .388
: c/ _
“Total 168 l0g.0 : 17.245 862
a/

Bake Year = 1972
b/ |

Includes commercial bankk, private development - banks,
PNB, DBP, SLAE, cooperative rural bank: and Land Bank
cooperativek, : : :

c/ .

.Total ib% lekk than 176 duek to mikking data in one or
more of the following variablek: date of loan, source of loan
and interekt rate.

a/

Totals differ from Table 4 due to a different number of

valid obbkervations,

Source :; Abiad, 1988,
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TRANSACTION COSTS AS A PERCENTAGE- OF INTEREST RATE
- BY LOAN SIZE AND REGULATORY PERIOD

Sample Average: - Borrowerk TC (%)
NO * % | eeececcceca e - —-——-———— -
' Nominal Interest Rate
"Requlated Period
a/ ‘ |

Small 53 50.96% 29.4%

Medium 34 32.69% 19.7%

Large ‘ 17 16.35% " 17.4%

Total . . 104 100.00% 21.4%
Deregulated Period

Small 45 65.22% 20.1%

Medium 22 31.88% 7.6%

- Large 2 2.90% . 8%

Total 69 160.00% . 14.3%

Total Sample
. Small 98 56.65% 25.0%

Medium 56 32.37% 8.4%

Large 19 10.98% 15.2%

Total 173 b 1¢06.00% 25.4%

a/

(All in pekos of 1972
Small: 2,000 or lebs

Medium: 2,001 to 10,000
Large: 10,0801 to 506,000

b/

Total i5 1leks than 176 due
more of the following variableb:

and interest rate.

Source : Abiad, 1988.

):

to missing data in one or

date of loan, bBource of 1loan



28

Table 11

TRANSACTION COSTS AS A PERCENTAGE OF INTEREST RATE
BY TYPE OF BANK AND REGULATORY PERIOD

Sample Average: Borrowers TC (%)
No. . & e e —————————— :
Nominal Interekt Rate

Requlated Period

a/ ‘
Rural Bank 73 73.0% .29%
Non-Rural Bank 27 27.0% .16%

Total . lpgp  100.0% «26%

Rural Bank 41 59.4% .14

Non-Rural Bank : 28 10.6% «27

Total . 69 1l0p.0% .19

Total Sample

Rural Bank 114 67.8% .24
Non~Rural Bank 54 32.2% .22

- Total 168 b 10@.0% .23
a/

Includes commercial bankk, private dJdevelopment bankk,
PNB, DBP, §SLAL, cooperative rural banks and Land Bank
cooperativeks, ' ‘ o S
b/ . '

~ Total is5 1leks than 176 due to miksing data in one or
more of the following variableks: date of 1loan, trankaction
costs, and loan amount received. Variableks: date of 1loan,
source of loan and interebt rate.

Source : Abiad, 1988.
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medium and 69 percent more than for large ioanh. Thié‘regrebgive
trend remains high in the Deregulation period, with the - tax on
Emall loan% greater than that on medium and lafge loank by 164
pétqenf and 2,412 percent rebpectively., On the one hand, the
expected‘.regrebbive nétu;e'of TC i5 confirmed by loan kize. On
the other hand one would have expected thils regrekiive incidence
to be reduced during the period of derégulation. But thik 4did not

occur , Again, thiks ik contrary to the expected reksultls,

7 The khift from Regulétion to beregulation also baw the

‘ following changéé:- |

| a) a decline in Ehe vblume and in the realvvalue of loang;
across all loan sizes and aéroké all banktfpeb' probably
reflecﬁing tighfer érédit market conditions during the
more recent recéééionary of yearls;

b} an 1increake in intereét rates, both nominal and m}éal,
but with the increake in nominal rates for kmall 1oaﬁs
809 percent smaller than that for medium and large loank;
and

c) a decline in the number of borrowerks of RBE while the

number of borrowers of non-RBE increaked.

