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FINANCIAL MARKET DEVELOPMENTAND ITS IMPLICATIONS FOR MONETARY

POLICY IN THE PIDLIPPINES

EXECUTIVE SUMMARY

The pnmary ObjectIve of thIs study IS to assess the effects of financIal market mnovatIOns such

as financIal denvatives on the controllabIhty of the money stock and on the connectIOn between

the money stock. (mtermedlate monetary target) and the final goal vanables of monetary pohcy

(final monetary target) "'Have these developments m the PhilIppme financial system altered the

efficacy of a quantitatlve-based monetary polIcy?" IS the questIOn upon whIch the study focuses

The technIcal aSSIstance requested by the Bangko Sentral ng PIhpmas (BSP) from USAlD was

undertaken by a Barents Group team of econOmIsts and finanCIal market experts The technical

aSSIstance (TA), funded under the USAID FmancIaI Sector Development ProJect, was

accomplished dunng a one-month on-SIte tenure dunng July-August 1998 The five-member

team consIsted of three US economIsts, a US bankmg sector regulator a PhilIppme finanCIal

sector economIst and a PhIlIppme finanCIal market practltIOner The US economIsts and

finanCIal sector regulator each have had substantIal monetary and finanCIal polIcy expenence In

the US Federal Reserve System TheIr expertIse was complemented and focused by the

knowledge and expenence In PhIhppme finanCIal InstItutIOns and poliCIes prOVIded by the

PhilIppme finanCIal experts

An aIde memOir was delIvered at a bnefing at the end of the mISSIOn, and a draft final report was

sent to the BSP In September 1998 ThIs reVIsed final report reflects two sets of comments on the

draft report by the BSP receIved In October and at the end ofNovember 1998

The TA assessed the Impact of denvatIves tradmg on the efficacy of a quantitatively based

monetary polIcy ThIS approach to monetary polIcy IS one In WhIch an mflatIOn target or other

ultimate objectIve of monetary polIcy IS achieved by the control of an mtermedlate target, such
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as the monetary base (MB), MI, M2, M3 or M4 Among the questIOns the BSP asked the team

to address are

• Is such a polIcy workable m the PhIhppmes financIal system as It currently eXists?
• What IS the extent and scope of financIal market mnovatIOns m the PhilIppme bankmg

sector?
• Are these mstruments socIally productIve and, If so, what regulatory changes If any should be

Implemented to supervIse mstItutIOns that Issue and use them?
• What IS the state of regulatory oversIght of the bankmg system, and IS It adequate to control

the newly mtroduced mnovatIOns and Instruments?
• Has the IntroductIOn of financial market denvatIves and other mnovatIOns weakened the

empmcal relatIOnships between the mtermedlate targets of monetary polley (e g, MI) and
the BSP's ultImate goal (mflatIOn)?

• If such a quantItative polIcy IS feasIble, what IS the best mtermedIate target for monetary
pollcy-MB, MI, M2 M3 or M4?

• How have other emergmg market econOmIes dealt With these Issues of financial market
development?

• What IS the outlook for the PhilIppme bankIng sector In relatIOn to the regIOn?

Overall, the fmdmgs of the study mdlcated that the Impact of fmanclal market mnovatIOns has

been, as yet, slIght The results also are qUIte supportIve of the feasibIlIty of a quantItatIvely

based monetary polley The empmcal relatIOns between the growth rates of narrow concepts of

money (the moneta!) base and MI) and the rate of mflatIOn remam tight, sustammg the efficacy

of money as an mtermedlate target In part, thIs reflects the umformity of reserve reqUIrements

agamst all classes of peso-accounts, whIch obViates the mcentlVe to establish sweep

arrangements Smce reserve reqUIrements are the same for all classes of peso-accounts, there

would be no reductIOn m a bank's total reqUIred reserves from shIftmg account balances from

current accounts to tIme depOSIts As a result, the controllabIhty of narrow money has not been

Impeded m the PhIlIppmes as It has been by sweep accounts m the Umted States and other

advanced finanCIal markets

WhIle new mstruments have been mtroduced mto fmancIaI markets, theIr empmcal Importance

IS not yet substantIal nor does the pace of theIr spread suggest they WIll be soon Consequently,

the relatIOn between money and pnces WIll perSIst for some tIme The findmgs of the study,

summanzed by report sectIOn, are as follows
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Scope and Growth of Recent FmancIaI Market InnovatIons m the PhIllppmes The recent

financial market InnOvatIOns that have wIdened the chOIces of consumers of financIal serVIces

pose challenges to both regulatory and monetary authonties Some financIal Instruments are

IdentIfied as potentIally debilItatmg the usefulness of an aggregate-based monetary pollcy

because they are charactenzed as deposIt substItutes These are the foreIgn currency deposIts and

the trust accounts, the latter mcludIng common trust funds, mvestment management accounts,

foreign-denommated trust accounts and other trust accounts The data clearly support these

mstruments' charactenzatIOn as deposIt substItutes As of March 1998, trust accounts were

equal to about 40 percent of M3 and foreIgn currency depOSIts were about 20 percent There

have also been InstItutIOnal InnOvatIOns, such as the establIshment of forex corporatIOns and

thnft banks These InnOvatIons emerge to CIrcumvent certaIn regulatIons that tend to raise the

cost of finanCIal IntermedIatIOn

Role of Fmanclal Markets and the Effects of Recent InnovatIOns In recent years the

Plnhppme Government has expanded the maturIty range of the government secuntles It Issues

Further steps are needed to proVIde the hqUIdity m government secuntIes that structures most

Interbank markets, mcludmg the estabhshment of a deep and actIve repo market for government

secunties Currently, reserve reqUIrements and the stamp tax Impede the use of repos Also,

short sales of government secuntIes are prohibited-- market partICIpants can sell only what they

own and cannot use a substItute SecuntIes lendmg and borrowmg are not allowed under the

ReVIsed SecuntIes Act whIch mandates that brokers or mvestors can only trade secuntIes that

are In therr actual posseSSIOn

The use of denvatIve mstruments IS not yet a major actIVIty m the PhIlIppme fmanclal markets

It IS unlIkely, therefore, that denvatIves have affected the tranSmISSIOn of monetary polIcy In

late 1995, BSP CIrcular 102 spelled out the condItIons necessary for banks to obtam lIcenses for

denvatives actIVItIes These mclude mInImum capItal, hardware, and software, nsk management

and the lIke By mld-1998, 11 banks were authonzed to conduct expanded denvatlves actIVItIes,

and one bank had a regular denvatives hcense Total denvatIves outstandmg In June 1998

totaled about $10 billIon With Virtually all of thIS attnbutable to currency forwards and swaps

Only a tmy amount of currency optlOns--$13 mIllIon-are reported by FCDUs FCDUs dId
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show some mterest rate denvatIve actIvIty, WIth $252 mIllIon of mterest rate swaps outstandmg

WIth non-resIdents StIll, mterest rate denvatIves are not very active Interest rate denvatIves at

the regular unIts of banks m June consIsted only of swaps and were a very small $7 mIllIon No

mterest rate forwards or optIOns appear to be done by banks m the PlulIppmes

FmancIaI Market Regulatory Structure and Oversight The BSP needs to upgrade Its

regulatory staff and technology to mdependently value bank non-exchange traded denvatives,

futures and optIOns It should be able mdependently to venfy expected nsks to be charged-off

(marked-to-market) and unexpected nsks that reqUIre a capItal allocatIOn under the Basle nsk

based-capItal standards as soon as the pendmg amendment to the PlulIppme General Bankmg

Act IS passed adoptmg the standards m the PhIllppmes Bank regulatIon m general, and

denvatIVes regulatIOn m partIcular, would be enhanced by reducmg or ellmmatmg the adverse

effects of bank secrecy and exammer legal lIabilIty rules The recently strengthened prompt

correctIve actIOn polIcy for resolvmg troubled banks IS a bIg step m the nght dIrectIOn but WIll

need further strengthenmg If expenence mother countnes IS mdlcatIve Banks should be

reqUIred to publIsh theIr mcome statements as they do theIr balance sheets to further mcrease

dIsclosure (transparency) of theIr operatIOns and self-regulatIOn When the denvatIves markets

permIt, optIOns and futures exchanges should be estabhshed to faCIlItate the lIqUIdIty, pncmg and

settlement of denvatIves transactIOns locally

Impacts of FmancIaI Market InnovatIons on Monetary PolIcy A cntIcalissue for the BSP IS

to gauge the pOSSIble Impacts on the conduct of monetary polIcy that could have resulted from

finanCIal mnovatIOns ACtIVIty m the derIVatives market IS as yet small It may be pOSSIble to

mfer effects by exammmg the affects of prevIOUS mnovatIOns on the monetary measures used by

the BSP as mtermedlate targets To do thIS, the relatIOn between base money and three monetary

aggregates-MI, M3 and M4 (equal to M3 + FCDUs}-was exammed The eVIdence shows

that the multIplIers of the dIfferent aggregates are predIctable Moreover, there eXIsts a tIghter

relatIOn between base growth and the growth of M1 compared WIth the more mclusIve M3 and

M4 measures Also mvestIgated IS the relatIOn between the monetary aggregates and the goal

vanables of monetary polIcy, mflatlon and GNP growth The eVIdence IS conSIstent WIth the

notIOn that the narrower monetary measures-base money and Ml-are more useful as
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mtennedlate targets than are M3 or M4 ThIs findmg suggests that the effects of financIal

mnovatlOns m the PhilIppmes have not affected the usefulness of a quantItatIvely based

monetary polIcy

FmancIaI Market Developments mOther Emergmg Market EconomIes. This sectlOn

reVIews a selectlOn of studIes of the Issues that have ansen mother emergmg market economIes

undergomg financIal market lIberalIzatIon Among the countnes covered are IndonesIa,

Paraguay, BohvIa, Venezuela, Greece, and Israel In an annex, V 1, the outlook for the

PhIlIppme Bankmg Sector m reiatlOn to that for the Southeast ASia reglOn IS dIscussed

Fmdmgs and RecommendatIOns Our assessment of the Impact that financIal market

mnovatlOns have had on monetary polIcy m the PhIlIppmes IS that there has been no substantIve

reductlOn on the efficacy of a quantItatIvely based monetary polIcy We find that bank

supervISIon IS generally adept and executed through skIlled exammers StIll, there need to be

some cruCIal Improvements made m the regulatory structure to ensure the contmuation of

SOCially benefiCIal development of PhIlIppme financIal markets generally and the bankmg sector

SpeCifically, we find that

• The impact of finanCIal market denvatIVes has been pnmanly on the broad monetary

aggregates, M3 and M4, through the expanSlOn of depOSit SubstItutes

• A number of regulatory barners remam to the broader use of denvatIve Instruments

Improvements m the government secuntIes market also would be helpful to the denvatIVes

market as well as to capItal markets m the PhilIppmes

• There has been relatIvely lIttle use of financial mark.et denvatives thus far m the PhIlIppme

market, both by type and by volume

• There is need for substantIal regulatory Improvements to broaden the scope of denvatIVes use

and theIr market ThiS WIll reqUire more tramed staff and a curtaIlment of eXistmg secrecy

regulatIOn

• The effectIve regulatlOn of commerCIal banks-mcludmg the executIOn of prompt closure or

restnctIOn of troubled bankS-iS hampered by the mdIvidual lIabIlIty of PSB regulators for
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theIr offiCial acts Thts habIhty hmders the ngorous (and tImely) pursUlt of the pubhc

mterest m bank regulatlOn and should be shtfted from the mdIvIdual to the PBS

• The recently strengthened prompt correctIve actIon polley for resolvmg troubled banks IS a

bIg step m the nght dIrectlOn but WIll need further strengthemng If expenence mother

countnes IS mdIcatIve

• Bank regulatlOn m general, and denvatIves regulatIon m partIcular, need to be enhanced by

reducmg or ellmmatmg the adverse effects ofbank secrecy

• FmancIaI market mnovatlOns, mc1udmg the mtroductlOn of finanCIal market denvatIves, have

not affected the feasIbIlIty of a quantItatIvely based monetary polIcy

• In the exerCIse of monetary pohcy, the narrow monetary aggregates-the monetary base and

Ml-have a closer relatlOn to the targets of monetary pohcy than do the broader monetary

aggregates-M3 and M4

• Smce denvatIves have a greater Impact on the broad monetary aggregates, the closer lInkage

of mflatlOn wIth the narrower aggregates IS hkely to contmue even as denvatlVe use IS

expanded m scope and volume

The empmcal eVIdence from several emergmg markets mdIcates that denvatives do not mcrease

volatIhty of asset markets-see Jochum and Kodres (1988) In thIS study, we report that

denvatIves have neIther dImInIshed the controllabIhty of money nor ItS connectIOn WIth

mflatIOn ThIS charactenzatIOn IS strengthened by the outlook for the PhIhppme bankmg sector

as reported m Annex V 1 whIch reports on the short- and mtermedlate-term outlook for as the

PhIhppme finanCIal markets weather the current cnsIs m the Southeast ASia regIOn

It IS clear that denvatIVes prOVIde a vanety of benefits to market partICIpants by enablmg greater

speCIalIzatIOn, Improved pncmg and, as a result, more effiCIent finanCIal markets The questlOn

for regulators IS not whether to encourage the development of finanCIal market denvatIves, but

how best to regulate them, document and enforce theIr rules m the markets of theIr underlymg

assets, and to support the markets m whIch they are traded In short, the growth of denvatlves

use WIll benefit finanCIal markets m the PhIhppmes Without Impedmg the exerCIse of a monetary

pohcy based on mtermedlate monetary targets
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FINANCIAL MARKET DEVELOPMENT AND ITS IMPLICATIONS FOR
MONETARY POLICY IN THE PHILIPPINES

Tills study of development of the Pillhppme fmancIal system and Its ImplIcatIOns for the efficacy

of a quantItatIve-based monetary polIcy was undertaken at the request of the central bank of the

PhIllppmes The pnmary objectIve IS to ascertam the effects of finanCial market mnovatIOns

such as finanCIal denvatives on the controllabIlIty of the money stock and on the connechon

between the money stock (mtermeillate monetary target) and the polIcy goal vanables of

monetary polIcy (final monetary target)

The finanCIal mnovatIOns so far mtroduced demonstrate the growmg sophIstIcatIOn of the

PhilIppme finanCIal system However, they have posed some challenges to supervISOry and

regulatory authontles who are greatly concerned about the safety and soundness of the mdIvidual

finanCial mstitutIOns as well as the entIre finanCIal system They have also posed some

challenges to monetary authontIes who are concerned about the effectIveness of the mstruments

of monetary pohcy The newly-mtroduced finanCial mstruments may have the potentIal to dIlute

the relatIOnshIp between the monetary aggregates, whIch monetary authontles use as an

mtermedlate target of monetary polIcy, and certam mdIcators of economIC actIVIty, whIch are the

ultImate targets of monetary pollcy If tills were the case, then a redefimtIOn of monetary

aggregates, whIch serve as mtermedIate targets, would be m order to regam the effectiveness of

monetary polIcy mstruments

ThIS study focuses mamly on the latter Issue To prOVIde a background to the empmcal analySIS

that follows, thIS sectIOn descnbes the major finanCIal mnovatIons, V\.hlch may have a beanng on

the appropnate defimtIOn and chOIce of the mtermedlate target of monetary polIcy

The techmcal aSSIstance was requested by the central bank of the Phlhppmes, Bangko Sentral ng

Pillpmas (BSP), and undertaken by a Barents Group team of economIsts and finanCIal market

experts The technIcal aSSIstance (TA) was funded under the USAID Fmanclal Sector

Development Project, It was accomplIshed dunng a one-month on-SIte tenure dunng July-August
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1998 Wlth the final report and Its reVISIOns completed dunng September 1998 The five-member

team consIsted of three US economIsts, a US bankIng sector regulator, a PhIlIppIne financIal

sector economIst and a PhilIppme financIal market practltIOner The US economIsts and

finanCIal sector regulator-Dr Marcelle Arak, Professor of FInance, Umversltv of Colorado

(Denver), Dr RJ.k Hafer, Professor of EconomICS, Southern IllmOls Umverslty (EdwardsvIlle),

Dr Mack Ott, DIrector, Barents Group LLC (team leader), and Mr Gordon Eastbum-each have

substantIal monetary and financial polIcy expenence In the US Federal Reserve System Dr

Mano Lamberte, VIce PresIdent, Phlhppme Instltute proVIded expertIse on the Phlhppme

macroeconomy, Its finanCIal mstitutIOns and Its pohcles for Development StudIes The team was

completed by a PhIhppme finanCIal practItIOner, Mr Paul GarCIa, ASSocIate, SG SecuntIes

PhIhppmes, Inc

The subject of the TA was the exammatIOn of the Impact of finanCIal market mnovations

(mcludmg the mtroductIOn of finanCIal asset denvatIves) on PhIlIppme monetary polIcy In

partIcular, the focal Issue to be assessed was the Impact of denvatIVes on the efficacy of a

quantltatlvely based monetary polIcy ThIs approach to monetary polIcy IS one m whIch an

mflatIOn target or other ultImate ObjectIves of monetary polIcy IS achIeved by the control of an

rntermemate target, such as the monetary base (MB), Ml, M2, M3, or M4 SpecIficallY, the

BSP asked the team to address four Issues concermng the magrutude, scope and growth of recent

fmancial market mnovatIOns

• Role of finanCIal markets and the effects of recent mnovatIOns,

• Measurement and regulatory Issues associated With recent mnovatIOns on finanCial

mstitutions (banks),

• Assessment of the Impact of recent finanCial market mnovations on the relatIOns between

the mtermedlate monetary and final monetary targets,

• Companson of the evolutIOn of the PhIhppme's finanCIal market WIth finanCIal sectors m

other emergmg markets

DISCUSSIons of these four Issues compnse the mam body of thIS report Followmg them, the

report concludes WIth a summary of ItS findmgs and suggestIOns of Issues for further assessment

or trammg to Implement suggested Improvements
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The first sectlOn begIns WIth a repnse of recent fmancial market development and then assesses

the current state of financial market mstruments that have been recently Introduced and the

problems or ImpedIments to further developments that eXIst m the current regulatory structure

The second sectlOn sets out the role of financIal markets m general and places the role of the

mnovatlOllS m thIs framework, also addressed here are ImpedIments that could be removed or

mstltutlOnal changes that could be Implemented to Improve the efficIency of the market and to

further Its development ThIS forms a natural segue to the thtrd sectlOn's assessment of the

regulatory structure m tenus of ItS adequacy to measure the extent of nsk represented by

finanCIal market mnovatlOns and the regulatory capaCIty to deal With troubled finanCIal

mstltutlOns The fourth sectlOn addresses the relatlOn between the growth of money and polIcy

targets (mflatlon, stabIlIty and exchange rates) and the effects of recent finanCIal market

mnovatlOns The penultImate sectIOn proVIdes context for tills assessment of PhilIppme finanCial

development and outlook by provIdmg summanes and compansons With other emergmg market

fmancml evolutlOn The final sectIOn summanzes our findIngs and recommendatIOns for

changes and tratmng References tables, charts and annexes-mcludmg a charactenzatIOn of

the current state of the bankmg sector and the outlook for fmancial market evolutIOn (Annex

V 1}--appear at the end of the report
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I Scope and Growth of Recent FmancIaI Market InnovatIOns m the PhIbppmes

Over the past two decades, the PlulIppme financIal system has mtroduced numerous financIal

mnovatlOns as part of the effort to satIsfy the rapIdly growmg and mcreasmgly dIverse demand

for financial servIces of the vanous sectors of the economv Some of these finanCIal mnovatlOns

evolved from the mformal sector or mitIally operated outSIde the ambIt of eXIstmg regulatIOns,

but eventually found theIr way to the formal, regulated system Others were 1ll1tmted by

regulatory authontIes to Widen the array of finanCial products that finanCIal mstitutlOns mIght

offer to theIr chents More recently, banks have mtroduced non-tradItIonal fee-based finanCIal

products, whIch have become mcreasmgly popular among consumers of finanCial servIces

The broad-rangmg fmancial sector reforms coupled WIth strong recovery of the economy m the

1990s had encouraged more entrants to the PhilIppme finanCIal system As of December 1997,

there were 54 commerCIal banks mcludmg 14 branches and 4 SubSIdIarIes of foreIgn banks, 117

thnft banks, and 832 rural and cooperatIve banks More than SIX thousand branches of these

banks are scattered allover the country Offices of non-bank finanCIal mstitutlOns numbered

almost ten thousand

To survIve m an mcreasmgly competItIve enVIronment, banks have mtroduced new finanCial

mstruments and payments servIces that could SUlt theIr clIents' vanous needs The emergmg

secunties market m the PhIhppmes, whIch offers mvestors alternatIve mvestment mstruments

and borrowers alternatIve sources of funds, has added more pressure on banks to be more

mnovatlVe If they are to mamtam, If not mcrease, the share of mtermedlated funds m the

finanCIal system Thus, today there already eXIst a farrly WIde menu of finanCIal mstruments and

payments servIces m the country, albeIt admIttedly some of them are not yet as developed as

those that can be found m more developed economIes of the world

ThIS sectIOn descnbes the new finanCIal mstruments, mstItutlOns and payments system m the

PhIlIppmes and dIscusses m a more general manner theIr pOSSIble ImplIcatIOns on the conduct of

monetary pohcy The findmgs m thIS sectIOn prOVIde a background to the empmcal analySIS on
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the Impacts of financial market mnovatIOns on monetary polIcy that WIll be presented m SectIOn

IV

A Fmanclal Instruments

I TradItIOnal Peso DeposIts

The bankIng system offers tradItIonal deposIts, namely demand I savmgs and tIme deposIts, and

deposIt SubstItutes, whIch are all subject to the same reserve reqmrement ratIO and to a 20

percent withholdmg or fmal tax on mterest mcome SInce each bank has been trymg to make

theIr deposIt products dIstInct from those of other banks to make them attractIve to deposItors,

the market today IS prolIferated With a mynad of deposIt mstruments that are varIants of

essentially the same deposIt Instruments It IS VIrtually ImposSIble to descnbe all of them m thIs

paper Thus, only a few of the deposIt products Will be bnefly descnbed here Just to gIve a

flavor of the financial mnovatIOns that have occurred m the country In the last few years

After the hftmg of the prohIbItIOn to pay mterest on demand depOSIts m Apnl 1994, VIrtually all

banks started to pay mterest on such depOSIts subject to a certam mInImum average daIly

balance Smce demand depOSIts are used frequently for transactIons, banks normally pay lower

mterest rates on such depOSIts than on savmgs and tIme depOSIts However, a few banks offer a

speCIal demand depOSIt product that pays mterest almost equal to that on a tIme depOSIt If

depOSItors make only one WIthdrawal (or wrIte only one check) wlthm a month and an mterest

almost the same as that on a savmgs account If depOSItors make two WIthdrawals WIthm a month

ThIS checkmg depOSIt product IS meant for depOSItors who do not regularly use a check for

payment but want to retam an optIOn to use It for emergency purposes

Much of the mnovatIOns III the depOSIt market have been concentrated m the savmgs accounts

Thus, today there are vanous forms of savmgs depOSIts offered by banks One example IS the

mstallment savmgs account that allows depOSItors to save a fixed amount monthly, say Pl,OOO,

untIl he/she reaches the target amount to be used for a speCIfic purpose, such as bUYIng a car, a

I Demand depOSIts account IS also called checkmg or current account

5



•
I
I
I
I
I
I
I
I
I
I
I
I
I

computer, refrIgerator, etc The mterest rate on tlns savmgs account, whIch vanes accordmg to

the fixed amount bemg commItted to save, IS usually double that of an ordmary savmgs account

Another example IS the specIal savmgs account for depOSItors' chIldren, whIch yIelds hIgher

mterest than ordmary savmgs account StIll another example IS a savmgs account that mcludes a

lIfe msurance for depOSItors

Almost all demand depOSIt Issumg banks now offer a "combo" or automatIc transfers of funds

account, wlnch automatIcally transfers funds from savmgs account to checkmg account to

maxImIze the yIeld on depOSIts For mdlvlduals, the reqUIred average daIly balance for a

"combo" account can be as low as P5,000 for the checkmg account and P20 000 for the savmgs

account to earn mterest The reqUIred dally balance for the corporate chents' 'combo" account IS

usually double that for mdlvIduals

Most checkmg and savmgs depOSIts automatIcally come WIth an ATM card, whIch gIVes bank

chents access to theIr depOSIt accounts 24 hours a day for cash wIthdraVval, depOSIt or transfer of

funds from one account to another account At end-1997, depOSItors could access 2,844 ATM

maclnnes located m CItIes and large towns of the country AVaIlable data suggest that as of 1996

there were 8 5 mllhon ATM cardholders, wlnch IS about 12 percent of the total populatIOn m the

PlnlIppmes (SIlvoza and Zafra 1998)

Banks are offenng several peso tIme depOSIt products One such product gIves depOSItors the

optIOn to WIthdraw mterest earnmgs every month Most recently, one bank guarantees to double

a tlme depOSIt of at least P50,000 m 5 years

Table I 1 shows the compOSItIOn of depOSIts of depOSIt money banks from December 1980 to

Apnl 1998 Two Important observatIons can be made FIrst, the share of demand depOSIts m

the total outstandmg depOSIts of money banks declmed from 27 percent m 1980 to 13 percent m

1984 Thereafter, It has remamed faIrly stable Second, the share of savmgs depOSIts has been

mcreasmg at the expense of tIme depOSIts The nsmg share of savmgs depOSIts m total depOSIts

IS partly due to the several types of mnovatIOns mtroduced by banks to thIS account As of Apnl

1998 the share of savmgs depOSIts stood at 83 percent compared to only 5 percent for tIme
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deposIts It IS to be noted that outstandmg tIme deposIts even dropped after 1991, whIch was the

onset of the stock market boom Probably, some funds mvested m tIme deposIts have mIgrated

to other hIgh-yIeldmg mstruments such as eqUIty and trust accounts 2

2 DeposIt SubstItutes

In the 19605, deposIts mobIlIzed by banks substantIally lagged behmd the rapIdly growmg

demand for funds of corporate borrowers The banks' abIlIty to mobIlIze more funds was

constramed by theIr mabilIty to offer attractIve yIelds on the tradItIOnal deposIt mstruments

ThIs was due to certam factors, most Important of whIch were regulatIOns Imposed on the

tradItIOnal deposIt mstruments, such as reserve reqUIrement, ceIlmgs on mterest rate taxes, etc

Notmg the growmg demand for funds by the corporate sector, a few non-bank finanCIal

InstItutIOns started tradmg short-dated mstruments of banks and well-establIshed corporatIOns 3

Soon after, banks followed SUIt and started Issumg unregulated short-term mstruments, such as

repurchase agreements, certIficate of assIgnment, certIficate of partICIpatIOn and dealer

promIssory notes, whIch later became collectIvely known as depOSIt SubstItutes 4 Because of

theIr hIgh YIelds, the depOSIt SubstItutes had attracted subStantIal amount of funds, some of whIch

came from the tradItIOnal depOSIts, thereby affectmg the movements ofmonetary aggregates

In the 1970s, the regulatory authonties tned to reduce the relatIve attractIveness of depOSIt

SubstItutes VIs-a-VIS the tradItIOnal depOSIt Instruments by Increasmg the mterest rate ceIlmgs on

the latter and, at the same tIme, Imposmg a reserve requIrement and an Interest rate ceIlmg on the

fonner In addItIon, a very hIgh mInImum placement was reqUIred of mvestments In depOSIt

substItutes, thereby makmg these mstruments accessIble only to large mvestors The reserve

requIrement on depOSIts and peso-denommated depOSIt SubstItutes eventually converged to a

umform ratIo towards the late 1970s (see Annex I 1) In the early 1980s, mterest rate ceIlmgs on

all types of depOSIts and depOSIt SubstItutes were lIfted, leavmg to the market the determmatIOn

of the Interest rates on these mstruments The [mal tax Imposed on the gross mterest mcome

from depOSIt and depOSIt SubstItutes was made umfonn at 20 percent

2 See below for a related dISCUSSIOn
3 Licuanan (1986)
4 DepOSIt SubstItutes fonn part ofthe monev market Instruments WhICh started to develop In the 1960s
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Table I 2 shows the relatIve Importance of deposIt SubstItutes to total deposIts of money banks

The share of deposIt SubstItutes reached a peak of 40 percent m 1975 and monotomcally declIned

thereafter, hIttmg a low of about 1- percent m the 1990s The severe economIC cnSIS that struck

the economy m 1984-85 saw a turnmg pomt for the deposIt SubstItutes HIgh net-worth

mdlvlduals that had been mvestmg m deposIt substItutes shIfted theIr funds to safer and more

lIqUId mvestment mstruments, such as T-bIlls and savmgs depOSIts Smce then, the outstandmg

depOSIt substItutes m depOSIt money banks never recovered theIr pre-cnsis level as large

mvestors found newly mtroduced finanCIal mstruments more attractIve (see below for more

detaIls) It seems that the flIght away from depOSIt substitutes IS permanent

The emergence of the depOSIt SubstItute mstruments led the monetary authontIes to define a

much broader monetary aggregate, called M3 whIch up to the present time has been used as an

mtermedlate target of monetary polIc) However, because of the contractIOn of depOSIt

SubstItutes over the years, the ratIo of M3 to M2 has approached 1 begmmng m the second half

of the 1980s, suggestmg that there IS hardly any dIfference now between the two monetary

aggregates

3 Trust accounts

Another finanCial mnovatIOn that emerged m the domestIC finanCIal market IS the trust account

Banks may secure authonty from the BSP to operate a trust account Trust accounts are treated

as off-balance sheet actIVIty of banks UnlIke depOSIts, yIelds on trust accounts are not

guaranteed They are also not covered by the depOSIt msurance of the PhIlIppme DeposIt

Insurance CorporatIOn (PDIC)

The trust busmess was started by mdependent trust agenCIes at the turn of the 20th century It

was lImIted to purely trust busmess operatIons, 1 e , managmg for a fee one's property entrusted

to the trust agency for a speCIfied penod Upon seemg the profitabIlIty of the trust busmess

commerCial banks soon followed SUIt In the 1960s, some commerCIal banks began to

aggressIvely market therr funds management servIces, targetmg corporatIOns that had corporate
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retrrement funds and schools and foundatIOns that had Idle funds In the 1970s, banks Widened

theIr market by extendIng the same servIces to hIgh net-worth IndIVIduals who had excess funds

Thus, banks were able find a new way of tapplllg excess funds from lllstitutIOns and IndIVIduals

to satIsfy the groWing demand for funds of corporatIOns

In the 1980s, a substantIal amount of funds espeCIally those of hIgh net-worth lllmVlduals and

lllstitutIOns was attracted to the trust accounts because theIr effectIve yIelds were much hIgher

than those of tradItIOnal depOSIts It IS to be noted that the Central Bank (BSP) has been uSlllg

the reserve reqUIrement ratIo on tradItIOnal depOSIts and depOSIt SubstItutes to manage hqUIdity

of the system In the 1980s when there was so much economIC lllstabIhty, the tradItIOnal

depOSIts and depOSIt substItutes were subjected to a very hIgh reserve reqUIrement ratIo of more

than 20 percent (see Annex 11), whereas trust accounts were subjected to only 1 percent

hqUIdity reserve 5 Moreover, the 5 percent gross receIpts tax Imposed on all lllterest,

commISSIOn, and dISCOunts from the regular lendIng actIVItIes of banks does not apply to Income

from trust loans and Investments More aggreSSIve banks even gave an addItIOnal sweetener to

lllvestors to lllduce them to place theIr funds III trust accounts by lllformally guaranteeIng to buy

back the lllstruments If and when the obhgatIOns turn sour 6

Concerned about the Impact of trust accounts on money supply, the Central Bank Issued

gUIdelllles claSSIfyIng accounts that do not qualIfy as stnctly trust accounts as Investment

management accounts (IMA) A 10 percent hqUIdity reserve was Imposed on lMA TIns new

regulatIOn encouraged trust departments of banks to Introduce a new finanCial product, called

common trust fund (CTP)

The mtroductIOn of CTP heralded a new approach adopted by the trust departments of banks In

mohIhzlllg funds In that It targets small savlllgs Under the CTF small saVIngs are pooled

together and lllvested In hIgh-YIeldlllg short-term fixed-mcome lllstruments, eqUItIes, and loans 7

) Begmnmg In August 1995, the BSP nnposed a lIqUidity reserve on all types of depOSits on top of the legal reserve
reqUIrement ratio The lIqUldity reserves can be mvested m hlgh-Yleldmg government SeCUritIes, whereas legal
reserves depOSited at the BSP earn only 4 percent per annum
6 Sangalang and Dmah (1996)
7 A CTF functIOns lIke a mutual fund The mutual fund mdustry has remamed undeveloped due to lack of a
regulatory framework and untIl recently double taxatIOn on mcomes
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UnlIke regular bank deposIts, the rate of return on CTP IS not fixed, although some banks are

known to make undocumented guarantee on the yIeld to make It look lIke deposIts Also, they

are usually able to be WIthdrawn two to three days after notIce of redemptIon Thus, from the

POInt of VIew of Investors, CTF IS regarded as another deposIt substItute Investors are, however,

told that Investments In CTF are not msured under the PDIC Currently, the mInImum lot SIze

for an Investment In a CTF greatly vanes among banks, rangmg from PIO,OOO to PIOO,OOO, WIth

a matunty penod of 30 to 90 days

Between 1988 and 1992, the CTF m commercial banks' trust departments grew SIx-fold (see

Table 13a) Banks With trust departments became more competItIve because they could offer

attractIve rates to theIr pnme borrowers usmg cheap funds from theIr trust departments WhIle It

apprecIated the rapId growth of mtermedIated funds through the trust departments of banks, the

Central Bank was also concerned about CTF bemg used by banks to CIrcumvent eXIstmg

regulatIOns and Its Impact on the effectIveness of monetary polIcy Instruments Thus, m

October 1993 the BSP Imposed a 10 percent reserve reqUIrement on CTF The follOWing year,

the outstandmg CTF of commerCIal banks dropped sIgmficantly from P90 bIllIon to P70 bIllIon,

and stayed at thiS level untIl 1996 when It started to nse agam It IS to be noted that the BSP

started m May 1995 to Impose a lIqUIdIty reserve on CTP on top of the regular reserve

reqUIrement Startmg from 3 percent, the lIqUIdIty reserve reached a peak of 9 percent m August

1997 (see Annex 12) Clearly, BSP's polIcy IS to make the total reserve ratlo (1 e, legal or

regular reserve reqUIrement and lIqUIdIty reserve ratIOS) on CTF lower by 2 percentage pomts

than that of traditlonal depOSIts and depOSIt substltutes Presently, the total reserve ratIO of CTF

IS 13 percent whIle that of tradItIOnal depOSIts and depOSIt substItutes IS 15 percent

The Imposltlon of regular and lIqUIdIty reserves on CTPs has to a certam extent dimlIDshed theIr

relatIve attractIveness as an mvestment mstrument More Yield-senSItlve mvestors would

naturally start lookmg for alternatIve mvestment mstruments In response to thiS SItuatIOn, banks

have trIed to entIce theIr clIents to mamtam theIr mvestments WIth them by offenng them more

attractIve mvestment mstruments, notably the IMA smce these are subjected to only 10 percent

lIqUIdity reserve Thus, IMA accounts began to grow agam sIgmficantly m the last few years

(see Table I 3a) Some mnovatlVe banks have developed new trust account products, whIch the
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BSP officIally classIfy as trust and other fiduCIary accounts - others or TOFA-others Free from

the legal reserve reqUIrement, these new financial Instruments expenenced a rapId growth up

untIl 1996 (see Tables 13a&b) In 1997, the BSP started to Impose a legal reserve reqUIrement

and a lIqUIdIty reserve on TOFA-others, whIch had been alIgned to those of CTF ThIs could

have been the cause for the sharp drop In the TOFA-others account from PS6 bIllIon In 1996 to

P41 bIllIon m 1997

WIth the recent lIberalIzatIOn of the foreIgn exchange market, more InnovatIve banks have

developed foreIgn currency denommated CTF, whIch IS subjected to a 10 percent lIqUIdIty

reserve Investment m thIS mstrument, albeIt stIll small, has been consIstently nsmg over the

years, reachmg P20 bIllIon m 1997 Investors m thIs Instrument must have reaped a wmdfall

when the peso deprecIated by about 40 percent m the last one and half years GIVen thIS

expenence and the present volatIlIty of the exchange rate, foreIgn denommated CTP wIll lIkely

gam more popularIty among mvestors m the near term

To recapItulate, the trust bUSIness of banks has substantIally deVIated from the purely trust

busmess operatIOns, transformmg It mto an mstrument for finanCIal mtermediatIOn Although

conSIdered as an off-balance sheet actIVIty, the trust busmess of banks IS reqUIred to follow a

standardIzed T-account clearly delmeatmg the sources and uses of funds

To appreCIate the Importance of the vanous trust accounts mentIOned above m the finanCIal

market, Tables I 3a&b shows thelT total outstandmg amount dunng the penod 1988-1998 As

of March 1998, It amounted to P203 bIllIon or 52 percent of the total resources of the trust

departments of commerCial banks As a ratIo to M3, It reached a peak of 34 percent m 1992 and

hovered about 20 percent m the last four years A fhght away from the tradItIOnal depOSIts to the

vanous trust accounts mentIOned above could weaken the relatIOnshIp between the eXIstIng

monetary aggregates and economIC actIVIty

As Table 13b shows, a large proportIon of the total resources of commerCIal banks' trust

departments went to loans and Investment m shares of stocks and In pnvate and government

secuntIes, all of whIch have Impacts on economIC actIVIty However, the weakenmg of the lInk
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between the eXlstlng monetary aggregates and economIC actIVIty could have been tempered by

the extent through whIch financIal mtermediatIOn through these trust accounts IS subsequently

captured by tradItIonal deposIts The effect of the trust accounts on the lmk between monetary

aggregates and economIC actIvIty wIll be dIscussed further m SectIOn IV of tills study

4 ForeIgn currency deposIts

The effort to develop the foreIgn currency deposIt system was begun m the early 1970s as a

means to shore up the country's mternatIOnal reserves However, It made very lIttle success It

was then thought that some lIberalIzatIOn was needed, possIbly allowmg branches of foreIgn

banks to partICIpate m the foreIgn currency deposIt system

The PmlIppmes has at present a three-tIered foreIgn currency deposIt system, namely (1) the

offshore bankmg umts (OBUs), (2) the expanded foreIgn currency deposIt urnts (FCDUs), and

(3) the lImIted foreIgn currency deposIt umts of domestIC banks (those that do not qualIfy m the

expanded system) Banks that have FCDUs are supposed to keep a separate book for FCDU

related transactIOns from theIr regular book.

