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Absract

The Philippine banking industry was opened to (limited) foreign entry in 1994.
The liberdization messure was judified on the bass of enhanced competition. While it
was obsarved that foreign bank entry brought about a dight deconcentration in the
banking indudtry, there gppears to be no systematic reduction of bank spreads. On the
contrary, bank spreads (usng dterndive measures) were observed to increese in the
period 1994-97, indicating that the rdaive profitability of banks have improved in the
mids of foragn bank entry. This paper offers an dternative explandtion to the ‘puzzl€é of
widening goreads. The high interest rate policy (due to deilization) kept lending rates
high. On the other hand, there was little incentive for banks to compete for depodts
through higher depost rates because they had ready access to cheaper funds oversees
owing to policies of promoting pegged exchange rates. Towards the latter part of the
1990s, a narrowing of spreads was obsarved. Interestingly, the narrowing of Spreads was
accompanied by a reversa of the macroeconomic policy sance in the 1994-97 period.
The paper thus agues that the prevaling macroeconomic incentives maiter in the
determining outcomes of liberdization measures



Executive Summary

The authors point out tha the difficulties of usng traditiond tools in andyzing
the effects of the series of policies which dlowed more foreign bank participation in the
Philippine banking industry snce 1994. The dandard Structure, Conduct and
Peformance (SCP) agpproach to andyzing the effects of foregn bank entry into the
Philippines provides little explanaion, however, as to why bank Spreeds failed to narrow
despite noticegble changes in the banking industry’s dtructure. Indeed, it is a puzzle that
remarkable drops in asst, loans and depodt corcentration ratios aisng from more
intengfied foreign and loca competition are not accompanied by systematic decline in
bank spreads

It can be agued that high bank spreads perssed despite entry of new banks
because the effects of competition are not fdt immediady. It can ds0 be argued that the
liberdization measures as dipulated in RA 7721 may be too anemic to make a mark in
the commercid banking indudry. While these theories can patidly explan the
persgence of high rddive bank spreads, the authors suggest that the missing piece of the
puzzle lies in the effects of macroeconomic palicies in the determination of bank preads.
In paticular, the macroeconomic policy mix (monetary, exchange rate polices under an
open cgpitd account regime) that prevailed during the 1993 to mid-1997 capitd inflow
period masked the effects of competitive forces arisng from more foreign bank entry.

During the net foreign currency inflow episode of 1994 to mid-1997, te policy
was generdly of deilized foreign exchange intervention to meet both the Bangko Sentrd
ng Rlipinas (BSP)'s tight monetary and foreign exchange targets. Maintenance of both
an Internationd Mongary Fund (IMF)-sponsored monelary aggregete targeting program
and an exchange rate peg, however, often led to high interes rates. These combined
policies of a 1) de facto nominad peg of the peso and 2) high domedic interet rates
(which, by coincidence dso had a big role in causng the currency crigs), the authors
argue, had potent effects on the conduct of the banking industry that smply could not be
ignored.

Usng dylized facts, the authors showed that in compatmentaizing the effects of
macroeconomic policy on the two main components of bank spreads, namely 1) deposit
and 2) lending rates, one can have an gpprecidion for the importance of macroeconomic
factors on bank spreads. Firet, depost rates did not fal during the period under study
despite the entry of foreign banks. Under the de facto nomind peg of the peso againd the
U.S. dadllar, it became chegper for banks to generate foreign currency denominated
loanable funds than to compete for peso denominated deposits of resdents. Meanwhile,
to mantan the de facto peg, the mongtary authorities maintaned a policy of high risk-
free raes on government securities through deilized intervention. Since benchmark rates
typicaly pre-empt lending rates, the chosen policy mix had effectively defined a floor for
lending rates as wel. Combining the effects of the chosen macro policy mix on both
depost and lending rates, the authors were able to provide an explanation as to how they
continued to enjoy fat soreads despite the opening up of the economy to more foreign
banks.
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Foreign Bank Entry, Bank Spreadsand the M acr oeconomic Policy Stance
George N. Manzano and Emilio S. Neri J.

|. Introduction

Increesingly, the mantra of liberdization, deregulation and free markets is
beginning to reverberate worldwide. This trend has not been log on Philippine
policymekers Starting with the Aquino adminigration, and continued by the subseguent
adminigrations, swesgping economic  reforms  in the aess of invedments
tedlecommunications, trade, and infrastructure provison have been initited. The banking
sector, long thought to be “different” due to the role it plays in ensuring the smooth
functioning of the payments systems, has d 0 been subject to the liberdization drive.

In May 1994, a law liberdizing the entry and scope of operations of foreign banks
in the Philippines was passed. This law dlowed expanded market access to foreign banks
(@ maximum of 10 new banks) and accorded them nationd trestment though branching
limitations on foreign banks are 4ill enforced. The foreign bank community received the
new charter pogtively. To illudrate, shortly after the passage of the new charter, ten new
foreign banks entered the market.

Did the liberdized entry of foreign banks in 1994 bring out the desred outcome
of more competition in the domegtic banking sector?

We begin the discusson with a brief review of the merits and demerits of
liberdizing the banking sector to foreign bank entry. This pgper dtempts to contribute to
the debae over the effectiveness of the liberdization of foregn bank entry in developing
economies by highlighting the role of the macroeconomic policy sance on the degree of
competition in the banking sector. Spedficdly, it seeks to discuss the following query:
Wha are the necessry and auffident conditions, on the macroeconomic policy plane, for
the entry of foragn banks to heighten the degree of competition in the banking system?
We draw dtention to the puzzle of perdstent bank spreads in the two years after 1994 and
the tapering off of the oreads towards 1999. We then provide an explanation for the
dorementioned obsarvation by discussng the  interaction  between  macroeconomic
incentives and bank pricing behavior. To conclude this part, we highlight the necessary
meacroeconomic conditions to effect competition in the process of liberdization.

II. The Prosand Consof Foreign Bank Presencein Developing Markets

The theoretical case in favor of opening up markets to foreign banks rests on the
traditiond arguments of competition as well as on the arguments more pecific to finance
auch as divardfication benefits. The effect of foreign bank entry on competition in the
domedtic banking sector focuses on the expected improvements on the technicd,

! Financid assistance from the Philippine APEC Study Center Network (PASCN) is gratefully
acknowledged.



dlocaive, and dynamic efficdencies that competitive pressure can bring to bear on the
locd banking indudry. The entry of foreign banks is expected to amdiorate the technicd
inefficiencies associated with protection and draw out the benefits of lower prices, i.e,
lending rates, improvements in sarvices, and more dtractive depodt rates in the domestic
banking industry. In addition, crossborder entry of foregn banks can hdp dilute
collusve domedic eguilibrium a many nationd banking makets have long been
characterized by tacit or even explicit collusve agreements by nationd banks (Hoschka,
1993).

It is ds0 recognized thet the entry of foreign banks aso produces benefits that go
beyond the dandard efficiency-enhancing effects of increased competition. One such
benefit is the contribution of foreign banks in developing more robust and efficient
domedtic finandd systems For ingance, foregn banks can spur improvements in the
inditutiond infradructure by exeting pressure for improved regulaion and supervison
(Claessens and Glassner, 1997), corporate governance practices, disclosure rules, and
other internationa practices and dandards. This development can be very important since
banks, due to the nature of their maurity-transforming operations, are “specid” and
eedly subjected to bouts of ingability. In a amilar vein, foragn banks can bring to the
locd market the financid drength of their parent inditutions and “import” the regulatory
and supervisory savices of ther home-country governments, induding the |lender-of-lag-
resort and deposit insurance functions (Gavin and Hausmann, 1996).

Dynamic benefits on the other hand, are expected to come from the speedier
diffuson of technicd improvements and innovations in the ddivery of finendd sarvices
from aoroad to the locd indudtry that otherwise would have taken longer in the absence
of foregn sarvice providers Such innovations indude credit card fadlities, derivatives
and fund manegemant, etc. Anecdotd evidence suggest that foreign finencid sarvices
providers do introduce new financid products, enhance the qudity of exiging services
and spur improvements in the qudity of the inditutiond framework (Claessens and
Glassner, 1997).

Goldberg, Dages, and Kinney (2000) date that foreign bank presence can boost
the amount of funding avaldble to domedic projects by fadliteting capitd inflows To
the extent that foreign banks have better access to chegper funds from ther home base or
from the globd capitd markets, they would be able to provide financing a a lower cod.
Furthermore, the presence of foreign banks could help diversfy the capitd and funding
sourcesfor locd credit and hep sabilize available credit especiadly during criss periods.

Arguments againg the entry of foregn banks modly hinge on the assation that
banks ae “sgpecid.” The concept of “over competition” underlies many of these
arguments. For ingance, it is feared that a massve influx of foreign banks @uld result in
overaggressve competition or overfragmentation of the financid sysem. Because it is
expected that foreign banks tend to sdect the mogt lucrative ssgments or dients in the
domegtic markets, the domestic banks are left to service the more risky segments of the
market (Goldberg, Dages and Kinney, 2000). Such compstitive pressures could pull
down the future earning capadities of domedic incumbent banks, thus diminishing ther



“franchise vadlues” Conseguently, the difficulties could rase the incentive for bank
managers to engage in more risky behavior to recoup losses i.e, gambling for
redemption.

