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THE PHILIPPINE FINANCIAL SYSTEM: AN ASSESSMENT 

The banking system is once again reporting another semester of progress in the first 
half of 2004.   Normally, that should be received as an unqualified bit of good news especially 
considering that it was secured during a period of high political uncertainty that surrounds 
the Presidential elections. Yet there is something disturbing about it.  Stepping back from the 
cold numbers to take a broader view of the situation, it becomes clear that the pace of 
improvement in the financial system is in fact occurring in small incremental steps to make 
much of a difference to the economy.  There is a need to rekindle the sense of urgency and to 
step up the pace of reforms.   

During the period under review, the BSP took certain initiatives with potentially long-
term beneficial consequences for the full reactivation of the financial system.   

First, in order to jump start the clean-up of the enormous inventory of non-performing 
assets (NPAs) sitting unproductively in bank books, BSP issued Memorandum to All 
Banks/Non-Bank Financial Institutions with Quasi-Banking Functions (MAB/NBQB) dated 26 
September 2003, as amended by MAB/NBQB dated 16 February 2004 providing for calibrated 
regulatory relief to banks that qualify for privileges under the SPV Act of 2002.  The Circular 
essentially aims to ease the pain of banks in having to recognize potentially large losses 
resulting from the sale of NPAs at deep discounts.  This is accomplished by allowing a 
staggering of loss recognition over a ten (10) year period for purposes of reckoning 
compliance with regulatory capital requirements subject only to full disclosure so that 
financial transparency is not unduly compromised and the public is not misled.    However, to 
put pressure on the banks, this incentive is being reinforced with a clear signal from the BSP 
that forthcoming regulations that will implement international standards in the Philippines 
particularly Basle II and International Accounting Standards (IAS) will make it very costly to 
hold on to these non-performing assets.  The BSP considers it a matter of urgent priority to 
address the NPA problem because it acts as an enormous drag on the financial system 
resulting in weak loan growth, low profitability, and a state of financial fragility. 

Second, the BSP considers it highly essential to address the asset quality issue at the 
source, by dealing with fundamental weaknesses in the management of credit risk.  Doing so 
will prevent the NPA problem from regenerating after it is cleaned up.  The key initiatives are 
(1) Circular No. 414 dated 13 January 2004 providing for standards for the management of 
credit risk concentrations; (2) Circular No. 423 dated 13 March 2004 tightening the rules 
against excessive connected lending (Box 1); and (3) Circular No. 439 dated 5 July 2004 
mandating universal and commercial banks to adopt a formal internal credit grading system 
that conforms to rigorous minimum standards (Box 2). 
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STRENGTHENED RULES ON DOSRI LENDING 

The Bangko Sentral recently tightened the rules governing bank 
exposure to directors, officers, stockholders and their related interests (DOSRI). 
The new rules set more binding limits on the grant of loans, credit 
accommodations and other guarantees to DOSRI and impose stiffer sanctions 
on violators. 

In the past, loopholes on strict legal limits on DOSRI transactions 
permitted banks to allocate significant amount of loans to related parties. 
This undermined the objective of why DOSRI limits were set in the first place:  to 
inhibit DOSRI from monopolizing the bank’s credit facilities for their sole benefit 
and to the detriment of other borrowers and the bank itself.   

Over the years, amendments to DOSRI regulations were implemented 
to make them more responsive to existing conditions.  The financial reforms of 
1980 excluded certain types of relationships from the conflict-of-interest rule as 
a result of expanded banking and introduced a uniform set of DOSRI 
regulations for all types of banks.  In addition, a sub-ceiling within the individual 
ceiling was prescribed for unsecured credit accommodations to each DOSRI 
which should not exceed 30 percent of his total credit accommodations.    

The enactment of the General Banking Law (GBL) of 2000 enhanced 
Bangko Sentral’s authority to enforce stronger safeguards against connected 
lending.  Specifically, Section 36 of the GBL provides the legal basis for the 
Monetary Board to expand the coverage of DOSRI lending, particularly, in 
connection with related interests.  