The specIfic regulatIOns covenng both the FCDUs and OBUs are summanzed m Annex 13

DomestIC banks (1 e , commerCIal and thrIft banks) may be authonzed by the BSP to operate a

foreIgn currency deposIt urnt subject to a certam requIrements, the more sIgmficant of WhICh

were mInImum capItal reqUIrement and competence ofbanks m the area of mtematIOnal bankmg

On the other hand, branches, Subsidianes and affilIates may secure authonty from the BSP to

operate an offshore bankmg unIt m the country FCDUs and OBUs perform dIfferent but

complementary functIOns OBUs may transact WIth FCDUs, other OBUs, non-bank reSIdents

and the BSP, whereas FCDUs may transact WIth OBUs, other FCDUs, foreIgn banks abroad,

reSIdents and non-reSIdents and the BSP OBUs are supposed to cater to the wholesale market

only, whereas FCDUs can serve both the Vvholesale and retaIl market UnlIke FCDUs, OBUs do

not have access to the domestIC currency and thus cannot have swap arrangements denommated

m domestIc currency

12
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Both resIdents and non-resIdents may qualIfy as deposItors of FCDUs The types of financIal

mstruments the FCDUs may offer to savers mclude demand deposIts, savmgs deposIts, tIme

deposIts and trust accounts Before the lIberahzatIOn of the foreIgn exchange market m 1991,

resIdents had hmited Opportumties to avaIl themselves of the depOSIt servIces offered by FCDUs

due to certam regulatIOns More speCIfically, qualIfied commodIty exporters were allowed to

retam only 2 percent of theIr export proceeds wIth a US$100,OOO cumulatIve depOSIt hmlt Also,

FilIpmo natIonals workmg overseas were reqUired to remIt speCIfied mmimum shares of theIr

earnmgs These controls were relaxed m 1991 and eventually fully lIfted m 1992 Thus, foreIgn

exchange earners have now full control over the dISpOSItIOn of theIr foreIgn exchange earnmgs

Understandably, many of them have kept then foreIgn exchange earnmgs m foreIgn currency

depOSIts Smce the hberahzanon of the foreIgn exchange market, not only commodIty exporters

and overseas FilIpmo workers (OFWs) have opened accounts WIth FCDUs but also non-foreIgn

exchange earners who want to have a more dIversIfied mvestment portfolIo

FCDUs of commerCIal and thrIft banks also offer foreIgn currency denommated checkmg,

savmgs and tIme depOSIt accounts 8 LIke peso-denommated checkmg accounts, dollar

denommated checkmg accounts earn mterest Some banks allow depOSItors to have an. mitIal

depOSIt for as low as US$100 for savmgs account and US$I,OOO for tIme depOSIts Certam

dollar-denomInated saVIngs accounts have features SImIlar to those of peso-denommated saVIngs

accounts, such as mstallment savmgs account, whIch can be as low as US$50 per month All

types of foreIgn currency depOSIts are free of any reserve reqUirement Startmg In 1998, a 7 5

percent final tax IS Imposed on mterest mcome from foreIgn currency depOSIts

Table 14 shows the total resources of the FCDU system From US$2 7 bIllIon m 1986, FCDUs'

total resources mcreased to US$14 5 bIllIon m 1997 DepOSIts accounted for the bulk of the total

FCDU resources InterestIngly, depOSIts of reSIdents ranged from 75 percent to 90 percent of

the total depOSIts of FCDUs Durmg the penod 1986-1997, FCDU depOSIts of resIdents grew by

an average of 28 percent annually, whereas tradItIOnal depOSIts of depOSIt money banks Increased

by an average of 21 percent annually

8 These are mostly denommated ill US dollars
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There IS no mformatIon as to the shares of the varIOUS types of FCDU deposIts Per our

mterview With some bankers, they saId that some of the deposIts are transactIOn deposIts of

exporters who use them for financmg Imports of raw matenals and the peso cost of theIr

operatIOns However, they pomted out that a bIg chunk of the FCDU deposIts seems to be kept

by deposItors as long-term savmgs

As second to the last column of Table I 4 shows, the ratIO of FCDU deposIts of resIdents to M3

has rapIdly been nsmg from 12 percent m 1986 to 32 percent m 1997 Even If the effect of the

change m the exchange rate IS removed by arbitranly fixmg the exchange rate at the 1986 level

(1 e, P20 39IUS$I), stIll the ratIO of FCDU deposIts of reSIdents to M3 IS observed to be

sIgmficantly nsmg over the same penod It reached a peak of 29 percent m 1996 and dropped

substantIally m 1997 as depOSItors converted some of theIr dollar depOSIts mto pesos due to a

very favorable exchange rate

WIth the rapId growth of the FCDU depOSIts, there may be sIgmficant dollanzatIOn occumng m

the domestIc economy, whIch has the potentIal of weakenmg the effectIveness of monetary

polIcy that IS based on targetmg a monetary aggregate composed only of peso-denommated

depOSIts Thus, most recently, the BSP has constructed a new monetary aggregate, M4, whIch IS

composed of M3 and the FCDU depOSIts of reSIdents The Impact of mcreased dollarizatIOn m

the domestIc economy on the lmk between the monetary aggregates and economIC actIVIty Will

be addressed m SectIOn IV oftrus study

5 Debt mstruments

Debt mstruments currently aVaIlable m the domestIc market are those Issued by the government

and some pnvate corporatIOns

Government secuntIes mclude those Issued by the natIOnal government and government-owned

corporatIOns The dIScussIon below focuses only on the natIOnal government's secuntles

because they constItute the largest proportIOn of the total government secuntIes Issued and are

closely watched by the market
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The NatIOnal Government through the Bureau of the Treasury auctIOns 91-, 182- and 364-day

Treasury bIlls on a weekly basIS 9 Dunng penods of mterest rate volatIlIty, the government

Issues 35-, 42- and 63-day cash management bIlls Both the cash management and Treasury bIlls

are dIscounted mstruments The NatIOnal Government used to Issue floatmg rate notes, but these

were replaced by 2- 5-,7-, 10- and 20-year fixed rate notes In the last four years The fixed rate

notes are auctIOned usmg the Dutch auctIOn method The first auctIOn for the 20-year notes was

held m Apnl 1997 and the second m August 1998 A 20 percent WIthholdmg tax IS Imposed on

mterest mcome from government securItIes

Tables I Sa and I Sb show the dIstnbutIOn of the total Issuances (volume) and outstandmg

natIOnal government secunties by type and tenor of the secunty The last three years saw

outstandmg government secunties nsmg, mamly due to the Issuance of medmm-term fixed rate

notes As of December 1997, outstandmg government secunties amounted to P367 billIon,

whIch IS eqmvalent to 40 percent of the total depOSIts ofmoney banks

InstitutIOnal mvestors, such as trust funds of banks, msurance companIes SOCIal securIty

systems, etc, and retail mvestors purchase government securIties from accredIted dealers Those

who have access to the government secuntIes market are the relatIvely large, mterest-sensitive

mvestors Small mvestors can access them mdirectly through theIr common trust funds (CTF) or

partICIpatIOn certIficates, whIch IS a depOSIt substitute, offered by banks and quaSI-banks

ASIde from loans, eqmty and retamed earmngs, corporatIOns can raIse funds by sellIng theIr

commercIal paper to the public through dealers Because all commercIal paper has to be rated by

the CredIt InformatIOn Bureau Inc to gam approval from the Secunties and Exchange

CommISSIOn to be sold, commerCial paper sold m the domestIC market tend to be those of blue

ChIp corporatIOns, such as Ayala Land Inc, Coca-Cola Bottlers Phiis Inc and San MIguel

Foods, Inc whIch represent relatively few companIes

9 See SectIOn II of this report for a related dISCUSSIOn
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CommercIal paper can be short-term (1 e , WIth matunties of one year or less) or long-term (1 e ,

WIth matuntIes of more than one year) Interest rates on these mstruments are usually floatmg

and repnced every 30 or 90 days, usmg the Treasury bIll rates as benchmark rates However,

other rates can be used If the Treasury bIll rates are deemed not reflectIve of the market

condItIon Interest on commercIal paper IS subject to a 20 percent WIthholdmg tax

As shown In Table 16a, the volume of commercIal paper sold annually IS qUIte thm rangmg

from P13 bIllIon to P31 bIllIon Issues of long-term commercial paper had been nSIng recently,

but thIS was arrested In 1997 when the ASIan currency cnSIS struck the regIOn, causmg so much

Interest rate volatIlIty and economIC uncertamty

The compOSItIon of outstandmg commercial paper shows a dIfferent pattern, wIth the share of

long term commercial paper consIstently nsmg dunng the penod 1990-1997 (see Table 16b)

However, It IS expected to declme m the commg months due to the mterest rate volatIlIty whIch

may last as long as the ASIan currency cnSIS remams

As of 1997, the value of outstandmg commercIal paper stood at P55 bIllIon, WhICh IS eqUIvalent

to only 6 percent of the total depOSIts of depOSIt money banks Only large mvestors normally

have access to the commercIal paper market

Other debt mstruments, such as corporate bonds, warrants, etc, are non-eXIstent or stIll

neglIgIble m the country today

6 EqUlty

The eqUIty market offers mvestors an alternatIve Investment mstrument Recently access to the

eqUIty market by a much broader set of mvestors mcludmg small mvestors has been conSIderably

unproved due to the government's pnvatIzatlOn program favonng small mvestors, the umficatIOn

and modermzatIOn of the PhIlIppme stock exchange, and Increased transparency m transactIOns
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at the stock exchange 10 Some establIshed corporatIOns wantmg to expand further theIr

operaTIons had found the stock market a cheaper source of funds than bank loans In the 1990s

alone, 108 firms lIsted theu stocks m the local stock exchange, WhICh accounts half of the total

number of lIsted companIes to date

Smce 1994, capItal raIsed by corporatIOns from domestIc and foreIgn mvestors was more than

PIOO bIllIon annually (see Table I 7a) The average daIly turnover before the onset of the ASIan

currency cnsis was faIrly hIgh, suggestmg some degree of lIqUldity m the eqUlty market

The eqUlty market turned out to be a very nsky mvestment mstrument especIally to the less

SophIstIcated mvestors As can be seen from Table 17b, the 30-share PhIlIppme composIte

mdex had been fluctuatmg WIdely m the last two and half years As of 27 August 1998, the

composIte mdex closed at 1,26699, ItS lowest level smce December 28, 1992 when It hIt

1,25242

7 Denvatives

The denvatIves market In the PhIlIppmes IS stIll underdeveloped There are no futures and

optIOns contracts nor a convertIble bond lIsted In the PhIlIppIne Stock Exchange However, there

are three warrants currently lIsted m the PhIlIppme Stock Exchange These warrants were Issued

by corporatIOns as addITIonal sweeteners to theIr mitial publIc offenngs

An attempt was made In the early 1980s to develop commodIty futures WIth the establIshment of

the ManIla InternatIOnal FmancIaI Futures Exchange (MIFFE) However, tradmg volume had

been very thm Due to numerous VIOlatIOns of the ReVIsed Secuntles Act commItted by MIFFE

and complamts made by many mvestors left unattended by the exchange, the SecunTIes and

Exchange CommISSIOn (SEC) Issued a cease and deSIst order to the exchange m 1996, WhICh

effectIvely halted the operatIOn of the exchange Congress IS currently draftmg a new secuntles

act that WIll set a better regulatory framework for the tradmg of futures and optIOns contracts

10 The ReVIsed Secunty Act IS m the process ofbemg amended to address remammg Issues related to mSIder
tradmg, estabhshment of self-regulatory bodIes, among others
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The recent lIberalIzatIOn of the PhIlIppme financIal sector has provIded some spark to the growth

of other denvatIves mstruments, such as mterest rate swaps and foreIgn currency forwards and

swaps Smce the Issues related to denvatIVes mstruments and their implIcatIOns on the conduct

of monetary polIcy deserve more diScussIon, two other sectiOns of thIS report WIll be devoted to

dIscussiOns of thIS topIc-SectIOn II on the mstruments, and SectiOn IV on whether there has

been any empmca1Impact

B InstItutIonal mnovatIons

1 ForeIgn Exchange (Forex) CorporatIons

As part of the program to lIberalIze the foreIgn exchange market, the Central Bank lIfted the

prohibItIOn on off-floor tradmg of foreIgn exchange m 1991 In response, the Bankers

AssocIatIOn of the PhilIppmes created m 1992 the PhilIppme Dealmg Svstem (PDS), whIch lInks

partICipants through an electroruc screen-based network for sharmg mformatIOn and undertakmg

transactIOns All partICIpants are reqUired to submit two-way quotes Banks are the partICIpants

of the PDS, where they buy and sell foreIgn exchange on theIr own account or for the account of

their customers

The foreIgn exchange lIberalIzatIon effected by the BSP m the 1990s dId not actually remove all

the controls on foreIgn exchange transactIOns of banks For example, whIle ceIlmgs on how

much foreign exchange a bank may sell to its chents for a particular purpose, e g, Imports,

educatIOn, mvestment abroad, etc, WIthout pnor approval from the BSP have been relaxed, sales

must nevertheless be supported by proper documents eVIdencmg legItImate demand for the

foreIgn exchange i1 Also, banks are subjected to hmits on theIr foreIgn exchange pOSItIon 12

On the other hand, foreIgn exchange transactIOns outSIde the bankmg system have been

completely deregulated Thus, a corporatIOn can freely buy and sell foreIgn exchange, whIch IS

no longer conSIdered Illegal so long as the corporatIOn IS properly regIstered WIth the SecuntIes

1] Presently, sale of dollars m excess ofUSlO,OOO reqUires supportmg documents
12 The maximum amount a bank can be over-bought In foreign currency agamst pesos IS equal to five percent of Its
capital or US$lO mIllion
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and Exchange ComrmssIOn (SEC) WIth the removal of the retentIOn lImIt on the foreIgn

exchange earnmgs of exporters and overseas FilIpmo workers (OFWs), banks were concerned

about losmg a bIg chunk of theIr foreIgn exchange busmess to the non-bank mstitutIOns

Although foreIgn exchange transactIOns m the non-bank sector are baSIcally retail, nevertheless,

the volume of transactIOns IS by no means mSIgmficant, espeCially m the last few years when

exports, remIttances of OFWs and portfolIo Investment mflows surged dramatIcally Forex

corporatIOns are not partICIpants of the PDS

Banks responded to thIS challenge by creatmg theIr own forex corporatIOns, whIch need not

reqUIre BSP approval Because they fall outsIde the supervIsory and regulatory controls of the

BSP, the forex corporatIOns of banks were not subjected to the same controls on foreIgn

exchange transactIOns applIed to the banks Thus, banks are now engaged In both the wholesale

and retail segments of the foreIgn exchange market

Although they dId not furnIsh the research team With data on fore'( transactIOns made by theIr

forex corporatIOns bankers mtervlewed for thIs study pomted out that forex corporatIOns offer

very competItIve rates for theIr purchases and sales offoreign exchange or other servIces because

of theIr low transactIOns costs An addItIOnal advantage to banks of haVIng a SUbSIdIary forex

corporatIOn was that the pOSItIOn of theIr forex corporatIOns was not mcluded m theIr allowable

ceIlIng on foreIgn exchange pOSItIon Also, banks can engage m denvative transactIOns WIth

theIr forex corporatIOns (see below m SectIOn II)

Because of lov, transactIOns costs, forex corporatIons offer very competitIve rates for theIr

purchases and sale of foreIgn exchange or other servIces For banks, an addItIOnal advantage

was that the pOSItIOn of theIr forex corporatIOns was not mcluded m theIr allowable ceIlmg on

foreIgn exchange pOSItIOn Also, banks can engage In denvative transactIOns With theIr forex

corporatIOns (see below In SectIOn II)

The prolIferatIOn of forex corporatIOns has recently caught the attentIon of the BSP, espeCIally

smce banks nov, have one leg outSIde the purvIew of eXIstmg regulatIons It IS WIdely belIeved

that banks used then forex corporatIOns to CIrcumvent certam regulatIOns, such as lImIt on sale of
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dollars to clIents wIthout proper documentatIon Also, forex corporatIOns engaged m synthetIc

swaps With high net-worth mdlvlduals or corporatIOns to mcrease the yIeld on peso futures

Thus, m September 1997, the BSP Issued a cIrcular letter to all banks mformmg banks that forex

subsidIanes/affilIates of banks would be consIdered as part of the bankmg system and therefore

they would be subject to all foreIgn exchange rules and regulatIOns applIcable to banks

There IS no mformatIOn yet on the volume of transactIOns done by the forex corporatIOns of

banks, but It IS Widely belIeved to be large

2 Tooft banks of commerCIal banks

The tooft bankmg system conSIsts of savmgs and mortgage banks, pnvate development banks

and loan aSsocIatIOns organIzed under eXlstmg laws of the PhIlIppmes UnlIke commerCIal

banks, thrift banks have lImIted bankmg actIvIties They are mamly peso deposlt-takmg banks,

except for a few which were gIVen FCDU lIcense by the BSP They cater mamly to small savers

and small- and medIum-sIZed borrowers

Thrift banks used to be mdependent banks, 1 e , not owned or operated by other banks, untIl the

lIberalIZatIOn of the bankmg system m the early 1980s whIch allowed commercIal banks to

mvest up to 100 percent of the eqUity of tooft banks Smce then, a few commerCIal banks have

set up theIr own tooft banks, whIle others acqUired eXlstmg ones to have theIr presence felt both

m the wholesale and retail markets

The thnft bankmg law, whIch was enacted m February 1995, has conferred some pnvileges to

the thnft banks One IS the reserve reqUirement dIfferentIal, favonng thnft banks over
l~

commerCIal banks.J The other IS exemptIOn from payment of all taxes, except corporate

mcome taxes, fees and local taxes for a penod of 5 years startmg from the date the act was

effected These pnvileges could make thrIft banks more competItIve than commercIal banks

espeCIally m mobilIzmg depOSIts In response to this competItIve enVIronment, some

commerCial banks ImmedIately establIshed or acqUired thnft banks, while others whIch already

13 The BSP sets a 2 percentage pomt reserve reqUlrement dIfferentIal
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have thnft banks Invested more resources m theIr thnft banks to gear them up to a more

competItIve enVIronment Most of the subsIdIary thnft banks of commercml banks offer almost

the same servIces as theIr parent banks On the other hand, deposItors have a htgh degree of

confidence In the safety and soundness of SUbSIdIary thnft banks especIally If they carry the

same name as theIr parent banks ThIS new development has some ImplIcatIOns on the

movements of monetary aggregates because commerCIal banks could book some of theIr deposIt

and loan accounts to theIr thnft banks to aVOId the hIgh reserve requIrements and taxes Smce

the eXIstmg monetary aggregates, Ml, M2 and M3, do not Include depOSIts ofthnft banks, the

mIgratIOn of deposIts from commerCIal banks to thrIft banks could weaken the relatIOnshIp

between the mtermedlate targets and the ultImate targets of monetary polIcy

As of December 1997, there were 117 thnft banks, whIch had 1,272 branches located m major

CItIes and towns of the country Table 18 shows that the total depOSIts of the thnft bankmg

system has been steadIly nsmg smce 1985, reachmg P129 bIllIon m 1997 despIte converSIOn of

some thnft banks to commerCial banks and rural banks It should be noted that when the new

thnft bankIng act took effect m 1995, depOSIts of the thnft bankmg system Jumped by 40 percent

over the preVIOUS year The depOSIts m the last three years were eqUIvalent to 12-13 percent of

M3, whIch was about 2 percentage pomts hIgher than the penod before the new act took effect

Interestrngly, depOSIt substItutes of depOSIt money banks pale m companson WIth the depOSIts of

the thnft bankrng system In 1997, for mstance, depOSIt substItutes amounted to P12 bIllIon,

whIch were only about 10 percent of the total depOSIts of the thnft bankmg system Thus,

depOSIts of the thnft bankmg system are not a neglIgIble amount, whIch could affect the

movements of the monetary aggregates and on the relatIOnshIp between monetary aggregates and

economIC actIVIty

C Payments Systems III the PhIlIppmes

A payments system IS a method oftransferrmg value between buyers and sellers The effiCIency

of the payments system IS, therefore, Important for the economy Through the years the

payments system has conSIderably changed as forms of payment have evolved from precIOUS

21



I
I
I
I
I
I
I
I
I
I
I
I
I
I

metals to currency and checks and recently to electronIc payments The evolutIon of the

payments system has been facIlItated by changes m laws and advances m technology

ThIS study WIll not assess the extent of the effiCIency of the PhilIppme payments system but Will

rather focus on the ImplIcatIOns of the eXIstmg payments system on monetary aggregates and the

conduct of monetary polIcy

Table 19 enumerates and gIves a summary of the Important features of eXIstmg payments

systems m the PhIlIppmes

Regardless of the type of money bemg used to effect payment, the payments system's functIons

of clearmg and settlement must occur When cash or currency IS used m a transactIOn, cleanng

and settlement sImultaneously takes place and the cash bemg transferred from the buyer to the

seller can be Immediately used for another transactIOn ThIS IS not the case If a check IS used for

payment WhIle the goods or servIces may have been already transferred from the seller to the

buyer, the transfer of value from the buyer to the seller WIll occur only after cleanng and

settlement of the check, whIch may take more than a day If the funds m the buyer's account m

the bank are msufficient, the check must be returned Thus the use of a check to effect payment

IS more nsky than cash

Cash and checks (eIther personal or manager's) are the two most common methods of payment

In the PhIlIppmes today Checks are cleared through an electrOnIc system run by the PmlIppme

Cleanng House Corporation (PCRC), whIch IS owned by a consortIum of banks operatmg m the

country Settlement among banks IS done through the BSP usmg the reserves of banks

There seems to be an mcreasmg effiCIency m the use of checks for payment As Table 110

shows, the turnover rate of demand depOSIts of commercIal banks, 1 e , total debIts dIVIded by the

average peso demand depOSIts, has tended to rIse In the last few years

Although electromc payments m the country are stIll at theIr nascent stage, nevertheless they

have been rapIdly gammg popularIty espeCIally In the last five years when more banks entered
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the domestIc financIal market Today, several large banks Issue mternatIOnally accepted credIt

cards, such as VIsa and MasterCard Because of stIff competItIon, credIt card Issuers have

relaxed some of theIr reqUIrements, such as mIllimUill annual Income of card applIcants,

guarantor, etc Many have also added enhancements to theIr credIt cards, such as lInk-up to card

holders' savmgs and checkmg accounts, free medIcal check-up, easy repayment scheme, etc, to

attract more depOSItors

As of December 1997, there were about 2 mIllIon credIt card holders, whIch constItutes 28

percent of the total populatIOn, and more than 120 thousand merchants acceptmg credIt cards for

payment of goods and servIces (CCAP-Industry Survey Report, undated) Gross bIllmgs for the

year 1997 amounted to P1l84 bIllIon BSP's survey results show that the exposure of

commerCial banks to credIt cards (1 e, receIvables) grew rapIdly both In absolute terms - from

P2 4 bIllIon at end-1994 to P38 4 bIllIon at end-1997 - and as a ratIO to theIr total loan portfolIo

from 0 37 to 4 8 percent for the same penod (see Table 111)

The use of a credIt card IS a way of defernng payment When one pays by credIt card, she IS

gettmg credIt from the credIt card Issuer, that IS, mcurnng a debt that she WIll have to settle later

on by handlmg over a check or currency or by usmg the bIlls payment system descnbed below

Thus, the credIt card Issuer bears the credIt nsk, not the seller of goods

An ATM card used to be an mstrument to faCIlItate cash WIthdrawal and depOSIt at any tIme m a

place where there IS an ATM unIt Without the user havmg to go to a bank that opens only for 6 to

8 hours a day for five days a week However, recent enhancements added by the three ATM

networks, 1 e, BancNet, Megalmk and Expressnet, to the ATM busmess have changed the

ordmary ATM card mto a debIt card The three ATM networks have developed theIr own pomt

of-sale (PaS) system, makmg It pOSSIble for cardholders to pay theIr purchases usmg theIr ATM

cards In several establIshments m the country For example BancNet alone has over two mIllIon

pas termmals m Metro ManIla and Luzon to serve more than 3 mIllIon of theIr customers

ASIde from the pas system, the ATM networks have also developed a bIlls payment system

(BPS), whIch allows ATM cardholders to pay theIr bIlls such as credIt card bIlls, telephone bIlls,
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electnc bIlls, msurance bIlls, etc, through the ATMs Bancnet ATMs receIve an average of

50,000 bIlls payment per month, and the other two ATM networks are not far behmd Although

there are already qmte a number of chents usmg the BPS, still the number of users fall below

banks' expectatIOns Apparently, bank chents stIll feel secure If they can immediately obtam the

officIal receIpts upon payment of theIr bIlls

The latest technology m the payments busmess IS the smart card Unlike the eXlstmg credIt cards

and ATM cards that use the magnetic stnpe technology, smart cards are chIp-based payment

cards The chip m a smart card can contam VarIOUS mformatIOn, whIch makes It possIble for the

card to be used for varIOUS purposes such as a debit card, a credit card or for stonng valuable

mformatIOn about the card holder Some local banks are m the process of mtroducmg the smart

card as an electromc money A smart card holder may request her bank to transfer some amount

of money from her savmgs or current account to her smart card whIch she can use to purchase

goods and servIces from a store or servIce provIder which has a smart card reader machme 14

UnlIke an ATM card, whIch IS only an mstrument to make electromc funds transfer the smart

card IS pre-loaded wIth purchasmg power 15 Losmg It IS Just hke losmg cash unless It IS

retneved Because of thIS and the OPPOrtunIty cost of stonng money ill a card It IS lIkely that

smart card holders WIll use the smart card m heu of cash for thelT daily transactIOns such as

paymg for lunch, use of publIc telephones, photocopIer use, etc As an electromc money,

however, smart card IS defimtely safer and several times more convement to use than cash

Due to the on-gomg finanCIal cnSIS, banks are planmng to defer the actual mtroductIOn of the

smart card because It reqUIres addItIOnal outlays on the part of both the banks and theIr

customers However the banks are expectmg Wider acceptance of the smart card m the near

future especIally smce many have already been mtroduced to the electromc payments svstem

usmg the ATM cards Many have conceded that the smart card WIll become the technology of

the future m the payments busmess

14 AlternatIvely, the smart card holder may purchase her own machme WhICh can be lmked to her account WIth her
bank so that she can do the funds transfer WIthout gomg to the bank
15 ThIS IS almost Similar to the phone cards that are mcreasmgly becommg popular III schools nowadays However
these are hIghly dedicated cards unhke the smart card whIch can be used for dIfferent transactIOns

24



D FinanCial Instruments, Payments Systems and the Money Supply

The emergence of new finanCIal mstruments and mtroductIOn of new payments systems have

some ImplIcatIOns on the money supply and the conduct of monetary pohcy The underlymg

relatIOnshIp between money supply and finanCIal market mnovatIOns can be analyzed through

the money supply process, WhICh IS stated as

There IS no uruversal payments system, lIke SWIFT, m the PhilIppmes However, there are

hIghly speCIalIzed payments systems, such as the MultI-transactIon Interbank Payment System

whIch IS a SImple electromc payments system that IS used solely for mterbank peso fund

movement, and the Electromc Fund Transfer InstructIOns System, whIch IS an electromc

payments system for makmg peso transfers between banks and government agenCIes more

effectIve

Another payment system IS the automatIc payroll deposIt (APD) It IS a method for speedmg

payment of salanes and wages from busmesses and governments to theIr employees by placmg

the amounts due employees each pay penod on a computer dIskette and dehvenng the dIskette to

a deposItory InstItutIOn, where a computer transfers payroll amounts to each employee's deposIt

account APD, therefore, IS a debIt payments system that bypasses the use of cash or check

payment There has been an mcrease m the use of automatIc payroll deposIt (APD) faclhty by

bUSInesses and government entItles APD normally uses savmgs depOSIt accounts of employers

and employees, and m most cases banks automatIcally gIve employees ATM cards WIth the

converuence afforded by ATMs, depOSItors prefer to park theIr money In theIr savmgs account

and WIthdraw only the amount needed for theIr transactIOns The rapId use of the APD partly

explams the sigruficant nse of the share of savmgs depOSIts espeCIally m the 1990s

M = money supply whIch IS defined as M3,

m = money multIpher, WhICh IS a functIOn of

currency-to-deposlt ratIO and the reserve reqUIrement ratIO, and
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B = base money

For a gIVen base money and reserve reqUIrement ratiO, financIal InnOvatiOns can affect money

supply through Its effect on the money multIplIer Note that SInce the reserve ratIo agmnst peso

deposIts IS umform, there IS no InCentIVe for banks to offer arrangements to Induce deposItors to

ShIft funds from one class of peso-deposIt to another However, other deposItor mcentIves, such

as the tax treatment ofmterest, may mduce deposItors to ShIft funds Thus, this suggests that It IS

Important to determIne which of the components of money supply WIll be affected by certam

finanCIal mnovatiOns

Table I 12 bnefly descnbes the lIkely Impact of finanCIal mnovatiOns on the components of the

M3 The finanCIal mnovatIOns are dlstmgUIshed whether they are new financial mstrUInents or

new payments systems Note that credIt card balances are not mcluded because credIt IS merely

a way of defemng payment

1 FInancIal mstrUInents

The newly mtroduced finanCIal mstruments could encourage people to place theIr saVIngs m the

form of financIal mstrUInents A nse m deposIts would lead to a reductIOn m the currencv-to

deposIt ratIO, whIch would rmse the money multIplIer m whIch, m turn would mcrease money

supply

There are finanCIal mnovatIOns that could mduce a ShIft of funds from cash to deposIts For

mstance, the mtroductIOn of mterest-beanng checkmg accounts could lead to a portfolIo shIft

from cash to checkmg account, whIch would raIse the money multIplIer, m The mtroductIOn of

varIOUS forms of savmgs depOSIts that could encourage the publIc to ID1ll1ffi1ze theIr holdmg of

cash could produce the same effect on m

There are fmancIaI mnovatIOns that could encourage ShIftS from one depOSIt Instrument to

another In such cases, the money multIplIer of a broader aggregate would be unaffected For

example, a portfolIo ShIft from savmgs or tIme depOSIts to mterest-beanng checkmg accounts
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would leave m unchanged The mcreased use of the "combo" account would also leave m

unchanged

There are finanCIal InnOvatIons that can mduce funds to mIgrate from deposIt mstruments to the

newly developed finanCIal mstruments To the extent trust accounts, secunties and eqUIty

substItute for tIme deposIts and deposIt substItutes, then an Increase In the volume of these

finanCIal mstruments, partly due to movements of funds from tIme deposIts and deposIt

substItutes, would lead to a declme In m The SubstItutIon of foreIgn currency deposIts for peso

deposIts could also cause a declIne m m

2 Payments system

The effiCIency of the payments system can also affect the money multIplIer As descnbed above,

all the newly developed payments systems are aimed at bypassmg the use of cash or checks m

transactIOns

DebIt cards, such as the POS-ATM and BPS-ATM, can SubstItute for both cash and checks The

money multipher, m, would declIne If they substItute for cash However, m would remaIn

unchanged If they SubstItute for checks because the transfer from one type of depOSIt account to

another would leave total depOSIts unchanged The same can be Said of APD

The ease and low transactIOns costs mvolved In obtammg cash through the ATMs from the

current and/or saVIngs accounts of depOSItors could lead to a declme m Idle cash balances held

by the pubhc, whIch could lead to a nse In m

The use of a smart card presents another SItuatIOn The smart card as descnbed above IS

obVIously a substItute for cash As the use of the smart card becomes more WIdespread, the

publIc's holdIng of cash would declme over tIme, causmg a decrease m the currency-to-deposit

ratIO, which would lead to a nse m the money multlplIer
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In general, a new payments technology that wIll bypass the use of checks or erase the dIstmctIOn

between checkmg and savmgs deposIts wIll have no Impact on the money multIplIer of a broader

monetary aggregate On the other hand, a new payments technology that wIll render the use of

cash for payment unnecessary wIll affect the money multlplIer

GIven the VarIOUS financIal mnovatIOns descnbed above, It may be worthwhIle at thIS pomt to

make a qualItatIVe assessment of theIr Impacts on money supply 16 Table I 13 shows the

compositlon of M3 and the base money dunng the penod 1980-1998 (Apnl) The share of

checkmg depOSIts m M3 has been relatIvely stable smce 1982, suggestmg that the financIal

mnovatIOns, such as the 'combo" account and mtroduction of electromc payments systems, do

not have yet a sIgmficant negatIve Impact on thIS account It IS pOSSIble however that WIthOUt

the l11110vatlOns, the share of checkmg account could have nsen over the years

The share of currency m CIrculatIOn m M3 has been declmmg smce 1987 Although one can

attnbute It to the recent finanCial mnovatIOns, however, It must be noted that the share of

currency m CIrculatIOn m M3 already started to dechne m the early 1980s ThIS declme was

arrested by the cnSIS that struck the economy m the IDld-1980s The shares of tIme depOSIts and

depOSIt substItutes m M3 have also declmed substantIally over the years ThIS could be

attnbuted m part to the mtroductIOn of mgh-YIeldmg mstruments, such as trust accounts,

secuntIes, and eqUItIes In contrast, the share of savmgs depOSIts m M3 has been nsmg over the

years, whIch could be a result of the mtroductIOn of new types of savmgs depOSIts, especially

those that tend to blur the dlstmctIOn between savmgs and checkmg depOSIts and the electromc

payments systems

The movement of the currency-to-deposit ratIO has been erratIC dunng the penod 1980-1998

Smce 1990 however It has been consIstently declmmg As expected, the money multIplIer and

the currency-to-deposit ratIO are strongly and negatIvely correlated 17

16 A quantItative analySIS on thIS Issue IS presented In SectIon IV ofthIS report
17 The correlatIOn coeffiCient IS -0 91
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II The Role of Fmanclal Markets and the Effects of Recent InnovatIOns

Fmancla1 markets are Important to economIC development and growth, faclhtatmg the movement

of capItal from those who have money to mvest to busmesses that have mvestment opportumtIes

In some emergmg markets, banks as mtermedlanes are the only prOVIders of capItal As an

economy develops, however, stock and bond markets begm to offer alternatIves

In the evolutIOn of finanCIal markets government secuntles markets need to develop before other

types of fixed mcome secuntles can be successful Partly, government secuntles prOVIde

benchmark yIelds that are useful m pncmg pnvate Issues, partly, an efficIent government

secuntIes market offers a way to hedge corporate bond Issues and the lIke

The development of a well-functIOmng government secuntles market bnngs large benefits

• LIqUId markets mean lower mterest rates (smce mvestors accept lower yIelds "When

markets are lIqUId) and make It cheaper to fmance government debt ThIS makes the

most dIfference for long-dated IssueS-I e long-term mterest rates WIll declme the most

and the yIeld curve WIll flatten

• It makes It eaSIer to conduct monetary polIcy The central bank can then use repos and

reverse repos to change the lIqUIdIty of the bankmg system mstead of relymg on cruder

mechamsms such as the dIscount wmdow or reserve requrrement changes

• It makes It pOSSIble to pnce pnvate sector Issues WIth more certamty Thus mterest rates

on corporate Issues WIll also declIne

• It allows hedgmg of nsk, through shortmg of governments to protect agamst rates nsmg

What makes a market functIOn well? Generally, a well-functIonmg market has transparency and

lIqUIdIty as well as a number of other charactenstIcs that lower the nsk to partICIpants Thus

from an organIzatIOnal perspectIve (whether regulatory or pnvate) there are three component

quenes

• Are Issues pre-announced well m advance so that market partICIpants can plan or are

they a surpnse?
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• Are the aucTIons as ongmally advertIsed or IS the SIze reduced when the bIds are weak?

• Are the amounts ofsufficIent SIze to create lIqUIdIty?

