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INTRODUCTION 

The Bangko Sentral ng Pillpmas (BSP) has requested assIstance from the US AID-ManIla 
to examme the Impacts of recent fmancial mnovatlOns takmg place III the PhIlIpp me fmancial 
sector on the conduct of monetary polIcy The ultImate obJectlve of the requested assIstance IS to 
strengthen the capabIlIty of the BSP m monetary polIcy and management wIth respect to 
financIal mstrument mnovatIons The speCIfIc tasks of the contractor are the followmg 

1 Assess the eXlstmg potentlal use of new finanCIal mstruments m the PhilIppme 
finanCIal market and analyze the underlymg features of such mstruments, mcludmg 
denvatives, bonds, secuntIes and eqUIty mstruments, swaps, optIons and other off
balance sheet accounts, as well as those ansmg from foreIgn exchange transactIOns 

2 Assess and measure the potentlal Impact of the new finanCIal mstruments on the 
behaVIOr of leadmg monetary aggregates and key monetary mdIcators, mcludmg 
multlplIer, velOCIty, mterest rates and exchange rates ThIS shall mclude an m-depth 
assessment of the present defimtIOn of monetary aggregates 

3 Assess the Impact of the electromc money payment system expected to be mtroduced 
m 1998 

4 ProVIde hffilted short-term trammg for ImmedIate reqUIrements necessary to Improve 
BSP management capabIlIty to deal WIth perceIved urgent stabIlIzatIOn problems 
JustIficatIOn should be proVIded for these trammg requIrements 

5 PrOVIde recommendatIons on polIcy and mstltutlonal measures to further strengthen 
monetary polIcy and mstruments WIth respect to these finanCIal mnovattons 
RecommendatIOns shall mclude polIcy adVIce, quantItatIve estlmatton actlvltles, 
mformation momtonng systems and addItIOnal trammg reqUIrements for BSP staff 
RecommendatIOns for the dIfferent measures and theIr asSIstance reqUIrements should 
be supported by JustIficatlon and should mclude a hstmg of pnontles 

Barents has been selected as the contractor for thIS actIVIty ThIS mceptIon report 
outlmes the approach the contractor IS gomg to adopt to carry out the tasks mdlcated above 

DEVELOPMENT CONTEXT 

The PhIlIppme finanCIal system was lIberalIzed conSIderably begmmng m the early 
1990' s Rules on exporter sales of theIr foreIgn exchange proceeds were ellmmated and a 
foreIgn exchange market developed In the fixed mcome markets, the government began to Issue 
medIUm and long-term secunnes, rangmg from 2-year notes to long-term 20-year bonds The 
pnvate sector began to Issue medIUm-term commercIal papers The hberalizanon of the entry 
and scope of operatIOns of foreIgn banks Increased competitIon In the bank..ng system The 
mcreased compennve enVIronment motIvated banks to mtroduce new finanCIal Instruments mto 
the local finanCIal system 

There also was some mterest on the part of polIcy makers m allowmg finanCIal 
denvatIves markets to develop In late 1995, BSP Issued CIrcular 102, whIch spelled out the 
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condItIOnS necessary for banks to obtam hcenses for denvatIves actIVItIes These condItIons 
mclude establishment of a nsk management umt as well as software and expertIse precondItIOns 

As of mld-1998, 11 banks have been authonzed to conduct denvatives actiVItIes under 
"expanded" denvatIves hcenses In addItIOn, many banks have outstandmg apphcatIOns for such 
hcen~es 

As early as late 1996, shortly after the first mstItutIOns were authonzed to do denvatlves, 
there was some small amount of denvatives actiVIty When several ASIan countnes had cnses m 
July 1997, the Philippme peso also was affected The exchange rate, ImtIally at P26 to the 
dollar, depreCIated over a number of months to about P40 to the dollar The BSP severely 
tightened the allowable banks' net long foreIgn exchange pOSItions to the lesser of 5% of capItal 
and PlO mllhon, m reactIOn to the peso's sharp depreCIatIon The BSP has also sought to hmlt 
the use of non-deliverable forward contracts and dollar depOSIts assocIated WIth the peso forward 
contracts 

These developments have posed potential challenges to the stablllty and effectIveness of 
PhIhppme monetary poltcy and management 

ISSUES AND APPROACH 

ThIS section outlmes the Issues to be analyzed and dIscusses the approach to be used to 
eXamlne finanCIal mnovatIons m the PhIhppmes and the effect on the monetary aggregates and 
monetary policy It proceeds from a SImple framework m whIch the BSP uses an mtermedIate 
target to mfluence the ultimate target of monetary pohcy 