Other reasons indude infant-indugtry arguments on the grounds that the banking
indugtry can be regarded as a drategic indudry best left in the hands of nationals. For
indance, directed lending by locad banks have been employed as an indrument of
indudtrid policy in anumber of developing countries

A number of empirical sudies generdly support the arguments for foreign bank
entry in the domestic banking indudries For ingance, Claessens Dermiguc-Kunt, and
Huizinga (1998) examines the effects of foregn entry on the domedtic banking markets
usng a coss-sction andyds of 80 countries They provide empiricd evidence tha
uggess tha the entry of foregn banks improve the functioning of naiond banking
markets, with pogtive wefare implicaions for the domedic economy. Country cases
dudies are reported in Abola (1998) for the Philippines, Jayaratne and Strahan (1997) for
the US case of interdate banking liberdization; APEC (1998a) for the experience of Peru
while APEC (1998b) for the rdated experience of Audrdia and Tapd. Denizer (1997)
dates that liberdizing the entry of banks—foregn and domedtic adike—had sgnificart
effects on lowering lending rates in the Turkish banking indugtry in the 1980s. Goldberg,
Dages and Kinney (2000) find that, in the Argentine and Mexican experiences, foreign
banks generdly have had higher loan growth rates than domedic banks with lower
proportionate volatility of lending contributing to lower overal voldtility of credit.

[11. Impact of Foreign Bank Entry in the Philippines
Concentration, Bank Spreads and Macroeconomic Policies

There are a least three goproaches in andyzing the determinants of bank interest
margins and other measures of spreads (Saunders and Schumacher, 2000). Fird, margins
can be rdaed to market dructure of the banking industry. Under this gpproach, high
Sporeads can be sad to aise as a result of monopoligic behavior on the part of banks.
Secondly, changes in regulations such as reserve requirements or taxes, can dfect the
goreed. Thirdly, issues relaed to risk premia, such as the interest-rate voldility, could
contribute to higher interest rate magins to provide some cover or insulaion agang
unexpected risks.

Usng dylized facts this section discusses the spread behavior of Philippine banks
shortly after the period of the surge of foregn bank entry. It offers an explandion thet
relates the persdence of rdaively high soreads during the spedfic period to the
macroeconomic policy dance rather than to the market dructure nor to intermediaion
cods The andydss presented, of course, is not mutualy exclusve of the other gpproaches
but offers another “window” in viewing the behavior of banks especdly during the
period of market liberdization.

a Sylized facts of goread behavior amiddt the entry of foreign banks:
The Structure- Conduct-Performance (SCP) Approach




A farly dandard way of assessng the impact of liberdization is the sandard
structure-conduct- performance gpproach (SCP). The rationde is that the market structure
dfects the firm's conduct, which, in turn, has a direct bearing on performance. Market
dructure is often measured by the extet of market concentration in the indudry.
Applying this to the banking sector, market sructure is usudly measured by the share of
the largest banks in the total indudry assets, loans or depodts. Conduct, on the other
hand, dictates the degree of rivadry in the indudry, which is usudly reflected in the bank
oread (the difference between the lending rate and the cost of funds). Performance refers
to the rates of return of the banking industry compared to other indudtries or rates of
return in other countries

Often, high levds of market concentraions are associated with larger bank
soreads and above-average returns. Recdl that the case for dlowing foreign bank entry
rets on ther impact on market deconcentration. Following sandard indudrid andyss,
the entry of more players helps to deconcentrate the banking industry, meking it more
compdtitive. With more competition, bank oreeds ae expected to narow while
profitability in the indusry fdl to what are conddered “normd” levels Thus, under this
paradigm, to achieve competitive outcomes, it is important that foreign banks have the
incentive and ability to compete for the maket share of the dominant players of the
indugtry.

In gpplying the dructure conduct-performance andyds to the impact of foreign
banks in the Philippines, it is useful to gan a higoricd perpective by reviewing how
foreign banks were firg dlowed to operate in the Philippines. Prior to 1994, only four
foredgn banks were dlowed to operate in the Philippines Thee foreign banks were
subject to more redrictive regulations they could not operate as universd banks, nor
engage in trust operations, nor open new branches. It is interesing to note that there
reman to be jug nine branches among the four “old” foreign banks, the same number
they had since 1948.

In 1994, Republic Act No. 7721, which cdled for the edtablisment of a
maximum of 10 new foreign banks was passed. While not giving unrestricted branching
privileges, the aorementioned law contained more generous provisons in seting up
branches by foreign banks However, to prevent foregn bank domination of the locd
banking indudry, the law required that domestic mgority-owned Filipino banks should
hold 70% of totd resources of the entire banking sysem. Due to the higorica
adrcumdances, it is important to diginguish the 10 new foreign banks from the four
origind foreign banks, in assessing the impact of the liberdization measure of 1994.

The response of the foreign banks to the new chater was quite podtive, as
mentioned earlier. In 1995, a year after the passage of the legidation, ten foreign banks
entered the Philippine banking indusry. The mog common form of entry in 1995 was
edablishing full branches (see Table 1). To date, atotal of 21 foreign banks operae in the
Philippines, aszesble increase from the origind 4 banks



Previous dudies have used the dsructure-conduct-performance gpproach in
andyzing the degree of compeition of the commercid banking sector of the Philippines
For indance, Garcia (1992 and 1993) andyzed the dructure, pricing and performance
indicators of the loca banking industry for 1982-91. He associated the widening spread
between lending and depost rates and the very high rates of return on equity of the locd
banking sector with the increase in market concentration ratio. Based on these findings,
he recommended that the Philippines should liberdize the banking sector to foreign
banks, a palicy move that was actudly implemented in 1994.

Usng a amilar framework, Abola (1998) andyzed the impact of the entry of the
additiond 10 foreign banks. He condructed severa mesasures of concentration, indicators
of bank spreads and caculations of rates of return over the period 1991 to 1997, in order

to determine the impact of foreign bank entry in 1994 on competition in the loca banking
sector.

a. Sylized Fact: There was a dight deconcentration in the structure of the Philippine
banking industry but there was no systematic reduction in bank spreads

The dructure of the banking indudry, as dleaned from the changes in
concentration ratios in assets, loans and depodts, did not appear to be sgnificantly
dtered by the entry of new foreign banks for the period after 1994 and prior to the
finandd aidgsin Asa

As reported in Table 2, the share of the top five banks to totd banking assets (dl
domestic commercid banks) hovered between 43% and 47% in 1991-94, the period prior
to the actud entry of additiond foreign banks. In 1995, when dl new foreign banks have
dready been authorized to operae, the concentration ratio in the total banking assets of
the top five banks did not change dggnificantly. The new foreign banks, origindly
accounting for less than 2% in 1995, dightly increased their share in total assets to close
to 3% in 1996, the year before the crigs. It was only in 1997 that the share of the top five
banks in totd assets decreased by around 7.63%. The share of foreign banks (old and new
dike) actudly got bigger from around 13% in 1996 to close to 20% in 1997. By 1999,
however, the share of the foreign banksin assets dedlined to less than 15%.

The movements in the concentration rios in loans mirror that of the
corresponding ratios in assets Prior to the liberdization in 1994, the top five banks
account for around 40-48% of dl loans No sgnificant changes in the concentration
ratios of loans were noted when the additiond foreign banks went into operation. As a
matter of fact, the share of the new foreign barks was less than 4% before the criss. This
modest expangon of loans came from these banks' capitd base.

Smilaly, the top five loca banks account for close to haf of totd depogts from

1991 to 1996. The entry of foreign banks did not gopear to make a dent in the
concentration ratios for depodts during the precrigs era The shae of the new foreign

banks, telingly, is less than 1% of totd depodts in 1996. It was only in 1997 tha their



dhae roe ggnificantly. The low dhare of foreign banks in tota deposts is a naurd
conseguence of the restrictions on branching.

If foreign banks were putting competitive pressure on loca banks, then their entry
in 1994 should have lead to a narrowing of bank spreads in subsequent years. However,
bank spreads cannot smply be captured by the difference of the lending and deposit rates
owing to severd implicit costs (Sorsa, 1997 and Claessens and Glaessner, 1997). Thus,
Abola (1998) used the diffeeence between the nomind lending rae and the
intermediation cost (which is a catchrdl varidble for dl other opportunity costs associated
with depodts such as reserve requirements, depost insurance, taxes, etc) as the bank
oread. In order to scde the bank spreads with the genera movements in interest rates, he
condructed a ratio of the bank spread to nomind lending rate. See Box 2 for a discusson
on the dternative measures of oreads.

As Figure 1 reports, intermediation costs have deedily declined from 1991 to
1997. The podt liberdization andyds of the impact of fordgn bank entry in the
Philippines in the pre-crigs years of 1995 and 1996, showed only dight improvements in
teems of deconcentration and reduction in profit rates in the commercd banking
indudry. Baring mgor dructurd change in the banking industry, bank spreads should
have narrowed after the advent of foreign banks. Surprisngly, however, bank spreads
dated to cdimb in 1994-97, indicating thet the rdative profitability has gone up in the
midd of the entry of foragn banks®. Abolas (1998) gened andyds of usng the
sructure-conduct-performance indicated that while the entry of foregn banks hes
inected some amount of compdition into the commedd banking indudry, this
goparently has not been enough to bring down bank goreads to levels lower than the pre-
liberdization period. In fact, Soreads only began narrowing subgtantidly in 1999, a time
when concentration ratios saw a subgtantia rise. This observation gopears as a puzzle.

b. The Effects of Macroeconomic Policies on Bank Soreads

It can be argued that high bank spreads persst despite entry of new banks because
the effects of competition are not fdt immediady. It can ds0 be agued tha the
liberdization measures as dipulated in RA 7721 may be too anemic to meke a mark in
the commercid banking indudry. While these theories can patidly explan the
persgence of high rddive bank goreads we suggest tha macroeconomic policies play
an important role in determining bank spreads.