I.D. Crokk Couhtry Comparison

Five different‘gtudiéh maée between 1981 and 1983 covered
agricultural credit 'programé in the -followiﬁg .underdeveloped
countries: . Banglddeéh (Ahmed 1982), Ecuador, Panama énq ﬁeru
.(inter—American 'DeveiOPment Bank 1983), ahd' Honduras (Cuevak

1984). These 5tudies involved field burveys at the farm level
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and documented the explicit and implicit non—interébt cokts which
were incurred by! borrowers in the prodeék 1of éecﬁring- and
repaying their agricultural loank. The rebults of theke btuaieb
in relation to borrower trankaction costs were reviewed by Cuevak
and Graham (1984) and it waks concluded that "the intended effect
of e¢redit. policieks involving a 1low and teiatively uniform
interest rate is not attained."” They pointed out that inktead,
a ékewed, regressive Btructure of total credit cokts (interebt
rate plus transaction cobkts) ik obtained. This ik reflected by
the défa for the five cduntrieé in Table 12, Trankaction coktks
ak a percentage of 1loan amgunt is shown in Panel A, while
trangaction cokts ak a froportioq of the interekt rate charged is
shown 'in Pahel B. In both cakek, the sample average, ak well ‘as
thé averages for three loan size categoriek are reported in the

table.

The results for -thé Philippines, baked on the findihgb of
. this Study are 5hown din the lakt three columnks of ' the table.
Before a cross country comparikson ik made, it ik important to
point out two major.differenceé between the Philippine Study and
those of the five Gountries in the table, First, the Philippine
study is not limited to farmers raé reépondenté nor to
agricultural loans, thle the 5 other studies fgcuh on farmerks
‘and aéricultural éredit. Secondly, while all (including the
Philippine 5tudy) are croéb kection Btﬁdieh, the loanks in the
Philippine Bfudy, repreksenting "the mokt recent loén" of the
respondent, were acqguired in different years®s over é l6=-year

period, while loank in‘'each of the 5 btudié¢s were acquired in a



Table 12

(]IQ()ESES‘ COUNTRY CCMPARISON OF BORROWER 'ITQJ\PJES{\CII‘I()PJ COSTS
BY LOAN STIZE FOR SELECTED COUNTRIES IN THE 1980s

fransaction Costs Bengladesh RBcuador londuras Panama Peru . Philippines
By Loan Size o REG  DEREG TOTAL

k. Transaction Costs as
Percent of Loan Amcunt

Sauple Average w8 h% 52 L Y B

Spall Loans 2.4 5,3 59 5T 39 L s A
Medium Loang 1.8 2.0 1,8 30 L3 1.7 W .
liarge Loans _ 1.0 0.8 . 0.2 a0 L0 2.8 0.2 - 2.5

B. Transaction Costs as
_ Percent of Bxplicit-
Interest Charges

Sanple Average , 180.8% 22.9% 2,18 46,48 40X N4y 1L 5.4
Small Loans " 245.0 2.7 - B4 Y 13,0 29.4 20.1 25.0

- Kedium Loans 145.8 17.3 12.3 26.8 4,3 10,7 7.6 - 8.4

. Large Loans 5.1 4,1 1.5 17.4 3.3 174 0.8 152

Soucce: Cuevas and Grahaa, [(1984); Philippine data from Abisd, 1988

Note: 1) Source of Dats for § Countries: Bangladesh, Abwed (1382}; Honduras, Cuevas (1984);
Bcuador, Panans and Peru, Inter-American Developaent Bank (1983).

2) Panel B Data: based on the levels of explicit interest rate reported in the
different sources, ¢.¢., for Bangladesh the average transaction costs ia
Panel A was 21.7% and the explicit rate reported by Ahmed is 12%,
therefore (21.7/12}%100 = 180.8%,

31
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narrower range of yeark. 1In hpité of theke differerncek, it ik

believed that the data for the 5ix countries iBiBtill comparable,

If Bangladebh i5 excluded becauke of ith extreme values, the
Philippines and the five Latin American countriek exhibit TC (a5
a percent of 1oan amount) which ranges from a low of 1;2 percent
for Peru to 5,2 percent for.Panama._-The Philippine figure ik
midway within this range, at 3.1 percent for the entire sample,
but higher for the Regulated period (3,5%) than for the
Deregulated (2.6%). The magnitude for Bangladekh i5 21.7
percent, more than four timek greater than that of Panama. The
unubual values ofVTCV(both as a proportion of loan amount (Panel
A) and of interekt rate (Panel B) ik attributed to the unukually
small 1loan &size characteriktic of the Bangladekh kurvey, in
comparison to thoke recorded in the Latin American Btudieg; 'It
is reaskonable to conclude from the data that Philippine ioan 5ize
diktribution ik cloker to the latter than to thoke Been'-in

Bangladeksh.