In order to meet these ImplIed requIrements, MInIStry of Fmance professIonals dISCUSS market

expectatIOns regardmg an offenng With dealer representatIves before an aucTIon Such

dISCUSSIOns mclude the abIlIty of the market to absorb new government secunTIes m total and m

VarIOUS matuntIes With a mInImum of mterest rate volatIlIty or mterest rate cost to the

government TakIng thIs market mformatIOn mto conSIderatIOn, the MInIStry of FInance would

announce an aucTIon, usually at a regular tIme, and announce m advance the volume of secuntles

It would lIke to sell In VarIOUS matuntles It accepts all noncompetItIve tenders at the average

mterest rate for the auctIOn Generally non-competItIve bIds from non-dealers are a very

secondary part of the offenng and average a fmrly conSIstent volume

The objectIve of most MInIStry of Fmance sales IS to raIse the money needed to refinance

eXIstIng (rollIng over) and fund budget needs WIth a mmlmum cost to the government and WIth a

mInImum dIsruptIon to the market WIth thIS m mInd, conSIderatIOn IS gIven to acceleratmg or

deceleratIng future financmg needs at a measured pace Nonetheless, even when government

financmg needs are known to the market auctIOns can move rates, If government needs are more

than a relatively stable market can absorb that day

As ImplIed In thIS scenarIo, dealers also play an Important role m provldmg lIqUIdIty If they can

finance a secunty held m mventory cheaply VIa domg a repurchase agreement, they Will make a

better market (quote a narrower bId-offer spread) to theIr customers Sometimes, they Will want

to reduce theIr nsk-If the day's busmess has resulted m too large an Inventory or If they

antICIpate supply If they can sell some lIqUId Issue short, then they can proVIde better markets

to retaIl customers

Assessment of the government secuntIes market m the PhilIppmes

In recent years the PhIlIppmes has expanded the matunty range of the government securItIes It

Issues Outstandmg Issues now range from short-term bIlls to 20-year bonds, a full spectrum
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ThIS IS one step m bUIldmg a well-functIOmng secunties market Other steps that are needed

mclude

1) AuctIons
As dIscussed above, amounts should be pre-announced and not altered at the last mmute If bIds

yIelds are too hIgh Altenng auctIOn SIze affects the government secuntIes markets adversely

The uncertamty about how the auctIOn Will proceed Will lead to wIder bId-offer spreads, thIs m

turn wIll cause mvestors to demand higher mterest rates Beyond the Government secunties

markets, InterventIOn In the auctIOns can also have adverse effects on floatIng commercial paper

rates that are based on these auctIOn rates

2) Repo market
It IS Important to encourage the use of government secuntles as collateral for loans among

mstItutIOns In the pnvate sector, m the form of repurchase agreements or "repos" ThIs IS a form

of borrOWIng that has less nsk than most (smce It IS collateralIzed WIth government paper) and It

also Will add substantial lIqUIdIty to the government secunties market Current ImpedIments to

the use of repos mclude reserve reqUIrements and the stamp tax

3) Short sales
To have a hqilld market, dealers need to be able to sell m advance of perceIVed supply, they need

to be able to sell If theIr customers have sold them a lot that day and buyers are m the future

Currently market partICIpants can sell only what they own and cannot use a SubstItute SecurItIes

lendmg and borrOWIng are not allowed under the ReVIsed Secunties Act as the law provIdes that

brokers or Investors can only trade secuntles that are In their actual posseSSIOn 18

18
There IS a proposal to remove thIS provlSlon under the proposed Secuntles and Enforcement Act, WhICh IS bemg

discussed III the Phlhppme Congress The Phlhppme Stock Exchange wants to mtroduce secuntles borrowmg and

lendmg to enhance hqUIdlty m the eqUItIes market It has m fact entered Into an agreement WIth the SEC BSP and

BIR to allow thIS under a certam arrangement but stIll wlthm the framework. of the eXlstmg law It has already

submitted to SEC for dIScussIon Its proposed rules
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Repo markets provIde an easy way to finance government secuntles as well as to "borrow"

secuntIes to sell short The InstItutIOn lendIng agaInst government collateral IS entItled to sell

that collateral, It must replace It, however, when the repo termmates

In addItIon, the regulatory authontIes should reconsIder the value of a future market, partlcularly

a contract on aT-bond WhIle there were prevIous problems wIth retaIl mvestors gettmg

Involved m futures, It IS possIble to desIgn a contract of sufficIent SIze to keep the typICal retaIl

buyer out but nevertheless accommodate the banks and broker/dealers The abIlIty to short

government securItIes IS helpful m ga1ll1ng lIqUIdIty, a futures contract on aT-bond IS also

extremely helpful

AddItIOnal comments on financial markets In general

We dIscussed above the role of Government securItIes markets m the evolutIOn of a finanCial

system Another Important mgredlent-seldom apprecIated-IS the role of the speculator

Speculators are often regarded With dIsapproval At tImes, regulators and some market

partICIpants may thmk that speculators are puslung markets m the wrong dIrectIon and lor

makmg them more volatIle At some tImes, tlus IS undemably true Over the longer run,

however, speculators perform Important functIOns

• When busmess wants to protect Itself by sellmg or hedgmg, and no other busmess want the

OppOSIte SIde at the moment, speculators take the OppOSIte SIde

• When speculators observe that pnces have departed too much from the expected eqUIlIbnum

pnce, they enter the market to push them to a more appropnate level, e g If mvestors have

temporanly fled one market, speculators may come m to buy

In these roles, speculators add lIqUId1ty to a market, reducmg the bId-offer spread and

moderatmg pnce volaulIty over the long run

Short sales may be a tool used by speculators when they beheve pnces m a partIcular market WIll

be headmg down However, the abIlIty to sell short Will enhance the lIqUIdIty of the markets-
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whIch means lower mterest rates, on average, and less dramatIc movements both down and up,

on average

Speculators may dampen pnce movements or they may aggravate them But m the long run

speculators who bet wrong lose theIr money, and efficIent capItal markets Improve economIC

growth and per capIta mcomes

What role speculators played m the ASIan cnSIS of 1997-98 remaInS to be analyzed In detaIl In

some cases, exchange rates were clearly out of lIne One way or another, deprecIatIOn was

needed Perhaps It happened more abruptly because of speculators, perhaps the depreCiatIOn was

exceSSIve Another questIOn IS whether those who unposed capItal controls and restnctIOns of

vanous sorts weathered the storm better Or perhaps they more qUIckly changed polIcy and the

markets perceptIOn of theIr economIC future? FInally, there IS an Issue of whether countnes WIth

more extenSIve finanCial denvatives markets expenenced worse volatIlIty than those WIth lIttle

denvatIves actIVItIes These questIOns need to be analyzed With a multivanate analySIS of the

data, a large and Important study, m and of Itself

FmanCIal deriVatIves m the PhIlIppmes

In late 1995 the BSP Issued CIrcular 102 whIch spelled out the condItIOns necessary for banks to

obtam lIcenses for denvatIves actIVItIes These condItIons Include mmImum capItal hardware,

and software, nsk management and the lIke Both local and foreIgn banks applIed for these

lIcenses and by mId-l 998, 11 banks had authonzatIOn to conduct expanded denvatIves actIVItIes

and one had a regular denvatIves lIcense (See Table II 1) Many other banks have also

submItted applIcatIOns for such lIcenses

The BSP collects monthly data on denvative actIVItIes of banks and theIr FCDU affilIates ThIS

Includes mformatIon on the type of denvatlve, the purpose (tradmg, hedgmg, etc) the mark to

market value and the gam or loss The data from may and June 1998 are shown m Table II 2

33



•
•
I
I
I
I
I
I
I
I
I
I
I
I
I

Total denvatives outstandmg m June totaled about $10 bIllIon, WIth vIrtually all attnbutable to

currency forwards and swaps These volumes are m "notIOnal pnncIpal", m US dollars 19

The mam types of denvatives that are reported by regular uruts of banks are foreIgn exchange

forwards and currency swaps These together are about $8 bIllIon, With the forward contracts

accountmg for about five-eIghths of the total There are no currency optIOns reported by banks

It seems that the currency forwards reported on theIr forms are only peso/dollar contracts

InformatIOn from another report, Table II 3, shows that about 90 percent of the forward

contracts are one foreIgn currency agamst another SpecIfically, the May 1998 report shows that

forward contract sales amounted to about $30 bIllIon of whIch about $29 bIllIon was

peso/dollar, $05 bilhon was dollar vs another currency, and $26 bilhon was foreIgn currency

vs foreIgn currency 20

FCDUs report slIghtly under $2bIlhon of foreIgn currency denvatives of whIch VIrtually all are

forwards Anecdotal eVIdence suggests that about one-thIrd of these forwards are connected WIth

dollar deposIts PhIlIppme reSIdents buy dollars, mvest m tIme deposIts and enter mto forward

contracts to sell dollars and repurchase pesos That combmatIOn locks m a guaranteed peso

earmng but aVOIds the hIgher tax burden and reserve reqUIrements on domestIc tIme deposIts

A tmy amount of currency optIOns are reported by FCDUs--$27 mIllIon (there may be an error

here, smce the optIOn reported by reSIdents IS exactly IdentIcal to the optIOn amount WIth non

reSIdents)

Interest rate denvatIves are not very actIve Interest rate denvatIves at the regular unItS of banks

m June consIsted only of swaps and were a very small $7 mIllIon Nor were they large eIther III

dollar volume or number of deals III pnor months In January 1997, there were 5 swap deals on

the books of regular bankmg umts One large swap for 8,250,000,000 pesos was added m Apnl

1997, and then elIm1llated 2 months later In October 1997, a small deal for 34,000,000 pesos

19 In Interest rate denvative transactIOns for example, pnnclpal does not change hands, It IS sunply used to calculate
thmgs like mterest due
20 We assume that these are USD although the report does not state the umts
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was added and m November another small deal, for 70,000,000 pesos was added Nothmg more

was done over the subsequent months

It appears that banks m the Pluhppmes are not domg mterest rate forwards or optIOns In

contrast, FCDUs, dId show mterest rate denvatlve actIvIty-there were $252 mIllIon of mterest

rate swaps outstandmg With non-resIdents 21

The hlstoncal data gomg back to the onset of denvatlves tradmg m late 1996 show an Imtlal

strong expanSIOn followed by contractIOn and stagnatlOn (see Table II 4) The expanSIOn m

denvatives activIty lasted from September 1996 to June 1997 Thereafter, there was a sharp

declme through August 1997 Although there was some recovery from small values of late

1997, as of June 1998 the total volume outstandmg had not recovered ItS June 1997 level One

can guess that the ASIan cnSIS and the responses of the BSP have played a role m tlus reductIOn

m actIVIty m the denvatIves market

Some comments on denvatives actIvIties

As we noted above, there IS relatively httle actIvIty m any type of denvatlve Although there are

peso dollar forwards and swaps outstandmg, It IS noteworthy that there IS no activIty In currency

optIOns Moreover, BSP has dIscouraged the banks from domg non-dehverable forwards and has

severely restncted the SIze of theIr net foreIgn exchange exposure

The lack of actIvIty In any type of mterest rate denvatIVe and foreIgn currency optIOns IS

surpnsmg In other parts of the world many busmesses use mterest rate swaps to reduce theIr

exposure to changes m domestic mterest rates many busmesses use currency optIOns to reduce

theIr exposure to the exchange rate

It IS possIble that PhIlIppme bUSInesses are not aware of these hedgIng pOSSlblhtIes and so do not

engage m these contracts However, m the course of our research we have spotted some

'!- It was unclear whether these were dollar-dollar swaps, where both the pay and receIve are dollars or peso-peso
swaps
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ImpedIments to the operatIOns of the denvatIves market m the PlnlIppmes that we tlnnk are

InhIbItIng these markets In partIcular, these ImpedIments InhIbIt the use of mterest rate swaps,

forex optIOns and the use of non-delIverable forex forward contracts It IS Important to consIder

these regulatory ImpedIments and therr costs

• Interest rate swaps (peso-peso) are mhIbIted by prohIbItIOns on shortmg government

securItIes If a busmess wants to pay a fixed rate to a bank (and receIve a floatmg rate

payment) m a swap, a temporary hedge for the bank conSIsts of shortmg government

secuntIes If shortmg IS not pOSSIble, the bank that prOVIdes the swap must eIther sustam

mterest rate nsk Itself, or postpones the deal untIl they find someone who wants the

OppOSIte SIde of the swap NeIther the bank takmg on the nsk and not hedgmg nor the

busmess holdmg on to the mterest rate nsk because they cannot do a swap IS m a

deSIrable SItuatIOn

• FX optIons actIVIties are mlnbIted by net exposure lImIts Net exposure lImIts are the

lower of 5 percent of bank capItal and $10,000,000 These are very small for the banks

that are actIve m these markets 22

At present optIOns pOSItIons are not mcluded m the calculatIOn of net exposure lImIts

However any spot or forward pOSItIons taken to hedge the optIOns nsk would be

mcluded m the calculatIon Assume, for example, that a bank sells a dollar call to a

PhIlIppme busmess wlnch has dollar oblIgatIOns (the dollar call optIOn acts as a quaSI

hedge for the busmess wlnch, WIthout the call, would be hurt If the dollar strengthens)

An appropnate hedge for the bank that sold the dollar call optIon IS to buy dollars

forward m an amount that represents a fractIOn of the optIOn bemg hedged If BSP

counts only the dollar forward pOSItIon of the bank and not the optIOn the bank IS short,

the bank may be caught between two undeSIrable SItuatIOns (1) faIlmg to hedge, 1 e not

buymg dollars, and perhaps not meetmg prudent nsk lImIts or (2) hedgmg appropnately

221n additIOn It IS our ImpreSSIOn that at present banks do not calculate optIons correctly because the exposure
generated by the optIOns themselves are omitted
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but faIlmg to meet the net exposure hmits on foreIgn currencIes23 In VIew of thIs

problem, It IS not surpnsmg that banks are engagmg m optIOns transactIOns

• Non-delIverable foreIgn exchange forward contracts (NDFs) have been dIscouraged

by the BSP WhIle the BSP IS understandably worned about speculatIOn agamst the peso,

NDFs as well as cash-settled forwards represent mstruments that have lower credIt nsk

than normal foreIgn exchange forwards As such, NDFs make for a safer system With

less nsk

Some general comments on foreIgn exchange markets

The ASIan cnsIs, whIch erupted m ThaIland m mId 97, was followed by WIdespread financIal

turmOIl mother countnes m the regIon As the currency declmes spread from one country to

another, some of the countnes In the regIOn sought to msulate then markets from speculators

by Imposmg vanous regulatIOns

What lessons can we learn from these expenences? At present, economIsts do not agree on

whether capItal controls can be effectIve or are deSIrable Before the cnSiS there had been

almost universal agreement that open markets and the free flow of capItal were deSIrable

But, the occurrences of the last year have caused some to change their mmds about the

desIrabihty of open capItal markets Hopefully, there Will be some careful studIes of these

events undertaken m the near future

There are several Issues here

a) Can capital controls or some other types of restnctions hmlt exchange rate movements m

the short term, e g , did any of the actIOns taken by BSP hmlt movements m the peso-dollar

exchange rate Pnvate partiCIpants can often find a way around any restnctIOns that central

bank Impose In other countnes at other tImes, the rustoncal expenence has been that central

banks can rarely stand agamst pnvate market forces

23 The example descnbed assume thatthe bank has no other obligatIOns WhICh offset the rIsk of Its short pOSItIon ill

the dollar call optIOn,
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b) A second Issue IS the longer-term effect of more restrIcbve markets Less lIqUIdIty, the

absence of speculators, the greater reluctance of foreIgn mvestors, etc may raIse capItal costs

for many years to come

c) DenvatIves can sometImes provIde a way around foreIgn exchange restnctIOns, If the

restrIctIOns are narrow Forward contracts do not show m spot posItIons, optIons and swaps

may also fall to be counted Structured notes can rude almost any bet Efforts to squelch one

type of denvatIve may mduce alternatIves And, denvatIVes provIde a large aggregate

benefit that has to be weIghed agamst the "eaSIer speculatIOn" that they may permIt

AntiCIpated effect of financIal denvatIves on monetary pobcy

DenvatIves act pnmanly to redIstnbute nsk Currency forwards and swaps redlstnbute foreIgn

exchange rate nsk, as do currency optIOns Interest rate swaps, forwards, and optIOns redIstnbute

mterest rate nsk It IS possIble that thIS redlstnbutIOn may reduce the effectIveness of monetary

polIcy It also IS possIble that denvatIves would act to Improve the effectIveness of monetary

polIcy What IS eaSIer to conclude IS that denvatIVes provIde an overall gam to an economy

smce they allow "tradmg" of nsk whIch In tum Improves economIc welfare SInce thIS IS a key

pomt m the deCISIon of whether to faCIlItate the further development of denvatIVes-both theIr

scope and magmtude-It IS worthwhIle considermg why thIs IS so

By and large, the mtroductIOn of financIal denvatIves does not change the amount of aggregate

nsk that must be born In the economy, but It shIfts the dIstrIbutIOn ofnsk from one set of agents

to another-such as reSIdents to non-resIdents, merchants to banks, or from one group of

Investors to another Thus, It allows each market agent to choose that portIOn of nsk m any

econOmIC transactIOn or asset holdmg to whIch hIS wealth Will be exposed Although banks may

be mtermedianes for much of the denvatives trades, there IS no reason that they need to retam

the nsk That IS, finanCIal denvatlVes are (for the buyer of the fixed pOSItIOn) preCIsely

analogous to Insunng agamst a phySIcal nsk or tort lIabIlIty to whIch real property IS exposed

Just as hazard Insurance relIeves the property owner of the nsk of loss due to fire, flood, theft, or

aCCIdent lIabIlIty, sellmg foreIgn exchange forward relIeves the commercIal agent of the nsk of
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loss due to adverse movements In the value of foreIgn debt The welfare gams from these

arrangements are that It allows speCialIzatIOn m partIcular forms of nsk beanng by those

economIC agents and firms that have the comparatIve advantage m domg so TypIcally, thIS IS

due both to speCialIzatIOn gams m mformatIOn or economIes of scale or from dIVersIficatIOn

Thus, msurers both know the actuanal dIstnbutIOns of property hazards and are able to dIverSIfy

a large portfolIo of msured-pollcy holders whose claims WIll be mdependent of each other The

msured polIcy-holder can then speCIalIze m the bearmg of commercIal nsks-retaIl trade or

whatever actIvIty-Without bemg exposed to loss from a fire or other catastrophe 24

SImIlarly, an Importer can buy foreIgn exchange forward to cover a contracted-for payment, or

he can sell It forward If ms transactIOn \\JIll be the receIpt of a payment from abroad LIke the

busmessman who msures against a phySIcal casualty thIS forex sale (or eqUIvalent optIOn

transactIOn) allows mm to speCialIze m the form of nsk-bearmg--eommercial nsk-m whIch he

IS a speCialIst and, therefore, has better mformatIOn

ThIS redlstnbutIOn of nsk from those who find that finanCIal fIsk arIses from theIr day-to-day

busmess to others who are WIllmg to act as Insurers (or speculators) unproves economIC

effiCIency because It allows the totalIty of economIC nsks-whIch IS unchanged-to be borne by

those who can do so at least cost In our Importer example, the merchant who resells unported

merchandIse m the domestIC market stIll bears a commercIal or marketmg nsk, however, he IS

presumably a knowledgeable speCIalIst m beanng thIS commerCial nsk The gam IS that he can

speCialIze m hIS area of expertIse by divestmg hImself of the nsk on the exchange rate to other

agents (banks and forex corporatIOns or speculators) who are knowledgeable experts m that

arena Thus, the nnportmg merchant can speCialIze m runmng an effiCIent busmess With hIS

profits unaffected by subsequent exchange rate movements WIthout these onerous nsks on the

exchange rate, he Will be WIllmg to engage In more busmess and mvestment actIVItIes than he

would If could not dIvest the fIsk through hedgmg by buymg forward dollars or buymg a dollar

call optIOn

24 Whereas a person who buys fIre msurance may be less careful about fIre rIsk and mcrease the pOSSIbIlIty of fIre,
the agents who hedge has lIttle role m the macro rIsks that cause exchange rate or mterest rate changes
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Although busmess nsk IS sImply redIstnbuted by denvatlVes-which IS clearly a good thIng, It IS

possIble that denvatlves mcrease the amount of systemIC nsk25 m the financIal system, by

mcreasmg the mterconnectIOns amongst banks/dealers It IS also possIble that denvatIves allow

the eaSIer use of destabilIzmg hedgmg procedures (for example mimIckmg a put optIOn by

shortmg futures m a delta ratIO, thIs requIres more selhng the lower the pnce of the secunty

goes') In thIS latter case, where the actIvIty IS destabilIzmg, more volatIlIty rather than less could

result WhIle these dangers are real, most econOITllsts VIew these nsks as small compared to the

benefits provIded by denvatives

In regard to monetary polIcy, denvatlves change the dIstnbutIOn of mcome that results from a

change m mterest rates (or exchange rates) RIsk averse mdlVIduals who have hedged Will not

have the losses (or gams) whIle those who were WIllmg to take nsk WIll have the losses or gams

The effect of mterest rate hedgmg works analogously to the hedgmg of forex nsk If mterest

rates work pnmarI1y through a pnce channel-by affectmg spendmg and mvestment deCISIOns,

based upon the mterest cost VIs-a-VIS return-It IS not apparent that thIS redIstnbutIOn Will

matter If they work pnmanly through a wealth channel, the redIstnbutIOn could ITlltlgate theIr

effect on the real economy For example If those who deCIded to hedge theIr mterest rate nsk

would have otherwIse suffered losses and severely reduced theIr spendmg (whereas the nsk

bearers may be less senSItIve to theIr losses), then a gIven mterest rate change would have less

Impact on the real economy m the presence of denvatIves

Two reports on the Issue are worth examImng m thIs connectIOn The BIS Hanooun Report,

1994 "MacroeconomIC and Monetary PolIcy Issues raIsed by the growth of DenvatIve Markets"

and an IMF report by C VrohJk "DenvatlVes Effect on Monetary PolIcy TransmISSIon" TheIr

VIe\\, IS that the polIcy transmISSIOn mechanIsm to the finanCIal markets would tend to be faster

m an economy With actIve denvatIVe markets but that the transmISSIOn to the real economy

(output and mflatIOn) may be slowed

25 SystemiC risk IS the rIsk that the whole fmancIaI system may collapse as a result ofone or several busmess faIlures
that brmg down one bank
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In regard to exchange rates, a deprecIauon would affect Importers less negatIvely If they had

hedged Exporters would have less of a posiuve effect If they hedged Smce m the face of a

deprecIatIOn, exports would tend to expand, It may be relevant that these export-related

busmesses would have less cash profits to put mto expanSIOn However, Importers who hedged

would not be forced to cut back as much-although pnces would mduce some contractIOn

WIthout the "wealth" effects

Regardless of the mechanIsm of monetary polIcy, the amount of denvatives actIVItIes m the

PilllIppmes at thIS tIme IS too small to have any Impact on the ImplementatIOn of monetary

polIcy StIll, If denvatives affect the measures of the monetary aggregates, they may

nevertheless affect monetary polIcy deCISIOns

Effect of derivatIves on the monetary aggregates

FmancIaI denvatives may cause changes m the measured monetary aggregates Amongst the

pOSSIbIlItIes are the followmg

• AbIlIty to hedge mterest rate nsk may cause busmess to hold less lIqUId assets

• AbIlIty to hedge foreIgn currency exposure may cause busmess to hold less dollar

denommated assets and more peso ones

• "Engmeered" swaps may allow people to replace peso tIme depOSIts WIth dollar ones

That IS It IS pOSSIble that tIme and savmg depOSIts, preVIOusly m M2, are counted as

dollar depOSIts, whIch are not m M2 but M4 Apparently, m order to aVOId reserve

reqUIrements, some people are mvestmg m dollars and dollar depOSIts combmed With

forward sales of dollars Effecnvely, they have no nsk on the exchange rate--despite

appearances, they are m a peso nme depOSIt
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Whether any of these possIbIlItIes really alter the monetary aggregates depends on what others
who are party to these transactIOns are domg For example

• Are the counter-partIes to the mterest rate hedge holdmg more ltqUId assets? Would
those assets be counted m M2 or M3, offsettmg the reductIOn of lIqUId assets by those
who have locked m a fixed rate?

• Are the counter-partIes to the foreIgn exchange hedge holdmg more dollar assets?
• In the case of engmeered swaps, are the ongmal holders of dollars mvestmg theIr peso

proceeds mto tIme and savmgs deposIts whIch would be captured In M2, offsettmg the

reductIOn of peso tIme deposIts that occurs because of the substItutIOn of engmeered

swaps for peso tIme deposIts?

To figure out he effect on these llU1ovatIOns on the monetary aggregates, we need to know how

both counterpartles to the denvatlves transactIOn react If the counter-partIes react m OpposIte

ways, there may be lIttle or no effect on the monetary aggregates An IMF study by Conraad

VrolIJk "Denvatives Effect on Monetary PolIcy TransnussIOn" argues that some new synthetIC

seCurItIes created Wlth denvatIves can reduce the broad aggregates and make them less sUitable

as targets A Board of Governors 1996 study by Martrna Copelman, "FmancIaI InnovatIOn and

the Speed of adjustment of money demand eVIdence from BolIVIa, Israel, and Venezuela" finds

a reductIOn m real money balances (Ml relatIve to the pnce level) attrIbutable to finanCial

mnovatlons

There IS another Important Issue he avaIlabIlIty of hedgrng Instruments may change behaVIOr of

those who antICIpate USIng finanCial denvatlVes If so, the monetary aggregates may change

The potentIal users may change theIr asset allocatIon whereas the potentIal counter-partIes do

nothmg untIl a transactIOn actually occurs

Wlule all In all, It appears hkely that the reallocatlon of rIsk and the perceptIOn that It can occur

would tend to reduce some types of lIqUId assets Nevertheless, thIS IS an empmcal Issue and,

stated as sharply as pOSSIble for purposes of assessrng the monetary polIcy ImplIcatIOns, the

relevant questIOns (see SectIon IV below) are

• Has the mtroductIOn of finanCial denvatlves reduced the controllabIlIty of monetary

aggregates and, If so, whIch ones?
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• Has the mtroductIOn of financIal denvatIVes reduced the dependabilIty of the lmkage

between monetary growth and mflatIOn?

As WIll be seen III the estImates reported m SectIOn IV, the answers are firmly negatIve
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III Fmanclal Market Regulatory Structure and OverSight

The PhilIppme bankmg system mcludes mdependent commercial banks, commercIal banks

assocIated WIth non-bank financIal orgamzatIOns, and umversal banks--commerclal banks

assocIated wIth non-financial (commercIal and mdustnal) organIzatIOns Banks aSSOCIate WIth

other orgamzatIOns as parents of subsidIanes, holdmg company affilIates, and through common

ownershIp The BSP classIfies banks as commercIal banks, thrIft banks, rural banks, and

speCIalIzed government banks CommerCIal banks are further classIfied as regular and expanded

umversal commerCial banks Expanded commerCIal banks have hIgher rmmmum capItal

reqUIrements and, m addItIOn to the actIvItIes of regular commerCIal banks, are allowed to

exerCIse the powers of mvestment houses They may mvest m the eqUIty of compames engaged

m busmesses not related to bankmg and own up to 100% of the eqUIty of allIed fmancial

undertakmgs other than commerCIal banks Although most banks are mdependently owned rural

mstitutIOns several banks operate branch systems and ATM networks throughout the

PhilIppmes FIVe banks controlled about 35% of commercial bank assets of P3,399 tnllIon at

year-end 1997

As of August 31, 1998 there were 21 expanded (umversal) commercial banks The 21 UnIversal

banks mclude the Development Bank of the PhilIppmes and the Land Bank of the Pillhppmes,

both of whIch are government banks WIth expanded commerCIal bankmg authonty, and the ING

Bank WhICh IS a branch of a foreIgn bank Table III 1 lIsts the number of domestIC finanCIal

mstitutIOns m the PhIlIppmes m each of the last three years Table III 2 lIsts the total assets of

each type of finanCIal InstItutIOn m the last three years FIgures are proVIded for three years to

gIVe a sense of how fast domestIc finanCIal sector mstitutions have expanded The bankmg

system also mcludes branches and subsidIanes of regIOnal and global mtematIOnal banks At

December 31, 1997, foreIgn bank branches and SUbSIdIarIeS held 11% of local assets Current

polIcy favors some system consolIdatIOn and concentratIOn to elImmate weaker mstItutIons

Regulatory structure of the Phlhppme bankmg system
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The Central Bank of the PhIlIppmes (BSP) regulates all PhIlIppIne commercial banks and related

organIzatIOns WIth bankmg and quasI-bankmg authonty, such as thrIft InstItutIOns that take

deposIts and make loans and finance companIes that Issue deposIt substitutes and make loans In

addItIOn, the BSP serves as an umbrella regulator of bank related organIzatIOns WIth other

pnmary regulators, such as the Secuntles and Exchange CommIssIOn, or WIth no pnmary

regulator It approves sIgmficant ongmal and subsequent Investments m all bank-related

organIZatIOns, and momtors mter-bank transactIOns among all related organIzatIOns

The BSP examInes at least once Withm a 12-month cycle all banks and sIgmficant bank related

organIZatIOns and actIvIties WIthIn Its JUrIsdICtIOn In large or troubled InstItutIOns exammers

may be on-SIte for very long penods of time ExammatIOns focus on asset qualIty, capItal

adequacy nsk management and complIance WIth all relevant laws and regulatIOns In addItion,

as part of the supervISOry process, the BSP conducts off-SIte momtonng of banks through the

reVIew and analySIS ofbank reports

The BSP employs nsk-based capItal standards SImIlar to the Basle Standards and WIll adopt the

Basle Standards upon passage of amendments to the General BankIng Act beIng prepared by the

BSP TradIng account seCUrItIes are marked to market daily and Incorporated mto fmancIaI

statements monthly Asset claSSIficatIOns and the reqUIred adjustments to capItal are bemg

expanded to claSSIficatIOn and charges common In developed countnes EXamInatIOns of bank

and bank related organIzatIons are consolIdated to proVIde a smgle VIew of all a bankmg

mstItutIOn's actIVItIes

All PhIlIppme banks are audIted annually by a publIc accountmg firm The audItors'

recommendatIOns to bank management are aVailable to BSP exammers All PhilIppme banks are

reqUIred to make theIr balance sheets publIcly avaIlable quarterly However, only banks

reportIng under the secunties dIsclosure statutes must make avaIlable In theIr annual reports

mcome statements and consolIdated balance sheets of the bank and all controlled Subsldlanes

The PhIlIppme regulatory structure mcludes the PhIlIppme DepOSIt Insurance CorporatIOn

(PDIC) The PDIC dIsposes of troubled banks referred to It by the BSP The PDIC has a small
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exammatIOn staff that can supplement BSP exammatIOns of the most troubled mstltutIOns, m

anticipatIOn of their lIkely demIse Most bank failures m the PhllIppmes result from mSlder

transactIOns

Regulatory anomalIes

Three features of the PhilIppme regulatory structure and practice are relatively umque regIOnally

and globally

1) Personal lIabIlIty of bank regulators

BSP exammatIOn personnel are legally responsible mdlvldually for their officIal acts Article II,

SectIon 15(3) of R A No 7653 of The New Central Bank Act states that the BSP shall

"mdemrufy Its members and other offiCials of the Bangko Sentral, mcludmg personnel of the

departments performmg superviSIOn and exammatIOn functIOns agamst all costs and expenses

reasonably mcurred by such persons m connectIOn With any Civil or cnmmal actIOn, SUIt, or

proceedmg to whIch he may be, or IS, made a party by reason of the performance of hIS functIOns

or duties, unless he IS finally adjudged m such actIOn or proceedmg to be lIable for neglIgence or

misconduct" In most developed countries a publIc employee IS accountable for offiCial acts to

the agency that employs him or her, and the agency IS accountable to thIrd partIes and the courts

Requmng an mdividual exammer to take the ImtIatlve m defendmg him or herself m a legal

actIOn mvolvmg an offiCial act can have an adverse mfluence on his or her ngorous purSUit of the

publIc mterest m bank. regulatIOn Most legal actIOns result because depOSItors or credItors are

facmg a finanCial loss m a troubled mstltutIOn and exammers are bemg accused of causmg or

contnbutmg to the loss To be IdentIfied personally and publIcly m such an actIOn must be a

dauntIng expenence no matter how certam one IS of mdemruficatIOn

2) Secrecy of mdlvldual account data

PhIlIppme secrecy statutes bar even bank exammers from revlewmg mdrvldual depOSItor

accounts under the depOSitor's name (sometImes a numbered account may be reVIewed) ThIs

restnctIOn, at best, reqUIres CirCUItous exammatIOn practices to achieve results attamable dIrectly

mother JUDsdlctions It may mVlte credit extenSIOns through depOSit accounts m the form of

uncollected funds that must be detected through mappropnate check movements It may also
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entIce flIght capItal to the PhilIppmes that destabIlIzes funds flows Smce money laundenng IS

not Illegal m the PhilIppmes It IS not an Issue even though the secrecy statute may contnbute to

such behavIOr The PhIlIppmes could rank hIgher regIOnally In efforts to constram money

laundenng (see Annex 1111) Most countnes are able to polIce money laundenng actIvItIes WIth

proper legal protectIOns for their InstItutIOns and bank customers Without settmg aSIde their bank

deposIt secrecy laws The Phthppmes should move In thIS directIOn

3) Lack of prompt correctIve detaIls III regulatory statute

Some troubled banks receIve sustamed finanCIal aSSIstance from the BSP before bemg referred to

the PDIC Some expenence a form of bank holIday Dunng thIs bank holIday msured and other

deposItors may not have access to theIr deposIts Delays occur when depOSItors and credItors

attempt to aVOId losses through extended negotIatIOns among themselves and WIth the BSP The

dISpOSItIOn of troubled mstitutIOns IS the most common cause of legal actIOns agamst BSP

offiCIals Moreover, If slow pay-outs m Isolated resolutIOns determme deposItor expectatIOns III

a systemIc nsk, they can exacerbate managmg the nsk DepOSItors may choose to WIthdraw theIr

funds from even sound mstItutIOns on the slImmest rumor of pOSSIble trouble, because they fear

waItmg an mordmate amount of tIme for theIr money m a pay-out

The PhIlIppmes has statutory proVISIOns m some detaIl constItutIng a prompt correctIve actIOn

mandate and regulatIOns for dealmg WIth troubled banks are bemg strengthened (as m the recent

BSP polley statement) These statutory proVISIons, regulatIOns, and polIcy statements may seem

adequate gIVen the good performance of the Phlhppme bankmg system and ItS regulators dunng

the ASIan cnSIS, but the expenence of many developed countnes suggests a more demandmg

prompt correctlve actIOn statute may be necessary m the future Such a document would reqUIre

the BSP to take, at a mInImum, speCIfic correctIve actIOn If a bank's capItal declmes below

deSIgnated levels, to lIqUIdate a faIled InstItutIOn m a speCIfied least-cost manner, to extend

finanCial aSSIstance to a troubled mstItutIOn only after certlfymg that It IS solvent and to

recapItalIze an Insolvent InstItutIon only after declarmg, WIth the concurrence of the MInIster of

Fmance, that ItS faIlure would pose a systemIC nsk. A prompt correctIve actIOn statute verbally

and quantItatIvely speCIfic IS a protectIOn for regulators (the BSP and PDIC) and the publIc

(taxpayers) It protects the regulators from cntIcism for takmg controversIal actIOn agamst
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troubled mstitutIOns, and protects the taxpayer from paymg bank rescue costs that become so

large the deposIt msurance fund may not be able to pay them WIthout a detaIled mandate,

regulators are under enormous pressure to delay lIqmdatmg msolvent mstItutIOns and to

financIally support aIlmg mstItutIOns that are solvent and pose no systeIll1c nsk A copy of the

Umted States prompt correctIve actIOn statute IS aVaIlable m Annex III 2

RegulatIon of denvatlVes

Eleven domestIc and mternatIOnal banks and branches have BSP lIcenses for expanded

denvatives operatIOns, and one has a regular denvatIves lIcense As the fmancial uncertamtIes

from the ASIan Cnsis recede, more mstItutIOns \\-111 be lIcensed to expand denvatIves actIVItIes

beyond Just foreIgn exchange forwards In addItIOn, trade related and dollar lImIts may be eased

To obtam an expanded denvatlves tradmg lIcense an InstItutIOn must meet several mternatIOnally

accepted standards regardmg Its finanCial condItIOn nsk management capabIlItIes, mternal

InfOrmatIOn and accountmg systems, and management and dIrectorate overSIght It must also

agree to BSP reportmg requIrements for denvatives and foreIgn exchange positIOns--weekly,

monthly, etc In complymg WIth BSP prequalIficatIOn reqmrements a bank must submIt a polIcy

manual contaImng the features prescnbed m the regulatIOns

The BSP momtors denvatlves actIVIty WIth the reports to Its ForeIgn Exchange Department and

WIth bank exammatIOns EXaIlllners can be m reSIdence m bank tradmg departments for lengthy

penods of tIme Exammers reVIew denvatIves actIVIty In all BSP-regulated entItIes of the bank to

get a consolIdated VIew oftradmg strategIes carned out m multI bank umts

Dunng exammatIOns, exammers reVIew the adequacy of bank accountmg and mformatIOn

systems They venfy that denvatlves transactIons are properly and tImely recorded, that there IS

dual control of transactIOns by bank personnel partIcularly as regards the separatIOn of

denvatIves tradmg and pncmg responsIbIlItIes, and that semor management and dIrectors are

recelvmg tImely and accurate reports of denvatives actIVIty The BSP SupervISIon and

ExammatIOn Sector IS adoptmg a nsk-based exammatIOn approach whIch mcludes an assessment

of the nsk management capabIlIty of banks Dunng an exammatIOn, bank exammers do not
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compute the amount ofexpected nsks m denvatIVe posItIOns, smce banks are better posItIOned to

get thIs amount usmg theIr models/programs However, bank exammers request theIr value at

nsk amounts as generated from the banks' models/programs, and they do backtestmg to

deternune whether the bank's value at nsk computatIOn IS rellable Exammers also assess

mternal and external audIt programs to be sure there are regular reVIews of bank accountmg and

reportmg systems by people outSIde the management accountmg and reportmg networks

Denvative posItIOns WIth a counter party may be netted, If the bank has a wntten agreement WIth

the counter party authonzmg the nettmg arrangement A bank's consolIdated net value of

denvatIves, marked to market, IS reported as a contmgent asset or lIabIlIty on the bank's

consolIdated balance sheet Although the BSP has not adopted the Basle market-nsk-capItal

reqUIrement pendmg the passage ofamendments to the General Bankmg Act, banks are expected

to have methodologIes that compute the nsks m denvatives transactIOns The BSP does not

apply nsk based or other capItal reqmrements agamst the value at-nsk portIons of transactIOns_

Aggregate bank and related organIZatIOn denvatives nsks have no capItal charge, unless some

portIOn of the transactIOn mvolves a credIt, secuntIes, or foreIgn exchange feature that carnes a

capItal charge, for example a structured loan

When the BSP dIscovers denvatIves transactIOns It conSIders Improper It prohIbIts the specrfic

transactIons untIl the bank or banks mvolved explam the transactIOns, mcludmg the nsks and

purposes Bankers and theIr trade aSSOCIatIOns have regular exchanges of VIews and mformatlon

WIth the BSP on bankmg Issues, mcludmg denvatIves Issues Smce many denvatIves

transactIOns reduce reserve reqmrements or taxes, the denvatlves dIalogue IS partIcularly

Important for the acceptance ofthese finanCIal mnovatIOns System denvatives actIVIty has been

lImIted to date but there have been no sIgmficant losses on denvatives transactIOns The BSP's

denvatives effort seeks to be as effective as pOSSIble when denvatIves actIVIty mcreases commg

out of the ASIan cnSIS

Assessment of derIvatIves regulatIon
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The BSP regulators and the ForeIgn Exchange Department recogmze theIr need for the

technology and tramed personnel to mdependently value denvatlves transactIOns and strategIes

where market values (pnces) are not aVailable or meanIngful In addItIOn, the BSP should be

able to venfy bank computatIOns of nsk exposure With formulas or mathematical models SES

offiCIals and exammers should have trammg seSSIOns about twIce a year for a week or two at

most A mIX of short and longer seSSIOns may also be appropnate SessIOns longer than two

weeks WIll mvolve more mformatIOn than can be absorbed effectIvely The trammg should deal

With denvatIVes actIvIties, market transactIOns and exammatIOn Issues, that are reVIews of the

most Important current market activIties and exammatIOn work, but at least one seSSIOn should

deal With emergmg market transactIOns and exammatIOn technIques There should be a

dIScussIon of the newest denvatlves products, theIr structures, purposes, and the ways to IdentIfy

and value them and to determme the nsks to be charged-off and assIgned a capItal reqUirement

The trammg should mclude a dIscussIOn of the expenence mother countnes With these

mstruments

When the PhIlIppmes adopts the Basle capItal standards, BSP regulators should be ready to apply

nsk based capItal standards to denvatives pOSItIOns They should be able to compute the current

exposures mdependently and be able to venfy bank computed exposures where market values

are lackmg or where several transactIOns WIth the same counterparty need to be aggregated Here

again, It would be helpful to mtroduce SES offiCIals and exammers to the applIcatIOn of the

Basle standards m the aforementIOned traImng seSSIOns on denvatlves ApplIcatIOn of the

standards to these Instruments can be controversIal Many applIcatIOns are subject to

mterpretatIOn SES personnel should be prepared With the latest mformatIOn on theIr use mother

countnes and should be tramed for theIr use domestically The better prepared SES personnel are

to admmlster the standards and the more confident they are m applymg them, the better the

standards and exammers WIll be receIved m the bankmg communIty The receptIOn and

understandmg of the Basle standards elsewhere m the BSP and m the Mmlstry of Fmance, where

theIr use wIll be dIscussed and conSIdered m foreIgn exchange, monetary polley and tax

transactIOns, can be enhanced With a farmllanzatIOn seSSIOn for these organIzatIOns They Will

reach theIr own conclUSIOns on how the nsk based capItal standards for banks affect theIr
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actIVItIes, but they wIll do so more sympathetIcally, If they are mtroduced to the standards under

the auspIces of the BSP department responsIble for applymg them

It would help all regulatIon, mcludmg denvatIves regulatlOn, If the unusual features of the

PhIlIppme regulatory system (secrecy, exammer legal lIabIlIty, and slow corrective actIOn) could

be reduced or elImmated The secrecy partIcularly unpedes an understandmg of deposIt

structured denvatIves

The BSP should seek to have banks publIsh theIr mcome statements quarterly as they do theIr

balance sheets ThIs added dIsclosure restrams bank actIvItIes that may reduce earmngs

(mcludmg hIgh- nsk denvatIves strategIes) whIch could generate unwelcome compansons vvlth

competItors and faCIlItates market scrutmy of the mstltutlOn's performance It IS a form of self

regulatIOn

As PhIlIppme denvatIves actlvltv expands, local optIOns and futures exchanges would be useful

m establIshIng better denvatlves pncmg, lIqUidIty, and settlement mformatIOn and procedures

The broader and deeper the local markets the eaSIer It WIll be to regulate these finanCial

mnovatIOns The BSP should request an assessment of the local optIOns and futures markets,

companng theIr development to SimIlar markets overseas, and mdicatmg the next lIkely and

deSIrable step m local development The assessment should not be too detailed or a how-to

assessment These can come later It appears early for optIOns and futures exchanges III the

PilllIppmes, but the BSP should know why, based on penodic reVIews by an mdependent party

(not affilIated WIth local mdustry mterests) The BSP should also be senSItIve to the Signs of

changmg condItIons that would make orgamzed exchanges appropnate and be prepared to be a

constructIve and mformed supporter The BSP should take the 1ll1tlative among government

agenCIes m addressmg the polIcy ImphcatIOns of estabhshmg exchanges, gIVen the sIgmficance

of orgamzed exchanges to bank safety and soundness and to the stabIlIty and effiCiency of the

finanCIal markets

Summary
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The PhIlIppme bankmg system IS a full servIce system With approxImately P3,399 tnllIon 111

assets at year-end 1997 It provIdes all the customary credIt and other finanCIal servIces for a

developmg economy, It operates natIonWIde through branches and e1ectromc faCIlItIes, and m the

current ASIan Cnsis can be descnbed as comparatIvely conservatIve RegulatIon by the BSP IS

nsmg to mtematIOnal standards for a bankmg system ofthe SIze and complexIty of the PhilIppme

system, but there are Important steps ahead The PhilIppmes stIll has to adopt the Basle capItal

standards, and there are bank secrecy, and exammer legal lIabIlIty Issues that need addressmg

RegulatIOn of denvatives IS gammg but Will have to do better, partIcularly If there IS a sIgmficant

expanSIOn of the denvatives market We have several recommendatIOns focused on denvatives

regulatIOn which we were charged With revlewmg

The BSP needs to upgrade ItS regulatory staff and technology to mdependently value bank non

exchange traded denvatlves, futures and optIOns It should be able to mdependently venfy

amounts to be charged-off (marked-to-market), and the exposures that requITe a capItal allocatIOn

under the Basle nsk-based-capital-standards, as soon as the General BankIng Act IS amended

adoptmg the standards m the PhilIppmes Bank regulatIOn m general, and denvatives regulatIOn

m partIcular, needs enhancmg by reducmg or ehmmatmg the adverse effects of bank secrecy and

exammer legal lIabIlIty rules The recently strengthened prompt correctIve actIOn polley for

resolvmg troubled banks IS a bIg step m the nght dIrection but Will need further strengthenmg If

expenence mother countnes IS mdlcatlve Banks should be reqUIred to publIsh theIr mcome

statements as they do theIr balance sheets advancmg dIsclosure (transparency) of theIr operatIOns

and self-regulatIon When the denvatives markets are suffiCIently mature to accommodate them,

optIOns and futures exchanges should be establIshed to faCIlItate the lIqUIdIty, pncmg and

settlement ofdenvatives transactIOns locally
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earlIer m tlus report, tlus sectIOn examInes the empmcal relatIOnshIp between vanous monetary

aggregates and economIC actIVIty If finanCial InnOvatIOns In PlulIppme finanCIal markets have

adversely affected the relatIOnshIp between BSP pohcy actIOns and the monetary aggregates, and

between the monetary aggregates and economIC actIVIty, the pohcy questIOn IS to determIne

whIch aggregate has been most affected If the mnovatIOns have caused depOSItors to ShIft theIr

asset holdmgs from narrow forms (1 e, demand depOSIts) to depOSIts that are more saVIngs

onented (1 e , tIme depOSIts), then the broader aggregates may show a more stable relatIOn WIth

economIC actIVIty ThIS would make them a better chOIce as a polIcy vanable than the narrower

measures 26

To examme these Issues, m tlus sectIOn we examme the relatIOnshIp between the behaVIOr of the

monetary aggregates and mflatIOn and GNP growth But first we examme the connectIon

between changes m the BSP's reserve measures-reserve money and base money-and the

monetary aggregates the so-called controllabIlIty Issue

How controllable IS money?