Often, in conddeing the effects of liberdization on an industry, macroeconomic
issues are st adde, and policy issues revolve around “fair” pricing and providing “leve
playing fidds’ to dl indudsry paticipants by removing baries to entry. Thus in a

2 A test to determine difference in the means of the spreads in the pre-foreign bank entry liberalization
period (1991-94) with the post foreign bank entry liberalization period was carried out (1995-99). The
spread was computed according to the accounting method (see Box 2). The test showed that there was no
significant difference between the spreadsin t he two periods. A similar test carried out for the variable,
accounting spread as a proportion of lending rate, showed that the mean values of this variable in the post
liberalization actually increased in the post-liberalization period at the 5% degree of significance.



departure from the standard “microeconomic’ andyss (i.e the dtructure-conduct
peformance agoproach) we wish to emphasize the interaction of the macroeconomic
environment and the pricing behavior of banks as centrd to underganding the puzzle of
the persgent bank spread in the Philippine banking indusry two years dter limited
liberdization of foreign bank entry and the subsequent drop of oreadsin 1999.

Admittedly, the oread, after contralling for intermediation cogs dill contains the
sk premium. Risk premium is linked with the degree of uncetanty in the sysem.
Because highly volatile interest rates inject uncertainty, the variance of the interes rate is
usudly made an indicator of risk premium (Saunders and Schumecher, 2000). The
connection between the entry of foreign banks and the degree of volatility of interest rates
is not very clear, however®. Thus it may be difficult to establish a systematic rdationship
between liberdization and risk premium as under¢ood in a macroeconomic sense as
voldility of interest rates.

It is true that higher risk premia cdls for higher sporeads. However, bank spreeds
could not go lower than the difference between the Treasury bill rates and the cogt of
funds (which are lagdy deermined by the savings interest rate plus the intermediaion
costs). Thus the difference between the (risk-free) Tressury bill rates® and the cost of
funds is effectivdy the minimum spreed. The presence of risk premia could cause the
Soreads to widen. The fact that the difference between the Treasury bill rates and cogst of
funds has widened in the years during the liberdization implies that the minimum oreed
has adso widened (see Figure 2).

c. Macroeconomic policies and deposit rates

Wha meacroeconomic polices were in place falowing the liberdization messures
that dlowed banks to maintain high spreads? Judging by the observed movements in the
peso-dollar exchange rate under its newly decontrolled foreign exchange maket it is
quite evident that, between 1994 to mid-1997, monetary authorities ddiberatdy kept the
movement of peso-dollar exchange within a very narrow band (see Figures 3 and 4)°.
During the net foreign currency inflow episode of 1994 to mid-1997, the policy was
generdly of deilized foreign exchange intervention to meet both the Bangko Sentrd ng
Filipinas (BSP)'s tight monetary and foreign exchange targets (see Box 3). Mantenance
of both an Internationd Moneary Fund (IMF)-sponsored monglary aggregate targeting
progran and an exchange rate peg, however, often requires mantaning reativey high
interest rates, Smilar to the effects of deilized foregn exchange intervention would have
on interest rates under afixed exchange rate regime (World Bank 1996).

% Saunders and Schumacher (2000) showed that spreads for a cross section of banking systemsin
developed countries vary with the volatility of interest rates (an indicator of risk).

4 While indicators such asthe PHIBOR can serve asaternative benchmark for lending rates, the authors
chose the 91-day T-bill rate givenitslonger time series.

® Hernandez, Montiel (2001) and Calvo, Reinhart (2001) provide empirical evidence that during the pre-
crisis period (1994 to 1997) the exchange rate regime of the Philippines was not amanaged float, as
declared by the Philippinesto the IMF, but was more of a‘soft peg’ owing to afear of floating.



However, the aigs in mid-1997 led to the collapse of the de facto peg of the peso
to the dollar. In 1998, the macro policy mix had to be adjusted subgtantialy in view of
the Adan currency criss While the peso-dallar rate was dlowed to move within a wider
band, interest rates were kept high by the BSP as a means to dabilize capitd outflows
Monetary aggregate targeting was therefore abandoned in favor of defending the peso
through tight monetary palicy.

By 1999, however, the more stabilized currency markets in Asa dlowed the locd
monetary authorities to shift to a different policy mix. With the eesng of capitd outflows
and effects of contagious currency volaility virtudly disgopearing, the locd mongary
authorities were able to adopt a more flexible exchange rate regime and enabled them to
revert to their previous monetary policy regime of monetary aggregate targeting.

How does this mecroeconomic policy mix (derilization) afect the pricng
decisons of locd banks on both lending and deposit rates? Recal that a bank spread is
bescdly the difference between the lending rate and the cost of loanable funds, of which
rates paid on deposits are an important component.

d. Combined Effects on Spreads

To asess the effects of the chosen policy mix we condder fird ther effects on
deposit rates. For banks a consgent effort of the monetary authorities to fix the levd of
the exchange rate fuds expectations that exchange rate will reman gable in the future. It
ds dgnds tha there is vay little risk in funding bank loans through foreign currencies,
i.e, low foreign exchange risk. And since the interest rates on foreign debt-ingtruments—
as depicted by the annua peso equivaent of the threeemonth LIBORC—were typicaly
lower than the margind cost of rasng peso depogts, banks were encouraged to fund a
growing shae of thar assts through foregn currency denominated lidbilities The
differentidds were, in fact, even more pronounced during the liberdization period (see
Figure 5). In addition, the regulatory structure’ favored dollar rather than peso
intermediation (Lim, Woodruff 1998). Thus, it is no surprise that in 1995 and 1996, the
dollar denominated depost lidbiliies of commercid banks expanded dramaicdly (see
Figure 6).

This incertive to engage in more dala-intermediation hes implications on the
depogt rates and indirectly on bank soreads. This policy and regulatory regime would
tend to put less pressure on banks to compete for peso deposts This is especidly true
when we consider the relaively higher costs of time deposits 8, which can be taken to be

® Thisis derived by simply adding the yield on the LIBOR and the rate of depreciation of the peso against
the U.S. dollar. This, in effect, isthe peso cost of generating foreign or dollar denominated funds.

” Another factor that foreign currency intermediation is the fact that banks are able to claim tax savings of
35% on deposit interest expense from Foreign Currency Deposit Units (FCDU) deposits while they only
incur a10% tax liability for lending in foreign currency loansto residents (IMF 1998). Another source of
incentive for raising funds through more dollar deposit-liabilitiesisthe fact that thereis no reserve
requirement on foreign currency deposits while the reserve requirement for peso deposits continued to be
one of the highest in the region.



the margind cost of generating funds for banks, compared to dollar deposts. The switch
to the more atractive dollar intermediation implies that there would be little motivaion
to bid up the depodt rates in order to generate nore deposts. In effect, the subgtitution of
peso with dollar as sources of bank funds would tend to lower the cost of funds of locd
banks and lead to wider bank spreads.

Of course, the bidding up of depogt raes as the number of players (foreign and
locd banks dike) increase could be stymied by redrictions on establishing branches or
by specific drategies pursued by the foreign banks. Since the granting of full licenses to
operate in 1994, the new foreign banks did not embark on an aggressve drategy of
branching.

This behavior implies that foregn banks prefer to concentrate on the loans market
and usng other sources, other than depodts, as loandble funds. Notwithdanding this
behavior, the meacroeconomic incentives, which affect both domegic and foreign banks
on the deposit Sde, are not conducive to increasing depodit rates.

As expected, banks logt appetite for funding bank lending through dollar ligbilities
when the aigs gruck in mid-1997 and the narrow peso-dollar rate band could no longer
be mantaned. This can be seen in the reversal of the rigng trend of foreign currency
borrowing and depost-taking during the pre-crisis surge of foreign capitd (see Figure 7).
In fact, there was dill very little interes among banks to borrow during the peso’'s
gppreciation in 1999.

e. Macroeconomic policies and lending rates

Looking now a the other gde of the coin—the lending Sde—we ague that the
same policy mix chosen by the moneary authorities were dso key to keeping interest
rates reatively high, which, in turn alow intermediation Soreeds to remain high.

How did the aforementioned macroeconomic policy-mix affect lending rates? The
ansver obvioudy depends on the rate setting mechanism of the locd banks It is very
much affected by the 91-day Treasury-hill rate. Since the latter is generdly consdered
the leest-risky debt ingrument in the country, how it moves affects lending rate behavior
in two important ways. Firs, it serves as a benchmark® for bank loans. And since interest

8 Take note that some of these foreign currency depositswerein fact US dollar Floating Rates Certificate of
Deposits (FRCDs) brought in from offshore. Savings and demand deposits alone grew sluggishly. Special
savings deposits, however, rather than regular savings deposits provided a good portion of the growth.
Although classified on the balance sheet as savings deposits, specia savings deposits actually earn rates
only dlightly lower than time deposits and are therefore significantly more expensive than the 2-3% paid on
regular savings deposits.