_All Bix countfieb show a regrébsive TC structure, ak kBeen in
the COmparigon of tHe TC levels of 5mall loank to thoke of mediﬁm
and large loanhs. In the Hondurak cake, TC for bmall loank ik 30
timek ak high ak thoke for.large-loangg 8.8 pércent in Ecuador,
2.9 percent in Panama. Compared to theke, the ?ﬁilippine ratioks
-are lower: 2.8'percent;for small loénh cémpareé to médium, and
only 1.7 for 5mall loank compared to large. However, ak pointed
out ‘earlier, the regrekksive pattern for the Philippineks, when
compared to the two periods in the Bﬁudy, i5 more pronounced

before Deregulation than after,
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The figures in Panel B indicate the additional "tax" imposed
on bqrrowerB over and above the explicit interest they pay on ;he
loarn.  ThiB rangek, on the average, frbm 4;ﬁ percent for Peru to
186.8 percent. for Bangladebh; The 'TC tax " level in the
Philippineb‘ i5 not far‘frOm thevleéelk ¥een in Ecuvador and
‘Honduras, énd-in all Bix countriek, placets a heavier burden on
Bmall than iarge loank. Invthé Philippineb,_ these differencek

are magnified as the country moved to a deregulated environment.

Thé larger the tax impbbed by trankadtién cokts on ﬁhé'
borrower, the greater the dikincentive to borrow, ak;the‘cokt of
credit becoﬁeb. more expenkive. Table 12 shews that implicit
coktke (TC) are large relative to the nominal interekst rate for
all coﬁntrieé except Perh, and_are cbnhiderably greater for the-
small borrower than for the medium or 1large bdrrowers. ‘This
suggestk thét tfangaétion cokts, abk an implicit price mechanikm,

bring about allocativé effects in the credit market, favoring
‘large bdrréwers and penalizing kmall borroweré. Thik iE true
even if interekt rates aré held down by fiét, ak the larger
transaction costs of 5mall borrowers may more than offset the

“cheapneb%" of interekt ratek.

At leakt two other Etudies have looked into the determinantk
of borrowers' tranbabtion cokts: the Ahmed btudy for .Bangladehh,
and’ the Cuevas- study er_Hondurah; Using a Bingle equation
model, Ahmed concludes that tranksaction cokts ak a percént of
locan amount, 1) decreakek with increaBes in loan kize, 2) -de-

creakes with increakek in the explicit interest rate and. 3)
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declines the greater the kocial and political status of the
borrower i5 in the community.. In the -Hondurak Etudy Cuevak
confirmed the fiﬁdingg (1 and 2 above) of Ahmed regarding - the
relation between TC, loan kize and explicit interekt ratek. In
addition, he concluded that TC ik greater for ISmall vthan for
large loans, and higher for private than for development banks,

given the loan %ize and interest rate,

IV. CONCLUSIONS AND POLiCY IMPLICATIONS

. Three major cbnclubions can be drawn from the rekults of
this Btudy. Firkt, tranksaction cobts play an important role in
the demand for c¢redit and in the rationing of credit among
borrower Cclaskes. Second, the 1lifting of interest rate
restrictions decreaked the abbolute level of trankaction costk in
the Deregulation period compared to the Regulated period, ‘but
the change wabk not ktatistically kignificant,  indicating that
some barriers Btill may be preventing it full effect. And third,
transaction costs in the Philippines ak elbewhére, " have a
regressive impact_.on borrowers, This regressivity worksenhs
inktead of improving after deregulation. Each of theke

conclukions are discukked in greater detail below.

- The &significance of tranbaction costs as a determinant of
loan demand points out that borrowerks rekspond té " transaction
costs in the same manner and for the same reakonk . that they
respond to interest rates, To borrowers, transaction cokts are
an important real cobkt of borrowing over and above the .intereét

rate charged, and to the extent that thiks increase ik greater in
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proportion to the size of the loan or to the Vamount paid fin
interest, .the greater will be the dampening .of the demand for
credit, A rational borrower will bérrow leks .the higher the
_level of trankaction cobtks and vice verka. Thik ib confirmed by

the results of.the 5tudy.

‘The following were found to be important ‘factors in
determining a borrower's decikion to aéply for-a loan, and the
amount apélied for: 1) the total cokt of borrowing (trahsaction
costs plus the egplicit interest rate charged); '2) the yeér of
loan application; 3) area of owned land; and 4) the liquidity
requirementh_for consumption (LRC) of the houkehold. The laéter
i5 meakured by three variableb: level of education, houkehold
‘size and the number of dependentk. Taken individually, only
education waks found to.bé Bignificant, but taken jointly, the
three variables were found to be a significant determinant of
iocan ‘demand. ‘The lower the cost of borrowing, the 1larger the
area of 1land owned and the greater the houkehold'ks liquidity
requirements for conbumption, the larger will be the‘demand for

credit.