Salient features of Circular No. 423 

 
In 15 March 2004 the Bangko Sentral issued Circular No. 423 to 

implement Section 36 of the GBL.  The Circular also amends Sections X326 to 
X338 of the Manual of Regulations for Banks (MORB) and their corresponding 
subsections.  Under the new rules, related interests shall not be limited to the 
spouse or relative within the first degree of consanguinity or affinity, or relative 
by legal adoption, of a director, officer or stockholder of the bank.  DOSRI 
limits will now cover bank lending to all related corporations whether upwards, 
sidewards, or downwards.  These include: 

1. Corporation, association or firm which owns or controls directly or 
indirectly, whether singly or as part of a group of related interest, at least 
20 percent of the subscribed capital of a substantial stockholder of the 
lending bank or which controls majority interest of the bank; and 

2. Corporation, association or firm in which the lending bank and/or its 
parent/subsidiary holds or owns at least 20 percent of the subscribed 
capital of such corporation, or in the equity of such association or firm, 
or has an existing management contract or any similar arrangement 
with the lending bank or its parent/subsidiary. 

Box 1 
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Related interests also refer to any of the following: 

1. Partnership of which a director, officer, or stockholder of a bank or his 
spouse or relative within the first degree of consanguinity or affinity, or 
relative by legal adoption, is a general partner; 

2. Co-owner with the director, officer, stockholder or his spouse or relative 
within the first degree of consanguinity or affinity, or relative by legal 
adoption, of the property or interest or right mortgaged, pledged or 
assigned to secure the loans or other credit accommodations, except 
when the mortgage, pledge or assignment covers only said co-owner's 
undivided interest;    

3. Corporation, association, or firm of which a director or officer of the 
bank, or his spouse is also a director or officer of such corporation, 
association or firm, except: 

(a) where the securities of such corporation, association or firm are 
listed and traded in the big board or commercial and industrial 
board of domestic stock exchanges and less than 50 percent of 
the voting stock thereof is owned by any one person or by persons 
related to each other within the first degree of consanguinity or 
affinity; or 

(b) where the director, officer or stockholder of the bank sits as a 
representative of the bank in the board of directors of such 
corporation. 

4. Corporation, association or firm of which any or a group of directors, 
officers, stockholders of the lending bank and/or their spouses or 
relatives within the first degree of consanguinity or affinity, or relative by 
legal adoption, hold or own at least 20 percent of the subscribed 
capital of such corporation, or of the equity of such association or firm; 
and 

5. Corporation, association or firm wholly or majority-owned or controlled 
by any related entity or a group of related entities.   

 DOSRI credit accommodations now as defined more broadly, will 
continue to be subject to individual and aggregate ceilings. 

a. Individual ceilings.  The total outstanding loans, other credit 
accommodations and guarantees to a DOSRI shall be limited to an 
amount equivalent to his unencumbered deposits and book value of his 
paid-in capital contribution in the bank. Unsecured loans, other credit 
accommodations and guarantees to a DOSRI shall not exceed 30 
percent of his total loans, other credit accommodations and guarantees. 
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Excluded from individual ceiling are loans, credit accommodations and 
guarantees: (1) secured by cash, debt securities issued by the BSP or the 
Philippine government, deposits maintained in the lending bank and held 
in the Philippines, debt securities issued by the U.S. government, debt 
securities issued by central governments, central banks of foreign 
countries and multilateral financial institutions such as International 
Finance Corporation (IFC), Asian Development Bank (ADB) and World 
Bank (WB), with the highest credit quality given by any two internationally 
accepted rating agencies; (2) in the form of fringe benefits granted in 
accordance with existing regulations; and (3) extended by a cooperative 
bank to its cooperative shareholders. 

b. Aggregate Ceilings.  Except with the prior approval of the Monetary Board, 
the total outstanding loans, other credit accommodations and 
guarantees to DOSRIs shall not exceed 15 percent of the total loan 
portfolio of the bank or 100 percent of net worth, whichever is lower.  The 
total unsecured loans, other credit accommodations and guarantees to 
DOSRIs shall not exceed 30 percent of the aggregate ceiling or the 
outstanding loans, other credit accommodations and guarantees, 
whichever is lower. 

 For the purpose of determining compliance with the ceiling on unsecured 
loans, other credit accommodations and guarantees, banks shall be 
allowed to average their ceiling on unsecured loans, other credit 
accommodations and guarantees every quarter. 