® Some observers raised the i ssue about what the true benchmark is for bank lending rates. While the 91-
day T-bill rateis generally recognized as the benchmark yield, it is often pointed out that the Philippine
Interbank Offered rate (PHIBOR) had sometimes been a better basis for bank lending rates, particularly
during the years 1998 and 1999. However, the fact that yields for the PHIBOR had often been higher than
the 91-day T-hills, the argument that bank spreads did not decline due to the failure of benchmark ratesto
fall becomes even stronger.



on these indruments typicaly amount to the opportunity cost of bank lending to riskier
privete entities, its rate often preempts movements in the average lending rate.

It is not difficult to show that lending rates or the return on any peso-denominated
debt indrument, for that matter, yidded very atractive returns. Since the returns on 91-
day T-bills in dolar-terms, condgently exceeded the returns on the LIBOR (ranging
from 490 to more than 1,100 bass pointd), implicitly, lending raes in the Philippines
remained quite high (see Figure 8).

The gap between the high Treasury hill rates and the low interest rates oversess
during the mid-1990s represents profiteble arbitrage opportunities. Therefore, given
functioning capital markets, this gap is expected to disgppear quite quickly unless a large
premium is required to motivae investors to hold onto Philippine finencid asts.
However, while dructurd or inditutiond factors are often sugpected for the falure to
remove the price differentid, macroeconomic factors may explain the falure to diminate
such arbitrage opportunities (see Box 5).

IV. Summary and Conclusons

The combined effects of the chosen macro policy mix on depost and lending
rates are not incondstent with the patterns of bank spreads. Bank spreads, given the
macroeconomic  incentive  outlined  earlier, remaned high during the pre-crigs
liberdizetion period smply because the reference rate of lending rates did not decline
subgtartidly with the entry of foreign banks. Also, snce foregn currencies were much
easer and much chegper to tap, banks found no urgency in bidding up the depost retes to
generate  peso-denominated  deposits.  Macroeconomic  forces, thus, were criticd  in
determining bank soreads during the cgpitd inflow period.

During the capitd outflow episode, the change in the policy mix did not
immediatdly lead to a narrowing of spreeds. Again, while the peso was dlowed to move
within a much wider band (which kept banks from aggressvdy sourcing their loandble
funds from offshore channds, like they did before the inflow episode), Joreads remained
high manly as a result of higher lending rates However, when the currency volaility in
Ada diminished in 1999, lending retes fel dong with key policy interest rate. As a result
spreads declined remarkably in 1999.

In the find andlyds did the entry of foreign banks inject competition in the loca
banking sector?

The fact tha vaidiors in intermediaion Sporeads were explaned by the
government's  chosen  macroeconomic  policy regime suggesdts tha  macroeconomic
policies may mask the intended effects of foreign bank entry on competition in the locd
banking market. The macroeconomic incentive dructure adopted during 1994-98 served
to mantan reaively wide bank soreads than locd banks would otherwise enjoy in the

face of compdition from foregn banks A chance to fully implement a different
exchange rate regime by 1999 led to a shap narowing of Soreads, despite a dight
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reversd of concentretion retios It is interesting to note that banking sector Soreads
narrowed subgantialy at atime when the Tressury bill rates

In other words, contralling for the effects of the derilization policies adopted in
1995-97, we would expect more, rather than less, competition in the commercid banking
system as a result of foregn bank entry. Admittedly, such an assation is not essy to
prove. Nevethdess, it does highlight the importat lesson that in order to have a
“successful”  liberdization program, the necessary condition of having the gppropriate
macroeconomic environment should be met. In the Philippine experience, the impact of
the chosen macro policy regime on Soreads has masked the competitive pressure thet
foreign banks would otherwise exert on the loca banking system.

1



References
|. Literature

Abola, V. (1998) “Bank Liberdization Since 1994: Boon or Bane,” Economic Policy
Paper, 6, Center for Research and Communication Foundation, Manila

APEC (1998) “Financid Services Sector in Peru,” The Impact of Liberdization:
Communicating with APEC Communities APEC Secretariat, Singapore.

APEC (1998) “The Financid Services Indudtry,” The Impect of Investment
Liberdizationin APEC, Policy Reviews and Case Studies, APEC Secretariat,
Singapore, pp. 207-237.

Brock, Rojas Suarez (2000) “Understanding the Behaviour of Bank Spreads In Latin
America,” Journd of Development Economics, Val. 63, pp.113-134

Bruno M. (1993) “Policy Making in the Open Economy”, Oxford University Press

Cavo, Guillermo, Leonardo Leiderman, and Carmen Reinhart, " Capitd Inflows and Red
Exchange Rate Apprediation in Latin America,”" Internationd Monetary Fund
WP/92/62 (August 1992).

Cavo, Guillermo, Leonardo Leiderman, and Carmen Reinhart, "Capitd Inflowsto Lain
America the 1970s and 1990s," International Monetary Fund WP/92/85 (October
1992).

Cdvo, Guillermo, and Carlos A. Vegh, "Exchange Rate Based Stabilization Under
Imperfect Credibility,” IMF Working Peper 91/77 (1991).

Cavo, Guillermo and Reinhart, Carmen (2000) “ Fear of Hoating” Working Peper 7993,
Nationa Bureau of Economic Research, Cambridge, Massachusatts.

Corbo, Vittorio, and Leonardo Hernandez, "Macroeconomic Adjustment to Capitd
Inflows Rationde and Some Recent Experiences," World Bank (September
1993).

Claessens, S. and T. Glaessner (1997) “Internationdization of Financid Servicesin
Asa” paper presented at the conference, “Investment Liberdization and
FHnandd Reform in the Ada-Padific Region,” August 29-31, 1997, Sydney,
Audrdia

Claessens, S, A. Dermiguc-Kunt, and H. Huizinga (1998) “How does Foreign Entry
Affect the domestic Banking Market?” Policy Research Working Peper, 1918,
World Bank.



Dooley Michad, Eduardo Fernandez-Arias, and Kenneth Kletzer, "Recent Private Capitd
Inflows to Developing Countries: Isthe Delat Crigs History?' NBER Working
Paper 4792 (July 1994).

Frankd, Jeffrey A., "Sterilization of Money Inflows Difficult (Cavo) or Easy (Rasen)?'
International Monetary Fund WP/94/159 (December 1994).

Garcia, P.J. (1992) Do We Need to Liberdize the Entry of Foreign Banks?, Magterd
Thess, Center for Research and Communication, Manila

Garcia, P.J. (1993) “Banking on Reform: The Liberdized Entry of Foreign Banks,”
Economic Policy Paper, 2, Center for Research and Communication Foundetion,
Manila

Gacia P.J and R. Abis (1994) “Why are Bank Intermediation Costs High?,” Economic
Policy Paper, 2, Center for Research and Communication Foundation, Manila

Gavin, M. and R. Hausmann (1996) “Make or Buy? A Casefor Degp Financid
Integration,” processed, Inter- American Deveopment Bank, Washington D.C.

Gavin, M. and R. Hausmann (1998) “The Roots of Banking Crises: The Macroeconomic
Context,” processed, Inter- American Devel opment Bank, Washington D.C.

Goldberg, L., B. Dagesand D. Kinney (2000)” Foreign and Domestic Bank Participation
in Emerging Markets: Lessons from Mexico and Argenting” Economic Policy
Review, forthcoming, downloadable frommawww.ny.frb.org.

Gochoco, M. (1988) "Financing the Budget Deficit in a Smdl Open Economy: The Case
of the Philippines’, Philippine Inditute of Development Studies, WP 88-10, pp. 1-
72

Gulane, E. and C. Grino (1996) “Commercid Banking in the Philippines Need We Open
the Door Wider?,” Economic Policy Paper, 5, Center for Research and
Communication Foundetion, Manila

Hernandez and Montid (2001) “ Post- Crids Exchange Rate Policy In Five Adan
Countries Alling in the .Hollow Middle?” IMF Specid Conference on Exchange
Rate Regimes.

Hoschka, T. (1993) Cross-Border Entry in European Retall Financid Sarvices, St
Martin's Press, London.

Houben, Aerdt C.F.J. (1997) Exchange Rate Policy and Monetary Strategy for Stability
and Sudtainability, IMF Paper on Andyss and Assessmen.

Isard, P. (1995) Exchange Rate Economics, Cambridge University Press

13



Jayaraine, J. and P. Strahan (1997) “ Entry Redtrictions, Industry Evolution, and Dynamic
Efficdency: Evidence from Commercid Banking,” Staff Reports, 22, Federa
Reserve Bank of New Y ork.

Leonor, P. (2000) "Empirical Study on Government Securities’ Thess Submitted to The
School of Economics, University of Adaand the Pecific

Lim, C.H. and C. Woodruff (1998) Managing Corporate Digressin the Philippines

Some Policy Recommerdations, Working Paper 98/138, International Monetary
Fund.

Manzano, G. (1997) “A Note on the Agreement on Financid Services” in J. Esanidao
and G. Manzano (eds) Philippine Initigtivesin Vancouver: Sustaining APEC
Progress, Universty of Asaand the Pecific, Manila

Mathieson, Dondld and Lilian A. Rojas-Suarez. Liberdization of the Capitd Account:
Experience and Issues, IMF Occasiona Paper No. 103 (March 1993).

Milo, M (2000) "Andysis Of the State of Competition and Market Structure of the
Banking and Insurance Sectors PASCN unpublished monograph

Oyson, M. (1997) “Philippine Banks. Clearly A Present Danger,” Deutche Morgan
Grenfdl, Philippine Research.

Riesen, HAmut, "The Tmpossible Trinity' in South-East Asia”" (mimeo, 1992).