A useful framework withm wluch we can dISCUSS the relatIOn between changes m reserves and

the monetary aggregates IS gIven In the followmg equatIOn

(1) Mt = mtBt

where M , the monetary aggregate, IS defined as the product of the money multipher m and the

monetary base B The monetary base IS controlled by actIOns taken by the central bank The

money multIplIer, on the other hand, reflects portfolIo declSlons taken by mdividuais and banks

m the economy The multIplrer summanzes deCISIons by mdIVIduals regardmg theIr dIstnbutIOn

of finanCIal assets between alternatIves such as currency, demand and tIme depOSIts It also

captures actIOns taken by banks With regard to the types of depOSIts they offer and theIr holdmgs

of reserves

It IS arguable that finanCIal InnOvatIons gIve nse to changes m the money multIplrer The

aVaIlabIlrty of new mstruments allows mmviduals and finanCIal mstitutions to alter the form of

26 We use the term "mdlcator" and mtennedlate target" mterchangably Even so the latter term often connotes a
degree of preCISIon between polrcy actIOns, changes m the monetary aggregates and economIC actIVIty that rna)
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fmanclal assets held as condItIOns warrant Even though such changes affect the multIplIer and,

therefore, the relatIOnshIp between a gIven amount of base money and the monetary aggregates,

the questIOn for polIcy makers IS whether these changes m the multiplIer are predIctable

FIgure IV 1 shows the multIplIers for the Ml, M3 and M4 aggregates smce 1980 27 There are

two features of the multIplIers worth notmg Most notIceable IS the lower level of vanabIhty m

the Ml multiplIer relatIve to the M3 and M4 multiplIers RelatIve to the broader aggregates, the

Ml multIplIer appears to have been least affected by the fmanclal mnovatIOns (and finanCIal

cnses) that have occurred over the past two decades Also eVIdent IS the fact that the M3 and M4

multIplIers have expenenced substantIal changes pnmanly dunng two penods the 1982-84

cnSlS penod, and more recently the finanCIal lIberalIzatIon that began m 1993

To assess the Imk between the monetary base and the monetary aggregates-between polIcy

actIOns and the aggregates-we employ several approaches One IS to address the questIOn of

how predIctable the dIfferent money multIplIers are If the multIplIers are relatlvely predIctable,

then the central bank should be able to predIct the effects of polIcy actIOns taken to alter the

levels of the monetary aggregates Another approach IS to relate movements m the monetary

aggregates to changes m the monetary measures controlled by the BSP, 1 e , reserve money and

base money

PredIctIng the money multIplier

Fmanclal InnOvatIOns can affect the behaVIOr of the money multlplIer over tIme The Impacts of

the fmancIaI lIberalIzatIOn programs begmnmg m 1993 are eVIdent m the M3 and M4 multIplIers

shown m FIgure IV 1 Even though the multlplIers changed at thIS tIme, are these changes

predIctable? In other words can the past behaVIOr of the multIplIer be used to predIct

movements m the multIplIer? We address tms questIOn by estimatIng a regressIOn equatIon m

wmch the current value of the multIplIer IS regressed on only ItS own lagged value Such an

equatIOn takes the form

SImply not be there
?7
- The multIplIers shown here are the ratlo of money to base money Measunng the multIplier usmg reserve money
gIves a qualitatIVely SImilar pIcture as shown m Figure IV I
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(2) log(ml)t = ao + bi log(ml) t 1 + e t

where ml represents the Ml, M3 and M4 multIplter, measured m loganthms, the subscnpts t and

t-I represent tIme, a and b are parameters to be estImated, and et IS an error term that captures

changes m the dependent vanable not explamed by the lagged value of the multiplIer In our

analysIs, multIplIers are measured usmg reserve money (RM) and base money (BM) The results

of esttmatmg equatlOn (2) over the penod 19802 through 1998 1 are reported m Table IV 1 28

The upper tIer of Table IV 1 reports the results based on the reserve money (RM) defimtlOn

The results mdlcate that the multIplIers are sIgmficantly related to therr own past value In other

words, a relatIvely good predIctor of the level of the multIplter thIS quarter IS SImply ItS value last

quarter In every mstance, the estImated coeffiCIent IS not statIstIcally dIfferent than one 29 ThIS

means than the change m the multIplter IS SImply equal to a constant The results usmg the ba.;;e

money (BM) defimtIon are reported m the lower tier of Table IV 1 These results are

qualItatIvely SImIlar to those USIng reserve money In every Instance the coeffiCIent on the

lagged value of the multlplter IS close to umty And the estImated equatlOns all dIsplay a hIgh

level of explanatory power The adjusted R2 m every equation IS close to or over 90 %

The estImatlOn results In Table IV 1 mdicate that the multiplIers for each of the monetary

aggregates are easily modeled StatIstIcal tests were used to determIne If the estImates found m

Table IV.I were stable over tIme Because a pre-determmed breakpOInt IS needed for these

tests, we elected to use 1992 4 ThIS chOIce seems reasonable gIVen the mterests that motIvate

thIS study and the ImtIatlOn of finanCial lIberalIzatIon programs that began at thIS tIme If the

estImated multIplIer relatlOnships are stable across the penod before and after the tIme of

finanCIal lIberalIzatlOn, then the finanCIal mnovatlOns that have transprred have made money

controllabIlIty unpredIctable

Table IV 2 reports our stabIltty test results Two test statIstIcs are reported The one labeled

"Break" tests whether the coeffiCIents usmg data taken before and after 1992 4 are statIstIcally

dIfferent The other test labeled "Forecast" predIcts the value of the multIplIer for the penod

'8- The data used m estnnatmg equatIOn (2) and throughout the rest of thIs analySIS are seasonally adjusted quarterly
values The seasonal adjustment procedure avaIlable ill EVIEWS was used
29 Sumlar results based on monthlv data have been found for other countrIes
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smce 1993 4 and tests the SIze of these forecasts' errors large errors suggest mstabilIty m the

equatIOn For both tests, an F-statlstlc IS reported along WIth the assocIated probabIlIty level

The calculated test statIstIcs suggest that the estImated regressIons usmg Ml and M3 m Table

IV 1 are stable across the 1992 4 break pomt In all mstances the assocIated probabIlItIes of the

test statIstIcs mdlcate that we cannot reject the notIon that there was no change m the estImated

relatIOns dunng the past five years compared With the prevIOUS penod

ThIS IS not true, however, usmg the broad M4 measure Based on the Break test result, the

notIOn that the estImated relatIOnshtp IS not stable across the 1992 4 break pomt cannot be

rejected by the data Usmg reserve money or base money, the hypothesIs of stabIlIty IS rejected

at any reasonable level of statIstIcal sIgmficance However the results from the Forecast test

suggest that the forecasts from tms model after 1992 are not larger than those generated from the

penod pnor to tms break UnlIke the umform results obtamed for M1 and M3, the outcome for

the M4 multIplIer raises some doubts as to ItS stabIlIty across the penod exarrllned

The upshot of these tests IS that the money multIplIers appear to be relatIvely predIctable from

theIr own past behaVIOr, and that the hIstOrIcal relatIOnshIp for the Ml and M3 multIplIers have

not been affected by the fmancIaI mnovatIOns that have transpIred m the last five years In part,

thIS reflects the umformlty of reserve reqUIrements agamst all classes of accounts wmch obVIates

the mcentlve to establIsh sweep arrangements Smce reserve reqUIrements are the same for all

classes of accounts, there would be no reductIOn m reqUIred reserves from smftmg account

balances from current accounts to tIme depOSIts As a result, the controllabIlIty of narrow money

IS not Impeded m the PhIlIppmes as It has been by sweep accounts m the Umted States and other

advanced finanCIal markets ThIs latter conclUSIOn, however, IS not so clear-cut when M4 IS

used A findmg of mstabilIty m the estImated equatIOn suggests that the changes occurnng m the

finanCIal markets smce 1992 may have altered the relatIOnshIp that eXIsted pnor to fmancIaI

lIberalIzatIOn

Assessmg the bnk between money and the monetary base

The predIctabIlIty of the money multlplIers appears to be unaffected by the recent finanCIal

market changes and lIberalIzatIOn We can further asses the pOSSIble Impact of these finanCial
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market changes be estImatmg equatiOn (1) Because the data exhIbIt common trends m theIr

levels, a more meamngful approach IS to estImate the equatIOn by convertmg the measures to

growth rates The equatIOn to be estImated can be wntten as

(3) MDOTt = ao + hi BDOTt + et

where MDOT refers to the growth rate ofmoney and BDOT IS the growth rate of base (reserve)

money In tills specificatIOn, the growth rate of the multIplIer IS captured by the constant term ao

EquatIOn (3) was estImated usmg Ml, M3 and M4 To deterrmne If the changes m financial

markets have Impacted the empmcal relatIOnshIp, equatIOn (3) was estImated for the penod 1980

up through 1992 and for the penod through 1998 1 The results are found m Table IV 3

The results allow two Important Inferences for monetary controllabIlIty FIrst, lookmg at the

results across monetary aggregates for a speCIfic tIme penod, there IS a tIghter relatIOnsInp

between changes m the growth of base money and M1 than there IS between M3 or M4 ThIs IS

eVIdent by the fact that, regardless of sample penod, the explanatory power of the Ml

equatIOn-Its adjusted R2-IS Ingher than for M3 and M4 Second the lack of a sIgmficant

break In the relatIOnships around 1992 suggests that the nature of the finanCIal InnOvatIOns that

have occurred SInce 1992 have not Irreparably damaged the lmk between base growth and Ml

growth The results USIng data from before and after 1992 mdlcate that there IS not a very

sIgmficant relatIOnshIp between changes m base money growth and M3 growth or M4 growth

Even though the mdlvldual coeffiCIents are statlstIcally sIgmficant at acceptable levels, the

overall explanatory power of the equatIOns IS much smaller than that found usmg Ml 30

Overview of the empirIcal estImates

The eVIdence IndIcates that the multIplIers of the dIfferent monetary aggregates are predIctable

and that the degree of predIctabIlIty, at least for MI and M3 has not been adversely affected by

recent finanCIal mnovatIOns ThIS latter conclUSIOn follows from the fact that comparmg results

taken from before and after 1992 mdlcate lIttle mstablhty III the hnks between base money and

the aggregates The results for M4, however, suggest the possibIlItv that changes m finanCial

00 We also conducted break tests and found that we could not reject stabIlity based on the forecasts of the estunated
regressIOns for the penod 1993 1-1998 1 The relatIvely low levels of explanatorY power ofthe regreSSIOns caUTIon
agaInst placmg much weIght In such tests however
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markets have changed the behavIOr of the multIplIer smce 1992 relatIve to before that tIme We

also find that there eXIsts a tIghter relatIOnshIp between base growth and the growth of MI

compared wIth the broader aggregates ThIs findmg has Important ImplIcatIOns

• FITst, change In polIcy as eVIdenced by changes m base growth IS more lIkely to affect Ml m

a predIctable fashIOn than M3 or M4 In other words, M1 appears to be more controllable

• Second, recent financIal InnOvatIOns do not appear to have damaged the lmk between Ml

and the base m a manner that would render Ml useless

ThIS findmg has a dual Importance One IS that monetary polIcy, whIch focuses on the behaVIOr

of the broader aggregate M3, may find the use of Ml more successful m determmIng the lIkely

effects of polIcy actIOns The other IS that past financial mnovatIOns have not led to a sIgmficant

detenoratIOn m the base-M1 relatIOnshIp ThIs suggests that future InnOvatIOns, especially those

that merely lead to IndIVIduals reorgarnzIng theIT finanCial portfolIos In a manner that SubstItutes

one savIngs or mvestment-type asset for another, are not lIkely to adversely affect the base-Ml

lInk

Money, mflatIon and mcome

The role of monetary aggregates In fOIDung polIcy may be weakened If finanCIal InnovatIOns In

domestIc and InternatIOnal markets alter hlstonc relatIOnshIps between mtermedIate monetary

aggregates and the ultImate goal targets of polIcy-mflatIOn and economIC growth There are

long-standIng empmcal results that suggest that money always should hold a promment pOSItIOn

In polIcy dISCUSSIons WhIch aggregate should be used and how much weIght should be placed

on ItS movements In deCIdIng polIcy are Issues that may be affected by changes m finanCIal

markets We address thIs concern In thIs sectIOn

In the PhilIppmes, the Increased use of FCDUs and the finanCIal lIberalIzatIOn that has occurred

SInce the early 1990s have raIsed questIOns about the approprIateness of USIng a monetary

aggregate as a polIcy mdicator In thIS sectIOn we address these questIons FIrst we examme the

questIon 'Is a monetary aggregate a useful IndIcator of PhIlIppIne InflatIOn?" Then we turn to
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the Issue of whether a monetary aggregate IS stIll a useful mdicator of nommal GNP growth 31

At the heart of both IS whether recent financIal mnovatIOns have dIsrupted histoncal

relatIOnslnps

Money and Inflation

A common belIef IS that '"mflatIOn IS always and everywhere a monetary phenomenon," an

aphonsm attnbuted to MIlton Fnedman ThIs propOSItIOn IS based on the observatIOn that when

the output of goods and servIces mcreases at the same pace as the stock of money, pnces for

those goods are generally stable InflatIOn occurs when the quantIty of money Increases faster

than output Put slIghtly dIfferently, an Increase In money per urnt of output IS assocIated WIth

mflatIOn The faster the rate of Increase In money per urnt of output, the hIgher the rate of

Inflatlon

The applIcabIlIty of thIS relatIOn for the PhIhppmes IS Illustrated m the charts that compnse

FIgure IV 2 The solId lme In each chart IS the level of the seasonally adjusted, quarterly

Consumer Pnce Index The dashed hne IS the quantIty of money per umt of real GNP agam

both seasonally adjusted and measured quarterly To make the senes comparable, we use the

loganthm of each senes expressed as a percent of ItS sample average ThIs not only prOVIdes

comparable senes, but It also gIves the added advantage that each lme's slope represents ItS

growth rate A steeper lIne In the chart represents a faster rate of growth Wlu.le these

adjustments WIll necessanly lead to the two hnes havmg the same average level, theIr patterns

are not constramed by our manIpulatIOns

The notIOn that mflatIOn IS dIrectly related to money per urnt of output IS eVIdent m Figure

IV 2 32 In every mstance, the upvvard path of the money-per-urnt-of-output lme IS matched by

the Increase m the pnce level As expected, hIgher pnces are assocIated With hIgher quantItIes of

money per urnt of output The overall pattern IS the same regardless of the monetary aggregate

,1 ThIS analySIS Ignores real mcome growth The reasons are several, not the least of whIch IS that extenSIve
empmcal work suggests that changes In monev groY> th has only a tranSItory effect If any on real mcome growth
In additIOn, recessions have proven to be very dIfficult economIC events to predIct usmg any set of economic and
pollcy measures
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used Even so, It also IS clear that the degree of closeness In the relatIOn vanes across defimtIOns

of money For example, followmg the rapId mflatIOn of 1983-84, pnce mcreases paralleled the

narrower aggregates relatIve to mcome much better than the broader measures Over the past

decade base money and Ml measured relatIve to output have a closer relatIOnshIp to pnces than

the broader aggregates M3 and M4 After 1993, money rose more rapIdly than pnces

ThIS deVIatIOn IndIcates that there occurred a greater demand for real balances of each aggregate,

although the departure for Ml seems to have ceased begmmng In 1996 This observatIOn stems

from the fact that Figure IV 2 Illustrates the relatIOnshIp between money, Income and pnces

embodIed In the quantIty theory ThIS IS usually expressed as

(4) MV=Py,

where M IS the nomInal quantIty of money, P IS the pnce level, y IS the level of real output and V

IS Income velOCIty The figures show the relatIOnshIp of money per urnt of output, M/y, and the

pnce level, P DeVIatIons In these lInes IndIcate movements In velOCIty The Increase In M4 per

umt of output relatIve to the pnce level after 1993 mdicates that M4 velOCIty was declmmg faster

than It was pnor to 1993 In other words, the demand for real M4 balances was mcreasmg faster

than before finanCial lIberalIzatIOn than before

It IS pOSSIble to summanze the relatIons shown m FIgure IV 2 In a more preCIse manner ThIS IS

done by regressmg the mflation rate on ItS own past values and money growth We estlmate the

equatIOn

(5) INFLt = a o + B. INFL t I + C. MDOT t_1 + et

Where INFL IS the rate of InflatIOn usmg the CPI and MDOT represents the growth rate of the

money stock The notatIOn t- I denotes the use of lagged terms In our estlmatIOn of equatIOn

(5) two lagged values of mflatIOn were mcluded m the equatIOn, along With contemporaneous

and four lags of money growth were used ,,3

EquatIOn (5) IS used to test two hypotheses FIrst, gIVen past mflatIOn, does money growth have a

sIgmficant effect? That IS, IS the summed effect of money growth (the CI'S) dIfferent from zero')

,2 Results usmg the reserve money definItion are SimIlar to those ofbase money and therefore, are omItted for sake
of convemence
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The second test IS to determIne If addIng money growth to the equatIOn sIgmficantly Improves

the model's predIctIve power In other words, IS there mformatIOn m money growth that makes

It a useful mdlcator of InflatIOn? The results of estImatmg equatIOn (5) are found m Table IV 4

The regressIOn results corroborate the ImpressIOn glVen from Figure IV 2 There IS a closer

statIstIcal relatIOnsrup between the narrower monetary aggregates and mflatIOn compared WIth

the broader measures of money SpeCIfically, based on standard statIstIcal tests, the summed

effect of a change In the growth of the base money measure-O 64-IS statIstIcally dIfferent from

zero at better than the one percent level of sIgmficance ThIS means that a one percentage pomt

mcrease m base money growth IS assocIated WIth an eventual 0 64 percentage pomt mcrease m

the mflatIOn rate The effect from a one-percentage pomt change m Ml growth IS also

sIgmficant although the magmtude of the effect IS somewhat smaller, 040 EquatIOns that use

base money or Ml explam almost 50 percent of the vanatIOn m mflatIOn

The mformatIOn m the base and Ml measures helps to Improve upon the predIctIve power ofpast

mflatIOn alone Based on the reported statIstIcs m Table IV 4 we can eaSIly reject the

hypotheSIS that addmg base or Ml growth to the equatIon IS Immatenal gIven past mflatIOn

Knowmg past base or Ml growth thus helps to predIct mflatIOn In thIs sense, these two

measures meet one cntenon of a useful mdlcator of mflatIOn

The results for M3 and M4, however, mdlcate very lIttle relatIOn between changes m theIr

growth rates and InflatIon In both mstances the summed coeffiCIent IS not statIstIcally dIfferent

from zero at any reasonable level of sIgmficance In the case of M4, the summed value IS even

less than zero, qUIte agamst the theoretICally expected SIgn GIven the mformatIOn contamed m

past values of InflatIOn Itself, addmg M3 or M4 does not Improve the equatIOn's predlctlVe

power The extremely low values of the test statIstIcs mdIcate that M3 and M4 are ofhttle use m

predIctmg mflatIOn

" We tested for the addItIOn ofaddITIonal lags m each equatIOn In every case we could reject mclusIOTI of two
addItIOnal lags of mflatIOTI and 4 addItIOnal lags of money
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Money and nommalmcome

Advocates of monetary rules recently have focused on targetmg nommal mcorne growth, rather

than mflatlon or real mcome specIfically 34 ThIS approach reflects the dIfficulty m separatmg the

pnce and real output changes from observed nommal mcome Usmg the same approach as that

taken above, we examme whether finanCIal mnovatIOns have affected the empmcal relatIOnshIp

between money and nommal GNP growth for the PhIhppmes InnovatlOns may have mduced

mdividuais to substItute out of narrow deposIts mto broader, hIgher-return assets-shIftmg from

Ml to M4 The questlOn IS whether the broader aggregates are more relIably related to mcome

than the narrow aggregates

To test for these possIble effects an equatIOn SImIlar to (5) was estImated, WIth nommal GNP

growth replacmg mflatlOn As before, two statIstIcal tests are carned out One asks whether the

summed effect of money growth on mcome growth IS zero, the other asks whether the addItIOnal

mformatIOn contamed m money growth augments that already captured m past GNP growth

The statIstICS calculated from both of these tests along With summary statlstlc~ of the estImated

equatlOns are reported m Table IV 5 3)

The results tell a story SImIlar to that found for mflatlOn The summed effect of money, once

past GNP growth has been accounted for, IS sigruficant only for the base and MI measures of

money For those two measures, we cannot reject the notlOn that money helps to predIct nommal

GNP growth once the mformatIOn m past GNP growth IS known The calculated statIstIcs from

both tests are sIgmficant at better than the 1 percent level of sIgmficance Moreover, equatIOns

usmg the narroVv monetary measures explam about two-thIrds of the VarlatlOn m GNP growth 36

The results usmg the broader aggregates fare much worse, however The results m Table IV 5

mdicate that addmg M3 or M4 growth rates to an equatlOn that alreadY mcludes lagged GNP

~4

, For example McCallum (19&7,19&8) suggests a base rule that relIes on the emplflcal relatIOn between monetary
base growth and nommal GDP growth For another VIew, see Hafer, Haslag and Hem (1996)
,~ The estimated regressIOn mcludes 4 lagged values ofGNP growth, contemporaneous and four lagged values of
money Additional lags for eIther variable were not found to statIstIcally Improve the explanatory power of the
estImated equatIOns
36 The adJusted-R squared for the equatIOn With only past GNP growth IS 0 57
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does not Improve the fit of the equatIon Whether the test IS on the slgmficance of the

cumulatIve effect or on the mformatIOnal content of the vanables, the calculated statIstIcs never

aclueve sIgmficance at any reasonable level Stated slIghtly dIfferently, these results mdlcate

that the mformatIOn contamed m the growth rates of M3 and M4 IS redundant once past GNP

growth IS known Thus, It does not appear that M3 or M4 offer useful monetary polIcy

mdIcators ofnommal GNP growth

ConclUSIOns

The eVIdence presented m thIS sectIOn IS conSIstent With the notIon that the narrower monetary

aggregates-base money and Ml-are more useful as mdlcators of mflatlOn and nommal GNP

growth than the broader measures, M3 and M4 As noted m our dlscusslOn the unchanged

controllabIlIty of Ml (stabIlIty of Ml multIplIer) probably reflects the unIformIty of reserve

requrrements across all classes of accounts WhICh obvtates the mcentIVe for PhIlIppme banks to

sluft depOSIt funds out of current accounts mto tIme depOSIts (sweep accounts) ThIS findmg

suggests that the effects of mnovatIOns m the PhllIppme finanCIal markets have not affected the

usefulness of money as a polIcy mdlcator They also suggest that what changes m the monetary

aggregates that have occurred may have affected only the portfoho dlstnbutIOns embodIed m the

broader measures If thIs IS true and these substItutlOns reflect changes from one type of savmgs

velucle for another then the Impacts on the economy may be mlmmal Although the results of

thIs study are tentatIve, they suggest that future mnovatIOns and portfolIo ShIftS may not reduce

the role of the narrow measures of money as pollcy mdlcators The results also mdlcate that

rellance on broader measures may be mIsplaced Accordmg to our estImates, Ignonng the

behavlOr of base and MIlS an Ill-adVIsed polIcy prescnptIon
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V FmancIaI Market Developments In Other EmergIng Market Economies

FmancIaI market lIberalIzatIOn has mcreasmgly charactenzed both developed and emergmg

markets smce 1980 Such lIberalIzatIOn has often started m the bankmg sector (see Table VI),

where governments gradually or defimtIvely removed mterest rate ceIhngs on deposIts,

decreased bamers to foreIgn entry and mcreased branchmg, lowered mandatory reserve

reqillrements, reduced mterference m credIt allocatIOn, and pnvatIzed numerous state-owned

fmancIaI mtermedIanes Many governments also developed or reformed local capItal markets,

and have actIvely promoted the entrance of foreIgn partICIpants AddItIOnally, the adoptIon of

new exchange rate regImes that allow for some or total freedom of rate movements has also

broadly charactenzed financIal markets m many countnes durmg thIs tIme penod

Fmancial market lIberalIzatIOn has, m turn mduced a prolIferatIOn of new financIal mstruments

lIke forwards, futures, optIOns, mdexes and swaps Wlnle some denvatives contracts have been

traded on organIzed exchanges for well over a century m countnes lIke the Uruted States

Norway and Canada, the Widespread tradmg of such contracts mvolvmg local currenCIes or

commodlues has been a rather sudden expenence for many emergmg economIes (see Tables

V 2, V 3, and V 4) It IS therefore not surpnsmg that the rapId mtroductIOn of these complex

finanCIal InnOvatIOns has been regarded Vvlth some trepIdatIOn by many emergmg market

finanCIal regulatory agenCIes

This sectIOn of the report Will address these concerns as they relate to the effect of financIal

sector lIberalIzatIOn and InnOvatIOn on monetary aggregates, and thus the effectIveness of central

bank polIcy that targets these aggregates FIrst the effect of general finanCIal lIberalIzatIOn on

monetary aggregates Will be recounted for IndoneSIa and Paraguay Second, a study of finanCIal

mnovatIOns mvolvmg the Greek drachma and ItS ImplIcatIOns for monetary polIcy Will be

summanzed Next, Important research by a US Federal Reserve economIst WIll be used to

comment on general trends m the speed of adjustment ofmoney demand after the mtroductIOn of

finanCIal mnovatIOns m emergmg markets Fmally, a conclUSIOn WIll pull together general

trends m finanCIal InnOvatIOns and theIr effect on monetary aggregates m emergmg markets
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Fmanclal lIberalIzatIOn and effects on monetary aggregates

1) Indonesla37

FmancIaI deregulatIOn m IndonesIa actually began m 1967, but was not fully unplemented untIl

1983 In 1983, the government mstItuted the removal of mterest rate controls on state banks and

moved from dIrect credIt extensIOn to the use of mduect monetary mstruments for the

ImplementatIOn of monetary polIcy In 1988, wIth a second major deregulatIOn package, the

government was able to mcrease the mobIlIzatIOn of funds, Increase the efficIency of finanCIal

Intermedianes (pnmanly through ImproVIng operatIng condItIOns and OpportunItIes for foreIgn

financIal mtermedianes), and Improve the effectIveness of monetary polIcy (through the

umficatIOn and standardIzatIOn of reserve reqUIrements)

Around thIS tIme the Government also mItIated sIgmficant foreIgn exchange and capItal market

deregulatIOn WIth respect to the former, In 1982 the government had already strIcken the

reqUIrement that foreIgn exchange earmngs be surrendered to Bank IndoneSia By 1989, the

ForeIgn Exchange Bourse was ellmmated, and the exchange rate determmed by the central bank

was no longer compulsory but rather IndIcatIve The government also removed ceIlIngs on a

bank S foreIgn borrowmgs These and other reVISIons to the foreIgn exchange mechanIsm

permItted the central bank to mtervene by bUyIng and sellmg m the foreIgn exchange market

In 1987, the government relaxed reqUIrements for the Issuance of secunties at the stock

exchange A parallel stock exchange for firms that couldn't meet the reqUIrements and open to

foreIgn Investors was also establIshed In 1988, a pnvate stock exchange and a stock exchange

outSIde Jakarta were also mtroduced, and the expanSIOn of marketable secuntIes trade at the

Jakarta Stock Exchange was promoted In addItIon, foreIgn mvestors were permItted to

partICIpate In the ownershIp ofaJomt venture secuntles company and a finance company

Three ne\iV laws, the New Bankmg Act, the Insurance Act, and the PenSIOn Fund Act, were

enacted m 1992 The first two permItted foreIgn non-maJonty ownershIp m cOlllffiercial banks

,7 Based on mfonnatlOn from Fmanclal Sector Reforms, Economic Growth and Stablhty, Experiences m
Selected ASIan and Latm American Countries, Shakii Faruql, ed, Bmhadl (Managmg Director, Bank IndoneSia),
pgs 81-101 The World Bank, 1994

66



•

•

•
I
I
I
I
I
I
I
I
I
I
I
I
I

and Insurance companIes and the Issuance of shares by state-owned InstItutIOns The thrrd law

made avaIlable two types of penSIOn funds, manageable by banks

These reforms and others had enormous macroeconomIC ImplIcatIOns IncludIng greatly

Increased GDP growth However, returnIng to the tOPIC of concern of thIS report, the reforms

also sIgmficantly Impacted monetary aggregates In 1989, both Ml and M2 Increased by 40

percent In 1990, Ml grew at 18 percent whIle M2 contInued ItS astomshIng pace of growth at

44 percent WIth the central bank tIghtemng monetary polIcy due to an Increase In InflatIOn from

5 9 to 9 5 percent over the penod, money growth slowed but contmued be sIgmficantly pOSItIve,

With Ml and M2 growth at 10 percent In 1991, and Ml growth at 9 3 percent and M2 growth at

20 percent III 1992

2) Paraguay38

Paraguay suffered tremendous macroeconomIC InstabIlIty durIng the 1980s, culmInatIng In

Internal collapse and the depletIOn of all InternatIOnal foreIgn exchange reserves In 1989

DramatIc financIal reform efforts, supported by the IMF and the World Bank were enacted

between 1989 and 1992 These reforms covered four broad areas 1) External lIberalIzatIOn,

mvolvmg foreIgn exchange, current and capItal accounts, 2) Internal lIberalIzatIon, covenng

mterest rate and credIt allocatIon, 3 ) Monetary management, and 4) FmancIaI supervIsIOn

SpecIfic reforms under thIS program were many In 1989, a free-floatmg exchange reg1ITle was

establIshed (although publIc sector transactIons m foreIgn currencIes \\-ere stIll performed by the

foreIgn exchange desk of the central bank) External tarIffs were fixed to a weIghted average of

8%, and reserve requIrements on dollar deposIts were reduced In 1990, all banks were

permItted to mobIlIze external funds and provIde foreIgn currency loans to exportIng firms

Between 1989 and 1990, Interest rates on all deposIts except central bank redIscount operatIOns

were lIberalIzed CredIt mterest rate ceIlIngs and mImmum portfolIo reqUIrements were also

predommantly elImmated Banks were also authonzed to Issue CDs at market rates, although the

funds were Stll! necessanly channeled to the agncultural sector (a reqmrement elImInated In
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October 1990) SIgmficant reform m monetary management and financIal supervlSlon were also

enacted

Monetary aggregates behave as we would expect dunng a penod offinancial hberahzatIOn Ml,

whIch mcludes the current account, as a percentage of GDP grew from 7 9% m 1988 to 8 7% m

1992 The same measure of M2, whIch Includes all bankIng saVIngs deposIts In local currency,

Increased from 12% to 144% dunng the same penod M3, whIch In addItIOn to M2 mcludes

bank savIngs In foreIgn currency, mcreased from 145% of GDP to 22% of GDP between 1988

and 1992, pnmanly because foreIgn currency deposIts mcreased dunng the penod from 1 8% to

76%

Fmanclal mnovatIOns and effects on monetary aggregates

InnovatIOns Involvmg the Greek Drachma

More to the POInt of thIS report, the mtroductIOn of financIal InnovatIOns can also exert a

SIgnIficant mfluence over monetary aggregates A 1997 IMF workmg paper detaIls the

charactenstIcs of these types of mstruments Involvmg the Greek drachma 39 The study covers

the evolutIOn of local and mternatIOnal capItal markets over the course of the past decade, and

offers suggestIOns on how these developments may affect monetary aggregates

Pnor to the early 1980s, only a few hedgmg Instruments - such as forward contracts - were used,

and very few exchanges for tradmg these Instruments eXIsted outsIde the Umted States In the

early and mId-1980s, these InnovatIOns became enormously popular m Europe and other areas of

the world, but largely bypassed Greece through 1990 The authors detaIl several factors that

have drIven finanCial mnovatIOn In Greece dunng the past few years, mcludmg Increased

volatIlIty m money, capItal and foreIgn exchange markets, dIsmtermediatIOn, new technology,

Increased competItIon, and deregulatIOn

38 Based on mformatlon from Fmanclal Sector Reforms, EconomIc Growth and Stabllltv, Expenences m
Selected ASIan and Latm American Countries, Shalol Faruql, ed , Remaldo Penner, pgs 153-177 The World
Bank, 1994
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Greek capItal markets were lIberalIzed m the early 1990s, and market volatIlIty coupled wIth thIS

development led to the demand for new financIal Instruments to manage nsk, especIally through

cross-currency denvatIVes DeregulatIOn m the bankIng Industry led to mcreased competItIon

and dIsIntermedIatIOn, and mstItutIOnal Investors began to demand hedgIng Instruments to

manage nsk Key new legIslatIOn also set the standards for the development of the mutual fund

and closed-end fund mdustrIes In addItIOn, finanCIal mnovatIOn was greatly encouraged by

Greece's adoptIOn of European Commumty legIslatIOn, whIch further lIberalIzed the Greek

financIal system and made It more mterconnected WIth European and Indeed global markets By

1996, Greece's CapItal Markets CommIttee approved the legIslatIve framework for the

establIshment of an organIzed exchange for derIvatIVe products In Athens

"In the process of InternatIOnalIzatIOn of the local market, the volume of eqmty Issuance

Increased rapIdly as local eqmty Issues offered the prospect of hIgher returns and Investors were

wIllIng to tolerate varymg degrees of rIsk At the same tIme, tradmg actIVIty mcreased,

IntermedIatIOn became more effectIve, whIle the growmg need for a nsk transfer mechamsm

spurred the development of eqmty- and currency- hedgmg mstruments The domestIc mutual

fund mdustry also rapIdly took off and WIth the subsequent dIsmtermedIatIOn, domestIc financIal

InstItutIons started offenng OTe foreIgn exchange optIons and partICIpated m new product

deSIgn, copymg mostly the mnovatlOn pattern of the more advanced European and U S capItal

markets PartICIpatIOn m coupon stnppmg schemes and government paper restructurIng by local

banks, foreIgn exchange swaps, and tax arbItrage have already become products aVaIlable to

even medIUm-SIze mvestors These InnovatIOns along WIth plans by the NatIOnal Bank of

Greece - the country's bIggest commercIal bank - to have 24-hour dealmg rooms around the

world, are also expected to enhance the mternatIOnalIzatIon of the Greek drachma ,,40

It IS beyond the scope of thIs report to descnbe m detaIl the step by step development of financIal

mnovatIOns mvolvmg the Greek drachma smce theIr begmmng m 1993, the paper IS carefully

constructed, provIdmg a detaIled model that IS hIghly useful However, the authors do dISCUSS

the ImplIcatIOns of the development of these mstruments for the conduct of monetary polIcy, and

39 Based on IMF Workmg Paper WP/97/14, FmanclallnnovatIOns Involvmg the Greek Drachma, Michael
PapalOannou and E K Gatzonas, January 1997
40 PapalOannou and Gatzonas (1997), p 6
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It IS these ImplIcatIOns, SImIlar to those addressed prevIOusly m this report as they relate to the

PhllIppmes, which warrant more space m thIS report

The authors claim that eXlstmg Greek accountmg and dIsclosure systems and avaIlable data do

not allow an empmcal analySIS of monetary polIcy ImplIcatIOns They draw four general

ImplIcatIOns concermng the effects of denvattve mstruments 1) TranSmISSIOn mechamsm and

effectiveness of monetary mstruments, 2 ) Measurement of monetary aggregates, 3 ) AddItIOnal

constramts m the conduct ofmonetary polIcy, and 4 ) SystematIC (financIal) nsk 41

1 ) Monetary relatIOns may become unstable due to the possIble dIstortIOn of monetary

aggregates' measurement In addItIOn the extent of changes necessary m monetary

measures may be much greater m order for a gIven polIcy to be effectIve (partIcularly true

when mterest rate movements neceSSItate changes beyond mterest rate levels that are

hedged)

2) The mcreased use of denvatlVes affects the tradItIonal measurement of monetary aggregates