Through dIScussIons WIth regulators and market partICIpants and data analYSIS, the 
contractor wdl evaluate the Importance of fmanclal mnovatlons, such as finanCIal denvatIves and 
other mnovatIOns, problems WIth the markets, and problems WIth the supervIsIon of finanCIal 
markets and mstItutlOns on the formulation and ImplementatlOn of monetary polIcy (The people 
to be mtervlewed, questIons to be asked, and the Issues to be evaluated follow as attachments) 

A Fmanclal Derivatives 

1 InvestIgate the Extent of Denvatlves Use 

A Obtam and evaluate the BSP data on the volume of dIfferent types of finanCIal 
denvatIves 

B investIgate wluch types are commonly used and by WhICh type of mstltutIons 

2 Problems Regardmg the Use of Denvatlves 

A Talk to market partlclpants---forelgn and domestIc banks WIth denvatIves hcenses or 
who have apphed for expanded denvatlves hcenses-about Issues regardmg 
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- Problems wIth hedgmg 
- Problems wIth accountmg 
- Problems wIth BSP forms and regulatIOns 

B Talk to the BSP about fmancIaI denvatlves, wIth emphasIs on 

- Types of denvatlve that concern BSP 
- PerceIved effect on monetary polIcy formulatIOn of foreIgn currency deposIts 

C Talk to Department of Fmance on tax Issues, especIally 

- Relatmg to government secunties and repurchase agreements 
- Relatmg to denvatlves 

B Regulatory Issues 

The contractor WIll consIder a number of Issues regardIng bank regulatIOn These Include 

- The structure of bank regulatIOn In the PhIlIppInes as It relates to monetary polIcy 
Issues 

- The tegulatlon of denvatlves and other financIal InnOvatIOns 
- The role of regulatIOn and the effiCIency of finanCIal markets 

C Monetary Pohcy Issues 

The contractor WIll analyze the current use of denvatlves and other finanCial InnOvatIOns 
ThIS analYSIS WIll conSIder 

- Empmcal problems In measunng the monetary aggregates 
- The use and affect of money SubstItutes (e g, ATMs, credIt cards, smart cards, 

CTFs, FCDUs, etc) 
- Risk to the bankIng system 
- ImplementatIOn and effectIveness of monetary polIcy 

The contractor WIll analyze the BSP's general approach to monetary polIcy ThIS area of 
InveStigatIOn WIll Include 

- The goals and obJectIves, both short-run and long-run, of polIcy 
- The role of the exchange rate and Interest rates In settIng polIcy 

The use of reserve reqUIrement changes 

D Other Issues 

The contractor wll1 also conSIder the operatIon of the government secuntIes markets The 
emphasIS In tills sectIOn WIll be to determIne how current regulatIOns and tax system affect the 
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government secuntIes markets, the efficIency of the capItal markets m general, and the 
ImplementatIon of monetary pollcy 

DELlVERABLES 

The report subffiltted by the contractor WIll mclude the followmg Items 

DISCUSSIon of the role of financIal markets m econOffilC development, mcludmg 
government secuntles, markets, pnvate debt markets, and the role of financIal denvatlves 
m allowmg nsk transfers 

AnalYSIS of the extent to whIch financIal denvatlves are bemg used currently m 
the Phlltppme economy and prognosIs for future use 

EvaluatlOn of whether fmanclal denvatlves are Impactmg the ImplementatlOn of 
monetary pollcy 

EvaluatlOn of whether financIal denvatlves are affectmg the monetary aggregates 

General assessment of the focus of monetary pollcy 

How should pollcy be Implemented? WIth base money, mterest rates, exchange 
rates? 

Assessment of the functlonmg of the government secuntIes markets 

How IS the pnmary market workmg? How IS secondary market workmg? (These 
are VItal both to the Implementation of monetary polIcy and to the development of 
the capItal markets) 

EvaluatlOn of whether the BSP should look at the denvatIves pOSItions of the commercIal 
banks m a way conSIstent wIth prudent nsk management 

Subject to data avruiabillty, analYSIS of the extent to WhICh finanCIal mnovatlons, such as 
credIt cards, ATMs, debIt cards, and smart cards are currently bemg used and theIr 
potential effects on monetary polIcy 

Evaluate the use of dollar deposIts at Phlhppme banks (FCnUs) and dollar deposIts 
accompanIed by peso forwards (1 e , so-called engmeered swaps) Evaluatlon of wluch 
monetary aggregate, If any, should mclude some or all of FCnUs 

Conduct of short-term trrunmg program on monetary polIcy analYSIS 

Tables, charts, and summary of econometnc results WIll accompany the analySIS as 
needed 
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TIME FRAME 

ActIvIties 

1 CollectlOn of eXlstmg hterature and 
data 

2 IntervIews WIth vanous partIcIpants of the 
market ators 
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