Ravao, J. (1996) “Re-assessing a Second round of Foreign Bank Entry,” Bankers
Asociation of the Philippines, processed.

Saunders, A. and L. Schumacher (2000) “The Determinants of Bank Interest Rate
Margins an Internationd Study,” Journd of International Money and Finance,
19, pp. 813-832.

Sorsa, P. (1997) “The GATS Agreement on Financid Services— A Modest Start to
Multilateral Liberdization, * IMF Working Peper, 97/55, IMF.

Vadehuesa, C. (1996) "Role of Government Securitiesin the Philippine Economy”
Philippine Panorama, Manila Bulletin pp.13- 15.

World Bank (1996) "Deveopment In PracticeManaging Capitd Howsin East Asa’
Oxford

14



Il. Interviews

Bautista, Carme o, Presdent and CEO: ABN-AMRO Bank, Philippines. September 2000,
Makati City

Snio, Gertie, Vice President and Head of Investor Relations Group, Bank of the
Philippine Idands, December 1999, Makati City

Sdak, Manud, Presdent and CEQ: Internationad Nederlanden Grup (ING) Bank,
September 2000, Makati City

15



Appendix
The Role of theForeign Banks During Timesof Criss

Arguments for and againg: foreign banks during criss period

Do foreign banks have a rale in the financid markets during times of crigs? There
are concans that the internationdization of the finance sector could lead to more voldile
cgpitd flows, which will threaten the dability of domedtic bank credit. It is dso feared
thet, in the event of a crigs, the presence of foreign banks may provide an additiond
channd for cgpitd flight. Furthermore, it is plausble tha a foreign bank may withdraw
abruptly from the market in response to a crisis thus exacerbating the locd disturbance.

On the other hand, the arguments for foreign banks during times of crises Smply
mirror the arguments agang foreign banks For one, because foreign banks have
diversfied sources of capitd, their credit behavior will be affected less by the presence of
crises than domestic banks. Moreover, because foreign banks are usudly characterized of
having more olid finendd pogtions aisgng from lager bases of cgpitd, they can
continue to extend loans. To the extent that they can divert resources that otherwise
would have flown the loca markets (capitd flight) to oversess, then foreign banks could
be sad to have a gabilizing function during crises. Ladtly, foregn banks are expected to
adopt risk management messures according to dandards of ther home country indudtry.
Agan, to the extent that foreign banks may possess superior risk management practices
than domestic banks, then foreign banks may be better hedged during times of crises.

Goldberg, Dages and Kinney (2000) find that foregn-owned banks have provided
grester loan growth than obsarved among domestic-owned banks while reducing the
voldility of loan growth for the financdd sysem as a whole for Argentina They dso
observe that foreign banks show notable loan growth during the criss period, suggesting
that foreign banks may be important dabilizers of credit during such periods In the
Mexican case, the aforementioned authors find that domestic banks do tend to have more
voldile lending paiterns with respect to GDP. Furthermore, as in the case of Argenting,
foreign banks in Mexico, which have low nonpeforming loans, were more responsve to
market forces and were important providers of credit during the crigs period. These
results indicate that foragn banks in Mexico have a dabilizing impact on domedtic
financia system credit.

Profile of Foreign Bank Loan Portfolio

With the benefit of hindsght, the one sector that dealy suffered through the
asset-price bubble burst during the Asan criss was red estate. Now, one and a hdf years
dfter the onsat of the finendd cridgs the portfalio of foreign banks in the Philippines are
leest kewed toward the red sector. Domedic commercid banks—expanded and non-
expanded dike—have exposures to the red edate sector of around 15% and 20%
respectivdy. Although there is no publidy avaladde informaion on the sectord
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didribution of the outdanding loans of commercal banks prior to the cridgs it is not
difficult to expect that the share of red edtate loans to totd loans among domestic banks
would have been very high. The low exposure to the red edae sector by the foreign
banks indicates that their credit risk assessments, ex post, have been more accurate.

Compared to domedtic banks, foreign banks in the Philippines, as a group fared
relaively wdl during the crigs. As of the end of 1999, the nonperforming (NPL) loans of
the foreign banks are a little over 4% of ther totd loans. Domestic expanded and non
expanded commercid banks, on the other hand, have NPL ratios of around 13% and 16%
respectively. A more driking datidic is the percentage of past due red edae loans to
totd red edae loans In the case of the Philippines, close to 4% of the red edtate loans of
foreign banks are past due while the corresponding figures for expanded and non-
expanded domestic commercid banks are around 17% and 19%. Findly, foreign banks
tend to be more conservative in providing for loan loss resarves. As Table 4 reports, the
percentage of loan loss resarves to NPLs for foreign banks is definitdly higher a is dose
to 70%.

A summary survey of the rdaively low NPLs of the foreign banks compared to
the res of the domedic commercd banking NPL figures the sectord didribution of
ther loans as wdl as ther loan loss provisoning practices indicate thet they, as a group,
may have superior loan screening and risk management sysems compared to the
domestic commercid banks. By this measure, it can be sad tha foregn banks could have
arolein gahilizing the economy during crises

The lending behavior of foreign banks is conddered a key issue on whether they
do have a dahilizing effect during criss Of course, snce demand for loans is linked
cosy to the generd macroeconomic conditions, it is expected tha generd lending
would be curtalled during the criss. The influence of different bank dasses (date-owned,
private or foreign) could be evauated on he bads of the rdative degree of loan cutbacks
during times of adversty. Table 5 details the quarterly loan growth rates for the different
bank cdasses The findings indicate that before the criss (199597, second quarter),
foreign banks exhibited the highest loan growth rates Because of therr low bases the
new foreign banks showed the highest loan growth rates. In contrast, state-owned banks
showed the lowest (even negative) red loan growth retes in the period sarting 1995 up to
the onset of the Adan finandd criss

More interestingly, during the criss period (spanning the third quarter of 1997 up
to the end of 1998) the foreign banks, among al dasses of banks, cut back the least in
lending in both weighted and unweighted red loan growth rates. Among the foreign
banks, the “old” foreign banks reduced ther lending to a larger extent than the “new”
foregn banks However immediady dafter the crids while the overdl volume of lending
was dill negative (in terms of unweighted bank red loan growth rates), it was the private
domedtic banks that exhibited the leest loan curtalment. In the weighted red loan growth
rates, the private domestic banks showed the first loan growth rate recovery, with the
foreign banks close behind.
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Lending behavior, as proxied by the loan growth rates, are crude indicators of the
gabilizing influence of different dasses of banks during crises The Philippine experience
shows that during the Adan finendd crigs foreign banks, among the different bank
classes, tend to cut back on loans the leedt, a finding smilar to those found in Argentina
(Goldberg, Dages, and Kinney, 2000).

Hight to Qudlity

The dfected economies of Eas Ada suffered through a messve revarsd in
cgoitd flows a the height of the finandd criss of 1998. This reversd dands in dark
contrast with very drong cgpitd inflows into the same region in the “Adan miradé€’
years prior to the criss. For some observers (Sachs and Wing, 1999), the aorupt swing in
capitd flows, caused bascaly by a panic among internationd investors, which severdy
drained the finandd sysems in the affected economies is the main cause of the financd
crigsin Asa

The Philippines asst markets were not spared by the regiond disturbance, though
not in the same degree as Thaland's nor Indonesds. Like the res of the economies in
the region, the peso had undergone a mgor devauation and the sock market index
plunged. Officid records show that US 7.4 hillion fled the country in the second hdf of
1997 and the whole of 1999. At the heart of capitd flight is the lack of confidence in the
economy, in generd, and in the finendd sydem, in paticular. An interesing issue that
aises is whether the foreign banks could have a beneficid or harmful role in a cigss
gtuation where massive acapitd flight usudly occurs

In this context, to the extent that the presence of foreign banks encourages
depositors to kegp their holdings within the country, then foreign banks can be sad to
have a qabilizing influence. 1t can be argued that foreign banks, by offering an dternaive
for depositors to place their assets domegticaly, hep prop up confidence in the domedtic
fineandd sysem. The resssurance can come from the perceived more solid capitd bases
of foreign banks ther more sophidicated risk management systems thear ability of
diversfy their risks eic. By offering another destination for the “flight to qudity” money
that is domediic, then the presence of foreign banks can be argued to have a dailizing
influence on the domedtic finendd sysem.

An indicator of the “flight to quality” phenomenon would be the changes in the
depogit growth rates among different types of banks. If foreign banks are percaived to be
more 0lid (and thus more reslient to financid turbulence) than domedtic banks then
during times of crises it is expected that a migration of deposts will flow from domedic
to foreign banks Of course there are differences in the degree of financid danding
among domestic banks. Table 6 reports the average red depodt growth rates among
date-owned, private commercid, and foreign banks in the pre-, criss, and post-criss
periods. Foreign banks were further dassfied to disinguish the new banks that were
able to enter through the 1994 act and the old ones.
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The daa shows that private foreign banks enjoyed reatively higher depost
growth rates than both state-owned and domestic banks. However, the new banks account
for much of the growth of the deposts. Conddering that the new foreign banks dtarted
from a low depost base, the very high growth rates in deposits registered prior to the
crigs is not unusud. What is more driking is the comparison of the growth rates deposits
of foreign banks and domestic banks during the crids period. The foreign banks—old and
new dike—exhibited higher growth rates in depodts then the private commercid banks
Because the growth rates of depost in the new foreign banks may be influenced by ther
low dating base, the more important finding is that the old foregn banks experienced
congderably higher growth in depogts indicating “flight to qudity” from the dae owned
banks.