The level of trankaction cokts, on the 6Ehér hand, are
-determined by_twd factork: dibtaﬁde to the bank and type of bénk.
The farther the bank from the borrower'ks rekidence, the higher
the transaction cokts. Borrowers of rural bankk alko have higher

trankaction cokts than borrowerk from non-rural bénks.

The negative sign for the variable Year of application ik

ak expected, 1indicating that tranbaction coktks declined aks the
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country moved into the'Deregulation period; However, the faét
that this variable ik not 5tatiktically ksignificant méy‘ be an
indication that bome barriers ktill exibt, e.g., an
oligopolistic btructure of the financial market, preventing the

full effects of deregulation in reducing trankaction cobtsh.

_ Trankaction cokth are alko seen to have a regressive impact-
on borr0wers; taxing Bmall borrowers by a% much ak 270 percent
more than medium and large borrowerks., Deregulation, inhtead of
—minimizing this regrebbi§e effect haks inétead prought about an

increake in itk magnitude.

Recommendationk

In order to iﬁcreabe the efficiency of finanéial- inter-
mediation, steps are réqui;ed to miniﬁize tranbacti?n cokts for
borrowers and  lenderk. Al mentioned in thik study, tranSactién
cobté‘ are a meakure ‘of the friction that. exiBths in the
functioning of financial marketk. The higher' ghe trankaction
cokts, the- higher will be the costs ofuintErmédiation and the

more . inefficient will be the performance of the financial

intermediaries involved in the delivery of credit.

Forty ‘three percent of the cakh outlay incurred in the
procesks ‘6f applying and receiVing a loan are attributable to
"fees paid"” and two thirds of the hours bpent in the proceks ik
"time bkpent in bank premibes“. Both of theke coktk would
decline if the information gathering procedures, particularly

those done in compliance with Central Bank reqpirementh, can be
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significantly decreased. One recent btudy (Corales and Cuevas
1987) khows that the number of documenté required by the Central
Bank and the time and manpower fequired to complete thik
documentation on a periodic babié ik Bubbtantial. While kome of
thebé documents and pfocebbek may be nécekkéry;forﬁ the careful
.Belection of borrowerk. and allocation of fundh, a careful bktudy
of the documents and procedureks could rebult in a bBtreamlining of
| the prodess and a minimization.of time and’ mahpower' for the
lender, ak well ak a decréabé in'ghe cash outlay and time Bpent‘
‘byvthé,borrower. ~Thik burden of btreamlining the documentation
procekss | 5hould £fall on . the government, kpecifically - the

Superviksion and Examination sections ¢f the Central Bank.

Ak ﬁointed out by Ladman (1984), borrpwerb face an out-of-
pocket expenge threshold beyond which they will not apply for a
léan. The borrower who doek not have thé funds to cover thik
threshold will pre-belect himself out of the credit market, and
not apply for a loan.- Trankaction cokths should therefore be low
enough 50 they do not diScourége;potential borrowerks, ebpecially

skmall farmeré, from applying for a loan.

Two factofé found to be hiénificant determinants of the
le#el of trankaction cobté were a) diktance and 'b) type of
bank. Government can aimihikhvfhe distance problem through the
‘ provision of moré roads, bridges and other improvements in rural
trahbporfation. Also, the financial 1inktitution. hak to be
broughf- cloéérv to the borrower to diminish hik trankportation
cokt and increake the lenderk' accesbsibility. If the number of

financial  institutions that can be put within "borrowing
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distance" (i.e., branches) of farmers and rural houkeholds ik
limited, the other alternative ik to uke the informal lenderk
that are ai;eady clobely located to the borrowerk. In Bahgladekh
the trankaction costs for 3mall loans from the formal ‘lender and
from the informal 1lender were 3¢ percent and’ 2,5 percent,
respectively, with the difference attributéd to the kimple
procesking and shortnekk of diktance of informal lenderé to
borrowerks (Ahmed 1982), This "~ alternative, (i.e., financial
inbtitutiohs lending to informal 1enderé; who in turn lend to the
small, diktant borrowers), &5hould be seriously  Btudied to
determineé the cobtk and benefits of carrying out Buch a kcheme.
This can " be tfied on an experimental bakik 'to- evaluate itk
meritks. _ _ E

One encouraging ktep in thié direction ik ‘the recent efforts
of a non-government umbrella organizationgf'to imprbve acceks of
the info;mal Bectof_to banking serviceks (Llanto 1987). This move
has found kupport from the'goverhment sector . A 5solution to the
problem of the low accekbiibility of bankk and the low bankability
of farmers, ik the promotion ©of 1linkagek between banking
institutions and belf-help groups (SHGE) ¢to reduée the

" transactions cost.of rural finance to marginal c¢lientele., SHGk

are informal, graksrootk Organizatibné formed to addreks group-

9/ ' ‘ , .