The tradItIonal measurement of Ml and M2 may not be mdicative of money supply

developments The authors suggest momtonng broader measures of money supply, lIke M3

and M4, or abandomng monetary targets for mterest or mflatIOn rate targets 42

3) Monetary polIcy m a country With WIdespread denvatives use Will affect unmsclosed off

balance sheet Items of fmancIaI entItIes perhaps sIgmficantly altenng nsk exposures of end

users and finanCIal mstitutIOn supplIers of these mstruments

4) The mterdependence of nsks from a broad finanCial failure may be enhanced by the use of

denvatlVes 43

41 PapalOannou and Gatzonas (1997), p 39
42 See also IMF Workmg Paper WP/98/39, Prellmmary ConSideration of an InflatIOn Targetmg Framework for
the Phlhpmes, Guy Debelle and Cheng Hoon LIm, March 1998 for dIScussIon of the advantage offavonng
alternatIves to money supply targetmg m the case of the PhllIppmes
4, See also IMF Workmg Paper WP/98/83, Fmanclal LiberalizatIOn and FmancIaI Fraglhty, Ash Demrrguc-Kunt
and Ennca DetragIache, June 1998, for an empIrIcal analvsls of how finanCIal hberahzatlOn may mcrease the
lIkehhood of bank cnses
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EmpIrICal StudIes

WhIle the IMF paper preVIously summanzed IS useful m Its detailed descnptIOn of financIal

mnovatIOns mvolvmg a partIcular currency and m ItS assessment of ImplIcatIOns for monetary

polIcy, It unfortunately does not prOVIde an empmcal analysIs of how finanCial mnovatIOn has

affected the measurement of monetary aggregates ThIS vOId m placmg Barents' empmcal work

on thIS project m the context of SImIlar research IS filled by a paper by Martma Copelman m one

of the Federal Reserve System's InternatlOnal Fznance DzscussIOn Papers 44

ThIS paper uses comtegratlon technIques to study the effects of financIal mnovatIOn on the

demand for real balances m BolIvIa, Israel and Venezuela The results of her analyses show that

financIal mnovatIOn can account for the mstabilIty of money demand m these countnes She

comes to two broad conclUSIOns WIthIn the context of thIS model I) The long run demand for

real balances shIfted down after the mtroduction of finanCial mnovatIOns, and 2 ) The speed of

adjustment for money demand mcreases folloWIng finanCIal mnovatIOn The remainder of thIs

sectIOn reVIews her findmgs for the three countrIes m the study

1) BolIVIa

In August of 1985, the Government of BolIVIa mtroduced a sweepmg stabIlIzatIOn and finanCIal

market lIberalIzatIOn program, partIcularly m response to pressures mduced by hypennflatIOn

Interest rate ceI1mgs and capItal market restrIctIOns were elImmated Banks were permItted to

operate m mternatIOnal trade and capItal transactIOns WIthout restrIctIOns DepOSItors were

allowed to open dollar and dollar-mdexed accounts and banks could make dollar and dollar

mde'Ced loans (dollar accounts had lower reserve reqUIrements)

ThIS lIberalIzatIOn affected an expanSIOn of the defimtIOn ofM2, ofwhIch dollar depOSIts formed

the pnncipal stake Dollar and dollar mdexed depOSIts rose from $28 mIllIon to $270 mIllIon m

18 months, and represented about 78% of total commerCIal bank depOSIts In 1989 Even after

hypennflatIOn ended, the demand for real balances never returned to prevIOUS levels, whIch
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Copelman cItes as further eVIdence that financIal lllnovatIOn caused a declme m real balances

Real Ml peaked at Bol2 5 bIllIon m late 1980, fell to a lIttle over Bol500 mIllIon m mId-1985,

and partially recovered to about Boll 7 bilhon m late 1991

2) Israel

Israel mtroduced a very successful stabIlIzatIOn program m July 1985 however capItal markets

reforms were not mItIated untIl 1987, and It was not untIl thIs tIme that there was a notIceable

drop m real balances Real balances III the late 1980s were lower than those m the early 1970s,

even though mflatIOn was the same and GDP was much hIgher

The Israeh financial lIberalIzatIOn unIfied and reduced mandatory lIqUIdIty ratIOS Non-finanCIal

firms were also gIVen full freedom to Issue bonds and lImItatIOns on foreIgn e'l:change lmked

credIt were relaxed These reforms led to a narrowlllg of mterest rate gaps m the capItal market

and a decrease In the average rate on government bonds New financIal mstruments have

become a bIg part of Israel's money market, whIch has led to a declme m deSIred money

holdlllgs

3) Venezuela

In 1989, demand for real balances fell m Venezuela from 7tnilIon to under 4 tnlhon, comcIdmg

With a major financIal lIberalIzatIOn program The exchange rate was allowed to float, and all

capItal restnctIOns and nommal mterest rate restnctIOns were removed New types of financIal

mstruments, such as savmgs and tIme depOSIts and zero-coupon government bonds, were

mtroduced (the latter accounted for 55 7% of total flow m the gross flow of transactIOns m the

stock market) In addItIon, reserve reqUIrements for demand depOSIts were umfied

These reforms led to nommal mterest rates of about 30% and to a strong recompositIOn of

portfolIos by agents In favor of hIghly lIqUId assets WIth very hIgh returns Copelman

44 Board of Governors of the Federal Reserve System, InternatIOnal Fmance DIscussIOn Paper Nurn ber 567,
Fmancial InnovatIOn and the Speed of Adjustment of Money Demand EVIdence from Bohvla, Israel and
Venezuela, Martma Copelman October 1996
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emphasIzes that tills IS a feature of finanCial market reforms m general, and that new mstruments

create IrreversIble effects on the demand for money

Copelman performs a senes of sophIstIcated computatIons, and, usmg data from IndonesIa, Israel

and Venezuela concludes that finanCial mnovatIOn can mcrease the speed of adjustment of

money demand to ItS determmants, and can lead to mstabilIty typIcally found m other money

demand studIes Further, through the use of comtegratIOn technIques, she has been able to

determme a long run money demand functIOn for each country m the study These long-run

demand functIOns shIfted down after the mtroductIOn of finanCIal mnovatlons, and m the short

run, finanCial mnovatIOn mcreased the speed WIth whIch people adjust theIr actual money

holdmgs to theIr deSIred money holdmgs
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VI Fmdmgs and RecommendatIOns

Our findmgs are generally supportIve both of the utIlity of mdirect monetary polIcy and of the

expanSIOn of finanCIal market mnovatIOns such as finanCIal market denvatives We have found

that bank supervIsIon m the PhIhppmes IS generally adept and executed through skilled

exammers We also conclude that there are some crucIal Improvements m the regulatory

structure m order to ensure the contmuatIOn of SOCIally beneficIal development In bnef, our

findmgs can be summarIzed m the followmg pomts

• The Impact of financIal market denvatIVes has been pnmarIly on the broad monetary

aggregates, M3 and M4, through the expanSIOn of depOSIt substitutes

• A number of regulatory bamers remam to the broader use of denvatIve mstruments Also,

Improvements m the government secunties market would be helpful to the denvatIves market

as well as to capItal markets m the PhilIppmes

• There has been relatIvely shght use of finanCIal market denvatIves-by type and by

volume-thus far m the PhIlIppme market

• There IS need for substantial regulatory Improvements that Will broaden the scope of

denvatIves usage Better regulatIOn mcludes both changes m the rules and laws and better

supervISIon through more tramed staff and a curtailment of the secrecy regulatIOn

• There should be a study of the effects of bank secrecy on BSP bank regulatIOn How IS It

Impactmg the effiCIency and effectIveness of regulatIOn? How IS It effectmg money flows m

and out of the banking system? Is It a factor m bank failures or m creatmg troubled

mstItutIOns? Such a study would be SupportIve of efforts to change the secrecy law

• The Treasury markets, pnmary and secondary, m the PhilIppmes both need further

development-m partIcular, reVIsed regulatIOn that WIll make repos economIcal In addItIon,

the regulations need to be changed to allow short sales

• The effeCTIve regulatIOn of commerCIal banks-mcludmg the executIOn of prompt closure or

restnctIOn of troubled bankS-IS hampered by the mdividual lIabIlIty of PSB regulators for

therr offiCIal acts ThIS lIabIhty hmders the ngorous (and tImely) purSUIt of the pubhc

mterest m bank regulatIOn and should be shIfted from the mdividual to the PBS
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• The recently strengthened prompt correctIve actIon polIcy for resolvmg troubled banks IS a

bIg step m the nght dIrectIOn but WIll need further strengthenmg If expenence mother

countnes IS mdicatIve

• Bank regulatIon m general, and denvatives regulatIOn m partIcular, needs to be enhanced by

reducmg or ellmmatmg the adverse effects of bank secrecy

• FmancIaI market mnovatIOns, mcludmg the mtroductIOn of finanCIal market denvatives have

not affected the feaSIbIlIty of a quantItatIvely based monetary polIcy

• In the exerCIse of mdirect monetary polIcy, the narrow monetary aggregates-the monetary

base and Ml-have a closer relatIOn to the targets of monetary polIcy mflatIOn than do the

broader monetary aggregates-M3 and M4

• Smce denvatlVes have a greater Impact on the broad monetary aggregates, the closer lmkage

of mflatIOn With the narrower aggregates IS lIkely to be mamtamed as denvatIve use IS

expanded m scope and volume

• The range of denvattves and therr finanCIal benefits could be reflected m SOCIal benefits

through the greater speCialIzatIOn ofnsk-beanng

There IS empmcal eVIdence from several emergmg markets that denvatIves do not mcrease

volatIlIty m asset markets-see Jochum and Kodres (1988) In this study, we report that

derIVatIves have neIther dimlillshed the controllabIlIty of money nor ItS connectIOn With

mflatIOn Conversely, It IS clear that denvatIves do proVide a vanety of benefits to market

partICIpants through enablIng greater speCIalIzatIOn Improved pncmg and, as a result, more

effiCIent finanCIal markets Consequently, the questIOn for regulators IS not whether to

encourage the development of fmancIaI market denvatIves but rather how best to regulate them,

document and enforce theIr rules m the markets of theIr underlymg assets, and support the

markets m whIch they are traded In short, the growth of denvatlves use and therr scope WIll

benefit finanCial markets m the Pmllppmes WIthout Impedmg the exerCIse of monetary polIcy

based on mtermedlate monetary targets
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TABLE 11 COMPOSITION OF DEPOSITS OF MONEY BANKS
Annual Data 1 9 8 0 - Latest available
In Million Pesos

YEAR Demand Savmgs Time Tota I Rat I 0

Deposits Deposits Deposits Demand Savmgs Time Depl
DepfTot Dep I Tot Total

1980 123629 195299 13364 4 452572 027 043 030
1981 11 8985 241983 179165 54 013 3 022 045 033
1982 10 8152 289193 262885 66 023 a 016 044 040
1983 12984 a 34457 a 30 091 a 77 532 a 017 044 039
1984 11973 0 385300 389020 894050 013 043 044
1985 11 8650 471070 429230 1018950 012 046 042
1986 134300 62620 a 341600 110 210 a 012 057 031
1987 17 044 0 721050 337500 122899 a 014 059 027
1988 19080 a 92253 a 439500 1552830 012 059 028
1989 257070 1183770 541840 1982680 013 060 027
1990 270910 1591930 491020 2353860 012 068 021
1991 319800 1869090 557740 2746630 012 068 020
1992 377940 2177250 520560 3075750 012 071 017
1993 497940 290932 a 509070 391 6330 013 074 013
1994 56277 0 4106990 403530 5073290 011 081 008
1995 740390 527977 a 422830 6442990 011 082 007
1996 990030 6092390 435670 751809 a 013 081 006
1997 1146750 7512700 44 3610 9103060 013 083 005

Mar-98 1153860 7591770 44 212 0 9187750 013 083 005
Apr 98 1145250 7502040 435450 9082740 013 083 005

Source Bangko Sentral ng PllJplnas
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TABLE 12 TRADITIONAL DEPOSITS DEPOSIT SUBSTITUTES M1 M2 AND M3

Annual Data 1 9 7 0 Latest available

In Billion Pesos

Traditional % Deposit % Total M1 M2 M3 M3/M2 M3/M1

YEAR Deposits ofTot Substitutes ofTot

1970 698 100 0 698 47 939 939 1 200

1971 784 100 0 784 518 1049 1049 1 203

1972 843 100 0 843 647 1187 1187 1 183

1973 1056 7233 404 2767 1460 727 1402 1806 129 248

1974 1246 6252 747 3748 1993 901 1677 2424 145 269

1975 1451 6011 963 3989 2414 1031 1925 2889 150 280

1976 1937 6405 1087 3595 3024 1207 2502 359 143 297

1977 2580 6935 114 3065 3720 1494 3253 4393 135 294

1978 3221 7369 11 5 2631 4371 1695 4035 51 84 128 306

1979 3623 752 11 95 248 4818 1884 4541 5736 126 304

1980 4525 7853 1237 2147 5762 2254 5543 6780 122 301

1981 5401 7665 1645 2335 7046 2352 6563 8209 125 349

1982 6603 7994 1657 2006 8260 2350 7871 9527 1 21 405

1983 77 53 8192 17 11 1808 9464 3257 9712 11423 1 18 351

1984 8940 888 1128 11 2 10068 3374 11117 12245 1 10 363

1985 10190 9221 861 779 11051 3589 12592 13453 107 375

1986 11025 9579 485 421 11510 4269 13951 14437 103 338

1987 12294 9719 355 281 12649 5242 15832 16187 102 309

1988 15528 9842 249 158 15777 5972 19592 19841 101 332

1989 19827 9859 283 141 20110 7853 25109 25392 1 01 323

1990 23539 9865 323 135 23862 8901 29731 30054 1 01 338

1991 27466 9891 302 109 27768 10137 34405 34708 1 01 342

1992 30757 9887 351 1 13 31108 11209 38187 38539 1 01 344

1993 39132 9884 461 1 16 39593 13388 47541 48002 1 01 359

1994 50733 991 461 09 51194 15195 60300 60761 1 01 400

1995 644 30 9904 624 096 65054 18493 75519 76143 1 01 412

1996 75181 9912 664 088 75845 22196 87477 88140 1 01 397

1997 91031 9869 1207 1 31 92237 25832 1 05395 106601 1 01 413

Apr 98 90828 9874 11 59 126 91987 24746 1 041 20 105279 101 425

Note

Traditional DepOSits and DepOSit Substitutes of DepOSit Money Banks

Source Bangko Sentral ng PllJplnas
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TABLE I 3a SELECTED ACCOUNTABILITIES OF COMMERCIAL BANKS
1 9 8 8 - Latest available
In Billion Pesos

TOFA Investment Common FCDU fEFCDU Tot a I %ofM3
YEAR Others Management Trust Trust

Accounts Funds Accountabilities

1988 1406 2049 1446 4901 2470
1989 2147 2741 1581 6469 2548
1990 753 2781 2225 5759 1916
1991 650 2722 7054 030 104556 3012
1992 1097 2822 8977 080 129764 3367
1993 1704 3061 7044 358 121 67 2535
1994 21 92 3311 7002 592 13097 2155
1995 3236 4023 71 13 1290 15662 2057
1996 5556 4367 6964 1504 18391 2087
1997 4101 5217 7767 2399 19484 1828

Mar-98 4554 5397 8045 2331 20327 1922

Source Bangko Sentral ng P,I,plnas
Filename Ace KBs
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TABLE 13b TRUST AND FUND MANAGEMENT OPERATIONS
ASSETS OF COMMERCIAL BANKS
End of the Period
In MIllion Pesos

ITSM ~, , '19Sa t (' "19$9 '> \ 1990 \,' " ,1991 ~"' '1992',~,' 1993 ' , 1$94 , 1§9$ \~~ 1996" 1991* ~+, ,Mar~ ,

Cash 9812 07 00 27 01
Checks and Other Cash Items 37 50 152 30 13 707 56 50 04
DepOSits In Banks 51650 7234 2 65050 91812 52676 118014 188147 218261 293832 365653 424332
Investments In Government Secunnes 117660 123153 40152 419907 498284 305761 34 547 6 388301 388698 444661
Investments In Other Secuntles

and Debt Instruments 72360 81196 154061 39760 771840 87412 81763 112983 225977 606768 622459
loans and Discounts 205450 260517 31 7305 516613 51 6026 560322 800393 979680 1125155 1086235 1077856
Investments In Shares of Stocks 19580 44351 42833 104800 146529 22 8691 303594 365505 461488 513293 54 384 6

a Short Term EqUity Investments 19140 29463 31949 81899 86536 160125 208391 22331 2 296339 307950 320815
b Long Term EqUity Investments 440 14888 10884 22901 59994 68566 95203 142193 165149 20534 3 223031

Investments In Real Estate 5470 9713 1584 3 13368 13622 17004 24358 43314 5404 8 70591 70277
Investmenb 111 Common Trust Fund 38813 53834 68838 92852 123303 97846 90391 114473
Rpdl PropettlPs Adimnlstered 260 577 107 32 ~ 189 166 167 163 195 169 171
Re11 alld Other PlOpertles Ar~lIlred

III Settle/lien! of Loans 150 b 1 2y 0 Q10 1023 754 152 ~ 579 725 2088 2191
Miscellaneous Receivables 26348 38263 33214 30885 38685 49645 70240 74641
Miscellaneous Assets 39410 75540 79720 47179 32511 14082 10438 43834 243873 465127 496845
Foreign Currency Notes and Coms FCDU EFCDU 897 2766 21359 10397 975') 4136 3136
Foreign Currency Assets FCDU EFCDU 2486 2095 1627 1664 7057 14980 3940 16230
CTF Revaluation Account (496) 3903 3142 104 5 (1480) (166) (1683) (1441)
Allowance for Probable losses 3365 (270) 1743 9957 14153 10675 43852 43060
Others 41383 42766 44878 42761 50905 43903

TOTA L 61,1990 67,7299 71,6361 129,9407 163,2393 167,3986 189,677 3 231,9196 299,7796 367,2776 389,0526

tWith SGBs
Source Bangko Sentral ng Plhplnas
Filename Assets KBs
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TABLE 14 DEPOSITS AT FOREIGN CURRENCY DEPOSIT UNIT SYSTEM
1986 Latest avaIlable

Total Total DeposIts of Exchange Deposits of DeposIts of M3 FCDU 1M3 FCDU/M3
Deposits

\ , \

YEAR Resources Residents Rate ResIdents R$sldents In P M ( Fixed
in$M 1 In$M \, IO$M Per US $ I' dnP M ,

(Fixed Exchange InPM \ , aXQb~u,lgp\ \
{ , " Rat'FP20 3$/U$$) \ "" '" R't' )h

\ , \ , \ , l ' a e ,

1986 2714 1080 829 2039 16,90331 16,90331 144370 012 012
1987 2754 1,173 987 2057 20,30259 2012493 161 870 013 012
1988 3,344 1,482 1,334 2109 28,13406 27,20026 198,410 014 014
1989 3,656 2,053 1912 2174 41 56688 3898568 253920 016 015
1990 4279 2650 2312 2431 5620472 4714168 300,540 019 016
1991 4512 3160 2,963 2748 8142324 6041557 347,080 023 017
1992 5780 4372 4117 2551 10502467 8394563 385390 027 022
1993 7108 5614 5298 2712 143,681 76 108,02622 480020 030 023
1994 9765 7716 6920 2642 18282640 141 09880 607610 030 023
1995 12329 9116 8254 2571 21221034 16829906 761 430 028 022
1996 19782 14524 12619 2622 33087018 25730141 881 400 038 029
1997 22804 14537 11476 2947 338 19772 23399564 1 066010 032 022

Mar 98 20857 14192 11 246 4069 45759974 22930594 1 057415 043 022

Source Bangko Sentral ng P,liplnas
Filename FCDU Local1
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TABLE 15a TOTAL ISSUANCES (VOLUME) OF GOVERNMENT SECURITIES
Annual Data 1 990 Latest avaIlable
In Billion Pesos

Government 1990 1991 1992 1993 1994 1995 1996 1997 Jan Jun 1998
Securities

1 eMS 35 2000 8300 2000
42 7200 5713
63 1422 2506

2 91 day 136518 129779 150282 115959 115988 81258 61500 58340 25005
3 182 day 116863 108623 143580 112988 125358 82563 82983 63440 20380
4 364 day 97970 78609 140210 114477 104545 85936 118782 86249 19888
5 FRTNs 7800 23800 64800 36300
6 FXTBs

2 yr 5000 23430 38530 31 189 8381
5 yr 21000 19680 7500 5000
7 -yr 19585 5537 1887
10 yr 2000 10259 2000
20 yr 2000

TOTAL 351 351 324811 457872 408224 387191 296187 343060 281436 92760

Source SDAD/PD/FMMAD/BTr

TABLE I 5b OUTSTANDING GOVERNMENT SECURITIES
Annual Data 1 9 9 0 - Latest available
In Bilhon Pesos

Government 1990 1991 1992 1993 1994 1995 1996 1997 as of
Securities Jun-98

1 CMB35 -
42 -
63 -
tap 0195 -

2 91 - day 33381 36776 34842 21575 11257 21580 11741 16265 25420
tap 2170 0172

3 182 - day 53382 54412 72 012 49997 57050 48307 35715 25940 40061
tap 4760 0830

4 364- day 105826 79634 140260 114857 104545 88751 118797 86249 71702
tap 2850 4213

5 FRTNs 2416
6 FXTBs

2 - yr 5000 28993 76623 85768 60312
5 - yr 30000 62507 69839 53180
7 - yr 37703 45775 26799
10 - yr 9616 25608 14259

tap 0400
20 -yr 2000 2000

TOTAL 192 589 170 822 247114 186429 177 852 217631 352702 367419 301764

Source SDAD/PD/FMMAD/BTr
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TABLE 16a HISTORICAL VOLUME OF CPs SOLD
In MillIon Pesos

YEAR Tota I % Incl Long - term %to Short -term %to
(Dec) Total Total

1990 158789 - 9250 58 14,9539 942
1991 268696 690 29250 109 23,9446 891
1992 20,5899 230 84025 408 121874 592
1993 129923 -360 9000 69 120923 931
1994 242559 870 62000 255 18,0559 745
1995 30,8809 270 12,0647 391 188162 609
1996 301148 -2 0 155503 516 145645 484
1997 248405 -230 109000 453 13,1845 547

TABLE 16b OUTSTANDING YEAR - END BALANCES OF CPs
In MillIon Pesos

YEAR Tota I % Inc! Long -term %to Short -term %to
(Dec) Total Total

1990 67820 - 36750 542 3107 458
1991 105890 561 76150 719 2974 391
1992 9371 0 -11 5 68280 729 2543 372
1993 12491 0 333 97170 778 2774 285
1994 26072 0 1087 221650 850 3907 176
1995 288960 108 24977 0 864 3919 157
1996 467860 619 408560 873 5930 145
1997 549790 149 502390 914 4740 86

Source Securities and Exchange Commission
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TABLE 17a PHILIPPINE STOCK MARKET PROFILE
Annual Data 1 9 8 0 - Latest avaIlable
In Million Pesos

PSEValue Market GNP Market No Of Newly Capital
YEAR Turnover CapItalization (Nominal) CapItalization Listed Stocks RaIsed

as % to GNP

1980 47000 264320 2432700 1087 4 220
1981 13000 142550 2805430 508 4 690
1982 12000 18172 0 3135440 580 8 1292
1983 54000 194450 3632680 535 7 946
1984 21000 168460 5084850 331 4 315
1985 20660 12741 0 5560740 229 4 494
1986 114700 412140 5962760 691 9 558
1987 314230 611080 6708260 911 11 1707
1988 182510 885910 7918220 11 19 7 2437
1989 499190 2610220 9141260 2855 8 4827
1990 285310 1612190 10784080 1495 11 18537
1991 397130 2977430 12624870 2358 11 25991
1992 766270 391 231 0 1 3855620 2824 12 22143
1993 1806900 10888200 15002870 7257 11 36252
1994 3622680 1386464 0 17373150 7980 25 149381
1995 3789820 15457280 19705190 7844 16 102241
1996 6688170 21210590 22829179 9291 13 122523
1997 5683630 12512880 25268910 4952 6 100703

Aug 1998 2227760 9454990 3 1 016

Source Research Department Phlllppme Stock Exchange
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TABLE 17b PHILIPPINE STOCK MARKET TRANSACTIONS
Monthly Data 1 9 9 6 - Latest available
Volume In Million Shares, Value In Million Pesos

YEAR ~ TOTAL COmpOSite

Volume Value Index 1

1996
Jan 68,0204 52751 4 2,8858

Feb 103,2967 453536 2,8826

Mar 212,4487 401533 2,9008

Apr 116,2381 540366 2,9380

May 1843014 784228 3,2503

Jun 327,6148 588885 3,2753

Jul 201,7964 629858 3,0283
Aug 1424652 469056 3,2207
Sept 322,416 ° 45772 3 3,1698
Oct 2685752 692325 29640
Nov 2237169 651581 3,0902
Dec 102,9456 492059 3,1706

1997
Jan 3568114 766383 3,421 9
Feb 572,8051 72 878 5 3,3153
Mar 277,4922 586824 3223 °
Apr 141 7263 533374 2,6482
May 112,641 8 41 4051 2,8095
Jun 122,2358 447051 2,8092
Jul 1159929 490447 26164

Aug 66,441 9 40661 7 20215
Sept 71,8544 50 4271 2,0574
Oct 31,3140 433695 1,8181
Nov 31,1258 268673 1,771 9
Dec 23,5499 281556 1,8692

1998
Jan 274894 296120 1,948 a
Feb 54,4572 488765 22663
Mar 39,421 1 51 6553 22384
Apr 266039 30 972 3 2,1813
May 9,9995 19331 7 2,011 5
Jun 10,4194 19451 8 1,760 1

1 Average Composite mdex of Makatl and Manila Stock
Exchanges from 1990 to February 1994 and Unified
composite mdex starting March 1994

Source Phlllppme Stock Exchange

87



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

TABLE I 8 TOTAL TRADITIONAL DEPOSITS OF THRIFT BANKS AND M3
1 980 - Latest available
In Billion Pesos

YEAR Deposits M3 Deposits I M3

1980 726 6780 o11
1981 704 8209 009
1982 927 9527 010
1983 11 18 11423 010
1984 706 12245 006
1985 1050 13453 008
1986 1280 14437 009
1987 1488 161 87 009
1988 1885 19841 010
1989 2471 25392 010
1990 2640 30054 009
1991 3347 34708 010
1992 3989 38539 010
1993 4940 48002 010
1994 6309 60761 010
1995 8868 761 43 012
1996 11782 881 40 013
1997 12882 1,06601 012

Source Bangko Sentral ng Plhpmas
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TABLE 19 STRUCTURE OF PAYMENTS SYSTEM IN THE PHILIPPINES

Type of Instrument Clearmg Settlement RIsk

1 Cash Not needed Payment IS None
settlement

2 Non - Cash

21 Checks Local clearing house Reciprocal balance Insufficient balance
(Phllippme Clearing

House Corp)

2 2 Electronic Payments

221 CredIt Cards Deferred Deferred Loan default

222 Dedit Cards Not needed Reciprocal balance None

-ATM

223 Smart Cards Not needed Payment IS None
settlement

224 Automatic Payroll Not needed Reciprocal balance None
Deposit
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TABLE 110 PESO DEMAND DEPOSITS OF COMMERCIAL BANKS
AND THEIR TURNOVER RATE
Annual Data 1 9 8 5 - 1 9 9 6
In Million Pesos

~ > - - Total Ave Peso Turnover
J ~

YEAR~ Debits Demand Deposit Rate

1985 161,77080 11,90450 1359

1986 201,61540 12,63300 1596

1987 236,62960 16,67900 1419

1988 315,85880 18,85900 1675

1989 422,04360 25,42200 1660

1990 560,32390 27,26350 2055

1991 677,34390 31,29750 21 64

1992 744,79600 37,51000 1986

1993 719,79960 48,15250 1495

1994 1,288,75980 55,83500 2308

1995 1,777,274 70 73,77500 2409

1996 2,877,278 80 97,44500 2953

Data - as of December of the year mdlcated
Source Bangko Sentral ng PllJpmas

90



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

TABLE 111 COMMERCIAL BANKS' EXPOSURE TO CREDIT CARDS*

~ Ratio to Total
- -

YEAR - , PM % Increase Loan Portfolio- ~- (in %)

1994 2,44500 037

1995 11,68500 37790 1 32

1996 18,16500 5550 143

1997 38,40300 111 41 480

* Includes Subsidiaries of banks
Source Bangko Sentral ng Plhpmas
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TABLE 112 FINANCIAL INSTRUMENTS, PAYMENTS SYSTEM AND MONEY SUPPLY

Components of Innovations Likely Affectrng Monetary Aggregates
Monetary Aggregates Financlallnstrument Payments System

1 Cash or currency In Interest - bearing checking Smart card ATM card
circulation (M1 M2 M3) account various savings deposits POS-ATM BPS-ATM,APD

2 Demand Deposits Dollar checkmg account POS-ATM BPS-ATM APD
(M1 M2 M3) "Combo" account various savings

deposits

3 Savings Deposits (M2 M3) Dollar savings account

4 Time Deposits (M2 M3) Trust accounts Securities
EqUity, Dollar time deposit
account

5 Deposit Substitute (M3) Trust accounts, Securities
EqUity Dollar time depOSit

account
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TABLE 113 COMPONENTS OF M3 AND BASE MONEY
Annual Data 1 9 8 0 - Latest available
Ratio Distribution

RAT 10
YEAR Curr In Clre I Currencym Demand Savings Time Dep/ Dep SubstJ I M3/

~

Total DeposIts ClrclM3 DepfM3 Dep1M3 M3 M3 Base Money

1980 018 015 018 029 020 018 318
1981 016 014 014 029 022 020 344
1982 015 013 011 030 028 017 383
1983 021 017 011 030 026 015 327
1984 022 018 010 031 032 009 297
1985 022 018 009 035 032 006 313
1986 025 020 009 043 024 003 258
1987 028 022 011 045 021 002 261
1988 026 020 010 046 022 001 276
1989 026 021 010 047 021 001 262
1990 026 021 009 053 016 001 244
1991 025 020 009 054 016 001 246
1992 024 019 010 056 014 001 251
1993 021 018 010 061 011 001 273
1994 019 016 009 068 007 001 310
1995 017 015 010 069 006 001 332
1996 016 014 011 069 005 001 336
1997 016 013 011 070 004 001 350

Apr-98 014 013 011 071 004 001 369

Source Bangko Sentral n9 Pillpinas
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TABLE 11-1 LIST OF BANKS ISSUED DERIVATIVES LICENSE UNDER CIRCULAR 102

IName of Bank Type of License Date

1 Cltlbank Expanded August 21 1996

2 HSBC Expanded October 16 1996

3 FEBTC Expanded December 18 1996

4 Bank of America Expanded December 18 1996

5 Solid Bank Expanded June 11 1997

6 Equitable Bank Expanded June 13 1997

7 Chase Manhattan Expanded June 25 1997

8 Deutsche Bank Expanded July 9 1997

9 Dev Bank of Singapore Regular July 23 1997

10 PCIB Expanded July 20 1997

11 ING Bank Expanded September 24 1997

12 Standard Chartered Expanded March 9 1998
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TABLE 11- 2 OUTSTANDING DERIVATIVES CONTRACTS UNDER CIRCULAR 102
As of May and June 1 9 9 8

May 1998 June 1998

Resident Non - ResIdent ResIdent Non - ResIdent

REGULAR 5,759,682,338 2,219,280,021 5,899,168,769 2,201,747,609

FOREIGN CURRENCY 5,752,040,554 2,219,280,021 5,892,053,818 2,201,747,609

FORWARDS 3,584,957,520 1,364,240,334 3,564,756,217 1,296,053,462
Trading 3423232420 1 314080435 3468588265 1245438632
Hedging 161725100 50159899 96167952 50614830
Broker
Agent 5752040554

SWAPS 2,167,083,034 855,039,687 2,327,297,601 905,694,147
Trading 1448556362 684985149 1 623132152 709998456
Hedging 718526672 170054538 704165449 195695691
Broker
Agent

OPTIONS 00 00 00 00
Trading
Hedging
Broker
Agent

FUTURES 00 00 00 00
Trading
Hedging
Broker
Agent

OTHERS 00 00 00 00
Trading
Hedging
Broker
Agent
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TABLE II 2, contInued

INTEREST RATE 7,641,782 00 7,112,951 00

FORWARDS 00 00 00 00
Trading

Hedging
Broker
Agent

SWAPS 7,641,782 00 7,112,951 00
Trading 3808112 3544581
Hedging 3833670 3568370
Broker
Agent

OPTIONS 00 00 00 00
Trading
Hedging
Broker
Agent

FUTURES 00 00 00 00
Trading
Hedging
Broker
Agent

OTHERS 00 00 00 00
Trading
Hedging
Broker
Agent
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TABLE II 2, contmued

FCDU 558,201,327 1,054,431,685 669,778,540 1,361,366,777

FOREIGN CURRENCY 556,811,577 828,561,735 668,388,790 1,111,098,827

FORWARDS 489,643,643 746,493,348 633,358,633 1,011,379,105
Trading 422012171 681689494 589653097 970518921
Hedging 67631472 64803854 43705536 40860184
Broker
Agent

SWAPS 40,403,772 55,304,225 21,541,030 86,230,595
Trading 31589657 1 500000 15360423 2000000
Hedging 8814 115 53804225 6180607 84230595
Broker
Agent

OPTIONS 26,764,162 26,764,162 13,489,127 13,489,127
Tradmg
Hedging 26764162 26764 162 13489127 13489127
Broker
Agent

FUTURES 00 00 00 00
Trading
Hedging
Broker
Agent

OTHERS 00 00 00 00
Trading
Hedging
Broker
Agent
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TABLE II 2, contmued

INTEREST RATE 1,389,750 225,869,950 1,389,750 270,267,950

FORWARDS 00 00 00 00
Trading

Hedging

Broker
Agent

SWAPS 00 210,878,200 00 251,878,200
Trading 63400000 63400000
Hedging 147478200 168478200
Broker
Agent

OPTIONS 1,389,750 1,389,750 1,389,750 1,389,750
Trading 1 389750 1 389750 1 389750 1 389750
Hedging
Broker
Agent

FUTURES 00 13,602,000 00 17000,000
Trading 12000000
Hedging 5000000
Broker
Agent

OTHERS 00 00 00 00
Trading
Hedging
Broker
Agent

GRAND TOTAL 6,317,883,663 3,273,711,706 6,568,945,309 3,583114,386

Filename Contracts Clr102
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TABLE 11- 3 CONSOLIDATED REPORT OF FORWARD SALES CONTRACTS
For the Month of May 1998

Outstandmg Contracts Delivered Cancelled Outstanding
Begmnlng Executed During Ending
Balance the Month Balance

Peso Aaalnst USD 2760961 761 60 301099405968 2 839 425 288 66 5546842037 2877 06211225

USD Aaalnst Third Currencv 270 344 335 18 51308337933 244335170 10 000 539 092 544 41

Foreign Currency Against
Forelan Currencv 3679636981944 2256067541354 3300705821352 000 2634998701946

GRAND TOTAL 39827,67591622 26 084 752 852 55 36 090 818 672 28 5546842037 2976614167612

FIlename SalesContr
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TABLE 11·4 FINANCIAL DERIVATIVES ACTIVITIES
NOTIONAL PRINCIPAL
In Millions of USD

Date Total Swaps Forwards OptIons Futures

September 1 9 9 6 335 186 142 7 0
October 1 9 9 6 1,219 234 979 7 0
November 1 9 9 6 1,716 271 1,428 17 0
December 1 9 9 6 1,679 263 1,399 17 0

January 1 9 9 7 2130 544 1 571 16 0
February 1 9 9 7 2396 474 1,837 86 0
March 1 997 4028 1,194 2,761 73 0
April 1 997 3721 1,480 2,132 100 10
May 1 997 4302 1,546 2649 106 0
June 1 997 11 047 2360 8095 172 3
JUly 1 997 10054 3,307 6,641 90 17
August 1997 6858 1,959 4873 21 0
September 1 9 9 7 7,225 2,850 4,359 6 9
October 1 9 9 7 8,280 2,598 5,588 82 12
November 1 9 9 7 7,196 2,748 4,274 166 8
December 1 9 9 7 7,182 2,624 4,419 140 0

January 1 9 9 8 9476 2799 6,510 128 39
February 1 9 9 8 7,629 2,650 4,875 104 0
March 1998 8,108 2,781 5,185 106 36
April 1998 9,358 3,346 5,916 73 23
May 1 998 9591 3,336 6,185 56 14
June 1998 10,153 3,600 6,506 30 17

Filename FlnDenv
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TABLE 1111 NUMBER OF FINANCIAL INSTITUTIONS
BY TYPE OF INSTITUTION
1 9 9 5 • Latest available

1995 1996 1997 March 1998

Number % Number % Number % Number %

Banks 5,56900 4477 6,33200 4087 7,18200 4155 7,31600 4200

Commercial Banks 3,221 00 2589 3,647 00 2354 4,078 00 2359 4,133 00 2373

Thnft Banks 925 00 744 1,171 00 756 1,38900 804 1425 00 818

Savings & Mortgage Banks 36700 295 426 00 275 52300 3 03 54900 315

Pnvate Development Banks 31000 249 432 00 279 52400 303 532 00 305

Stock Savings & Loans Associations 24800 1 99 31300 202 34200 1 98 34400 1 97

Specialized Government Banks 77 00 062 - - *

Rural Banks 1 34600 1082 1 51400 977 1 715 00 992 1 75800 1010

Non· Banks 6,871 00 5523 9,161 00 5913 10,10400 5845 10,10400 5800

To ta I 12,44000 10000 15,49300 10000 17,28600 10000 17,42000 10000

* Consolidated With commercial banks
Source Bangko Sentral ng PllIplnas
Filename Numbers FJn8ys

101



----------------
TABLE 1112 ASSETS OF THE PHILIPPINE FINANCIAL SYSTEM
BY TYPE OF INSTITUTION
1995 Latest available
In Billion Pesos

1995 1996 1997 March 1998
mPB % mPB % mPB % mPB %

Banks 1,59550 77 70 2,10960 8002 2,77660 8304 2,88760 8358

Commercial Banks 1 34740 6561 1 87620 71 17 251300 7516 241700 6996

Thnft Banks 14330 698 18510 702 20840 623 20770 601

Savings & Mortgage Banks 8840 430 9890 375 10580 316 10900 316

Pnvate Development Banks 4240 206 6720 255 81 20 243 7830 227

Stock Savings & Loans ASSOCiations 1250 061 1900 072 2140 064 2040 059

Specialized Government Banks 6820 332 030 001 - *

Rural Banks 3660 1 78 4800 182 5520 165 5520 160

Non - Banks 45800 2230 52670 1998 56710 1696 56710 1642

To ta I 2,05350 10000 2,63630 10000 3,34370 10000 34547 100

* Consolidated with commercial banks
Source Bangko Sentral ng Plliplnas
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I TABLE IVt

I
MULTIPLIER MODELS

Coefficlents(t-ratlos) Summary StatIstIcs

I
Monetary Aggregate aO bl adJRsq SE DW

RESERVE MONEY

I Ml - 01 952 94 059 221
( 83) (33 09)

I M3 05 965 92 068 229
(l05) (2843)

I M4 02 990 91 064 222
( 38) (2597)

I
BASE MONEY

I MI - 02 905 85 050 225
(201) (2001)

I M3 06 949 88 051 I 97
(1 30) (2321)

I M4 02 986 92 050 I 83
( 53) (2792)

I Notes

I
I
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TABLE IV2
STABILITY TESTS FOR MULTIPLIER MODELS
BREAK POINT TESTED 1992 4

BASE MONEY

RESERVE MONEY

F-statIstIcs(probablhty levels)
Break test Forecast test

1 29( 22)

1 1I( 37)

1 41( 16)

o82( 68)

o72( 79)

o75( 77)

3 67( 03)

1 48( 24)

1 49( 23)

1 17( 32)