An andydss of the comparative growth rates of depodts during the criss period
shows that some form of “flight to qudity” ensued primarily from state owned banks to
the private fordgn banks Whether the volume of depost migration was dgnificant
enough to exet a cdming influence in the domedtic banking system is not easy to
resolve. Nevertheess, the facts show that the rdation between “flight to qudity” and the
presence of foragn banks is not incongstent with the ability argument.
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Box 1. The Entry of Foreign Banks and Segmentation of the L oans M ar ket

Standard economic analysis would predict that the as the
number of firms in a market increases, the degree of
rivalry gets keener, al things equal. It could also happen
that the mere threat of entry of banks - either foreign or
domestic — could influence incumbent banks to behave
competitively’®. While the entry of foreign banks is
expected to introduce more competition in the banking
sector, the competitive pressure is not likely to be felt
across the board but could actually vary according to
different market segments in the industry. The markets
for loans in the Philippines, like elsewhere, are not
homogenous. For instance, there are the so-called top-tier
markets, which comprise the top 100 corporations as well
as the multinationals, and the middle market, which is
characterized to be more retail in nature. In view of this
characteristic of the loans market, different banks employ
different marketing strategies. Therefore in assessing the
likely impact of foreign bank entry, it is instructive to
identify the particular market segment that foreign banks
target.

Anecdotal evidence gathered from interviews reveas
that foreign banks, by and large, cater more to the top-tier
market and multinational corporations (also called prime
clients) than to the middle market. They do so for a
number of reasons. Firgt, foreign banks are more likely
to engage a relatively limited number of clients in big
volume transactions than to deal with many borrowers
over amyriad of smaller loans. The interest rates in the
top tier loan market is considered to be more
competitively priced owing to the higher credit standings
of the borrowers that make up this market. Hence, to the
extent that foreign banks can tap the lower cost funds
from global capital markets much more readily than
domestic banks, they would be in a better position to
offer cheaper funds a the wholesale banking level.
Besides, given their limited branching networks, foreign
banks have little physical presence in the regions and
suburbs where most of the retail banking segments are
located. Secondly, a good number of foreign banks cater
to the financing needs of multinational companies from
their home countries, though not exclusively. For
instance, Dutch foreign banks are likely to serve the
needs of Dutch multinational corporations in the
Philippines. Thus, it is natural that multinationals form an
important segment in the client base of foreign banks.

Due to the added competition that foreign banks exert,
their entry can bring about a realignment in the banking

19 The three conditions for contestable markets — absence of entry
barriers, absence of strategic response of incumbent firmsto new entry
and no barriers to entry — are quite restrictive. Hoschka (1993) points
out that these conditions are not easily met in the European retail
banking.

sector. It has been said that one of the ‘benefits' of
foreign bank entry is that it induces domestic banks to
cater to ‘underserved’ sector or market. This underserved
sector comprise the second tier or middle markets, which,
as anecdotal evidence shows, are inherently more risky
than the top tier market. The relative paucity of credit in
the second-tier markets may be due to the relatively
higher cost of servicing and monitoring the loans as well
as the risk of adverse selection arising from information
asymmetry, or simply risk aversion on the part of large
domestic banks. Under these circumstances, the renewed
attention and the ensuing increase in supply of the
banking sector to the middle market can be said to be a
positive effect of the liberalization of foreign bank entry.

It should be noted that the observed trend of enhanced
penetration of the middle market is not incompatible with
the widening of overall bank spreads. The domestic
banks naturally would like to be adequately compensated
for the additional risk they take on when lending to the
“second tier market” in the form of premiums on loan
interest rates. It is interesting to investigate the extent to
which the top tier markets of the domestic banks have
been taken over by foreign banks, as a consequence of
the liberalization of entry. There is, however, very little
data available on the allocation of the loan portfolio of
banks (according to classification of top tier of middle
markets) to substantiate the segmentation hypothesis.

Given this analysis, overal spreads could widen as a
result of the greater risk in dealing with the second-tier
market on top of the effects of macroeconomic policies
(discussed in the main text). The microeconomic angle
introduced by the segmentation is not inconsistent with
the macroeconomic view on the determination of bank
spreads.

There are indications that since the onset of foreign bank
entry, there has been an increase in the degree of rivalry
in the top-tier or premium markets, although evidence is
merely anecdotal. However, thereis some support for the
aforementioned observation. In asurvey, Hapitan (2000)
reports that the area of operation which domestic banks
found the most significant competitive pressure from the
foreign entry iswholesale banking. Moreinterestingly,
the aforemention ed study mentioned that asa
consequence of the competition exerted by the foreign
bank entry, domestic banks have been ‘forced' to look
into other market niches. These other market niches
comprise the middle or retail markets which can be easier
served by local banks due to their more extensive branch
network. From these observations, it appearsthat the
movement to cater more extensively to the middle market
by local banksisgradually happening.
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Box 2. Alternative M easur ements of I ntermediation Spreads

- Most of thearguments madein this paper are based on a particular methodology (“accounting method”) of
computing for intermediation spreads. This specific definition varies from the more popular method found in most of
the earlier work (e.g. Abola 1999) done to explain the behaviour of bank spread mentioned in the literature review.
Unfortunately, however, dueto the rapid growth of foreign currency intermediation and the ever-widening range of
services provided by commercial banks, the lending and deposit rates data series published by the Bangko Sentral
have become less relevant. Among its many weaknesses is the fact that the data only covers peso-denominated |oans
and deposits. A thorough discussion on the need to have awider definition of bank intermediation spread can be
found in Brock and Suarez (2000) where the authors provided six different definitions of bank spreads. Of these six
definitions, this paper provides only two and are defined below as 1) Average Spreads Method and 2) Accounting
Soreads.

1. Average SpreadsMethod (“ Average Yield on Earning Assets” minus*® Average Cost of Funds’)
Formula P . .

S = g lea _ lisL 3
&EA +EA)) (IBL,+IBL,){
AS = [YEA - CF]
where:

AS = Average Spread

EA = Earning Assetsor Interest Bearing Assets

IBL = Interest Bearing Liabilities

YEA = Yiedonearning assets

iea = interestyield on earning assets

IiBL interest cost on interest bearing liabilities

- Tocompute for average spread, one simply hasto get the difference between 1) the average interest yield that all
commercia banks make from their interest earning assets.and 2) the average interest cost of all their interest bearing
liabilities. Likemost “macro” level indicators, it failsto capture the various implications of, for example, changesin
the maturity structure of the various components of banking sector’s balance sheet.

- Limitations: (Datalimitations make it difficult to compute for yield-on-earning assets (Y EA) across a broader
definition. For instance, if theincome report of the BSP had separated the different balance sheet and income
statement items, it would have been much easier to measure the yield of banksin all earning assets. Datalimitations
only allowed us to measure interest earnings as a proportion to bank loans and investments making our figures
dlightly overstated.

- Strengths: The strength of this measurement isit is able to capture the effective interest earnings of abank onits
interest bearing assets. Unlike the accounting method of measuring intermediation spreads (to be discussed below),
this measurement captures both dollar and peso-denominated liabilities and assets of the commercia banks. Itisalso
ableto capture the net effect of taxes and other administrative charges that come with each interestbearing
instrument.

2. Accounting Method (Lending ratelesstotal (including inter mediation) cost of gener ating deposits)

- Strengths: The main advantage of this measurement isthat it allows one to see the itemized sources of changesin
bank intermediation spreads through time. For instance, one will be able to trace the impact of changesin
intermediation costs how it affects the industry spread. The ability to dissect the sources allows one to generate
indicatorsthat aid in policy decision-making.

- Limitations: The accounting method has several problems. For one, reported average lending rates of the banks are
only applicable for peso-denominated assets and liabilities. The fact that banks were able to source a substantial
amount of funds from abroad could make thisfigure lessrealistic, especialy during the years 1994 to 1996. This
approach is also vulnerable to underreporting of loan yields and padding of costs of funds.
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Box 3. A Palicy Biasfor Tightening: The BSP-IMF Financial Programming Framework

While the Philippines was under an IMF-sponsored economic program between 1994 to 1997, the
monetary and exchange rate policy mix that was in put in place was an agreed upon framework
between the BSP and the IMF. It is the objective of this section to demonstrate how the “BSP-IMF’
financial programming framework is biased towards tight monetary policy (or high interest rates). To
understand this, we need to expound on how the reserve money-targeting framework works.

After the BSP submits its GDP growth target to the IMF, the IMF asks for an income eagticity of
demand for money figure from the BSP. This figure will yield money supply growth target figure.
Based on the IMF's financial programming framework, meeting this target will facilitate manageability
of the country's balance of payments position keep the country's inflation rate at very manageable
levels. The chosen intermediate target for the Philippinesis a money supply target referred to as M3 or
domestic liquidity, a bulk of which is peso-denominated deposit liabilities of commercia banks.
However, because M3 data comes too infrequently, a proxy or operating target takes its place in the
near term and an agreed upon growth target by the Philippine monetary authorities is the growth of
reserve money. And since the programming framework assumes a steady money multiplier for RM and
M3, RM becomes the operating target.