"~ Promotion of linkagek ik Bpearheaded by the Philippine
Council for Rural Savingks and Finance (PCRSF), an umbrella non-
government organization organized in October -~ 1986, Thik
organization aims to promote savingk-based financial kystem via
s5elf-help groups in RFM5; technical and conkultative berviceks
are provided by the Agricultural Credit Policy Council (ACPC).
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specific problems in the rural areaks. Theke SHGE which inqlude
many'Bmall farmers among their members, are engaged in productivé
economic - activitiew®, and moskt importantly, perform regular
lending and kaving functionk for their memberk. Unlike rural
banks which have been highly dependent on cheap rediscount funds
from the Central Bank, these informal organizationk generate
fundks for lénding from the savings of their member’s and f£from

other+internally generated Bourcels.

" The  innovative attemété in thik direction Vbhould be Eke-
riously studied and purkued, It could be one ankwer to the
perenially elukive problem of hmall farmefvaccebk to bank credit.
Two pobsible linkage mpdelé are'Buggebted by Llanto, both of
which 5see the ubke of the pooled savings mobilized by SHGE abk a
guarantee fund againkt thch they can borrow at a group from
banks, The B®savings generated by SHG5 then can serve ab thé
collateral or credit guarantee needed by banks. This kblveb oﬂe
other problem of credit access for the small farmer: Jlack of
acceptable collateral, -particularly land. The SHG solution
mékes the previoukly non-bankable farmer bankable through hiks
membership with the SHG. The tranéaction costs for the bodrrower
and the lendiﬁg and information costk for the lenders, under 5kuch
an arrangement, would be significantly lower, and the probability
that ~thé small borrower will be rationed in favor of the big

borrower ik minimized.

Much resistance is expected when pukhing for .the utilization
of informal lenders in government-led credit delivery &chemek,

particularly because of the long-time biaks againkt them. Thought
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of ~ak charging wuburiouk rates and suspected of earning monopoly
- profitkvat the expenke of the small borrowerk, they are a sector
that habk been dikliked yet tolerated ever kince biblical timek.
However, some mythk are slowly crumﬁling as ﬁew knowledge ik
‘unearthed about theke informal lenders. Studiek buch ak thoke by
Floro (1986) and Ekguerra (1987) have thrown new light on the

operationk of thiks sector .

More kupport for the mdbiliz&tion of the ihformal_bectbr in
the delivery of formal credit hak been seen in recent vyearks.
Meyef (1987) points out that uking the informal séctor may be the
only wéy‘financial berviceh can be provided to the poor, dibktant
rural houkeholds, The high cobt of kerviging ‘buch cuBtomerk
woulé ordinarily ration them out in the c¢redit allocation

.decikionk of formal inktitutions. Similarly, Lamberte and Lim
(1987) argue for the interlinking of markets through farmerks
cooperatives which they claim could increake farmer acceks to
inktitutional . capital, and to financial and trading marketk.
Some experimental groﬁp-lénding projectls have been tried with
great Euccehs iﬁ Bangladekh (Yunuk 1981). Theke have been found

‘ to reduce the borrowers' trankaction costs and decreabe the

probability of default dué to Bocial and peer prekbure within the

group.

If the rural population of thik country is the main concern
of the governmént, as it must be Bince they compribe 78 percent
of the country'ks p0pu1ation, innovative programk mubt be tried

to reduce trankactions cokts and increake access for financial
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services.  Only then can agricultural credit  and Bavingk

facilitiebbreach the kBmall rural clientele.