1 56( 22)

2 95( 06)

M3

M3

M4

Ml

M4

Ml

Monetary aggregate

Notes

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

•
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I TABLE IV3

I
MONEY-BASE EQUATION RESULTS

Sample perIod

I
Monetary 80-92 80-98 Summary statIstIcs

Aggregate ao bi ao bi adJRsq SE DW

I Ml 336 617 34 167 21
(1 13) (523)

I 724 445 23 16 10 22
(305) (467)

I M3 11 86 165 06 11 07 214
(6 0) (2 11)

I 13 52 166 06 12 13 202

I
(754) (231)

M4 1249 249 16 10 66 1 98

I (657) (330)

1450 232 14 11 21 1 89

I (874) (349)

I Notes

I
I
I
•
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Ml 040 483 048 859 1 98
866 (000)

(000)

M3 005 083 032 985 1 90
005 (054)

(082)

M4 -005 053 031 996 190

005 (075)
(082)

Notes 1 The reported F-statIstIc tests the null that the cumulatIve Impact IS zero
2 The reported F-statlstic tests the null that the coefficIents as a group are zero
3 FIgures III parentheses are associated probabIlItIes

TABLE IV 4
INFLATION-MONEY REGRESSION
SUMMARY TEST RESULTS

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

MONEY

Base

Sum BIF-statIsticI

064
1561
(000)

F-statIstIc2

392
(000)

106

adJRsq

045

see DW

884 204
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I TABLE IV5

NOMINAL GNP-MONEY REGRESSIONS

I SUMMARY RESULTS

I MONEY Sum B / F-StatIstic F-statIstIc adJRsq see DW

I
Base 028 539 069 364 1 89

1580 (000)
(000)

I Ml 0"'''' 3 44 065 396 1 92.:U

1231 (001)

I
(000)

M3 010 1 16 058 427 1 86

I
1 25 (034)

(027)

I
M4 007 055 056 439 1 88

036 (074)
(054)

I Notes See Table IV 4

I
I
I
I
I
I
I
I
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Table V 1 PerIods of FmancIaI Sector LIberalIzatIOn

COUNTRY PERIODS OF INTEREST COUNTRY PERIODS OF INTEREST
RATE LIBERALIZATION RATE LIBERALIZATION

DURING 1980-95 DURING 1980-95

Austna 1980-95 Korea 1984-88 1991-95
Australia 1981-95 MalaysIa 1980-95
Belgium 1986-95 MexIco 1989-95
Canada 1980-95 Netherlands 1980-95
Chile 1980-95 New Zealand 1980 1984-95
Colombia 1980-95 Nigeria 1990-93
Denmark 1981-95 Norway 1985-95
Ecuador 1986-87 1992-95 Papua New GUinea 1980-95
Egypt 1991-95 Paraguay 1990-95
EI Salvador 1991-95 Peru 1980-84 1990-95
Finland 1986-95 Philippines 1981-95
France 1980-95 Portugal 1984-95
Germany 1980-95 Sri Lanka 1980-95
Greece 1980-95 Sweden 1980-95
Guatemala 1989-95 SWItzerland 1989-95
Guyana 1991-95 Tanzama 1993-95
Honduras 1990-95 Thailand 1989-95
India 1991-95 Togo 1993-95
IndoneSia 1983-95 Turkey 1980-82 1984-95
Ireland 1985-95 Uganda 1991-95
Israel 1990-95 Umted States 1980-95
Italy 1980-95 Uruguay 1980-95
JamaIca 1991-95 Venezuela 1989-95
Japan 1985-95 Zaire 1980-95
Jordan 1988-95 Zambia 1992-95
Kenya 1991-95
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Table V 2 Imtial Dates for DerIvatives Tradmg m VarIous Markets

INDEX EXCHANGE DATE COUNTRY
ESTABLISHED

OSLO OSLO STOCK EXCHANGE 1819 Norway
CBOT CHICAGO BOARD OF TRADE 1848 US
KCBT KANSA CITY BOARD OF TRADE 1856 US
NYCE NEW YORK COTTON EXCHANGE 1870 US
NYMEX NEW YORK MERCANTILE EXCHANGE 1872 US
MONTREAL THE MONTREAL EXCHANGE 1874 Canada
MGE MINNEAPOLIS GRAIN EXCHANGE 1905 US
CSCE COFFEE, SUGAR & COCOA EXCHANGE INC 1882 US
WINNIPEG THE WINNIPEG COMMODITY EXCHANGE 1887 Canada
CME CHICAGO MERCANTILE EXCHANGE 1898 US
ATA AGRICULTURAL FUTURES MARKET AMSTERDAM 1905 Holland
AMEX AMERICAN STOCK EXCHANGE 1908 US
KOBERUB KOBE RUBBER EXCHANGE 1951 Japan
LCE LONDON COMMODITY EXCHANGE 1954 GB
SYDNEY SYDNEY FUTURES EXCHANGE 1960 Australia
CBOE CHICAGO BOARD OPTIONS EXCHANGE 1972 US
HONGKONG HONG KONG FUTURES EXCHANGE LIMITED 1976 Hong Kong
IPE INTERNATIONAL PETROLEUM EXCHANGE 1980 GB
KUALA-KLCE KUALA LUMPUR COMMODITY EXCHANGE 1980 MalaysIa
L1FFE LONDON INTERNATIONAL FINANCIAL FUTURES AND 1982 GB

OPTIONS EXCHANGE
SIMEX SINGAPORE INTERNATIONAL MONETARY 1983 Singapore

EXCHANGE LIMITED
TOKYOCOM THE TOKYO COMMODITY EXCHANGE 1984 Japan
NZFE NEW ZEALAND FUTURES & OPTIONS EXCHANGE 1985 New Zealand

LIMITED
STOCKHO OM STOCKHOLM 1985 Sweden
MATIF MATIF 1986 France
SOFFEX SWISS OPTIONS AND FINANCIAL FUTURES 1986 SWitzerland

EXCHANGEAG
MONEP MARCHE DES OPTIONS NEGOCIABLES DE PARIS 1987 France
BUDAPEST BUDAPEST COMMODITY EXCHANGE 1989 Hungary
TIFFE THE TOKYO INTERNATIONAL FINANCIAL FUTURES 1989 Japan

EXCHANGE
OMLX THE LONDON SECURITIES AND DERIVATIVES 1989 GB

EXCHANGE
SAFEX THE SOUTH AFRICAN FUTURES EXCHANGE 1990 South Afnca
BUDASTOC BUDAPEST STOCK EXCHANGE 1990 Hungary
BELFOX BELFOX C V IS C 1991 Belgium
MEFF MEFF RENTA 1991 Spain
BEIJING BEIJING COMMODITY EXCHANGE 1993 China
KANSAI KANSAI AGRICULTURAL COMMODITIES EXCHANGE 1993 Japan
FCM FC&M CITRUS FRUIT AND COMMODITY FUTURES 1995 Spain

MARKET OF VALENCIA
KLOFFE THE KUALA LUMPUR OPTIONS & FINANCIAL 1995 Malaysia

FUTURES EXCHANGE BHD
FUTOP FUTOP MARKET-COPENHAGEN STOCK EXCHANGE 1996 Denmark
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Table V 3 Imbal TIadmg of Denvabves of Vanous Types

YEAR

1859
1878
1933
1957
1968
1971
1973
1974
1978
1989

CONTRACT

Agnculture Grains Food & Fiber
Non PrecIous Metals
PrecIous Metals
Agriculture Meat & Livestock
Currencies
Interest Rate
Equities
Energy
Index
Swaps

EXCHANGE

Chicago Board of Trade
The London Metal Exchange Limited
COMEX DIvIsion New York Mercantile Exchange
Chicago Mercantile Exchange
Chicago Mercantile Exchange (International Monetary Market DIvIsion)
Chicago Mercantile Exchange (International Monetary Market DIvIsion)
Chicago Board of Options Exchange
NYMEX DIvIsion New York Marcantlle Exchange
Chicago Mercantile Exchange (Index and Option Market DIvIsion)
Bolsa de Marcadonas & Futures

COUNTRY

US
England
US
US
US
US
US
US
US
BraZil

Adapted from World Bank Policy Research Paper WPS1887, The Structure of DerivatIVes Exchanges,
George Tsetsekos and Panos Varangls 1998
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Table V 4 IntroductIOn Order of DerIvatives Contracts (Global)

I
I
I
I
I

Contracts mtroduced first m the market
CONTRACT
Agriculture Grains Food & Fiber
Currencies
Equities
Index
Interest Rate
PrecIous Metals

Frequency Percent
6 207
4 138
2 69
8 276
6 207
3 103

111

Emerging Markets Includes countnes like BraZil Argentina
South Afnca China Philippines Hungary MalaySia India
and RUSSia (27 5% of the countnes In total sample are
conSIdered emerging)

Frequency Percent
2 133
3 200
4 267
4 267
1 67
1 67

I
I
I
I
I
I
I
I
I
I
I
I
I
I

Contracts mtroduced second In the market
CONTRACT
Agriculture Meat & Livestock
Currencies
Index
Interest Rate
Non-PrecIous
PrecIous Metals

Contracts mtroduced third In the market
CONTRACT
Agriculture Grams Food & Fiber
Currencies
Energy
EqUities
Index
Interest Rate

Contracts mtroduced fourth an the market
CONTRACT
Agnculture Grams Food & Fiber
EqUities
Index
Interest Rate
PrecIous Metals

Contracts mtroduced fifth In the market
CONTRACT
Agnculture Meat & Livestock
Currencies
Interest Rate

Contracts mtroduced sixth In the market
CONTRACT
Swaps

Frequency
1
3
1
2
1
2

Frequency
1
1
1
2
1

Frequency
1
2
2

Frequency
1

Percent
100
300
100
200
100
200

Percent
143
143
143
286
236

Percent
200
400
400

Percent
1000
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FIGURE IV 1
MONEY MULTIPLIERS
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ANNEX 11 LEGAL RESERVE REQUIREMENTS AGAINST PESO DEPOSIT
LIABILITIES OF COMMERCIAL BANKS
1 949 Latest available
In Percent

Reserve Ratio liqUidity

Effective Date Demand Savmgs Time NOW Accounts Deposit Substitutes Reserves

January 10 1949 18 5 5
February 2 1959 19 5 5
March 4 1959 20 5 5
April 3 1959 21 5 5
September 7 1960 19 5 5
November 21 1960 18 5 5
December 21 1961 17 5 5
January 21 1961 16 5 5
May151961 15 5 5
January 21 1962 19 5 5
August 5 1963 19 6 6
March 19 1965 10 10 10
January 24 1966 10 18 5&6
June 261967 11 8 8
July 26 1967 12 81/2 81/2
August 26 1967 13 9 9
September 26 1967 14 10 10
October 31 1967 15 10 10
November 30 1967 16 12 12
December 31 1967 16 14 14
January 31 1968 16 16 16
February 16 1970 17 17 17
March 21970 18 18 18
May 1 1970 18 1/2 18 1/2 18 1/2
June 1 1970 19 19 19
JUly 1 1970 19 1/2 19 1/2 19 1/2
August 1 1970 20 20 20
November 29 1973 1
January 7 1974 3
February 4 1974 5
June 30 1975 20 20 20
Apnl1 1976 5 1/2

May 1 1976 6
June 1 1976 61/2
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ANNEX I 1, contmued

- - - - --
Effective Date Demand Savmgs TIme "NOW" Acctounts DeposIt SubstItutes LIqUIdIty Reserves

July 1 1976 7
August 1 1976 71/2
September 1 1976 8
October 1 1976 81/2
November 1 1976 9
December 1 1976 91/2
January 1 1977 10
January 17 1977 20 20 20
February 1 1977 101/2
March 1 1977 11
Apnl1 1977 11 1/2
May 1 1977 12
June 11977 121/2
July 11977 13
August 1 1977 131/2
September 1 1977 14
October 1 1977 141/2
November 1 1977 15
December 1 1977 151/2
January 1 1978 16
February 1 1978 161/2
March 1 1978 17
Apnl1 1978 171/2
May 1 1978 18
June 1 1978 18 1/2
July 1 1978 19
August 1 1978 191/2
September 1 1978 20
September 26 1979 20 20 10
August 22 1980 20 20 20 20
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ANNEX I 1, contmued

EffectIve Date Demand Savmgs Time "NOW" Acctounts Deposit SubstItutes LiqUIdity Reserves

December 31 1980 20
February 271981 16 16 16 & 5 16
January 1 1982 18 18 18 & 1 18
September 1 1983 19 19 19 & 4 19
October 1 1983 20 20 20& 4 20
November 1 1983 21-1/2 21 1/2 21 1/2 & 4 21-1/2
December 1 1983 23 23 23 &4 23
January 1 1984 23 23 23 & 5 23
Aprtl251984 24 24 24 & 6 24
September 13 1985 23 23 23 23
September 30 1985 236
May 261986 22 22 22 & 6 22 226
August 4 1986 21 21 21 & 6 21 21 6
November 28 1986 21 5
December 1 1986 21 21 21 & 5 21
June 231989 21 21 21 & 7 21 21 7
August 4 1989 21 21 21 & 9 21 21 9
September 41989 201/2 201/2 201/2 & 13 201/2 201/2 13
October 5 1989 20 20 20 & 17 20 2017
November 51989 20 20 20&20 20 2020
March 26 1990 21 21 21 & 21 21 2121
Aprtl251990 2121
May 251990 2121
June 251990 2121
July 251990 2121
August 24 1990 2121
September 24 1990 2121
November 151990 22 22 22 &22 22 2222
November 30 1990 23 23 23 &23 23 2323
December 28 1990 25 25 25 & 25 25 2525
January 29 1993 24 24 24 &24 24 2424
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----------------
ANNEX 11, contmued

Effective Date Demand Savmgs Time "NOW" Acctounts Deposit Substitutes LiqUidity Reserves

Apnl301993 23 23 23 &23 23 23,23
July 301993 22 22 22 &22 22 2222
December 29 1993 22 22 22 &22 22 2222
December 31 1993 2
August 2 1994 17 17 17 & 17 17
August 15 1995 1515 2
May 311995 15 15 15 & 15 15 1515 2
January 31997 14 14 14 14 14 2
July 41997 13 13 13 13 13 2
July 31 1997 13 13 13 13 13 4
August 15 1997 13 13 13 13 13 5
August 28 1997 13 13 13 13 13 8
September 5 1997 13 13 13 13 13 7
September 121997 13 13 13 13 13 6
October 15 1997 13 13 13 13 13 5
November 15 1997 13 13 13 13 13 4
March 20 1998 10 10 10 10 10 7
May 291998 8 8 8 8 8 7

Source Statistical Bulletin
Bangko Sentral ng Pllipmas
Filename RRR
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._---------------
ANNEX I 2 LEGAL RESERVE REQUIREMENTS AGAINST PESO TRUST ACCOUNTS
In Percent

Common Trust Funds T 0 FA· Others FCDU/EFCDU

Date Regular Reserve LiqUidity Reserve Regular Reserve LiqUidity Reserve Regular Reserve LiqUidity Reserve
ReqUirement Requirement Requirement

October 4 1993 10 10
May 15 1995 10 3
June 15 1995 10 5
January 3 1997 10 4 3 1
February 28 1997 10 4 6 2
May 21997 10 4 9 3
July 41997 10 3 10 3
JUly 31 1997 10 5 10 5
August 15 1997 10 6 10 6
August 28 1997 10 9 10 9
September 5 1997 10 8 10 8
September 12 1997 10 7
October 15 1997 10 6 10 6
November 15 1997 7 8 7 8
May 291998 5 8 5 8

Source Bangko Sentral ng Plhpmas

118



---------------
ANNEX I 3 THE THREE-TIERED FOREIGN CURRENCY DEPOSIT SYSTEM

343 Banks Foreign Currency Offshore Bankmg Umts
DeposltUnits (FCDUs) (OBUs)

1 Regulations Governing 1 a) RA 6426 1 a) P D 1035 1 a) P D 1034
Operations b) CBC 343 b) CBC 547 b) CBC 546

c) CBC 623 c) Revenue Regulations 10/76
d) Revenue Regulations d) CBC 685

2 Participating Banks 2 a) Savings banks 2 a) Commercial banks 2 Branches, Subsldlanes and
b) Commercial banks b) Thnft banks affiliates of foreign banks

(Phil Commercial banks
plus the 4 branches of
foreign banks)

3 Qualified Depositors 3 a) Residents 3 a) Residents
b) Non-residents b) Non-residents

4 Amount of Deposit 4 Any amount 4 Any amount

5 Types of Deposits 5 a) Savings 5 a) Savings
b) Time b) Time
c) Demand c) Demand
d) Trust d) Trust

6 Medium of Transaction 6 a) Pesos 6 a) Pesos 6 Any foreign currency
b) Reserve currencies b) Reserve currencies (For transactions with reSidents only

c) Any currency freely reserve currencies or any foreign
convertible Into the currency freely convertible Into
reserve currencies reserve currencies The peso IS used

for administrative transactions only
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ANNEX III 1 Government ActIOns To Combat Money Laundermg

Government Hong Indonesia Macau MalaysIa PhlhppInes SIngapore Sri Taiwan
Kong Lanka

CnmInahzed Drug Yes No No No No Yes No Yes
Money LaunderIng

Cnmmahzed Beyond Yes No No No No No No Yes
Drugs

Record Large Yes No No Yes No Yes
TransactIOns

Mamtam Records Yes No No Yes No Yes
OverTIme

Report SUSPiCIOUS M No No No M No M
TransactIOns

FInanCIal Intelligence Yes No No No No No No No
Umt

System for Yes No Yes Yes No Yes
IdentifyIng!
ForfeitIng Assets

Arrangements for Yes No No No No No
Asset SharIng

Cooperates Yes Yes Yes Yes Yes
W/Domestlc Law
Enforcement

Cooperates Yes Yes Yes No Yes
WlInternatlOnal Law

Enf
InternatIOnal Yes No No Yes No No Yes

TransportatIOn Of
Currency

Mutual Legal Yes Yes Yes No Yes Yes Yes Yes
Assistance

Non-Bank FmancIaI Yes No No No Yes No Yes
InstitutIOns

DIsclosure ProtectIOn Yes No Yes No Yes
"Safe Harbor"

Offshore FInanCIal Yes No Yes Yes No Yes Yes Yes
Centers

States PartIes to 1988 Yes No Yes Yes Yes Yes Yes NA
UN ConventIOn

Compliance WIUN Yes No No No No No Yes NA
ConventIOn

PosItive Responses 16 1 3 4 4 II 5 12
(Total)

Source The InternatIOnal NarcotICS Control Strategy Report, 1997
Bureau for InternatIOnal NarcotICS and Law Enforcement AffaIrs
Umted States Department of State
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Glossary of Terms

1 "CnmmalIzed Drug Money Laundermg" The government has enacted laws
cnmmalIzmg the offence of money laundenng related to drug traffickmg

2 "CnmmalIzed Beyond Drugs" The government has extended antI-money
laundenng statues and regulatIOns to mclude non-drug related money laundenng

3 "Record Large Transactions" By law or regulatIOn, banks are reqUIred to
mamtam records of large transactIOns m currency or other monetary mstruments

4 "Mamtam Records Over Time" By law or regulatIOn, banks are reqUIred to keep
records, espeCIally of large or unusual transactIOn, for a specIfied penod of tIme,
e g five years

5 "Report SUSPICIOUS TransactIOns" By law or regulatIOn, banks are reqUITed to
record and report SUSpICIOUS or unusual transactIOns to deSIgnated authontles
This IS mdlcated by an "M" for Mandatory m the column A "P" mdICates that by
law or regulatIOn, banks are penmtted to record and report SUSpICIOUS
transactIOns An effectIve know-your-customer polIcy IS consIdered a pre
reqUIsIte m thIs category

6 "Fmancial IntellIgence Umt" The government has establIshed a central, national
agency responsIble for receIvmg (and, as permItted, requestmg), analyzmg, and
dlssemmatmg to the competent authontles, dIsclosures of financial mformatIOn
concernmg suspected proceeds of cnme, or reqUITed by natIonal legIslatIOn or
regulatIOn, m order to counter money laundenng These reflect those countnes
that have met the Egmont defimtIOn of an FlU

7 "System for IdentIfymg and ForfeItmg Assets" The government has enacted
laws authonzmg the tracmg, freezmg seizure and forfeIture of assets IdentIfied as
relatmg to or generated by money laundenng actIVItIes

•
8 "Arrangements for Asset Shanng" By law, regulatIOn or bIlateral agreement, the

government permIts sharmg of seized assets With thIrd party governments which
aSSIsted m the conduct of the underlymg mvestIgatIOn

9 "Cooperates w/Domestic Law Enforcement" By law, or regulatIOn, banks are
reqUIred to cooperate With authonzed law enforcement mvestIgatIOns mto money
laundenng or the predIcate offence, mcludmg production of bank records, or
otherWIse lIftIng the veIl of bank. secrecy

10 "Cooperates w/InternatIOnal LaVv Enforcement" By law or regulatIOn, banks are
permIttedlreqmred to cooperate With authonzed mvestIgatIOns mvolvmg or
ImtIated by third party governments, mcludmg shanng of records or other
finanCial data
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12

13

14

15

16

17

"IntematlOnal TransportatlOn of Currency' By law or regulatlOn, the
government, m cooperatlOn wIth banks, controls or momtors the flow of currency
and monetary mstruments crossmg Its borders Of cntical weIght here are the
presence or absence of Wire transfer regulatIOns and use of reports completed by
each person transItmg the country and reports of monetary transmItters

"Mutual Legal AssIstance" By law or through treaty, the government has agreed
to proVIde and receIve mutual legal assIstance, mcludmg the shanng of records
and data

"Non-Bank Fmancial InstItutIOns" By law or regulatlOn, the government
reqUires non-bank finanCIal mstitutlOns to meet the same customer IdentdicatlOn
standards and adhere to the same reportmg reqUIrements that It Imposes on banks

"DIsclosure ProtectlOn 'Safe Harbour'" By law, the government prOVIdes a "safe
harbour" defense to banks or other finanCIal mstItutIOns and theIr employees who
prOVIde otherwIse confidentIal bankmg data to authontIes m purSUIt of authonzed
mvestIgatIons

"Offshore Fmanclal Centres" By law or regulatIOn, the government authonzed
the lIcensmg ofoffshore bankmg faCIlItIes

'States PartIes to 1988 UN Drug conventIOn" The country IS a party to the 1988
Umted NatIOns ConventlOn Agamst IllICIt Traffic m NarcotIC Drugs and
PsyChotrOpIC Substances, or the country that IS responsIble for the JunsdictlOn s
mtematIOnal relatIons ahs extended the applIcatIOn of the ConventlOn to the
JunsdictlOn

"ComplIance w/UN ConventlOn" The government IS meetmg the goals of the
1988 UN Drug ConventIOn by effectIvely applymg Implementmg legIslation
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ANNEX III 2 US Prompt CorrectIve ActIon RegulatIOn

FDIC-LRRA -- § 38 Prompt CorrectIve ActIOn

(a) RESOLVING PROBLEMS TO PROTECT DEPOSIT INSURANCE FUNDS --

(1) PURPOSE -- The purpose of thIs sectIOn IS to resolve the problems ofmsured
depOSItory InstItutIOns at the least pOSSIble long-term loss to the depOSIt Insurance
fund

(2) PROMPT CORRECTIVE ACTION REQUIRED -- Each appropnate Federal
bankmg agency and the CorporatIOn (actmg ill the CorporatIOn's capaCIty as the
msurer of depOSItory mstItutIons under tills Act) shall carry out the purpose oftlns
sectIOn by takmg prompt correctIve actIon to resolve the problems of msured
depOSItory mstltutIOns /1

/1 Edztor'sNote §131(b) oftItle I ofthe Act ofDecember 19 1991 (Pub L No 102
2-12, 105 Stat 2266) provldes asfollows

"(b) DEADLINE FOR REGULATIONS -- Each appropnate Federal bankmg agency
(as defined m § 3 ofthe Federal Deposlt Insurance Act (12 USC 1813)) (and the
CorporatIOn actmg m the CorporatIOn's capaclty as msurer ofdeposltory mstltutIOns
under that Act) shall, after notIce and opportumtyfor comment promulgate final
regulatIOns under § 38 ofthe Federal DepOSIt Insurance Act (as added by subsectIOn
(a)) not later than 9 months after the date ofenactment ofthlS Act and those
regulatIOns shall become effectlve not later than 1 year after that date ofenactment"

[CodIfied to 12 USC 183lo(a)]

[Source § 2[38(a)] of the Act of September 21, 1950 (Pub L No 797,64 Stat 882),
effectIve September 21, 1950, as added by § 131(a) of tItle I of the Act of December
19 1991 (Pub L No 102-242,105 Stat 2253), effectIve December 19, 1992]

(b) DEFINITIONS -- For purposes of thIs sectIOn

(l) CAPITAL CATEGORIES --

(A) WELL CAPITALIZED -- An lllsured depOSItory illstItutIOn IS "well capItalIzed"
If It slgmficantly exceeds the reqUIred mimmum level for each relevant capItal
measure

(B) ADEQUATELY CAPITALIZED -- An lllsured depOSItory mstltutlon IS
"adequately capItalIzed" If It meets the reqUIred mmlmum level for each relevant
capItal measure

(C) UNDERCAPITALIZED -- An Insured depOSItory lllstItutlOn IS "undercapItalIzed"
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If It falls to meet the reqUIred mlmmum level for any relevant capItal measure

(D) SIGNIFICANTLY UNDERCAPITALIZED -- An Insured depOSItory mstItutIOn
IS "sIgmficantly undercapItalIzed" If It IS sIgmficantly below the reqUIred mimmum
level for any relevant capItal measure

(E) CRITICALLY UNDERCAPITALIZED -- An Insured depOSItory InstItutIon IS
"cntlcally undercapItalIzed" If It fmls to meet any level speCIfied under subsectIOn
(c)(3)(A)

(2) OTHER DEFINITIONS

(A) AVERAGE --

(1) IN GENERAL -- The "average" of an accountIng Item (such as total assets or
tangIble eqUIty) durIng a gIven penod means the sum of that Item at the close of
bUSIness on each busmess day dunng that penod dIVIded by the total number of
bUSIness days In that penod

(n) AGENCY MAY PERMIT WEEKLY AVERAGING FOR CERTAIN
INSTITUTIONS -- In the case of msured depOSItory InstItutIOns that have total assets
ofless than $300,000,000 and normally file reports of condItIOn reflectIng weekly
(rather than daily) averages of accountIng Items, the appropnate Federal bankmg
agency may proVIde that the "average" of an accountIng Item durIng a gIVen penod
means the sum of that Item at the close of busIness on the relevant busmess day each
week durmg that penod dIVIded by the total number of weeks In that penod

(B) CAPITAL DISTRIBUTION -- The term "capItal dlstnbutIOn" means --

(1) a dIstnbutIOn of cash or other property by any Insured depOSItory mstitutIOn or
company to ItS owners made on account ofthat ownershIp, but not mcludmg --

(1) any dIVIdend conSIstIng only of shares of the InstItutIon or company or nghts to
purchase such shares, or

(II) any amount paId on the depOSIts ofa mutual or cooperatIve InstItutIOn that the
appropnate Federal bankIng agency determInes IS not a dIstnbutIOn for purposes of
thIS sectIOn,

(n) a payment by an Insured depOSItory InstItutIon or company to repurchase, redeem,
retIre or otherwIse acqUIre any of ItS shares or other ownershIp Interests mcludmg
any extensIOn of credIt to finance an affilIated company's acqUISItIOn of those shares
or Interests, or

(m) a transactIOn that the appropnate Federal bankIng agency or the CorporatIOn
determmes by order or regulatIOn, to be In substance a dIstnbutIOn of capItal to the
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owners of the Insured deposItory InstItutIon or company

(C) CAPITAL RESTORATION PLAN -- The term "capItal restoratIOn plan" means a
plan subnutted under subsectIOn (e)(2)

(D) COMPANY -- The term "company" has the same meanmg as m § 2 ofthe Bank
Holdmg Company Act of 1956

(E) COMPENSATION -- The term "compensatIon" Includes any payment of money
or proVIsIOn of any other thmg of value In consIderatIOn of employment

(F) RELEVANT CAPITAL MEASURE -- The term "relevant capItal measure"
means the measures descnbed m subsectlOn (c)

(G) REQUIRED MINIMUM LEVEL -- The term "reqmred mlrnmum level" means,
WIth respect to each relevant capItal measure, the mInImum acceptable capItal level
specIfied by the appropnate Federal bankmg agency by regulatIon

(H) SENIOR EXECUTIVE OFFICER -- The term "sernor executIve officer" has the
same meamng as the term "executIve officer" m § 22(h) of the Federal Reserve Act

(I) SUBORDINATED DEBT -- The term "subordmated debt" means debt
subordInated to the claIms ofgeneral credItors

[CodIfied to 12 USC 18310(b)]

[Source § 2[38(b)] of the Act of September 21,1950 (Pub L No 797,64 Stat 882)
effectIve September 21, 1950 as added by § 131(a) oftide I of the Act of December
19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19, 1992]

(c) CAPITAL STANDARDS --

(1) RELEVANT CAPITAL MEASURES --

(A) IN GENERAL -- Except as proVIded In subparagraph (B)(ll), the capItal
standards prescnbed by each approprIate Federal bankIng agency shall mclude --

(1) a leverage hmIt, and

(n) a rIsk-based capItal reqUIrement

(B) OTHER CAPITAL MEASURES -- An appropnate Federal bankmg agency may,
by regulatIOn --

(1) establIsh any addItIOnal relevant capItal measures to carry out the purpose of thIS
sectIOn, or

125



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

(n) rescmd any relevant capItal measure reqUIred under subparagraph (A) upon
determmmg (WIth the concurrence of the other Federal bankmg agencIes) that the
measure IS no longer an appropnate means for carrymg out the purpose of this sectIOn

(2) CAPITAL CATEGORIES GENERALLY -- Each appropnate Federal bankmg
agency shall, by regulatIOn, specIfy for each relevant capItal measure the levels at
whIch an msured depOSItory InstItutIOn IS well capItalIzed, adequately capItalIzed,
undercapItalIzed, and sIgmficantly undercapItalIzed

(3) CRlTICAL CAPITAL --

(A) AGENCY TO SPECIFY LEVEL --

(1) LEVERAGE LIMIT -- Each appropnate Federal bankmg agency shall, by
regulatIOn, m consultatIOn WIth the CorporatIOn specIfY the ratIO oftangIble eqUIty to
total assets at wmch an Insured depOSItory InstItutIon IS cntIcally undercapItalIzed

(n) OTHER RELEVANT CAPITAL MEASURES -- The agency may, by regulatIOn,
speCIfy for 1 or more other relevant capItal measures, the level at whIch an Insured
depOSItory InstItutIOn IS cntIcally undercapItalIzed

(B) LEVERAGE LIMIT RANGE -- The level speCIfied under subparagraph (A)(I)
shall reqUIre tangIble eqUIty In an amount --

(1) not less than 2 percent of total assets and

(n) except as proVIded In clause (1), not more than 65 percent of the reqUITed mimmum
level of capItal under the leverage lImIt

(C) FDIC's CONCURRENCE REQUIRED -- The appropnate Federal bankmg
agency shall not, WIthout the concurrence of the CorporatIOn, speCIfy a level under
subparagraph (A)(1) lower than that speCIfied by the CorporatIOn for State nonmember
Insured banks

[CodIfied to 12 USC 1831o(c)]

[Source §2[38(c)]oftheActofSeptember21 1950 (Pub L No 797,64Stat 882),
effectIve September 21, 1950 as added by 9 131(a) of tItle I of the Act ofDecember
19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19, 1992]

(d) PROVISIONS APPLICABLE TO ALL INSTITUTIONS

(1) CAPITAL DISTRIBUTIONS RESTRICTED --

(A) IN GENERAL -- An Insured depOSItory mstitutIOn shall make no capItal
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dIstnbutIOn If, after makmg the dIstnbutIOn, the mstItutIOn would be undercapItalIzed

(B) EXCEPTION -- NotwIthstandmg subparagraph (A), the appropnate Federal
bankmg agency may permIt, after consultatIOn wIth the CorporatIOn, an msured
deposItory mstitutIOn to repurchase, redeem, retIre or otherwIse acqUIre shares or
ownershIp mterests If the repurchase, redemptIOn, retIrement, or other acqUIsItIOn --

(1) IS made m connectIOn WIth the Issuance of addItIOnal shares or oblIgatIOns of the
mstItutIOn m at least an eqUIvalent amount, and

(11) wIll reduce the mstItutIOn's finanCIal oblIgatIOns or otherwIse Improve the
mstItutIOn's finanCIal condItIOn

(2) MANAGEMENT FEES RESTRICTED -- An msured depOSItory mstItutIOn shall
pay no management fee to any person havmg control of that mstItutIOn If, after
makmg the payment, the mstItutIOn would be undercapItalIzed

[CodIfied to 12 USC 18310(d)]

[Source § 2[38(d)] of the Act of September 21,1950 (Pub L No 797,64 Stat 882),
effectIve September 21, 1950, as added by § 131(a) of tItle I of the Act of December
19 1991 (Pub L No 102-242,105 Stat 2253) effectIVe December 19, 1992]

(e) PROVISIONS APPLICABLE TO UNDERCAPITALIZED INSTITUTIONS

(1) MONITORING REQUIRED -- Each appropnate Federal bankmg agency shall--

(A) closely momtor the condItIon of any undercapItahzed msured depOSItory
mstItutIon,

(B) closely momtor complIance With capItal restoratIOn plans, restrIctIOns, and
reqUIrements Imposed under this sectIOn, and

(C) penodIcally reVIew the plan, restrIctIons, and reqUIrements apphcable to any
undercapItalIzed msured depOSItory mstItutIOn to determme whether the plan,
restnctIOns and reqUIrements are achIevmg the purpose of thIS sectIOn

(2) CAPITAL RESTORATION PLAN REQUIRED --

(A.) IN GENERAL -- Any undercapItalIzed msured depOSItory mstItutIOn shall submIt
an acceptable capItal restoratIOn plan to the appropnate Federal bankmg agency WIthIn
the tIme allowed by the agency under subparagraph (D)

(B) CONTENTS OF PLAN -- The capItal restoratIOn plan shall--

(1) speCIfy --

127



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

(I) the steps the msured deposItory mstitutIOn Will take to become adequately
capItalIzed,

(II) the levels of capItal to be attamed durIng each year m whIch the plan wIll be In

effect,

(III) how the Illstltutlon wIll comply WIth the restnctlons or reqUIrements then III effect
under thIs sectIOn, and

(IV) the types and levels of actIvIties m WhIch the InstItutIOn WIll engage, and

(n) contam such other mformatIOn as the appropnate Federal bankmg agency may
reqUire

(C) CRITERIA FOR ACCEPTING PLAN -- The appropnate Federal bankmg agency
shall not accept a capItal restoratIOn plan unless the agency determmes that --

(1) the plan --

(I) complIes With subparagraph (B),

(II) IS based on realIstIC assumptIOns, and IS lIkely to succeed m restonng the
mstitutIOn's capItal, and

(III) would not appreCIably mcrease the nsk (mcludmg credIt nsk, mterest-rate nsk
and other types of nsk) to whIch the mstitutIOn IS exposed, and

(n) If the msured deposItory mstItutIOn IS undercapItalIzed, each company havmg
control of the mstItutIOn has --

(1) guaranteed that the mstitutlon Will comply WIth the plan untIl the mstitutIOn has
been adequately capItalIzed on average durIng each of4 consecutIve calendar
quarters, and

(II) proVIded appropnate assurances of perfonnance

(D) DEADLINES FOR SUBMISSION AND REVIEW OF PLANS -- The
appropnate Federal bankmg agency shall by regulatIOn establIsh deadlmes that--

(1) proVIde msured deposItory mstItutIOns With reasonable tIme to submIt capItal
restoratIOn plans, and generally reqUire an InstItutIOn to submIt a plan not later than 45
days after the mstitutIOn becomes undercapItalIzed,

(n) reqUire the agency to act on capItal restoratIOn plans expedItIOusly and generally
not later than 60 days after the plan IS submItted, and
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(111) reqUIre the agency to submIt a copy of any plan approved by the agency to the
CorporatIOn before the end of the 45-day penod begInnmg on the date such approval
IS granted

(E) GUARANTEE LIABILITY LIMITED

(1) IN GENERAL -- The aggregate lIabIlIty under subparagraph (C)(n) of all
companIes havmg control of an Insured deposItory mstitutIOn shall be the lesser of --

(I) an amount equal to 5 percent of the InstItutIOn's total assets at the tIme the
InstItutIon became undercapItalIzed, or

(II) the amount wmch IS necessary (or would have been necessary) to bnng the
mstItullon mto complIance WIth all capItal standards applIcable WIth respect to such
mstItullon as of the tIme the InstItutIOn falls to comply WIth a plan under thIS
subsectIOn

(11) CERTAIN AFFILIATES NOT AFFECTED -- Tills paragraph may not be
construed as --

(1) requmng any company not haVIng control of an undercapItalIzed msured
depOSItory InstItutIOn to guarantee or otherwIse be lIable on, a capItal restoratIon plan,

(II) reqwnng any person other than an msured depOSItory mstitutIOn to submIt a
capItal restoratIOn plan, or

(III) affectmg complIance by brokers, dealers, government secunties brokers, and
government secunties dealers WIth the finanCIal responSIbIlIty reqwrements of the
SecuntIes Exchange Act of 1934 and regulatIOns and orders thereunder

(3) ASSET GROWTH RESTRICTED -- An undercapItalIzed Insured depOSItory
mstItullon shall not permIt ItS average total assets dunng any calendar quarter to
exceed ItS average total assets durIng the precedIng calendar quarter unless --

(A) the appropnate Federal bankmg agency has accepted the InstItutIOn's capItal
restoratIOn plan,

(B) any mcrease In total assets IS conSIstent WIth the plan, and

(C) the mstItutIOn's ratIO of tangIble eqUIty to assets Increases dunng the calendar
quarter at a rate suffiCIent to enable the mstItutIOn to become adequately capItalIzed
WIthm a reasonable tIme

(4) PRIOR APPROVAL REQUIRED FOR ACQUISITIONS, BRANCHING, AND
NEW LINES OF BUSINESS -- An undercapItalIzed msured depOSItory InstItutIOn
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shall not, dIrectly or mdIrectly, acqUIre any mterest m any company or msured
deposItory mstltutIon, establIsh or acqUIre any addItIOnal branch office, or engage m
any new lIne ofbusmess unless --

(A) the appropnate Federal bankmg agency has accepted the msured deposItory
mstItutIOn's capItal restoration plan, the mstltutIOn IS Implementmg the plan, and the
agency determmes that the proposed actIOn IS consIstent WIth and WIll further the
acillevement of the plan, or

(B) the Board ofDuectors determmes that the proposed actIOn WIll further the purpose
of tills sectIOn

(5) DISCRETIONARY SAFEGUARDS -- The appropnate Federal bankmg agency
may, WIth respect to any undercapItalIzed msured deposItory mstItutIOn, take actIOns
descnbed m any subparagraph of subsectIOn (f)(2) If the agency determmes that those
actIOns are necessary to carry out the purpose of thIS sectIOn

[CodIfied to 12 USC 18310(e)]

[Source § 2[38(e)] of the Act of September 21, 1950 (Pub L No 797,64 Stat 882),
effectIve September 21, 1950, as added by § 131(a) of tItle I of the Act ofDecember
19,1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19, 1992, as
amended by § 1603(d)(l )(A) of tItle XVI of the Act of October 28, 1992 (Pub L No
I02-550, 106 Stat 4079), effectIve December 19, 1992]