Take note, however, with a highly mobile capital account, an operating target such as RM is biased
toward a tightening of the domestic currency money supply, whether there is a net inflow of capital or
a net outflow of capital. During capital inflow episodes, a sharp increase in NFA will require an
equally sharp reduction in NDA if the RM target commitment with the IMF is to be met. For instance,
if the RM target is 15% and NFA grows by 25%, meeting the RM target means NDA will have to be
reduced by 10%. This, more often than not, leads to higher interest rates on the home currency. Under
this framework, if the policy bias of the BSP is to keep the peso very stable, capital inflow episodes are
usually accompanied by sterilized foreign exchange intervention. Figure 8 clearly illustrates how this
was practiced between 1994 to 1997.

Unfortunately during an outflow episode, the BSP could not do the reverse. Whenever there is a
decline in NFA, the only way to meet the RM target is to expand NDA. For example, if the RM growth
target is 15% and say, NFA decline by 10%, then NDA will have to expand by 25%. However, thisis
easier said than done. The fact is it is very difficult to expand NDA during a capital outflow episode
(Bruno 1993). The simple reason is an expansion in NDA reduces the yields on home currency (or
peso-denominated) assets and could exaggerate the capita outflow. Under this framework, if the
policy bias of the BSP is to keep the peso very stable, capital outflow episodes are usualy
accompanied by unsterilized foreign exchange intervention.

The fact that the policy bias during a capital inflow episode is toward sterilized intervention and the
policy bias during a capital outflow episode is towards unsterilized intervention means that the policy
bias of the BSP during a pegged exchange rate regime is toward high domestic interest rates?




Box 4: (Notesfor Figure 1 and Table 3) Intermedation Costsand Bank Spreads

Weighted deposit rate on savings and time deposits used to compute for the intermediation cost in
December 1998 is October-November average.
The October 1998 figure is used as the net lending rate for December 1998.

Formulas:

Cost=(rl -adj r2- adj r3 - adj r4 + r5)/nld
Total Cost = Cost + .05(Lending Rate)
Intermediation Cost = Total Cost-rl
Bank Spread = Lending Rate - Total Cost

where:
rl = weighted deposit rate on savings and time deposits

r2 =yield on banks' statutory deposits with the BSP (r2 = 4%) is adjusted for the fact that only 25% of the
statutory reserves can earn at 4%, and are subjected to the 5% gross receipts tax (GRT)

adj r2 = 4%(0.25) * statutory reserve requirement * 0.95

r3 =BSP sold specia T-hillsat 50 bp below the 91-day T-hill rate (r3) is adjusted for the 20% withholding
tax, 5% GRT, and the fact that liquidity reserves only earn this much

adj r3=(91 T-hill rate- 0.5) * 0.80* 0.95* liquidity reserve requirement

r4 = 9% yield on uncomplied Agracomponent (r4) is adjusted for the assumption that out of the 10% of
loanable fundsallotted to it, only half isloaned out. The remaining amount earns 9%. Also subjected to
withholding tax (20%) and GRT (5%).

adj r4=9%(0.05) * 0.80* 0.95

r5 = annual deposit insurance that banks pay to the Philippine Deposit | nsurance Corporation (PDIC)
equivalent to 1/12 of 1% until 2nd semester of 1992 and 1/5 of 1% theresfter.

nld = (net loanable % from deposits) total loanable amount adjusted for the reserve requirement and the
unused Agra component

= (1-rr) - .05(1-1m)

where rr = reserve requirement




Box 5. How Did Arbitrage Opportunities Perast?

A key assumption behind our explanation on why bank spreadsfailed to narrow substantialy between 1994 and thefirst
semester of 1997 isthe fact that arbitrage opportunities persisted between peso (91-day T -hill) and foreign currency
denominated bonds (3-month LIBOR).

While such arbitrage opportunities areimpossiblein afirst-best setting, real world imperfections (i.e., institutional
impediments and structural factors) can cause pricerigidities. There are two sets of imperfectionsthat would have allowed
banks to borrow abroad and lend them at much higher yiedsin thelocal economy. The first imperfection implied by the
persistence of arbitrage opportunitiesisthe fact that yields on local government bonds remained higher than their
counterpart bonds abroad, despite the virtual peg of the nominal exchangerae Theoreticdly, foreign capita should have
found their way to Philippine bonds and immediately led to aparity of yields. Thefact that thisdid not take placeimplies
that local bonds were not fully accessible to foreign funds. Second, some form of bottleneck might explain why loca
companies continued to borrow from local banks despite their access to cheaper funds abroad. Theoretically, Philippine
banks operating in an open capital account regime should not be able to price their loans higher thanthoseavailableabroad.

While market efficiency has been shown (Gochoco-Bautista 1988) to exist for the Philippine T -bill market, litle hesbeen
doneto explain how institutional and structural factors could cause pricerigiditiesto persist in the locd market. Leonor
(1999) however, did some pioneering work to demonstrate that the National Treasury (or the Bureau of the Treasury) has
not been able to borrow at the least possible cost due to imperfections in the auction method for the Philippine T -bils
market. (While no mention was made about the issue of arbitrage, itisimplicit in her findings that an obstacle to an
immediate alignment between peso and foreign bond prices existed.) The paper named severa of thesefactors. It took note,

for instance, of the fact that weekly volume awards are not allowed to exceed a pre-announced captotheweekly offerings
even if considerably low bid rates were being made. This, the paper cited, prevents the government from minimizing the
cost of financing its cash flow requirements. The paper aso demonstrated that an auction ruling which required that 40% of

the weekly offering be granted to bids quoted as “non-competitive’ havebeen asource of pricerigiditiesinthemarket. Itis
claimed in the paper that bidswould have been far lower if such aruling did not exist. Other papers (Vadehuesa 1996) have
been written implying the need for structural and institutional reformsto addressimperfectionsin the weekly T -hill auctions
The absence of a secondary market for Government Securities may be another cause for pricerigidities. While plans have
been drawn up to put up aformal exchange for a secondary market for T-bills, actual trading has yet to commence.

As mentioned, other microeconomic reasons would haveallowed banksto take advantage of the arbitrage. Oneline of

inquiry isto identify, for instance, what factors prevent amajority of Philippines corporations from borrowing abroad. It
would be agood empirical exercise since it would help policymakers remove the structural impediments that allowed
arbitrage to take place. The absence of such studies, however, does not remove the fact that the macroeconomic (sterilized
and unsterilized foreign exchange intervention) policy regimes that were consistent with themaintenanceof anarbitrage
contributed substantially to the ability of banksto borrow abroad and allowed them to lend at amuch higher pricein the
domestic economy. Apart from the fact that the BSP itself has admitted to undertaking sterilized foreign exchange
intervention (1995) during capital inflow episodes, quite a number of studies have documented the existence of such an
arbitrage in the Philippines, (See for example Chorng-Huey and Carranza (1998) and World Bank (1996). Infact, quitea
numb er of theoretical and empirical studies have been done to show that sterilized intervention works for advanced country
cases. See, for example, Isard’ s study (1995) providing empirical support for the branch of theories saying that “signaling”

helps make sterilization effective or MacDonald (1996) which isfounded on the “risk-premid’ argument. Regardless of
which of the two schools were correct, the fact that sterilized foreign exchange intervention worked for these countries
means that there is less reason to think it cannot work for the Philippines.

1 Sterilized forei gn exchange intervention during inflow episodes is done to meet both foreign exchange and money supply targets and
automatically implies tightening. A foreign exchange intervention during capital outflow episodes, however,isnat dailizedanddsolesds
to interest rate differentials. See Bruno (1993) to show how base money targeting has a natural bias for tight monetary policy.
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Table 1. LIST OF FOREIGN BANK BRANCHES AND SUBSIDIARIES

(As of 31 December 2000)

Date of Ist Bank Mode Number Capital
entry in the Foreign Bank Branch/Subsidiary Classification Of of (P Million) 3/
Philippines (Universal, Entry I/ | Branches
commercial, 2/
etc.)
6/28/45 |Citibank, N.A. Commercial Original 4 5 2,567
7/23/45| |Standard Chartered Bank Commercial Original 4 5 00
8/6/45( [Hongkong & Shanghai Banking Corp. Universal Original 4 4 1,350
4/15/47] |Bank of America NT & SA Commercial Original 4 0 423
4/3/95| [The Bank of Tokyo-Mitsubishi Ltd. Commercial c 0 720
6/1/95| |Korea Exchange Bank Commercial c 0 257
6/30/95| |The Fuji Bank Ltd. Commercial c 0 602
7/4/95 |The International Commercial Bank of Commercial c 2 339
China
7/10/95| |ING Barings, Manila Branch Universal c 0 1,238
7/14/95| |Deutsche Bank AG Commercial c 0 760
8/11/95( |Bangkok Public Company Ltd. Commercial c 0 266
9/26/95| |The Chase Manhattan Bank Commercial c 0 223
(formerly Chemical Bank)
9/26/95| |Chinatrust (Phils.) Commercial Bank Corp. [Commercial a 16 2,616
10/2/95| [ANZ Banking Group, Ltd. Commercial c 0 20
1/8/96 |Banco Santander Philipines, Inc. Commercial b 0 2,505
1/29/96| [Dao Heng Bank, Inc. Commercial b 13 2,495
11/6/97| [Maybank Phillippines, Inc. Commercial a 59 1,895
9/1/98| [DBS Bank Philippines, Inc. 4/ Commercial a 20 2,244
9/7/99[ [ABN-AMRO Savings Bank Corp. Thrift a 24 857
11/26/99 [United Overseas Bank Philippines Commercial a 96 2,184
12/29/00| [HSBC Savings Bank Phils, Inc. Thrift a 14 671
1/ Mode of Entry classified as follows:
a) by acquiring, purchasing or owning up to 60% of the voting stock of an existing bank;
b) by investing in up to 60% of the voting stock of a new banking subsidiary incorporated under
Philippine laws; and
¢) by establishing branches with full branching authority.
2/ As of December 2000, exclusive of main branches of foreign banks and head offices of foreign bank
subsidiaries
3/ Based on published statements as of September 27, 2000 for universal/commercial banks and as of
June 26, 2000 for thrift banks
4/ Formerly Bank of Southeast Asia, a locally incorporated bank which was acquired by Development

Bank of Singapore (DBS). Accordingly, DBS gave up its full bank branching authority originally

granted on 28 November 1995.