.The _higher trankaction cobts of rural bank borrowerk
compared to thoke of other. banks, should be of concern to the
government, “Rural banks were created to facilitate credit
delivery to the countryside, and to put credit within the reach
6f'the,bma11, rural Borroweré,- However, due'to the large number
of bupervised and Bpecial credit programk channeled through' the
rural bankB, the amount of procésking and documentation that goek
into the loan prOCeES of these banks ik quit; Bubétantial; It is
'likel9 therefore that at least part of this additional . cost i%
‘passed on to the borrowerk, acéounting for the highér TC
- abbBociated with loank from rural banks. AL Buggebted-earlier, é
Btreamlining of the documentation procekk required by the Central
} ﬁank for the different 1ending pr&éramb may lead to a lowering of
FTC of borrowing.:One:othef reason for the higher TC of rural -
bank Borﬁowerb is that ruréi' bankB cafer mostly to small
' :borroweré; wﬁile >COmmercial and.gove:nment banks have a 1loan

- portfolio  largely concenfraﬁed 'on large, 'commercial loans
(Lamberte and Lim 1987). The:many kmall borrowers of rural Eankk
‘are mote diStantlf located and incur more expenkes (particularly
the .cokt of:trankportation andvthe'opportunity cobt of time) in
the courkse of applying for a loan. - The recommendationk given
‘eérlier-reéarding‘improvementaof transportation inktructure and
vthe'interlinking of formél markété with informal lenderk or SHGS

would help to minimize these trankactionb cobtb,
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Suggektionks for Further Rebearch

Firkst, it is important to document the transkaction cOst5s ot
the informal market and compare thik with .the formal market. A
differentiation should be made bétween loans from farmer lenders,
trader lenders, friendk and relatives, and informal akkociationk
like Belf-help groupks and cooperativek. The differential effects
on borrower behavior, borrqwer costsk and borrower acceks to

loank will be important information to guide crédit policy.

Sécond, additionai féctorb important in.‘ deterqining
trankaction cokts need to be invektigated. For exémple, the role
of political and ‘bocial influence, which Ahmed found to be
bignificént in Bangladesh, | and the effect of personaiibm.
While "the former feferb to the influence of the borrower in :the
- community, the iatter refers to personal influence becauke of
friendship, blood relationkhip (a cousin of the teller, etc.) or
previoub interactions (thé mechanic of the manager) with bank
personnel. Theke aré expected to affect the level of transaction
costs in a very perksonaliktic bociety like the Philippineh, and
woﬁld differ with fhe vource of the loan, particularly when
comparing formal and.informal sourcek, Studies should aibo
look into changek in the non-price contract terms of loans ak a
credit‘ rationing mechaniém of lenders. Gonzalek-Vega hak khown
that 1in addition to changelh in loan size and tﬁe interekt rate
and tranbkaction cokts impoksed upon the borrower, another credit
,rétioning tool ‘involves changes in the termks of the loan

contract. Specifically what abpects of the loan are affected,
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and their ‘degree of importance in affecting the borrower'bs credit

decikionk would be ukeful information.

Third, a.htudy of the documentation proceéhféf ail types of
banks is called for to determine which of thebe are abbkolutely
neceksary for determihigg borrower credit worthineks ‘and which
cah, be eliminated in order to attain_ a higher level . of
effectiveness and efficienéy, and in order to 1Qwer lender and

borrower tranksaction coktk, -

Finaliy,v the impendihg ,lgnd reform program could add
considerably to borrower transaction costs for land reform
benefi¢iarieb. FinaﬁCial intermediarieb will become "credit 5hy"
'in the face of the seven hectare retention limit and the poksible
inability of the reform beneficiaries to uke their newly granted
ignd ak bank collateral, Morevbevere credit rationing will odcur
Qithin this Sscenario with increased trankaction cobts for
borrowers, éspecially land reform beneficiarieks, Rekearch néedk
to be 'undeftaken to document and interpret the impact of land
reform legikslation on bank’ behaviof,. credit rationing. and
borrower tranbaction'cokté. Thiks wiil likely turn out to '‘be the
s5ingle most important factor conditioning borrower trankactionk

cokts in the future in the Philippineb.



44

Bibliography

Abiad, Virginia, Borrower Trahkaction Cobthk and Credit Rationing

A A = Y A o . - —— - -

in Rural Financia) Markets: The Philippine_ Cake, D.B.A.

e A A T T S i 4 o A ——— {2 2~

dikEertation, Univerkity of the Phlllpplneb 1988.

Ahmed, 7Zia U. Trankaction Cobktk in Rural F1nanc1al Marketh in

A o s A o e o P O e e e (A P D . o o o W o o A P %

dlbhertatlon, univerEity of Vlrglnlaj 1982,

Coralek, Irma and Carloks E., Cuevab. "Cokts of Agricultural Credit .
in the Philippinek: The Short Run Effectk of Interekt Rate
Deregulation.," ESO 1355, Department of Agricultural
Economick and Rural SOClOlOgy, The Ohio~ State Univerkity,
Columbuk, Ohio, May 1987. '

Cuevab, Carlos E. "Intermediation Cobts and Scale Economiek of
' Banking Under Financial Regulation in Hondurak." Ph. D.
dikkertation, Ohio State Univerkity, 1984.