(f) PROVISIONS APPLICABLE TO SIGNIFICANTLY UNDERCAPITALIZED
INSTITUTIONS AND UNDERCAPITALIZED INSTITUTIONS THAT FAIL TO
SUBMIT AND IMPLEMENT CAPITAL RESTORATION PLANS --

(1) IN GENERAL -- Tills subsectIOn shall apply WIth respect to any msured
deposItory mstItutIOn that --

(A) IS SIgnIficantly undercapItalIzed, or

(B) IS undercapItalIzed and --

(1) fmls to submIt an acceptable capItal restoratIOn plan wlthm the tlffie allowed by the
appropnate Federal bankmg agency under subsectIOn (e)(2)(D), or

(n) falls m any matenal respect to Implement a plan accepted by the agency

(2) SPECIFIC ACTIONS AUTHORIZED -- The appropnate Federal bankmg agency
shall carry out tills sectIOn by takmg 1 or more of the followmg actIOns

(A) REQUIRING RECAPITALIZATION -- Domg 1 or more ofthe followmg
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(1) Requmng the InstItutIOn to sell enough shares or oblIgatIons of the mstItutIOn so
that the InstItutIOn wIll be adequately capItalIzed after the sale

(n) Further requmng that Instruments sold under clause (1) be votIng shares

(m) Requmng the InstItutIOn to be acqUIred by a deposItory InstItutIOn holdIng
company, or to combme WIth another Insured deposItory mstitutIOn, If 1 or more
grounds eXIst for appomtmg a conservator or receIver for the InstItutIOn

(B) RESTRICTING TRANSACTIONS WITH AFFILIATES --

(1) Requmng the InstItutIon to comply WIth § 23A of the Federal Reserve Act as If
subsectIOn (d)(1) of that sectIOn (exemptIng transactIOns ""Ith certam affilIated
mstItutIOns) dId not apply

(ll) Further restnctIng the InstItutIOn's transactIOns WIth affilIates

(C) RESTRICTING INTEREST RATES PAID --

(1) IN GENERAL -- RestrIctIng the mterest rates that the InstItutIOn pays on deposIts
to the preVailIng rates of Interest on depOSIts of comparable amounts and matuntIes m
the regIOn where the mstItutIOn IS located, as determmed by the agency

(ll) RETROACTIVE RESTRICTIONS PROHIBITED -- ThIS subparagraph does not
authonze the agency to restnct mterest rates paid on tIme depOSIts made before (and
not renewed or renegotIated after) the agency acted under thIS subparagraph

(D) RESTRICTING ASSET GROWTH -- RestrIctIng the mstitutIOn's asset growth
more strmgently than subsectIOn (e)(3), or reqmnng the mstitutIOn to reduce ItS total
assets

(E) RESTRICTING ACTIVITIES -- Requmng the InstItutIOn or any of ItS
Subsldlanes to alter, reduce, or termmate any actIVIty that the agency determmes poses
exceSSIve nsk to the InstItutIon

(F) IMPROVING MANAGEMENT -- DOIng 1 or more of the follOWIng

(1) NEW ELECTION OF DIRECTORS -- Ordenng a new electIOn for the
mStItutIOn's board of dIrectors

(ll) DISMISSING DIRECTORS OR SENIOR EXECUTIVE OFFICERS -- Reqmnng
the mstitutIOn to dIsmISS from office any dIrector or semor executIve officer who had
held office for more than 180 days Immediately before the mstItutIOn became
undercapItalIzed DIsmIssal under thIs clause shall not be construed to be a removal
under § 8 /1
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/1 EdItor's Note § 131(e)(1) oftItle I ofthe Act ofDecember 19 1991 (Pub L No
102-242, 105 Stat 2267) provIdes as follows

"(e) TRANSITION RULE REGARDING CURRENT DIRECTORS AND SENIOR
EXECUTIVE OFFICERS --

1/(1) DISMISSAL FROM OFFICE -- § 38(j)(2)(F)(u) ofthe Federal Deposlt
Insurance Act (as added by subsectlOn (a)) shall not apply wIth respect to--

"(A) any dIrector whose current term as a dIrector commenced on or before the date
ofenactment ofthzs Act and has not been extended --

I/(z) after that date ofenactment, or

I/(zz) to evade § 38(j)(2)(F)(zz), or

(B) any semor executIve officer who accepted employment In hIS or her current
posztzon on or before the date ofenactment ofthIS Act and whose contl act of
employment has not been renewed or renegotzated --

I/(z) after that date ofenactment, or

"(zz) to evade § 38(j)(2)(F)(zz) "

(111) EMPLOYING QUALIFIED SENIOR EXECUTIVE OFFICERS -- Requmng the
mstltutlOn to employ quahfied semor executIve officers (who, If the agency so
specIfies, shall be subject to approval by the agency)

(G) PROHIBITING DEPOSITS FROM CORRESPONDENT BANKS -- Prohlbltmg
the acceptance by the mstltutIOn of deposIts from correspondent deposItory
mstItutlOns, mcludmg renewals and rollovers ofpnor deposIts

(H) REQUIRING PRIOR APPROVAL FOR CAPITAL DISTRIBUTIONS BY
BANK HOLDING COMPANY -- ProhIbItmg any bank holdmg company havmg
control ofthe msured deposItory mstltutlOn from makmg any capItal dlstnbutIOn
wIthout the pnor approval ofthe Board of Governors ofthe Federal Reserve System

(I) REQUIRING DIVESTITURE -- Domg one or more of the followmg

(1) DIVESTITURE BY THE INSTITUTION -- Requmng the mstltutlOn to dIvest
Itself of or hqUldate any SUbSIdIary If the agency determmes that the SUbSIdIary IS m
danger ofbecommg msolvent and poses a sIgmficant nsk to the mstltutIOn, or IS lIkely
to cause a slgmficant dIsslpatlOn of the mstItutIOn's assets or earnmgs

(11) DIVESTITURE BY PARENT COMPANY OF NONDEPOSITORY AFFILIATE
-- Requmng any company havmg control of the mstltutIOn to dIvest Itself of or
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lIqUIdate any affilIate other than an msured deposItory mstitutlOn If the appropnate
Federal bankIng agency for that company determmes that the affilIate IS m danger of
becommg msolvent and poses a sIgmficant nsk to the mstitutlOn, or IS lIkely to cause a
sIgmficant dISSIpation of the mstitutIOn's assets or earmngs

(111) DIVESTITURE OF INSTITUTION -- Requmng any company havmg control of
the InstitutIon to dIvest Itself of the mstitutIOn If the appropnate Federal bankmg
agency for that company determmes that dIvestIture would Improve the mstitutlOn's
finanCIal conditlOn and future prospects

(1) REQUIRING OTHER ACTION -- Requmng the mstitutIOn to take any other
actlOn that the agency determmes WIll better carry out the purpose of thIs sectIOn than
any of the actIOns descnbed m thIS paragraph

(3) PRESUMPTION IN FAVOR OF CERTAIN ACTIONS -- In complymg WIth
paragraph (2), the agency shall take the followmg actIOns, unless the agency
deterrrunes that the actIOns would not further the purpose of this sectIOn

(A) The actIOn descnbed m clause (1) or (m) of paragraph (2)(A) (relatmg to requmng
the sale of shares or oblIgatIOns or reqmnng the InstitutIOn to be acqmred by or
combme With another mstitutIOn)

(B) The actIOn descnbed m paragraph (2)(B)(I) (relatmg to restnctmg transactIons
With affilIates)

(C) The actIOn descnbed m paragraph (2)(C) (relatmg to restnctmg mterest rates)

(4) SENIOR EXECUTIVE OFFICERS' COMPENSATION RESTRICTED --/1

/1 EdItor's Note § 131 (e)(2) oftztle 1ofthe Act ofDecember 19, 1991 (Pub L No
102-242, 105 Stat 2267) prOVIdes as follows

"(e) TRANSITION RULE REGARDING CURRENT DIRECTORS AND SENIOR
EXECUTIVE OFFICERS --

"(2) RESTRICTING COMPENSATION -- § 38(f)(4) Ofthe Federal DepOSIt
Insurance Act (as added by subsectIOn (a)) shall not apply WIth respect to any semor
executIve officer who accepted employment In hIS or her current pOSItIOn on or before
the date ofenactment ofthIS Act and whose contract ofemployment has not been
renewed or renegotzated --

"(A) after that date ofenactment or

"(B) to evade § 38(f)(4) "

(A) IN GENERAL -- The msured depOSItory InstItutIOn shall not do any of the
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followmg wIthout the pnor wntten approval of the appropnate Federal bankmg
agency

(1) Pay any bonus to any semor executIve officer

(n) ProvIde compensatIOn to any semor executIve officer at a rate exceedmg that
officer's average rate of compensatIOn (excludmg bonuses, stock optIons, and profit
sharmg) dunng the 12 calendar months precedmg the calendar month m WhICh the
mstItutIOn became undercapItalized

(B) FAILING TO SUBMIT PLAN -- The appropnate Federal bankmg agency shall
not grant any approval under subparagraph (A) WIth respect to an mstItutIOn that has
faIled to subIDlt an acceptable capItal restoratIOn plan

(5) DISCRETION TO IMPOSE CERTAIN ADDITIONAL RESTRICTIONS -- The
agency may Impose 1 or more of the restnctions prescnbed by regulatIOn under
subsection (1) If the agency determmes that those restnctIOns are necessary to carry out
the purpose of this sectIOn

(6) CONSULTATION WITH OTHER REGULATORS -- Before the agency or
CorporatIon makes a determmatIOn under paragraph (2)(1) WIth respect to an affilIate
that IS a broker, dealer, government secunties broker, government secunties dealer,
mvestment company, or mvestment adVIser, the agency or CorporatIOn shall consult
With the SecuntIes and Exchange CommIssIOn and, m the case of any other affiliate
which IS subject to any finanCial responsIbIlIty or capItal reqUIrement, any other
appropnate regulator of such affilIate WIth respect to the proposed determmatIOn of
the agency or the CorporatIOn and actIOns pursuant to such determmatIOn

[CodIfied to 12 USC 18310(f)]

[Source § 2[38(f)] of the Act of September 21, 1950 (Pub L No 797,64 Stat 882)
effectIve September 21, 1950, as added by § 131(a) oftitie I of the Act ofDecember
19, 1991 (pub L No 102-242, 105 Stat 2253), effective December 19, 1992, as
amended by § 1603(d)(l)(B) and (D) of tItle XVI of the Act of October 28, 1992 (Pub
L No 102-550, 106 Stat 4079), effectIve December 19, 1992, § 602(a)(64) oftitie VI
of the Act of September 23, 1994 (Pub L No 103-325, 108 Stat 2291), effectIve
September 23, 1994]

(g) MORE STRINGENT TREATMENT BASED ON OTHER SUPERVISORY
CRITERIA --

(1) IN GENERAL -- If the appropnate Federal bankmg agency determmes (after
notIce and an OppOrtunIty for heanng) that an msured depOSItory mstItutIOn IS m an
unsafe or unsound condItIOn or, pursuant to § 8(b)(8), deems the mstitutIOn to be
engagmg m an unsafe or unsound practIce the agency may --
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(A) If the InstItutIOn IS well capItalIzed, reclassIfy the InstItutIon as adequately
capItalIzed,

(B) If the InstItutIOn IS adequately capItalIzed (but not well capItalIzed), reqUITe the
InstItutIOn to comply With 1 or more provIsIons of subsectIOns (d) and (e), as If the
InstItutIOn were undercapItalIzed, or

(C) If the InstItutIon IS undercapItalIzed, take any 1 or more actIOns authonzed under
subsectIOn (f)(2) as If the InstItutIOn were sIgmficantly undercapItalIzed

(2) CONTENTS OF PLAN -- Any plan reqUIred under paragraph (1) shall specIfy the
steps that the msured deposItory InstItutIOn WIll take to correct the unsafe or unsound
condItIon or practIce CapItal restoratIOn plans shall not be reqUIred under paragraph
(l)(B)

[CodIfied to 12 USC 18310(g)]

[Source § 2[38(g)] of the Act of September 21, 1950 (Pub L No 797,64 Stat 882),
effectIve September 21, 1950, as added by § 131(a) of tItle I ofthe Act of December
19,1991 (Pub L No 102-242,105 Stat 2253), effectIve December 19, 1992, as
amended by § 1603(d)(1)(C) of tItle XVI of the Act of October 28, 1992 (Pub L No
102-550, 106 Stat 4079), effectIve December 19, 1992]

(h) PROVISIONS APPLICABLE TO CRITICALLY UNDERCAPITALIZED
INSTITUTIONS --

(1) ACTIVITIES RESTRICTED -- Any cntically undercapItalIzed Insured depOSItory
InstItutIOn shall comply With restnctIOns prescnbed by the CorporatIOn under
subsectIOn (1)

(2) PAYMENTS ON SUBORDINATED DEBT PROHIBITED --

(A) IN GENERAL -- A cntIcally undercapItalIzed Insured depOSItory InstItutIOn shall
not, begInnmg 60 days after becomIng cntIcally undercapItalIzed make any payment
of pnncipal or Interest on the InstItutIOn's subordInated debt

(B) EXCEPTIONS -- The CorporatIOn may make exceptIOns to subparagraph (A) If--

(1) the appropnate Federal bankIng agency has taken actIOn WIth respect to the Insured
depOSItory InstItutIon under paragraph (3)(A)(n), and

(11) the CorporatIon determInes that the exceptIOn would further the purpose of thIs
sectIOn

(C) LIMITED EXEMPTION FOR CERTAIN SUBORDINATED DEBT -- UntIl
July 15, 1996, subparagraph (A) shall not apply With respect to any subordInated debt
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outstandmg on July 15, 1991, and not extended or otherwIse renegotIated after July
15, 1991

(D) ACCRUAL OF INTEREST ~- Subparagraph (A) does not prevent unpaId mterest
from accrumg on subordmated debt under the terms of that debt, to the extent
otherwIse permItted by law

(3) CONSERVATORSHIP, RECEIVERSHIP, OR OTHER ACTION REQUIRED

(A) IN GENERAL -- The appropnate Federal bankmg agency shall, not later than 90
days after an msured deposItory mstItutIOn becomes cntIcally undercapItalIzed --

(1) appomt a receIver (or, With the concurrence of the CorporatIOn, a conservator) for
the mstitutIOn, or

(n) take such other actIOn as the agency determmes, WIth the concurrence ofthe
CorporatIOn, would better achIeve the purpose of thIS sectIOn after documentmg why
the actIOn would better achIeve that purpose

(B) PERIODIC REDETERMINATIONS REQUIRED -- Any determInatIOn by an
appropnate Federal bankIng agency under subparagraph (A)(ll) to take any actIOn With
respect to an msured depOSItory mstItutIOn In heu of appomtmg a conservator or
receIver shall cease to be effectIve not later than the end of the 90-dav penod
begmnIng on the date that the determmatIOn IS made and a conservdtor or receIver
shall be appOInted for that mstItutIOn under subparagraph (A)(I) unless the agency
makes a new determmatIOn under subparagraph (A)(n) at the end of the effectIve
penod of the pnor determmatIOn

(C) APPOINTMENT OF RECEIVER REQUIRED IF OTHER ACTION FAILS TO
RESTORE CAPITAL --

(1) IN GENERAL -- NotwIthstandmg subparagraphs (A) and (B) the appropnate
Federal bankmg agency shall appomt a receIver for the msured depOSItory InstItutIOn
If the mstitutlon IS cntIcally undercapItalIzed on average durmg the calendar quarter
begmnmg 270 days after the date on whIch the InstItutIOn became cntically
undercapItalIzed

(11) EXCEPTION -- NotwIthstandmg clause (1), the appropnate Federal bankmg
agency may contmue to take such other actIOn as the agency determmes to be
appropnate m heu of such appoIntment If --

(1) the agency determmes, WIth the concurrence of the CorporatIOn, that (aa) the
Insured depOSItory mstItutIOn has pOSItIve net worth, (bb) the Insured depOSItory
mstitution has been m substantIal comphance WIth an approved capItal restoratIon
plan whIch reqUIres conSIstent Improvement m the mstItutIOn's capItal smce the date
of the approval of the plan, (cc) the msured depOSItory mstitutIOn IS profitable or has
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an upward trend m earnmgs the agency projects as sustamable, and (dd) the msured
deposItory mstitutIOn IS reducmg the ratIo of nonperformmg loans to total loans, and

(II) the head of the appropnate Federal bankmg agency and the Chalrperson of the
Board ofDIrectors both certIfy that the mstItutIOn IS vIable and not expected to fall

[CodIfied to 12 USC 18310(h)J

[Source SectIOn 2[38(h)J of the Act of September 21, 1950 (Pub L No 797,64 Stat
882), effectIve September 21, 1950, as added by sectIOn 131(a) oftitle I of the Act of
December 19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19,
1992J

(1) RESTRICTING ACTIVITIES OF CRITICALLY UNDERCAPITALIZED
INSTITUTIONS -- carry out the purpose oftms sectIOn, the CorporatIOn shall by
regulatIOn or order --

(1) restnct the actIvIties of any cntIcally undercapItalIzed msured deposItory
mstitutIOn, and

(2) at a mimmum, prohIbIt any such mstItutIOn from domg any of the followmg
WIthout the CorporatIOn's pnor wntten approval

(A) Entenng mto any matenal transactIOn other than m the usual course of busmess,
mcludmg any mvestment expanSIOn, acqUISItIOn, sale of assets, or other SImIlar actIOn
WIth respect to whIch the depOSItory mstItutIOn IS reqUIred to provIde notIce to the
appropnate Federal bankmg agency

(B) Extendmg credIt for any mghly leveraged transactIOn

(C) Amendmg the mstltutIOn's charter or bylaws, except to the extent necessary to
carry out any other reqUIrement of any law, regulatIOn, or order

(D) Makmg any matenal change m accountmg methods

(E) Engagmg m any covered transactIOn (as defined m sectIOn 23A(b) of the Federal
Reserve Act)

(F) Paymg exceSSIve compensatIOn or bonuses

(G) Paymg mterest on new or renewed lIabIlItIes at a rate that would mcrease the
mstltutIOn's weIghted average cost of funds to a level sIgmficantly exceedmg the
prevallmg rates of mterest on msured depOSIts m the mstltutIOn's normal market areas

[CodIfied to 12 USC 18310(1)]
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[Source SectIOn 2[38(1)] of the Act of September 21, 1950 (Pub L No 797,64 Stat
882), effectIve September 21 1950, as added by sectIOn 131(a) of tItle I of the Act of
December 19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19,
1992]

(J) CERTAIN GoVERNMENT-CONTROLLED INSTITUTIONS EXEMPTED -
SubsectIOns (e) through (1) (other than paragraph (3) of subsectIOn (e) shall not apply

(1) to an msured deposItory mstltutIOn for whIch the CorporatIOn or the ResolutIOn
Trust CorporatIOn IS conservator, or

(2) to a bndge bank, none of the votmg secuntIes ofwmch are owned by a person or
agency other than the CorporatIOn or the ResolutIOn Trust CorporatIOn

[CodIfied to 12 USC 18310CJ)]

[Source SectIOn 2[38CJ)] of the Act of September 21, 1950 (Pub L No 797,64 Stat
882), effectIve September 21,1950, as added by sectIon 131 (a) of tItle I of the Act of
December 19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19,
1994

(k) REVIEW REQUIRED WHEN DEPOSIT INSURANCE FUND INCURS
MATERIAL LOSS --

(1) IN GENERAL -- If a depOSIt msurance fund mcurs a matenalloss WIth respect to
an msured depOSItory mstItutIOn on or after July 1, 1993, the Inspector general of the
appropnate Federal bankmg agency shall --

(A) make a wrItten report to that agency reVIeWIng the agency's supervIsIOn of the
InstItutIOn (mcludmg the agency's ImplementatIOn oftms sectIOn), whIch shall --

(1) ascertam why the mstitutIOn's problems resulted m a matenalloss to the depOSIt
Insurance fund, and

(n) make recommendatIOns for preventmg any such loss m the future, and

(B) prOVIde a copy of the report to --

(1) the Comptroller General of the Umted States,

(n) the CorporatIOn (If the agency IS not the CorporatIOn),

(111) m the case of a State depOSItory InstItutIOn, the appropnate State bankmg
supervIsor, and
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(IV) upon request by any Member of Congress, to that Member

(2) MATERIAL LOSS INCURRED -- For purposes of thIS subsectIOn

(A) LOSS INCURRED -- A depOSIt msurance fund mcurs a loss WIth respect to an
Insured depOSItory mstitutIOn --

(1) If the CorporatIOn provIdes any assIstance under sectIOn B(c) wIth respect to that
InstItutIOn, and --

(I) It IS not substantIally certaIn that the assIstance wIll be fully repaid not later than 24
months after the date on whIch the CorporatIOn mitlated the aSSIstance, or

(II) the mstItutIOn ceases to repay the aSSIstance m accordance WIth ItS terms, or

(n) Ifthe CorporatIOn IS appomted receIver ofthe InstItutIOn, and It IS or becomes
apparent that the present value of the depOSIt msurance fund's outlays WIth respect to
that InstItutIOn WIll exceed the present value of receIvershIp dIVIdends or other
payments on the claims held by the CorporatIOn

(B) MATERIAL LOSS -- A loss IS matenallf It exceeds the greater of --

(1) $25,000,000, or

(11) 2 percent of the InstItutIOn's total assets at the tIme the CorporatIOn InItIated
aSSIstance under sectIOn B(c) or was appomted receIver

(3) DEADLINE FOR REPORT -- The Inspector general of the appropnate Federal
bankmg agency shall comply WIth paragraph (1) expedItIOusly, and In any event
(except WIth respect to paragraph (l)(B)(lV» as follows

(A) If the InstItutIOn IS descnbed m paragraph (2)(A)(I) durmg the 6-month penod
begmnmg on the earlIer of --

(1) the date on whIch the mstitutIOn ceases to repay aSSIstance under sectIOn B(c) m
accordance WIth ItS terms, or

(n) the date on whIch It becomes apparent that the aSSIstance WIll not be fully repaId
dunng the 24-month penod deSCrIbed m paragraph (2)(A)(I)

(B) If the mstitutIOn IS deSCrIbed m paragraph (2)(A)(1l), dunng the 6-month penod
begInnmg on the date on whIch It becomes apparent that the present value of the
depOSIt Insurance fund's outlays WIth respect to that InstItutIon WIll exceed the present
value of receIvershIp dIVIdends or other payments on the claims held by the
CorporatIOn
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(4) PUBLIC DISCLOSURE REQUIRED --

(A) IN GENERAL -- The appropnate Federal bankmg agency shall dIsclose the
report upon request under sectIOn 552 oftitle 5, Umted States Code, WIthout excIsmg -

(1) any portIOn under sectIOn 552(b)(5) ofthat tItle, or

(n) any mfonnatIOn about the msured deposItory mstitutIOn under paragraph (4) (other
than trade secrets) or paragraph (8) of sectIOn 552(b) of that tItle

(B) EXCEPTION -- Subparagraph (A) does not reqUire the agency to dIsclose the
name of any customer of the msured depOSItory mstItutIOn (other than an mstitutIOn
affilIated party), or mfonnatIOn from whIch such a person's IdentIty could reasonably
be ascertamed

(5) GAO REVIEW -- The Comptroller General of the Umted States shall, under such
condItIOns as the Comptroller General detennmes to be appropnate, reVIew reports
made under paragraph (1) and recommend Improvements m the supervISIOn of msured
depOSItory mstItutIOns (mcludmg the ImplementatIOn of thIS sectIOn)

(6) TRANSITION RULE -- Dunng the penod begmnmg on July 1, 1993, and endmg
on June 30, 1997, a loss mcurred by the Corporanon With respect to an msured
depOSitory mstitutIOn --

(A) With respect to whIch the Corporation mItIates aSSistance under sectIOn 13(c)
durmg the penod m questIOn, or

(B) for which the CorporatIOn was appomted receiver durmg the penod m questIOn, IS
matenal for purposes of thIs subsectIOn only If that loss exceeds the greater of
$25 000,000 or the applIcable percentage of the InstItutIOn's total assets at that tIme,
set forth m the followmg table

For the followlng perlod The appllcable
percentage lS

July I, 1993 - June 30 I 1994 7 percent
July I, 1994 - June 30 I 1995 5 percent
July I, 1995 - June 30 I 1996 4 percent
July I, 1996 - June 30 I 1997 3 percent

[Codified to 12 USC 1831o(k)]
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[Source SectIOn 2[38(k)] of the Act of September 21, 1950 (Pub L No 797,64 Stat
882), effectlve September 21,1950, as added by sectIOn 131(a) of tItle I of the Act of
December 19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19,
1992, as amended by sectIOn 106(d) of tItle I of the Act of October 19, 1996 (Pub L
No 104-316, 110 Stat 3831), effectIve October 19, 1996]

(1) IMPLEMENTATION --

(1) REGULATIONS AND OTHER ACTIONS -- Each approprIate Federal bankmg
agency shall preSCrIbe such regulatIOns (m consultatIOn With the other Federal bankmg
agencIes), Issue such orders, and take such other actIOns as are necessary to carry out
thIs sectIOn

(2) WRITTEN DETERMINATION AND CONCURRENCE REQUIRED -- Any
determmatIOn or concurrence by an appropnate Federal bankmg agency or the
Corporatlon reqUIred under thIS sectIOn shall be WrItten

[CodIfied to 12 USC 18310(1)]

[Source SectIOn 2[38(1)] ofthe Act of September 21, 1950 (pub L No 797,64 Stat
882), effectIve September 21 1950, as added by sectIOn 131(a) of tItle I of the Act of
December 19, 1991 (Pub L No 102-242, 105 Stat 2253), effectIve December 19,
1992]

(m) OTHER AUTHORlTY NOT AFFECTED -- Tills sectIon does not hmit any
authonty of an appropnate Federal bankmg agency, the CorporatIOn, or a State to take
actlon In addItIOn to (but not In derogatIon on that reqUIred under thIS sectIOn

[CodIfied to 12 USC 18310(m)]

[Source SectIOn 2[38(m)] of the Act of September 21, 1950 (Pub L No 797,64 Stat
882), effectIve September 21, 1950, as added by sectIon 131(a) oftitle I of the Act of
December 19,1991 (Pub L No 102-242,105 Stat 2253),effectlveDecember 19
1994

(n) ADMINISTRATIVE REVIEW OF DISMISSAL ORDERS --

(1) TIMELY PETITION REQUIRED -- A dIrector or sernor executIve officer
dISmISsed pursuant to an order under subsectIOn (f)(2)(F)(n) may obtam reVIew of that
order by filIng a WrItten petItIOn for reInstatement With the appropnate Federal
bankmg agency not later than 10 days after reCeIVIng notIce of the dIsmIssal

(2) PROCEDURE --

(A) HEARING REQUIRED -- The agency shall gIve the petItIOner an opportumty to
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(1) submIt wntten matenals m support of the petItIOn, and

(n) appear, personally or through counsel before 1 or more members of the agency or
deSIgnated employees of the agency

(B) DEADLINE FOR HEARING -- The agency shall --

(1) schedule the heanng referred to m subparagraph (A)(n) promptly after the petItIOn
IS nled, and

(n) hold the heanng not later than 30 days after the petItIon IS filed, unless the
petItIOner requests that the heanng be held at a later tIme

(C) DEADLINE FOR DECISION -- Not later than 60 days after the date of the
hearmg, the agency shall --

(1) by order, grant or deny the petItIOn,

(n) If the order IS adverse to the petItIOner, set forth the baSIS for the order, and

(111) notIfy the petItIOner of the order

(3) STANDARD FOR REVIEW OF DISMISSAL ORDERS -- The petItIOner shall
bear the burden of provmg that the petItIOner's contmued employment would
matenally strengthen the msured deposItory mstItutIOn's abilIty--

(A) to become adequately capItalIzed, to the e'{tent that the order IS based on the
mstItutIOn's capItal level or faIlure to submIt or Implement a capItal restoratIOn plan,
and

(B) to correct the unsafe or unsound condItIOn or unsafe or unsound practIce, to the
extent that the order IS based on subsectIOn (g)(1)

[CodIfied to 12 USC 18310(n)]

[Source SectIOn 2[38(n)] of the Act of September 21, 1950 (Pub L No 797,64 Stat
882), effectIve September 21 1950, as added by sectIOn 131 (a) of tItle I ofthe Act of
December 19, 1991 (pub L No 102-242, 105 Stat 2253), effectIve December 19,
1994

(0) TRANSITION RULES FOR SAVINGS ASSOCIATIONS --

(1) RTC's ROLE DOES NOT DIMINISH CARE REQUIRED OF OTS --

(A) IN GENERAL -- In Implementmg thIS sectIOn, the appropnate Federal bankmg
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agency (and, to the extent applIcable, the CorporatIOn) shall exerCIse the same care as
If the Savmgs ASSOCIatIOn Insurance Fund (rather than the ResolutIOn Trust
CorporatIOn) bore the cost ofresolvmg the problems ofmsured savmgs aSSOCIatIons
descnbed m clauses (1) and (ll)(II) of sectIOn 21A(b)(3)(A) of the Federal Home Loan
Bank Act

(B) REPORTS -- Subparagraph (A) does not reqUIre reports under subsectIOn (k)

(2) ADDITIONAL FLEXIBILITY FOR CERTAIN SAVINGS ASSOCIATIONS -
SubsectIOns (e)(2), (t), and (h) shall not apply before July I, 1994, to any msured
savmgs aSSOCIatIOn If --

(A) before the date of enactment of the Federal DepOSIt Insurance CorporatIOn
Improvement Act of 1991 --

(1) the savmgs aSSOCIatIOn had submItted a plan meetmg the reqUIrements of sectIOn
5(t)(6)(A)(n) of the Horne Owners' Loan Act, and

(n) the DIrector of the Office of ThrIft SupervISIOn had accepted the plan,

(B) the plan remams m effect, and

(C) the savmgs aSSOCIatIOn remams m complIance WIth the plan or IS operatmg under
a wrItten agreement With the appropnate Federal bankmg agencv

[CodIfied to 12 USC 18310(0)]

[Source SectIOn 2[38(0)] of the Act of September 21,1950 (Pub L No 797,64 Stat
882), effectIve September 21, 1950, as added by sectIOn 131 (a) of tItle I of the Act of
December 19, 1991 (Pub L No 102-242, 105 Stat 2253) effectIve December 19,
1992]
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ANNEX V 1 PhIlIppIne BankIng Sector-Market Trends, Challenges and Outlook

The peso has devalued by as much as 40% smce July 1997, mterest rates have mcreased

substantIally and non-performmg loans have also started to pIck up PhIlIppme banks are

suffenng from the same problems as therr regIOnal counterparts There are sIgns of asset

qualIty detenoratIOn and slowmg loan growth However, one major dIfference IS that

PhIlIppme banks have a relatIvely better operatmg envIronment and stronger capItal base

Moreover on a comparatIve baSIS, the magmtude of the PhIlIppme banks' problems are

not as huge compared to theIr counterparts m the regIOn

In thIS report, there has been a dISCUSSIOn of the operatmg envIronment, the magmtude of

the bankmg problems, and the recapItalIzatIOn needed to restore stabIlIty m bankmg

systems m IndoneSIa, MalaySIa, ThaIland and the PhilIppmes Also there was a

dISCUSSIon on the future trends and challenges that WIll be faced by the PhIlIppme

bankmg sector ThIS annex complements those analyses by offenng a bnef overvIew of

the outlook for the PhilIppme bankmg sector

Challenges faCIng the PhIlIppIne bankmg sector

1) Asset DeterIOratIOn

Presently, the mam concern for PhIlIppme banks IS the growth m problem loans or non

performmg loans (NPLs) In August 1998, commercIal banks saw theIr NPLs surge by

210% year-on-year (YoY) to P1662 bn or about 10 5% of total loans of the system

However, thIs ratIO IS stIll low compared to ItS peak m the 1980s The current NPL ratIO

IS the hIghest smce 1985 when bank NPLs peaked at 226% (around the tIme the

PhilIppmes declared a debt moratonum and the economy suffered ItS worst receSSIOn

smce World War II) Bank NPLs have grown conSIstently m double-dIgIt rates month

on-month as a result of the volatIle exchange rate and mterest rate enVIronment smce

September of last year However, thIs trend was bucked m June 1998, when NPLs fell

slIghtly--down 0 4%--due to a seasonal nse m loan demand
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Surpnsmgly, total loans m June surpassed the end-1997 level for the first tIme thIS year

by growmg 2% mamly due to seasonal factors and declmmg mterest rates (from 25%

30% m 1st quarter 1998 to 16%-21% m 2nd quarter 1998) There are some mdIcatIOns

that banks are startmg (or at least WIllmg) to lend agam, such as

• the resumptIOn of teleVISIOn and prmt ad campaIgns by dIfferent banks on

consumer financmg,

• trade finance are pIckmg up agam as firms start theIr mventory buIld-up for the
commg ChrIstmas season, and

• real mterest rates are declmmg smce January

However, the Jump m loan demand ill end-June may not be sustamed gomg forward as

eVIdence of a worsenmg macroeconomIC enVIronment (actual real GDP fell by -1 2% 2nd

quarter 1998 vs -08% consensus forecast) More ltkely, loan demand would be flat to

5% by the end of the year, as the domestIc economy enters a receSSIon phase m 2nd half

1998

Accordmg to a SG Secuntles Research on Phlhppme banks, empmcal eVIdence shows

that a stable foreIgn exchange rate IS the key to arrestmg the growth m bank NPLs

Hence, the recent round of currency weakness m the regIon together WIth an economy on

the bnnk of a receSSIOn \\<111 have an adverse Impact on loan growth and asset qualtty

Bank NPLs are mamly composed of peso loans (e g, consumer financmg, workmg

capItal loans of SMEs, etc) and unhedged dollar borrowmgs (a small portIOn are

property-related loans) and banks WIll edge away from further lendmg m the face of

expected economIC slowmg

Accordmg to Bangko Sentral data, dollar-denommated loans (1 e, ForeIgn Currency

DepOSIt Urnt [FCDU] svstem) have fallen sharply by as much as 31 % smce July 1997 In

terms of percentage share to total loans, FCDU loans were down from over 27% m mld

1997 to 24% as ofApnl 1998 BPI IS the most prudent among ItS peers m thIS area WIth a

low 72% of total loans Based on our survey, the top-tIer commercIal banks have

reduced theIr FCDU loan levels SInce the peso devaluatIOn In mId-97, and encouraged

some borrowers (those who don't have natural dollar receIpts) to SWItch to peso-
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denommated loans These top-tIer banks have managed to keep the unhedged portIOn of

theIr FCDU loan portfolIo to a mImmum at around 15%-20% However, banks may be

faced With a double-whammy as some of theIr unhedged dollar loans financed property

developers such as RJ Ventures (compnses a tlurd of PNB's unhedged dollar loans)

C&P Homes, Mondragon, and Belle CorporatIOn, to name a few Thus, we expect a

contmued nse m bank NPLs m the commg months as the economy goes mto a taIlspm

and property pnces come down further

Notably, there has been sIgmficant mcrease m foreclosed collaterals attendmg the rIse m

non-perfonmng assets WIth loan asset quality on the declIne, PlulIppme banks have no

chOIce but to ImtIate foreclosure of assets PhIlippme banks have the edge over other

banks m the regIOn m terms of theIr abIlity to foreclose collaterals For example, banks

are able to forecalose assets even WIth one month of default on Interest payments To

aVOId reporting an account as NPL, some banks expedIte the foreclosure of collaterals

The surge In the level of real and other propertIes owned or acquIred (ROPOA) assets IS

an IndIcatIOn of thIs trend There are some advantages to thIS strategy lIke saVIngs on

loan-loss provisIOmng However, loan-loss provisIOmng by banks IS stIll not ta\.

deductIble unlIke In other bankIng markets, hence, banks are dIscouraged from

aggreSSIvely IncreasIng theIr loan-loss reserves Government regulators have recently

announced that banks' loan-loss provlSlons WIll be treated as busmess expenses and,

therefore, tax deductIble by end-1999 Moreover, another reason for the growth In

ROPOA IS the banks relatIvely high collateral coverage for NPLs of about 75% The

drawback of the growth In NPAs IS the dIfficulty of banks to dIspose of the foreclosed

property, SInce banks cannot dIspose the asset withm a year (unless the borrower Waives

hIS nght of first refusal) Asset pnces wIll contmue to go down In the commg months as

banks Will try to lIquefy these assets In the shortest pOSSIble tlille

2) Operatmg EnVIronment

The operatmg enVIronment for the next SIX to twelve months IS not encouragmg It IS not

surpnng that banks are aggressively proVIdIng for loan-loss reserves smce late last year

Loan-loss proVISIOns of banks have Jumped from P19 8 bIllIon m August 1997 to P475

bIllIon In August 1998, or a growth of 140% YoY ThIS means that banks are gearmg up
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for further peso weakness, hIgher mterest rates, and a slump m loan demand wInch would

push theIr NPLs Ingher Based on recent trends, commerCIal banks' NPLs are expected

to peak at 15% (or 43% Ingher from the end-August ratIO of 10 5%) m the next two to

three quarters ThIs expectatIOn assumes the followmg parameters m the next twelve

months

• average exchange rate at P42IUS$1,
• average 91-day T-bill rate at 15%, and
• zero growth III total commerCIal bank loans

AlternatIvely, under a more beansh scenano on the peso, mterest rates and loan demand

WIll push NPLs hIgher WIth a P45/$1 average exchange rate, an 18% 91-day T-bill rate

average, and a 10% contractIOn In total bank loans we would expect a 20% NPL ratIO

The probabIlIty of NPLs gOIng beyond 20% IS not hIgh SInce the condItIons In 1985

(\Vhen NPLs hIt 226%) offers lIttle comparIson to the present macroeconomIC and

polItIcal enVIronment There are three compellmg arguments for tills

• the economy Will not expenence a receSSIOn of-7% contractIOn m GDP SImIlar to
1985,

• local corporates are not as hIghly-geared compared to theIr counterparts m the
regIOn, and

• the PhIlIppme finanCIal sector IS adequately-regulated havmg already undergone a
restructurmg program In the mId-80s

WhIle It offers lIttle consolatIOn, PhilIppme banks are stIll well ahead of the worst

performermg bankmg systems In the regIOn as measured by theIr NPLs MalaYSIa (15%

18%), Smgapore (95%), Korea (25%-31 5%), ThaIland (25%-46%) and IndoneSIa

(70%)

The recent nse m bank NPLs hIghlIghts the nsk factors whIch contmue to confront the

PhIlIppIne bankIng sector These high-nsk factors are the followmg (together With the

key assumptIOns for the NPL/default rate)

• unhedged dollar-denomInated loans-15% of FCDU loans,
• property-related loans, assumes 30% declIne m property collateral values-26%

ofproperty loans,
• consumer-related financmg such as auto loans mortgage loans and credIt card