 These individual and aggregate ceilings, as well as ceilings on 
unsecured credit accommodations, also apply to branches and subsidiaries 
of foreign banks in the Philippines. 

Severe sanctions shall be imposed on violators.  Non-compliance with 
the prescribed ceiling on DOSRI shall disqualify the bank from declaring 
dividends.  Monetary penalties shall be enforced on the lending bank, the 
director, officer and stockholder whose borrowing exceed the individual 
ceiling, and on each of the directors voting for the approval of the loan or 
other credit accommodation in excess of any of the ceilings prescribed.  They 
shall be fined 1/10 of 1% of the excess over the ceilings per day but not to 
exceed P30,000 a day.  In addition, the office of any bank director or officer 
who violates the provisions of the Circular may be declared vacant and the 
director or officer shall be subject to the penal provisions of the New Central 
Bank Act. 

The Circular maintains the rule on the waiver of secrecy of deposits.  A 
waiver of secrecy of deposits of whatever nature in all banks in the Philippines 
shall apply to transactions involving a bank’s DOSRI. 
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IMPLEMENTING GUIDELINES FOR ESTABLISHING  

AN INTERNAL CREDIT RISK RATING SYSTEM 

The Bangko Sentral ng Pilipinas (BSP) recently approved the guidelines 
for the development and implementation of an internal credit risk rating 
system in a move to further strengthen the existing credit risk management 
standards in banks.  The guidelines, which were issued through Circular No. 439 
dated 5 July 2004, shall apply to all universal (UBs) and commercial banks 
(KBs).  

The BSP worked with members of the Bankers Association of the 
Philippines (BAP) in coming up with a standard internal credit risk rating system 
that will be used in assessing a bank’s corporate credit portfolio. The BAP 
designed a credit risk rating system for corporate accounts which was then 
approved and considered to be the minimum standard that banks may 
adopt.  Banks that have existing credit risk rating systems have the option to 
continue using their own provided that these systems are, at the very least, 
more sophisticated than the BAP model.  The BAP approved system is 
intended to provide banks with a means of dividing the credit portfolio into 
standard levels of quality.  The system consists of the borrower risk rating, 
facility risk factor, adjusted borrower risk rating, and composite risk rating.    

Under the implementing guidelines, UBs and KBs are required to set up 
a formal internal credit risk rating system for the underwriting and ongoing 
administration of corporate credit exposures (exposures to companies with 
assets of more than P15 million).1 

Banks have until 31 December 2004 to submit their fully documented 
internal credit rating systems which must be duly approved by their board of 
directors, or in the case of Philippine branches of foreign banks, by an 
equivalent management committee. 

The Circular prescribes the following minimum operational 
requirements and minimum technical standards that banks must consider in 
developing their own credit risk rating systems. 

Minimum operational requirements 

1. The internal credit risk rating system must be a built-in feature of the bank’s 
credit risk management process.   

2. Banks must have an independent credit risk control unit whose task is to 
supervise the design, implementation and performance of their credit risk 
rating systems.  The credit risk control function must be independent from 
the business functions responsible for originating exposures.   

------------------- 
1 A separate scoring model will be developed for rating companies with asset size of P15 
million and below. 
 

Box 2 
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3. Banks are required to disclose internal ratings in their reports to the board 
of directors or the management committee, in the case of Philippine 
branches of foreign banks.  Reporting should consist of portfolio 
breakdown by credit grade, major portfolio segments breakdown by 
credit grade, and analysis of realized default rates against expectations.  

4. The bank’s internal rating system, including its operations and the 
operations of the credit risk control function, must at least be annually 
reviewed by its internal and external auditors. 

Minimum technical standards 

Documentation.  Banks should document how the credit risk rating system will 
be used in actual operations.  Banks must specify the coverage, rating criteria, 
responsibilities of parties involved in the ratings process, definition of what 
constitutes a rating exception, parties authorized to approve exceptions, 
frequency of rating reviews, and management oversight of the rating process. 
Banks must also include in their written assessment the rationale for their 
choice of the rating criteria.  They should be able to justify how the rating 
criteria and procedures are likely to result in ratings that meaningfully 
differentiate risk. 
 