Cuevak, Carlok E, and Douglak H. Graham. "Rationing Agricultural

Credit in LDCk: The Role and Determinants of Trankaction

- Cokts for Borrowerk." Ohio State Univerkity, Agricultural-
Finance Program, 1984.

____________ "Tranbactiohk Coktk of Borrowing and Credit
Rationing in Agriculture: A Simultaneouks-Eguationk
Approach." Economick and Sociology Occakional Paper No.
118¢, Ohio State Univerkity Agricultural Finance Program,
February 1985. ' o

Esguerra, Emmanuel. "On the Uke of Informal Lenderk ak Conduiths
for Formal Credit: The Cake of the National Agricultural
Productivity Programk in the Philippinek." ESO 1351,
Department of Agricultural Economics and Rural Sociology,
‘The Ohio State Univerbkity, Columbuk, Ohio, May 1987,

Floro, Sagrario. "Technical Change and the Structure of Informal
‘Creédit Market." Paper prekented at the  Workshop on
Differential 1Impact of Modernh Rice Technology on Favorable
and Unfavorable Production Environmentk, IRRI, March 23-25,
1987.

Gonzalez-Vega, : Claudio. " On the Iron Law of Interekt Rateé

i s b W o S S (o (o o o o o o . . A A A s o . o o o o

1n “Other Lehh Developed Countries.  Ph. D. dlshertatlon,

A D i o et . A (L A L A i (L A {—

Stanford Unlverblty, 1976,

t

Inter-American Development Bank. "Banco Nacional de Fomento:
Evaluacion de Programalk Globalek de Credito Agropecuario,
Ecuador." Operationt Evaluation Office, 1983.



45

e _+» "Agricultural Development Bank (BDA) :
Evaluation of Global Agricultural Credit Programk in
Panama." Operatlons Evaluation Offlce, 1983,

,,,,,,,,,,,,,,,, . "Banco Agrario del Peru: Evaluatlon of Global
o Agrlcultural Credit Programk, Peru." Operatlonb Evaluation
Office, 1983.

Ladman, Jerry R. "lLoan-Trankactionk Cobtk, Credit Rationing and
Market Structure: The Cake of B011v1a," In Undermlnlng Rural
Development _with _Cheap Credit. Edited by Dale- W. Adams,

Douglals W. Graham, and J. D. Von Pikchke. Boulder, Colorado:
Webtview Prekk, 1984, s

Lamberte, Mario B. and Joseph Lim. "Rural Financial Markethﬁ A
Review of Literature."™ PIDS Staff Paper Series No. 87-02,
1987. ' .

Lamberte, Mario B, "Comparative Bank Study: A Background Paper."
PIDS Working Paper No. 87-@g4, April 1987,

Llanto Gilberto M., "Rural Credit Policy: Do We Need to Target?."
Agricultural Credit Policy Council Staff Paper Series No,
87—@3 September 1987. '

Llanto, Gilberto M. "Redikcount Policy and the Arrearagek
" Problem." CB Adhoc Study Group on Redikcounting, 1987.

Luckett, Dudley G. "Credit Standardb and Tight Money." Journal

Meyer, Ricard L. "Rural Finance in the Philippinek: Recent
Changes and Priority Ikkuek." Occakional Paper No. 1358, The
Ohio State Univerkity, Juné 1987.

Sacay, Orlando J., Meéliza H. Agabin, and Chita Irene E. Tanchoco.
Small Farmer Credlt Dilemna. Manila: TBAC, 1985.

A v > A A

stiglitz, J. E. and A. Weikk, "Credit Rationing 1n Markets with

Tolentino, V. Bruce J. "Current Imperativek and Developmentks in
Philippine Agricultural Credit Policy.”™ ESO 1324, Department
of Agricultural Economick and Rural Sociology, The Ohio
State Univerkity, Columbuk, Ohio, March 1987.