18% of consumer-related loans, and
• other loans, whIch takes mto account the over-capaCIty m the manufacturIng

sector-15%
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The base case estImate of 15% peak NPLs for commercIal banks by the second quarter of

next year hmges on the three assumptIOns mentIOned above, thIS peak NPL was arrIved at

by estImatmg the contnbutIOn to bank NPLs of hIgh-nsk lendmg segments The

breakdown ofNPLs by segment IS as follows

• FCDU loans, P62 5bn,
• Consumer-related loans, P32bn,
• Property-related loans, P60 7bn, and
• Other loans such as loans to agnculture, servIces, retaIl, utIlItIes and

manufactunng firms, P79 8bn
Total bank NPLs was estImated to be around P235bn by the second quarter of next year,

based on a flat growth m commercIal bank loans PI 57 tnllIon thIS year

3) DeclInmg ProfitabIlIty

AlbeIt to a lesser degree, the first half 1998 results for PhIlIppme banks mdIcate that they

are also suffenng the same problems as the other banks In the regIOn-asset detenoratlOn

and shrmkmg net mterest margms At first glance, all the bIg banks showed an

Improvement In profitabIlIty by postmg modest growth, except for PNB (down 36% YoY

m net earnmgs) Yet, allIS not as well as the moderate eammgs growth would depIct A

closer look shows that all the banks have reported an accelerated growth m non

performmg loans, a squeeze on net mterest margm (NIM), and a modest charge to loan

loss provIslOmng (LLP)

Most of the banks showed modest earmngs growth m first half 1998 WIth the exceptlOn

of PNB MBT and BPI posted below average earnmgs growth of 4 2% and 4 7%,

respectIvely, due to lower than expected provIslOmng charges m first half 1998 PCI led

Its peers WIth a respectable 8 6% YoY growth m net eammgs MeanwhIle, PNB was the

only bank that showed a declme m profitabIhty WIth a 36% drop In net profits, as nsmg

NPLs and LLP has cut mto Its profits GIVen the recent round of currency speculatIOn III

the dIfferent ASIan economIes and the contmued sluggIshness of the domestIc economy,

there IS a good chance that the operatmg enVIronment In second half 1998 may be no

dIfferent than first half 1998 The large-cap banks "WIll lIk.elv show a SIgnIficant drop m
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net earmngs thIS year, as nsmg NPLs m the near term would neceSSItate hIgher prOVISIOn

charges tills year

Most commercIal banks reported lower than expected LLP m first half 1998 PhIlIppme

banks usually WaIt for more mformatIOn m second half 1998, such as peak NPLs before

they book provISIOnIng charges Unfortunately, the amount of provISIOnIng would

depend on bank management's profit objectIves Usually, banks would book most of

then profits m second half 1998, and by domg so, they can determme the level of loan

loss prOVISIOns they need to charge WIth nsmg NPLs (unoffiCIally at around 9 7%, as of

end-June 1998), banks have lIttle room to show lugher profitabIhty Banks need to bIte

the bullet now, and strengthen theIr balance sheets to serve as a buffer to WIthstand the

onslaught of further asset detenoratIOn And WIth the regulator's plan to alloVv banks to

treat loan-loss proVISIOns as tax deductIble busmess expense by the end of 1999 thIS IS a

pOSItIVe development smce It WIll encourage banks to be more aggreSSIve m provIsIOmng

for past-due accounts Banks need to be remmded that earnmgs growth IS not the "end

all, be all" m these tImes of uncertamty The order of the day for bank management IS

not to be too focused on earnmgs growth but to take a more proactIve stance m theIr

approach to nsmg past-due loans-such as hIgher provlSlonmg charges to strengthen

theIr balance sheets

4) CapItal Adequacy

CapItal adequacy IS measured by the ratIO of nsk assets to unImpaIred capItal Under

SectIOn 22 ofR A 337, nsk assets are defined as total assets less cash, due from BSP and

other banks, loans covered by hold-out, deprecIated bank premIses, mortgage loans, loans

secured by CBCI s and deferred mcome tax The mImmum capItal adequacy ratIO IS

10% (under the Bank for InternatIOnal Settlements [BIS] Basle framework, the statutory

mmImum IS 8%) As of August 1998, the capItal adequacy ratIO of Phlhppme banks

stood at 17% ThIS capItal adequacy ratIO IS much hIgher compared to other bankmg

sectors m the Southeast ASIan regIOn The most recent data aVaIlable for the other

bankmg sectors m the regIOn are the follOWIng

+ MalaySIa, 11 8% (November 1996),
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• Indonesia 10% (June 1996), and

• ThaIland (December 1996)

UnlIke Its reglOnal counterparts most of the Pillhppme banks WIll not reqmre a huge

amount of recapItalIzatIOn smce most of the top-tIer banks have very mgh capItal

adequacy ratIos However PNB, whIch IS presently the most adversely affected by the

mcrease m NPLs, has a capItal adequacy ratIo of around 11%, wmch IS sIgmficantly

lower than the sector average of 15 5% Gomg forward, PNB whIch reported an 14 5%

NPL ratIO m mId-November 1998, WIll most lIkely have a peak NPL of around 16%-17%

by the end of thIS year Hence, the lIkelIhood of a recapItalIzatIOn for PNB WIll come

sooner than later WIth the expected sale of the government's 45% eqUIty stake m PNB

m the next 18 months, the recapItalIzatIOn questIOn wIll most lIkely be addressed bv the

government's planned dIvestment from PNB

RegIonal bankIng trends

The Southeast ASIan bankmg sector has now entered a pamful process of recapItalIzatIOn

as a result of the 1mgenng regIOnal economIC cnSIs On the back of thIS cnsIS, banks m

the regIOn have suffered m vary mg degrees a maSSIve detenoratIOn m asset qualIty, a

heavy debt burden (1 e, a combmatIOn of hIgh levels of short-term dollar-denommated

debt and local currency lIabIlItIes), mterest margm squeeze, and detenoratmg

profitabIlIty In the next two to three quarters, the ASIan bankmg sectors' profitabIlIty

and asset qualIty WIll contmue to detenorate further

The overall outlook of ASIan bankmg markets, partIcularly, IndoneSIa, ThaIland

MalaySIa, Smgapore and the PhIhppmes (1 e, the ASEAN-5) IS stIll negatIve However,

these Southeast ASIan bankmg sectors are at dIfferent stages of the economIC cnsis

Some banks have reached rock-bottom and are showmg SIgns of modest recovery
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(Thailand) Some banks are detenoratmg at an accelerated pace (IndonesIa) Some

banks are stIll detenoratmg at a moderate rate (MalaysIa and the PhIlIppmes) And other

banks have Just started to enter the CrISIS (Smgapore) In terms of magmtudes, the

problems bemg faced by IndonesIan, ThaI and to a certam extent MalaysIan banks are

huge, whIch Will reqUIre government "baIlouts" smce the pnvate sector and capItal

markets m general WIll not be able to shoulder the total cost of recapItalIzatIOn In

contrast, Smgaporean and PhIlIppme banks should be able to handle the cnSIS Without

havmg to rely heavIly on government support

1) IndoneSIa

The IndoneSIan bankIng system IS m dIre straits, and It has yet to see the full Impact of

the economIC cnSIS on the sector The IndoneSIan authonties have not yet figured out a

clear path of bankIng reform, restructurmg and recapItalIzatIOn

WIthout external support or a publIc bailout program, no bank m IndoneSIa can survIVe,

to say the least Accordmg to SO Secunties Research, the total amount of

recapItalIzatIOn needed by IndoneSIan banks IS around US30 bIllIon, With peak NPL

assrunptIOn of 75% for the whole sector At most, only 5% of the reqUIred capItal Will be

from the stock market, maJonty or about 95% WIll most lIkely come m the form of publIc

bailout program (1 e , government take-over of banks) Hence, the SurvIVal of IndoneSIan

banks IS m the hands of the government After the cnSIS, the IndoneSIan banks WIll

become hIghly concentrated as a result of the govemment-mitlated consolIdatIOn or

natIonalIzatIOn of banks Before the CrISIS, the decreasmg market share of the top 10

banks reflected a strengthemng of the bankmg structure, as less concentratIOn leads to

greater competItIon WithIn the bankmg sector However, thIS trend IS expected to reverse

after the cnSIS, as the top 10 banks \\1111 account for 81 % of total assets m the IndoneSIan

bankmg sector

Most of Indonesia's pnvate banks may have to gIve up theIr bank ownershIp to the

IndoneSIan BankIng Restructunng Agency (IBRA) The problems that have hIt
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IndonesIan banks have been so devastatmg that no smgle bank could survIve WIthOut any

government support The current bankmg and economIC CrISIS may brIng the IndonesIan

bankmg sector back to the pre-1983 era when the state banks dommated the whole sector

The dommation of state banks, m the absence of able support by professIOnal

management, IS lIkely to result m polItICal mterference m the state banks' credIt polIcy

But, the IndonesIan government's resources are very much lImIted by the foreIgn debt

overhang, and the abIlIty of state banks to absorb any further shock In the system WIll be

very lImIted Thus, the outlook for IndonesIan banks remams very bleak, and polItIcal, as

well as economIC consIderatIOns WIll have to be taken Into account In seekmg solutIOns

2) ThaIland

The outlook for ThaI banks IS not encouragmg m the near term as the adjustment to the

maSSIve currency deprecIatIon and hIgh mterest rates contmues At the moment, most of

the weak Thai banks are dependIng for theIr survIval on the FmancIaI InstItutIOns

Development Fund, a government guarantee fund However thIS government guarantee

fund IS only a short-term remedIal measure, and further bank restructurIng reforms IS stIll

reqUIred

Presently, ThaI banks are undergomg a consolIdatIOn WIth a sharp contractIOn m lIqUIdIty

and a huge Jump m NPLs followmg the economIC CrISIS The Impact of the econOmIC

CrISIS was not evenly spread across the bankmg sector Even though the Thai bankIng

sector suffered m general, the SIX bIggest banks were actually not as badly affected as the

other smaller (and weaker) banks As a result, the Bank of Thailand (BOT) was forced to

mtervene by dIrectly mfusmg lIqUIdIty to the bankmg system The BOT claIm on banks

grevv from Bt26bn to Bt232bn The BOT WIll tap long-term funds by ISSUIng government

guaranteed bonds, to ensure the recovery of the bankmg sector However, WIth the

dIfficult market condItIOns, It IS not lIkely that the BOT WIll be able to obtam the whole

fundmg from the bond market The estImated total recapItalIzatIOn reqUIrement of ThaI

banks IS around US$10-15bn ConservatIvely estImated, only about one-tmrd of that

amount can be raised m the capItal markets, the remamder WIll have to be shouldered by

the Thai government ThIS recapItalIzatIOn amount IS based on a peak NPL assumptIOn

152



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

of 40% for Thai banks However, It IS very drfficult to ascertaIn when the bankmg

sector's NPLs WIll actually peak

3) MalaysIa

For MalaySIan banks, there IS mountmg pressure on banks' loan asset qualIty Accordmg

to SG SecurItIes Research, the peak NPL ratIon for MalaySIan banks IS forecasted to

reach 263% thIS year The MalaySIan bankIng sector wIll need at least RM27bn In

recapItalIzatIOn to raIse rIsk-weIghted capItal ratIOS back to 10% The MalaySIan

government has come up WIth a strategy to recapItalIze banks and resolve or alleVIate the

NPL problem whIch Includes the follOWIng

+ Set up a SpecIal Purpose Vehicle (SPY) ThIs SPY WIll recapItalIze banks
together WIth a Jomt publIc-pnvate sector Steenng CommIttee to restructure debts
before they reach NPL status,

+ Set up an Asset Management Company Tills company v"Ill acqUIre the NPLs
of banks and remove them from theIr balance sheets, and help re-lIquefy the
system, and

+ Central bank or Bank Negara review ThIS covers the cost of funds and
mterest rate pncmg mecharnsms of banks to ease the mterest burden on
borrowers

4) Smgapore

WIth the mtroductIOn the nnggit currency controls plus the lmgenng regIOnal cnSIS,

Smgapore banks (whIch are normally the safe-haven of mvestors In the regIOn) are now

faced WIth the same nsks as the other banks m the regIOn Asset qualIty detenoratIOn

(nsmg NPLs) and dechmng profitabIhty (mcreasmg loan-loss provisIomng charges) Will

adversely the SIngaporean bankmg sector affect, albeIt to a lesser degree Accordmg to

SG SecuntIes Research, the peak NPL ratIO for SIngapore's banks IS expected to be 7%

thIS year Loan-loss prOVISIon levels are enough to cover thIS peak NPL and the expected

45% fall In collateral values Moreover, almost two-thIrds of the SIngaporean banks'

prOVISIons are general provlSlons, whIch mmcates a sIgmficant buffer should asset

detenoratIOn further accelerates However, the mcreased nsk for the Smgapore economy

and the stock market from the nnggit controls Will adversely affect the future outlook of

Smgaporean banks

Overall, the SIngapore bankmg sector WIll contmue to be the most stable and most solId

bankmg market m the Southeast ASIan regIOn and WIll not be faced WIth problem loans of

the same as IndoneSIan, ThaI and MalaySIan bankmg sectors
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MedIUm-term outlookk--The road ahead

Long the laggard m Southeast ASIa m terms of capItal markets development, the

PilllIppmes IS slowly catchmg up as a result of bankmg and fmancial reforms that were

msntuted m the past fevv years The PhilIppme capItal market has deepened, both m

terms of the array of financIal products offered ill the financIal market and growth m

bank assets, stock market capItahzatIOn and debt market capItalIzatIOn

The preferred ways of ralsmg capItal m the PilllIppmes are the followmg

• bank borrowmg,

• eqUIty market financmg, and

• debt secuntles financmg

Banks loans are the most common mode, followed by debt Issuances and eqUIty

offenngs In 1997, some 82% of the P2 25 bn ralsed m domesnc capItal mark.ets came m

the form of bank loans The stock market and the debt secunnes market accounted for

4 5% and 13 5%, respectIVelv

As the real economy grows more capItal WIll be needed as firms expand theIr capaCIty

and new firms are set up Compared to funds raIsed m the long-term capItal markets (1 e ,

eqUIty and bond markets), bank loans are more costly and short-term m maturIty WIth

the volatIle finanCIal markets, corporatIOns would prefer to ralse capItal m the eqUIty and

debt secuntles market, whIch can have access to long-term funds (1 e, msurance penSIOn

and retrrement funds, etc) However, corporatIOns cannot access the eqUIty and debt

secuntles market at the moment because of bad market condItIons Overall, ralsmg

capItal m the PhilIppmes IS stIll very much dependent on bank lendmg

Pohcymakers and market players agree that the capItal market's contnbutIOn to the

economy WIll depend on the quantIty, qUalIty, and effiCIency of the finanCIal servIces It

proVIdes WIthout a dynamIC and effiCIent capItal markets, finanCIal mtermediatIOn can

be both costly for mvestors and nsky for credItors In thIs lIght, finanCIal regulators are

now encouragmg the use of a greater array of fmancml mstruments (I e, hedgmg

mstruments lIke swaps and forwards) and serVIces to cater to the mcreasmgly
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soplustlcated needs of chents' m terms of rIsk management, trade and project financmg,

and underwrItmg secuntIes, among others

Fmanclal lIberalIzatIOn polIcIes Implemented m the past few years have successfully

created a more open and transparent finanCIal enVIronment m the bankIng sector From

now on, pohcymakers WIll have to focus their efforts on developmg the capItal market

and on strengthenmg both the eqUIty and bond markets The eqUIty and bond markets

could playa very sIgmficant role m the country's economIC development The growth m

capItal market actIVItIes would complement the growth of the bankmg sector, developmg

a more effiCIent PhilIppme finanCIal market An effiCIent and dynamIC capItal market

would faCIlItate the fundmg of the growmg mvestment reqUIrements that the PlulIppme

economy WIll need to sustam Its economIC growth m the long term Moreover, a well

functlOmng eqUIty and debt secuntIes mark.et WIll allow market players better to manage

market rIsks, Improve lIqUIdIty, and reduce mtermediatIOn costs Gomg forward, the

growth of the long-term capItal market also could mduce the emergence of new and

mnovative hedgmg mstruments such as fiananCIal denvatIves

In the medIUm term, the dependence on the bankmg sector for fundmg capItal

reqUIrements WIll be dimimshed, albeIt to a lesser extent compared m the past few years

The expected growth m mfrastructure expendItures m the medIUm term WIll mcrease the

demand for long-term and cost-effectIve capItal financmg Hence, the share of bank

lendmg m the total fundmg of capItal should declme steadIly However, the structure of

the capItal markets WIll not be altered slgmficantly and bank lendmg WIll contmue to be

the most common mode offundmg capItal

In mdustnalIzed economIes, firms fund theIr capItal reqUIrements though bond (or debt

secuntIes) Issuance because large (or bulky) mvestments cannot eaSIly be satIsfied by

bank lendmg, stock nghts offenngs, or mternally generated funds Bond floatatlOns have

some practIcal advantages lIke allowmg corporatIOns to retam control over management

decision-makmg On the other hand, emergmg economIes lIke the PhilIppmes WIll stIll

find eqUIty financmg (1 e IPOs stock nghts Issues, etc) as a cost-effectIve way of
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fundmg capItal There are currently 222 lIsted companIes m the PmlIppme Stock

Exchange, and the prospects for more medIUm-to-large SIzed compames (the PSE wIll

put up a th1rd board for small-and-medIUm SIzed enterpnses [SMEs]) to go publIc are stIll

good (as long as the general economy turns around and the regIOnal market condItIOns

Improve)

ThIS evolvmg charactenstIc of the financial enVIronment IS called finanCIal

dIsmtermedIatIOn FmancIal dIsmtermedIatIOn descnbes the move from bankmg

partICularly wholesale and corporate bankmg-mto secuntIzed capItal markets WhIle

dlsmtermedIatIOn frequently carnes a negatIve connotatIOn, m thIS case It sIgnals a

healthy maturatIOn of the PmlIppme financial market as long-term finance appropnately

ShIftS to dIrect secunty Issuance by corporate borrowers WIth the return of the

PhilIppmes to the mternatIOnal voluntary capItal markets m 1993, the government and the

super "pnme" corporate borrowers are mcreasmgly able to satISfy theIr fundIng

reqUIrements dIrectly through mternatlOnal bond Issuances (1 e Eurobond Issues, Yankee

bond Issues, SamuraI bond Issues, convertIble bonds asset-backed secuntIes, etc)

Moreover, corporate Issued-commerCial papers (CPs) and local currency denommated

bond Issues wIll become more acceptable and more frequent m the finanCial markets

Also, mutual funds WIll be sIphomng bank. depOSIts out of the bankmg system, and m

turn eqUIty and debt secuntles wIll serve as alternatlve mvestment vehIcles for these

funds Exchange-traded debt secuntIes (e g ,CPs government secuntIes such T-bIlls, T

notes and T-bonds, etc) and futures (mcludmg over-the-counter optIOns) WIll grow

rapIdly m the future as the capItal market deepens

Gomg forward, secuntlzatIOn and capItal market development WIll change the make-up

and structure of finanCIal markets For secuntizatIOn to happen, there WIll be a need to

develop new finanCIal mstruments that WIll accelerate deepemng and development of the

eqUIty and debt markets As the eqUIty and debt markets deepen, market players WIll

mcreasmgly need to hedge theIr pOSItIOns agamst volatIle market nsks ThIs WIll spur the

development of a secondary market m secuntles lendmg and borrowmg market for

eqUItIes and fixed mcome mstruments, creatmg a range of denvatIve finanCial assets and
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repo contracts The framework for allowmg "short sellmg" WIll pave the way for the

emergence of secunties lendmg and borroWIng which IS now currently bemg delIberated

m Congress, under the proposed new RevIsed SecuntIes Act

Although "short-sellmg" may stIll be a dIrty word m emergmg ASia-where many blame

the currency cnSIS on short sellers-the practIce IS growmg both m developed and

emergmg markets In turn, the eqmty/fixed mcome securItIes lendmg busmess IS groWIng

because for speculators to short an eqmty or fixed mcome secunty, another party who's

long on the secunty has to lend It The mstItutIOn of a repo market for secuntIes should

deepen the capItal markets and benefit from mcreased market lIqUIdIty and effiCIency,

and more Importantly from a broader partIcIpatIOn of mvestors, both local and foreIgn

Also, the repo market WIll hkely mcrease mterest from mternatIOnal and mstItutIOnal

mvestors who are already famIlIar WIth the repo mechanIsm m other major and emergmg

secuntles markets

In major eqUIty secuntIes lenchng markets such as New York and ChIcago m the Umted

States and London m the Umted Kmgdom, mstitutIOnal mvestors are begmmng to lend

theIr secuntIes more often One of the emergmg developments for the growth m

secuntles lendmg aSIde from "speculatIve" short sellmg IS the growth m convertIble bond

markets For example, covertible bond holders often short the Issuer s underlymg securIty

(eIther eqUIty or fixed mcome) m order to hedge the bonds And as convertIble bond

Issuance has grown dramatIcally across markets, partIcularly emergmg markets such as

the PhilIppmes, the need to borrow stocks from Issuers has also grown In the past few

years, PhilIppme corporate Issuers, mostly blue-chip companIes lIke PLDT, Metrobank,

Ayala CorporatIOn, JG SummIt, ICTSI, FIlmvest, etc, have tapped the convertIble bond

market as an alternatIve to fmance therr capItal reqUIrements

At present the total outstandmg PhIlIppme corporate covertlble bond Issues (around 12

convertIble bond Issues) amounts to around US$1 95 bn (or about P80 bn m local

currenc',.) Hence, the demand from mvestors both foreIgn and local for secuntles lendmg

and borrowmg facIlItIes at the present tIme IS very much growmg to say the least, as
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mvestors need financIal mstruments such as repo agreements to hedge theIr posltlOns

Tlus growmg demand has resulted m the emergence of an "mformal" repo market m the

eqUities and government secuntles markets The presence of an mformal repo market

creates legal, settlement, and counterparty nsks on the part of the contractmg partIes WIth

the absence of a legal and regulatory framework on repo agreements (e g , the "master'

legal repo agreements w111 protect the nghts of the two contraetmg partIes from any legal

or counterparty nsks)

Lastly, the usual concern expressed by regulators on repo agreements IS that It could

illerease the volatlhty of stock/fixed mcome pnces smce the repo w111 faclhtate greater

leveraged actIvIty m the secunty Accordmg to a study by the Bank of England on the

Gl1t repo market m 1994,

"there IS no mdlcatlOn that other secuntles markets where repo IS permltted have
expenenced an mcrease m volatlhty as a result, nor does It appear that the gl1t
market has been msulated from volatlhty m the past year by the absence of
generahzed repo "

As mentlOned earher, government pohey-makers are movmg ill the dlrectlOn of allowmg

"short sellmg and creatmg a framework that Will allow seeuntIes borrowmg and lendmg,

and perhaps leadmg to the development of a functlOnal and regulated repo market for

secuntles
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ATTACHMENT 1 Responses to BSP Comments

SectIon I-Changes keyed to comments

Comment No 2 page 16

We have added some dIscussIOn on derIVatIves In the PhIlIppInes

Comment No 3 page 11

We have replaced Table I 3 With Tables I 3a and I 3b to show the amount oflendmg done
by the trust department of commercIal banks and added some comments In the text

Comment No 4 page 12

We have revIsed Annex I 3 and revIsed the text accordmgly

Comment No 5 page 13

We have revIsed Table 14 and the text to remove the effect of the exchange rate on the
ratIo of FCDU depOSIts and M3

Comment No 6 page 18

The banks mterviewed for tlus study dId not furnIsh the study team wIth time senes data
of the transactIOns and pncmg of theIr forex corporatIOns purchases and sales of foreIgn
exchange

Comments Nos 7

ThIS IS addressed In SectIOn I D and m SectIOn II

CommentNo 8

See cover letter and the proposed program to address these Issues In Attachment 2

Section II-Changes keyed to comments

CommentNo 8

We have added some dISCUSSIOn about changes m demand for components of M3 and
possIble offsets and some dISCUSSIon of prevIOUS theoretIcal studIes concernmg the effect
of the use of denvatlves on monetary aggregates

We have also added some dISCUSSIon on thIS Issue mcludmg comments on the lIterature
on p 41-42



Attachment I
Page 2 of)

CommentNo 9

We had added a paragraph discussmg the consequences of altered auctIOn
amounts (p 30)

Comment No 10

We have added some dIscuSSIOn about the role of speculators m financIal markets (p 31
32)

Comment No 11

We have rewntten the sectIOn on the evoluatIon offmancial denvatives m the PhtlIppmes
based upon the newly supplIed tables

Comment No 12 (p31-34)

We have rewrItten the paragraph on peso-dollar forwards to reflect the corrected venson
ofTable II-3 that BSP recently supplIed

We have corrected the amount offx optIOns attnbuted to FCDUs (we thmk there may be
a problem WIth the data smce the reSIdent and non-resIdent numbers are IdentIcal)

Comment No 13 (re p 34)

We have rewrItten the paragraph on FX optIOns SO that the problem WIth the calculatlon
of net exposure hmIts(I e omIttmg optIOn pOSItIOns) IS clearer

We have added some dISCUSSIOn about foreIgn exchange markets and the effect of
restnctIOns (p35-37) (We have elImmated the dISCUSSIOn about overseas workers, we
have no data that would shed lIght on then role m foreIgn exchange markets

We have added a paragraph on the role of speculators m finanCIal markets

Comment No 14 (re p 35)

We have added some dISCUSSIon of the nsks that may be created by a growmg denvatives
market, that may offset part of the gam pernntted by redIstnbutIOn of busmess nsk(p 39)

We have added a footnote dealmg WIth the moral hazard Issue(p 38)

We have added a comment on banks' exposure(p 38)

We believe that the Jochum & Kodres paper IS dated 1998
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Comment No 15 ere p 35-37)

DenvatIves actIVIty IS not at the level where one could see effect on the monetary
aggregates We have added some addItIOnal dIScuSSIon of the theoretIcal dIrectIOn that IS

likely (see p 40)

Comment No 16(re p 37-38)

We have expanded the dISCUSSIOn and added some dISCUSSIon of the hterature(p 41-42)

SectIOn III-Changes keyed to comments

Comment No 17, On the structure of the PhIlIppme bankmg system(page 39)

All the suggested changes were adopted most WIth the language prOVIded

Comment No 18, On the personal lIabIlIty of regulators(page 41)

The language of the relevant regulatIOn was mcorporated as gIven The dISCUSSIOn of the
comparatIve umqueness and mtImidatmg nature of the praCtIce was modIfied slIghtly but
remams on pomt as before

Comment No 19 On the secrecy of bank depOSIts

The pomt was taken usmg some of the language proVIded

Comment No 20 Prompt correctIve actIOn

After reVIeWIng the statutory language prOVIded, the report dISCUSSIOn was amended to
better explam the pomt of the dISCUSSIon DespIte the PhIlIppme statutory and regulatory
progress on prompt correctIve actIOn, a more detaIled statutory mandate IS lIkely to be
needed

Comment No 21 On page 42

All the suggested changes were made by addmg new language or removmg old language

Comment No 22 On page 43

All the suggested changes were made mostly WIth the language recommended
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Comment No 23, On page 45

The recommendatIOns were supplemented wIth some Ideas for tratmng on denvatives,
nsk based capItal standards for denvatlves, and on establIshIng optIOns and futures
exchanges DetaIls and gUidelInes on these subjects need more attentIon than this report
can adequately address, and more practIcal attentIOn Vanous Phl1lppme and mtematIOnal
orgamzatlOns can proVide expertIse on these subjects, mcludmg how other countrIes are
dealmg With denvatlves Gettmg the benefits of that expertIse as tratmng rather than
another study or report could be very useful

SectIOn IV-ehanges keyed to comments

Comment No 24

We are pleased that our study IS conSIstent WIth ongomg work m the BSP

Comment No 25,

Money demand functIOns would not dIrectly address the Issue of hnkage between money
growth and mflatIOn Even If money demand were reduced by finanCial mnovatIons, as
long as the relatIOn between money and pnces IS stable, then that IS suffiCIent for the
results reported m the sectIOn to answer the questIOn of the lInkage

SectIon V-Changes keyed to comments

Comment No 26

Note that this sectIOn reViews wntten studIes whIch can only be abstracted With respect to
what they contaIn The dIScussIon cannot be expanded to capture actIOns by the
authontIes beyond what has been reported Nevertheless, we mclude m Annex V I an
outlook for the PhIhppme bankIng sector, how It compares With other Southeast ASIa
bankmg sectors and commentary on the short and Intermediate term for the broader
finanCial sector, mcludmg the lIkely movements m the ratIO to total loans of non
performIng loans (NPL)

SectIon VI-Changes keyed to comments

Comment No 27

Agreed

Comment No 28
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The study does not recommend the use of new concepts of money The study does
present eVIdence on the Issue of the broad aggregates whIch mclude non-monetary
depOSIts (eg, M4 WIth FCDU), havmg a weaker relatIOnshIp wIth mflatlon WhIle merely
a conjecture, It IS lIkely that an aggregate that mcluded trust accounts (a non-monetary
depOSIt) would be SImIlarly weak

Comment No 29,

The conclusIOns are not mconsIstent FIrst, note that the assertIOn m SectIOn I advances
the pOSSIbIlIty of undercuttmg the lmkage due to the defimtions of the aggregates
SectIon IV tests the aggregates, and reports that the narrow aggregates work better than
the broad ones, there IS no foundatIOn for mfemng that any of the aggregates IS perfectly
defined

The findmg that the narrow aggregates are more closely connected to mflatIOn does
Imply that there IS more mformatIOn about mflatIOn m theIr growth rates than m the
broader aggregates

Comment No 30, Fmdmgs and RecommendatIOns

SuggestIOns for studIes are mcluded under several of the expanded recommendatIOns, and
a suggested program for tralIDmng and modellmg IS mcluded m Attachment 2
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ATTACHMENT 2 Trammg and ModellIng Program for BSP

Trammg m the analytIc methods used m thIs report can be provided to BSP staff In
particular, the questIOns compnsmg Comment 8 could form a natural structure for such a
trammg program With BSP staff bemg mstructed m the use of econometrIc software and
workmg WIth Barents Group staff m the constructIOn of a CGE model of the PhilIppme
economy

FollOWIng the analysis of the Impacts of financial market mnovatIOns and denvatives on
the feaSibilIty of quantItatIve monetary polIcy, there are three substantIve areas for further
mvestigatIOn and trammg ofBSP research staff

ApplIed EconometrIc Methods Research department staff would be tramed m the
analysIs of monetary polIcy optIOns of the form applIed m SectIOn IV of thIS report
A natural extensIOn of thIS trammg would be to apply time senes technIques for short
term forecastmg of financIal vanables of mterest such as the exchange rate and
mflatIOn

2 Fmanclal Derivatives AnalySIS DenvatIves expose a bank to both market nsk and
credIt nsk These nsks need to be evaluated and combmed WIth nsks mother
finanCIal mstruments BSP would be tramed m computmg "market exposure" of
portfolIos that mclude denvatIVes ThIS would mclude some explanatIOn ofoptIOns
how to value them and how to combme them WIth pOSItIOns m the underlymg
secunty Swaps would also be explamed Credit exposures and partIcularly credIt
exposures of banks to major counterparties need to be computed BSP staff would be
tramed m how to calculate these credIt exposures and aggregate dIfferent Instruments
WIth the same counterparty

3 CompetitIve General EqUIlIbrium (CGE) ModellIng CGE models prOVIde for the
analySIS of structure of the economy so that the substItutIOn among portfolIo assets
and the effects of polICIes m the long run can be assessed The program would
Include the constructIOn of a CGE model WIth the mvolvement of BSP staff The
long-run vantage of such a CGE model would allow mformed chOIces between
polICies that WIll reqUIre sIgmficant tIme to evolve to a true eqUIlIbnum In PhilIppme
financIal markets To estImate potentIal eqUIlIbna from lIberalized financIal polICIes
also would reqUIre substantIal data resources and, perhaps survey mputs to estImate
representatIve ObjectIve functIOns and productIOn functIOns

Barents Group has proVIded applIed econOmIC analYSIS and econometrIc technIques to
central banks m Central ASIa (Kazakstan, Kyrgyzstan, Uzbekistan), Ukrame, Egypt and
Bosma We have also supported polIcy reform ImtIatives WIth forecast models for the
Hong Kong Monetary Authonty Our staff and consultants are well expenenced both m
the teachmg of technIques and In theIr applIcatIOn, several WIth long servIce m the US
Federal Reserve System The ObjectIves under our multI-task programs have mcluded
applIed econometnc analySIS and forecastmg techmques for research department staff,
the constructIOn of mtegrated data bases to support monetary polIcy analYSIS, and
ImplementatIOn oftraInmg for mId-level managers
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For the BSP, we propose a program of applIed mstructIOn, modellmg and forecastmg
along WIth the constructIOn of a CGE model to analyze the long-term consequences of
VarIOUS polIcy stances regardmg the market mnovatIOns and expanded use of financIal
denvatlves The traImng would mvolve hands-on applIcatIOns of standard regressIon
analySIS and tIme-senes forecastmg technIques on PhIlIppIne data combmed WIth further
traInmg In the financIal analySIS of denvatIVes The program of econometrIc InstructIOn
would Include developIng faCIlIty WIth EVIEWS, a WIndows-based econometnc package
that Barents Group has used In our central bank traImng programs In parallel, and WIth
mvolvement of BSP staff, we would construct a CGE model of the PhIlIppIne economy
mcludIng ItS fmanclal sector

ThIs program would be undertaken durmg a three to SIX month penod begmnmg m late
May of 1999 Barents Group has both the expenenced staff to teach these technIques and
fundmg vehIcles to Implement such a program If thIs would be an attractIve actIVIty for
the BSP to undertake, we can prOVIde at the Bank's request, a detaIled proposal of how
such a program of trallling would be structured

To address the questIOns m Comment 8, we belIeve that a CGE model IS the appropnate
mechamsm CGE models SImulate the workmgs of a market economy and are unIque m
theIr capaCIty support analYSIS of the Impacts of economIC polIcy deCISIOns, espeCIally
when the polIcy has economy-wIde sectoral and welfare reperCUSSIOns They capture
the mteractIon of VarIOUS actors m the economy, Includmg households (as consumers
workers and savers) firms (as producers consumers of mtermedIate goods, and
mvestors), government (as consumer and transfer agent), and the rest of the world (as
consumers of exports, producers of Imports and proVIders or reCIpIents of mternatIOnal
capItal flows)

The mam premIse of CGE models IS that "structure" matters They explICItly mcorporate
the workmgs of a multlsectoral, multI-market, general eqUIlIbnum system undergomg
structural adjustment The behavIOr of firms, consumers, factors of productIOn, and the
government are also modeled explICitly ConSIstent WIth mIcroeconomIC theory, all
agents are assumed to optImIze wlthm budget constramts IndIrect taxes and SubSIdIes
are mcorporated In pnce defimtIOns and affect relatIve pnces CGEs are unIque m
computmg the trade-offs of a gIVen polIcy deCISIOn

Real CGE Models

In the CGE model, firms maXImIze theIr profits under theIr productIOn technologIes by
chOOSIng combmatIOns of factor mputs The behaVIOr of each sector can be modeled to
reflect the enVIronment wlthm Vvhlch firms operate Factors such as regulatory
frameworks, olIgopohstIc/monopohstlc market structures and mcreasmg returns to scale
can be explICItly modeled Fmns v.IlI maXImIze theIr profits under the constramts of
theIr tax, subSIdy and regulatory frameworks and the relatIve Input, factor and output
pnces WIth whIch they are confronted Pnvate and publIc firms m all sectors WIll be
accounted for and modeled separately The pnce (both own and cross) elastICItIes of
SubstItutIOn and output are cruCial here m two respects They Will change the mput
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combmatIOns of a gIven sector and affect the demand for the output of that sector by
other sectors

Households save a portIOn of theIr lllcome and spend the rest on the purchase of
commodItIes so as to maxImIze theIr satIsfactIOn from consumptIOn Agalll, changmg
mcomes and relatIve pnces WIll alter household budget expenses The demand for goods
and servIces WIll depend on the pnces of the new tax/subsIdy system and the own-pnce,
cross-pnce and Income elastIcIties ofdIfferent types of households

The economIC actors make deCISIOns accordlllg to the relatIve pnces they encounter In the
market place, and pnces adjust untIl all markets clear and the economy IS In eqUllIbnum
Imported and domestIc goods are treated as dIfferent goods WIth varymg elastIcItIes of
substItutIon across sectors ThIs conventIOn captures the qualItatIve dIfference between
domestIc and foreIgn goods The e'\:change rate works hke any other relatIve pnce m the
system to clear the foreIgn exchange market subject to a current account balance of
payments constramt

The use of detailed mter-mdustry flow mformatIOn allows modelmg of the mteractIOn
between mdustnes that can result from the change m relatIve pnces of specIfic
commodItIes or the level of demand The technologIes of mdustnes (captured m the form
of productIOn functIOns) are the mam bmldmg blocks of CGE models and determme the
lmkages between vanous mdustnes UnlIke lmear mput-output models, CGE models are
very fleXIble m mcorporatIng all kmds of substItutIon possIbIlIties among IntermedIate
mputs, labor and capItal

The CGE model solves sImultaneously for product and factor pnces, exchange rates, and
the quantItIes of goods and servIces produced and purchased at these pnces It also
solves for all mcome flows, mcludmg wages, profits household dIstnbutIOn of mcome,
government revenue, publIc and pnvate savmgs, and balance of payments The CGE
model sImultaneously determmes the eqmlIbnum quantIty and pnce sector m a conSIstent
framework

IntroductIOn ofthe Fmanclal Sector

The exclusIOn of financIal markets from real sector CGE models presupposes the
functIOnIng of smooth and effiCIent markets where asset market eqmlIbna are determmed
by consldenng both return and nsk However, dIfferent countnes have dIfferent levels of
financIal and capItal market development, and hence dIfferent levels ofmarket effiCIency

A CGE model of the PhIlIppmes can be developed mcorporatmg the more Important
features of finanCIal markets Currency and mterest-bearmg depOSIts and loans would be
mtroduced and the Central Bank and the bankmg sector would be exphcltly modeled (the
latter WIll allow the modelIng of reqmred reserves) FIrms demand loans m order to
finance theIr workmg capItal and mvestment Households demand money for transactIOn
purposes, WIth therr excess wealth put mto tIme depOSIts Interest rate clears the bankmg
sector
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Two mam lmkages connect the real and financIal sIdes of the economy, the mterest rate
determmes the level of Investment The supply of credIt affects sectoral output VIa the
productIOn functIOn of firms The InnovatIOns dIscussed m our study would then be
modeled Via theIr effects on the endogenously modeled varIables, mcludIng the supply of
credIts, mterest rate and exchange rates, among others

By allowmg the firms to reduce theIr nsk, denvatives perform the functIOn of completmg
the markets (m the sense of Arrow-Debreu), and bnng the economy closer to the
neoclaSSIcal paradIgm where the effect of monetary polIcy IS neutral An Important lmk
between the real and finanCIal sector that WIll be modelled IS the credIt financmg of
workmg capItal Monetary polIcy and changes In the finanCIal sector products whIch
modIfy the cost and avaIlabIlIty of credIt WIll affect aggregate supply, espeCIally In
economIes WIth less developed fmanclal mtermedIatIOn By modelmg the finanCIal sector
of the economy the effects of Innovations Via changes m credIt supply and commerCIal
bank reserve reqUIrements, among others, can be studIed m the CGE model Captunng
the ngidIties (as reflected m the credIt fmancmg constramt of the firms for example) m
the pre-denvatlVe world and parametensmg the "mcompleteness of the finanCial
markets ' and then removmg some of these constramts, WIll allow us to calculate the
effect of the finanCIal InnovatIOns on the real SIde of the economy, mcludIng sectoral
productIOn employment and GDP We WIll also measure the economIC welfare
ImplIcatIOns of the finanCIal InnovatIOns