Source: Bangko Sentral Ng Pilipinas

25




Table 2: Concentration Ratios

Asset, Deposit, and Loan Concentration Ratios
1991 - 3q 2000

1991 1992
ASSETS
Share of Top 5 4355 44.34
Share of 'Old' FBs 13.75 11.56
Share of New 10 FBs
Share of Total FB's
DEPOSITS
Share of Top 5 48.44 4794
Share of 'Old' FBs 7.82 8.03
Share of New 10 FBs
Share of Total FB's
LOANS
Share of Top 5 4452 4492
Share of 'Old' FBs 10.81 10.11
Share of New 10 FBs

Share of Total FB's

Source: Bangko Sentral ng Pilipinas

1993

441
12.09

48.68
7.74

39.96
10.5

1994

46.96
10.01

49.99
7.58

47.55
8.66

1995

45.71
9.03
181

10.83

491

561
0.53

6.14

47.25

7.3
131

8.61

1996

44.04
9.8
2.96
12.77

49.74

512
0.77

5.89

46.39

6.77
3.7

10.47

1997

36.43
12.92

6.44
19.36

4411

6.55
249

9.04

32.86

5.66
481

10.47

1998

37.95
8.72
6.56

15.37

44.28

7.08
2.79

9.88

38.73

6.24
531

11.55

1999

42.69
944
524

14.68

51.8
8.12
3.03
11.15

43.08

953
4.48

14.01

2000

49.58
10.38
3.38
15.8

53.62
9.63
3.23

12.86

49.38

7.39
5.3

12.69

Table 1aindudes only both expanded and non-expanded commercid banks whereas table 1b includes thrift

banks
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Table 3: Performance Indicators of Banking Sector

PERFORMANCE INDICATORS OF BANKING
SECTOR (in percentage)

Years over Net Interest Overhead / Net
which Margin / Total Profit
averaged Assets
Total Assets  Total Assets

Hong Kong 1990-1995 19 15 1.7
Indonesia 1988-1995 35 2.9 0.9
South Korea 1991-1995 17 2.1 04
Malaysia 1988-1995 24 16 0.9
Philippines 1988-1995 4.2 4.4 2
Singapore 1991-1995 19 1.3 11
Thailand 1988-1995 3.1 2 11
India 1992-1995 3.3 14 2.3
Comparator

S

Germany 1992-1995 1.9 2.1 04
Japan 1989-1995 14 11 0.2
u.S. 1988-1995 3.1 3.2 0.5

Source: Demirguc-Kunt and Huizinga
(1997); as reported in Claessens and
Glaessner (1997)

Note:
1/ Data presented are weighted averages of figures from all reporting
banks, domestic, and foreign.
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Table 4. Sector distribution of KB Outstanding Loans

as of Dec 1998 Grand Expanded
in percentage Total Commercial Banks Gowt Nor- Foreign
Total Pvt. EKBs | EKBs EKBs Banks
A. Classified as to Economic Activity

Agriculture, Hunting & Forestry 3.84 3.84 3.13 7.93 3.35 4.27
Fishing 0.24 0.25 0.22 043 0.18 0.25
Mining and Quarrying 1.30 144 1.39 174 0.85 0.50
Manufacturing 23.28 23.41 25.32 12.37 19.60 25.55
Electricity, Gas and Water 3.07 3.16 2.69 5.87 1.83 337
Construction 354 3.60 3.85 2.15 492 1.76
Wholesale & Retail Trade, Repair of Motor
Vehicles

and Personal Household Goods 13.87 14.64 16.19 5.69 16.20 5.23
Transport, Storage & Communication 6.39 6.15 5.85 7.92 7.83 7.11
Financial Intermediation 8.77 8.81 5.86 25.81] 474 12.11
Real, Estate, Renting & Bus. Activities 14.16 14.75 14.83 14.26 20.21 3.60
Public Adm & Defense 0.70 0.75 0.26 3.56 0.58 0.46
Education 0.32 0.35 0.32 0.56 0.36 0.00
Health & Social Work 0.17 0.15 0.11 0.35 0.54 0.02
Other Community, Social & Pers. Services 7.40 5.65 5.66 5.61 8.27 21.51
Private Households w/ Employed Persons 0.31 0.31 0.35 0.04 0.23 045
Extra Territorial Organization and Bodies 0.03 0.01 0.01 0.00 0.24 0.02
Hotels & Restaurants 0.57 0.61 0.56 0.88 0.85 0.03
Interbank Loans 12.04 12.14 13.41 4.82 9.23 13.76
Total Loan Portfolio 100.00 100.00 100.00 100.00 100.00 100.00

B. Classified as to Type of Accounts

Interbank Loans Receivable 12.04] 12.14] 1341 4.82 9.23 13.76
Loans and Discounts 72.59 71.93 71.19 76.20] 74.47 76.50
Agra/Agri Credit Loans 2.67 2.62 1.89 6.85 345 241
Bills Purchased 2.18 2.33 222 3.00 1.33 161
Customer Liab - LC/TR 5.57 5.96 6.65 1.95 5.18 2.66
Customer Liab - Accep. O/S 0.70 0.64 0.72 0.18 0.93 0.99
Trading Account Securities 0.97 0.81 0.79 0.96 174 158
Underwriting Accounts 0.23 0.28 0.28 0.27 0.00 0.00
Restructured Loans 3.05 3.29 2.86 5.77 3.67 0.50
Total Loan Portfolio 100.00 100.00 100.00 100.00 100.00 100.00

Source of basic data: Bangko Sentral ng Pilipinas
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Table 5. Total Loan Loss Provisioning

as of Dec 31, 1999

Domestic
Foreign Banks | Expanded Commercial

Non Expanded

Commercial
NPL to Total Loans 412 12.98 16.44
Loan Loss Reserves to NPLs 68.13 40.54 19.63
Real Estate Loans to Total Loans 2.73 12.45 14.53
Past Due RE Loans to RE Loans 3.68 16.84 19.05
Past Due RE Loans to Total Loans 0.1 2.1 2.77

Source: Bangko Sentral ng Pilipinas

TABLE 6: Quarterly Loan Growth Rates

Philippine Commercial Bank System

(percentage)

Panel A: Average Across Individual Banks (unweighted)

Time Period All State-Owned Private Domestic Private Foreign
Banks Banks Commercial Banks Banks
Pre-Crisis -4.59 5.64 29.18
1989Q1-1997Q2
Crisis -10.24 -4.32 -1.03
19970Q3-19980Q4
Post-Crisis -11.74 -1.17 -1.82
1999Q1-2000Q1
Panel B: Weighted Lending Growth Across Banks
Pre-Crisis 0.6 0.06 0.15
1989Q1-1997Q2
Crisis -1.5 -0.19 -0.092

199703-199804




Post-Crisis -1.72 0.14 -0.028

199901-2000Q1

Source of basic data: Published Financial Statement Reports of Commercial Banks, Bangko Sentral ng
Pilipinas

Note: For missing observations, loan growth was first computed by getting the average of the prior period
growth rate and the following period growth rate. The weight used is the loan of an individual bank as a
percentage to the total loan of the class of banks (state-owned, private local and foreign banks).

Table 7: Average Real Deposit Growth Rate (in percentage)
State-Owned Private Private Old New
Banks
Commercial Foreign Banks | Foreign | Foreign
Banks Banks | Banks
Pre-Crisis data not available 16.01 30.15 -4.58 42.78
1996 Q1-1997
Q2
Crisis -7.73 2.34 60.07 8.19 77.37
1997 Q3-1998
Q4
Post-Crisis -0.03 -1.49 0.13 474 -1.41
1999 Q1-2000
Q2

Source: Published Statement Reports of Banks, Bangko Sentral ng Pilipinas.
Notes: Old Foreign Banks - Bank of America, Citibank, HSBC and Standard Chartered
New Foreign Banks - all others
For missing observations of deposits, deposit growth was first computed by getting the

average of the prior period growth rate and the following period growth rate. Computed growth
rates were used to get the corresponding values of deposits.



Figure 1. Intermediation Cost and Bank Spreads
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Source of Basic Data: Bangko Sentral ng Pilipinas
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Figure 2. Difference Between Risk Free T-Bill Rate And Cost of Funds (deposit
rates plus other intermediation costs): “Risk Free” Spreads Fail To Narrow
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Figure 3. Open Capital Account Policy Was Mixed With Virtual Currency Peg
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Figure 4. Peg Did Not Hold For Long
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Figure 5. Incentive to Fund Loans From Abroad
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Figure 6. Peso’s Float Eased Foreign Borrowing
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Figure 7. Changing Liability Structure of KBs
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Figure 8. Macro Policy Mix and Financial Market Imperfections Led to
Persistent Arbitrage
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Figure 9. Monetary Targets Met Through Sterilization
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