PIDS WOR KING PAPERS

W2.No.8801

WP.No. 88-02

W P.No.88:03

W.F.No. 88-04

W.P, No. 8805

W.P.No. 88-06

W.P. No. 88-07

WP No. 88-08

WP.No. 88-09

WP No, 88-10

A General Assessment of
Foreign Trade Batrlers to
Philippine Exports.
Eriinda M. Medalia

((#23.000

Economics of Upland Re-

source Depletion: Shifting’

Cultivation in the Philip-
pines, Marian S. deloy
Angeles @23.00)

‘The Size, Financing and
Impact of the .Pablic
Sectar Deficit, 1975-1984,
Rosario G. Manasan
#17.00)

An Analysis of the Role of

Pawnshops in the Finan-
cial System. Mario B
Lamberte (F14,00)

The Financial Markets in
Lowdncome Urban Com-
munities: The Case of
Sapang Palay. Mario B
Lamberre (©26.00)

Informal  Savings and
Credit Institutions in the
Urban Areas: The Case of
Cooperative Credit Unlons,
Mario B. Lamberte and
Joven Z, Balbosa -
#40,00)

The Manufacturing Sector
and -the Informal Credit
Markets: The Case of
Trade Credits in the Foot-
wear Industry.” Marlo B.
Lamberte and Anita Apad
Jose (F35.00)

Japan's Ald to ASEAN:

Present  Realities and
Future Chatlenges.
Filologe Pante, Jr.

®15.00)

The Effect on an Exchange

Rate Devaluation on a
Small Open Economy with
an External ' Debt Over-
hang. Josef T. Yap
(#9.00)

Financing the Budget
Deficit ih 2 Small Open

Economy: The Case of the.

Philippines, 1981-86.

- Ma. Socorro S. Gockoco

#26.00)

Copies may be obtained at the:

RESEARCH INFORMATION STAFF (RIS)

PHILIPPINE INSTITUTE FOR DEVELOPMENT STUDIES
ROOM 307, NEDA SA MAKATI BUILDING

106 AMORSOLO STREET, LEGASPI YILLAGE

MAKATI 1200, METRO MANILA, PHILIPPINES

TELS: 86-57-05 / 88-40-59

WP No.

WP, No.

WP No

WP No.

W.P. No.

WP No.

W.P. No,

W.P. No.

WP No.

W.F.No.

W.P.No,

WP No.

W.P. No.

88-11

88-12

. 88-13

88.14

88-15

88-18

88-19

38-20

88-22

88-25

88-26

88-27

88-28

The On-site and Down-

- stream Costs of Soil Ero-

sion. Wilfrido D. Cruz/
Herminla A. Franciscof
Zenaida Tapawan-Conway

#61.00)

A Review of Policies Im-
pinging on the Informal
Credit Markets, Meliza H.
Agabin ($30.00)

Flexible Functional Form
Estimates of Philippine.
Demand Elasticities for
Nutrition Policy Simula-
tion. Agnes Quisumbing

(®50.00)
Political Economy of
Credit  Availability and

Financial Liberalization:
Notes on the Philippine
Expetience. V.' Bruce. 7.
Tolentino #15.00)

Rural Deposif Mobiliza-
tion in the Philippines,
1977-1986. Rhenee Blanco
and Richard Meyer
F17.00) '

Transactions. Costs ' and
the Viability of Rural
Financial Intermediaries.

Teodord §.: Untalan and
Carlos E. Cuevgs (P24,00)

3
Credit Ratioming Ynder a
Deregutated Financial
System. Ma. Lucila A
Lapar and Douglas H.
Grakam (#13.00)

The Analysis of Savings
Behaviour: The Case of
Rural Households in the
Philippines. Jocelyn Alma
Redriguez and Richard L.
Meyer (723.00) |

Fund: Transfer Operation:
Bgon or Bane to the
Viability of Rural Finan-
cial Intermediaries, Jubites
P. Relampagos and Maric
B. Lamberte (P17.00)

The Urban Informal Credit
Maskets; An Integrative
Report, Mario B. Lamberte
19.00)

The 1989 Program of
Government Expenditures
in Perspective. Rosario
G. Manasen (P17.00}

A Review of Investment
Incentives  in  ASEAN
Countries, Rosarie G

Manasan (P17.00)

Science and Technology
and Lconomic Develop-
ment. Mario B. Lamberte
®13.00)

(¥rices may change without prior notice)




This work is licensed under a
Creative Commons

Attribution — NonCommercial - NoDerivs 3.0 License.

To view a copy of the license please see:
http://creativecommons.org/licenses/by-nc-nd/3.0/

This is a download from the BLDS Digital Library on OpenDocs

http://opendocs.ids.ac.uk/opendocs/
@ Institute of
Development Studies



http://creativecommons.org/licenses/by-nc-nd/3.0/

	pidswp8817
	Creative commons cover sheet