Rating criteria.  The rating criteria should reflect a balance between 
qualitative and quantitative factors. Transparent ranges need to be set for the 
quantitative standards based on experience.  The quantitative criteria must 
include leverage and cash flow standards. 
 
Rating history.  Banks must maintain a record of rating histories on individual 
accounts and keep track of the identity of borrowers and facilities that 
default, including the timing and circumstances of such defaults. 
 
Minimum gradations.  A bank’s internal credit risk rating system must have a 
minimum of 6 rating grades for unclassified accounts and 4 rating grades for 
classified accounts, which must be assigned in a consistent manner over time. 
The rating system must result in a meaningful distribution of exposures across 
grades with no excessive concentrations on a single rating grade. 
 
Ratings output.  The ratings output of banks’ internal credit risk rating systems 
must cover both a borrower and a facility dimension.  The borrower dimension 
should focus on factors that affect the inherent credit quality of each 
borrower.  The facility dimension should focus on security/collateral 
arrangements and other similar risk influencing factors of each transaction. 
 
Financial statements.  Only financial statements (starting with 2005 financial 
statements) audited by SEC-accredited external auditors shall be used in 
rating corporate borrowers whose total assets exceed P15 million. 

These implementing guidelines, which are expected to improve the 
way banks manage credit risks, are consistent with BSP’s banking reform 
agenda on enhancing risk management.  Prudent risk management is key to 
ensuring a safe and sound financial system.  Just as significantly, this regulatory 
initiative boosts our compliance with the requirements of Basel 2 pertaining to 
the proper assessment of risks. 
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Third, the tightening of credit standards in the banking system requires making 

available realistic financing alternatives via the fast track development of the domestic capital 
market.  Without a credible option, there will be considerable short-term risk of credit squeeze 
that can seize up the economy.  The transition needs careful timing and attention as reforms 
are implemented.  Here, multiple related initiatives are required of the BSP and other key 
actors.  The BSP’s initial contributions include active nurturing of domestic rating agencies 
which play an important role in guiding the public to make sound investment decisions and 
in enforcing effective market discipline on issuers.  For this purpose Circular No. 404 dated    
19 September 2003 was issued setting accreditation standards for domestic credit rating 
agencies.  The BSP also proceeded with the institutionalization of a third party custody system 
for securities with the issuance of Circular No. 428 dated 27 April 2004 providing for 
accreditation standards for third party custodians.  This initiative is aimed at promoting 
capital market integrity for the protection of investors and laying the foundation for a deeper 
and more liquid secondary debt market through the development of a properly regulated 
securities borrowing and lending mechanism. 

On a more specialized level, major reform initiatives were continued to promote 
sustainable microfinance that provides the long missing link that should connect the financial 
markets to the ordinary citizen particularly the enterprising poor.  This has assumed special 
priority for the BSP.  And it has delivered primarily by creating a favorable regulatory 
environment for microfinance and by its open advocacy for sustainable microfinance practice.  
The latest initiative in this regard was the issuance of Circular No. 409, which took effect on      
1 January 2004, prescribing the careful monitoring of “portfolio at risk” and timely 
provisioning for losses on microcredits as a matter of best practice.  By adopting a disciplined 
approach from the beginning, the BSP strongly believes that microfinance will be more 
successful in the Philippines over the long haul. 

BSP’s active promotion of sustainable microfinance has borne fruit with its rapid 
spread.  Today 176 rural, cooperative, and thrift banks participate without need for any 
subsidy, reaching out to over 530,000 microfinance clients.  And the momentum keeps 
building up as more and more banks sign up.  Internationally, the Philippines has come to be 
recognized as a leader in the commercialization of microfinance. 

But beyond providing financial system access to the poor, microfinance as practiced in 
the Philippines has also helped in strengthening small banks.  This has occurred because the 
technology is founded on honest-to-goodness basic but effective credit principles rather than 
on artificial incentives.   The results are actually increasingly evident from the comparatively 
strong performance of the rural banking industry in recent years especially in regions that are 
known to be actively participating in microfinance. 

Summing up, in spite of the rather incremental progress so far in terms of actual 
results, the seeds for a stronger, more robust financial system are actually being continuously 
sown.  The reform process needs to be sustained notwithstanding the short-term difficulties 
and challenges.  It will be eventually rewarded. 


