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EXECUTIVE SUMMARY

The five-year Financial Rescurces Mcbiiization Project will assist the
Govarnment of the Philippines (GCP) to strengthen the roie of the privata
sactor in the eccnomy, ther2by supporting the econemic recovery goal of
increased employment and inccmes. Project funding will total an estimated
$13.577 millicn. AID will provide $8.5 million of bilateral Devzlopment
Assis*ance (DA) funding. The GCP will contribute an estimited 34.357 miilion
and private Philippine invastors an estimated $0.206 miiiicn.

The purpose cf the project is twofold: (a) To enhance the envircnment for
mopilizing private term financial rescurces for investment in orscuctive
private enterprises, and (b) tc reduce the burden of tre pubtiic corporations
and acguirad assats on the national budget.

The project includes two major components, a privatization comccnent and a
capital markets development comoonent. Under privatizaticn, AID will assist
the GOP witn imgplementation of its program to privatize seiected state-owred
corporations and acquired assets through the recently established Assat
Privatization Trust and existing asset disposal units (ADUs), and ACUS to be
established. AlD-financed inputs will include short- and long-term technical
assistance in investment banking, legal, accounting and engineering areas
($3.770 million); policy studies (30.535 million); and limited quantities of
equipment (30.250 million).

The capital market development comporent wiil assist appropriate governnent
and private sector entities to strengthen the capacity of capital markets to
mobilize private term capital and encourage an increase in the supply of
securities. Expected outputs include proposals for revised legislation and
regulations submitted to Congress and an improved Securities and Exchange
Commission serving in a developmental as well as a regulatory capacity.
A.1.D. project funds will finance technical assistance ($1.530 miliion);
training ($0.125 million); computer equipment acquisition (3$0.38 million); and
a capital development market conference ($0.025 million). For both
components, an additional $1.465 million is budgeted for evaluation, audit,
fnflation and contingency.

The principal GOP implementing agency for th2 privatization component will

be the Department of Finance. Tha Capftal Market Development Working

Group -- with the Secretariat in the Department of Trade and Industry -- will
serve as the primary implementing entity for the legal/regulatory and
institutional development activities of the capital market development
component. An Investors' Promotion Group to be formed under the project will
coordinate directly with A.I.D. to implement activities for the develcopment of
a private investment company.

The project will procure technical assistance for the project through a
combination of host country and AID-direct contracts.
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I. The Probiem Context

A. Qverview

The two-fold purcose of the Fimancial Resdurces Motilization (FRM)
Project is to (a) reduce tne natioral Bucjetary bdurlen of acquirad assats and
Govarnment-owned and controlled corporaticns (GCCCs): and (k) enhance tn
environment necessary to mobilize private term finmancial resourcas for
investment in productive privata entarprises. Project activitias addressing
these purposes suppcrt two major Government of the Philippines (GOP) tnrusts:
(3a) to increase capital efficiency trrough the divestiture of nongerfarming
assets and inefficient stata-cwnad corporations: and (9) to shift from
subsidized credit policies encouraging cdect-financing of capital-intensive
industrial development and promota altarnative means of capitalization. The
GOP views these efforts as important to mcsiiize increased savings necessary
to achieve the Medium-Term Develogmert Plin orojacted average growth rate of
6.9 percent for tnhe 1987-1392 gericg. Tn2 Txiicwing sections provide
background on the investment efficiency and financing problems, the recent
macroeconomic outlook and the GOP strategy.

1. Investment Efficiency and Financing

Past GOP policies and investment practices have left the courtry
witn major investment and debt challenges, including:

- Net debt servicing averaging 40 percent of GCP axperditu-es,
27 percent of all foreign exchange earnings and 5 percent of
Gross National Product (GNP) curing 1387-1932;

-  Reduced GOP capability to provide basic services;

- Reduced private sector capability to contract debt; and

- Large numbers of public and private sector nonperforming
assets/ailing businesses.

These challenges evolved from the cumulative effects of
unsuccessful development strategies that reached crisis proportions in 1983.
The 1983-1986 economic crisis ended a long period of debt-financed economic
growth in the Philippines beginning in the early 1970s. This growth
effectively hid worsening structural imbalances in the economy due to: (a) an
import substitution strategy promoting inefficient, import-dependent and
overly capital-intensive, urban-based industrial sector development; and
(b) government intervention in the goods and financial assets markets that
created monopolistic structures and rent-seeking activities, largely
benefitting the cronfes of former President and Mrs. Marcos.

By 1980 the country began to experience a financial crisis that
reflected the nonviability of major investments of the 1970s. Private and
government financial institutions acquired private companies through
foreclosure. Government corporations incurred increasing ltabilities and
deficits that in turn increased significantly tiie GOP's 1iabilities and
deficit. The 1983 economic crists exacerbated these problems. Many
corporations went bankrupt. The GOP assumed a number of crony companies under
GOP debt guarantees, thus increasing the GOP's 1iabilities. The peso's
significant depreciation further increased the peso burden of GOP foreign
exchange-denominated loan liabilities. By March 1987, the country's total
external debt totaled $28.6 billion.
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2. Recent Macrceconomic Trends and Forecasts

The sccnomy appeared to be recovering by the third guarter of
1986. Latest GCP estimates for 1586 show that the r2al Gross Naticona' Product
(GNP) increased by 1.51 percent wnile gross domestic product (GDP)Y increasad
by 1.08 percent. he growthn momentum aspears to have continued into tne first
quarter of 1587. R=2a! GNP was 5.5 percent greater tnan GNP in the first
gquarter of 1986. Similarly, real GDP rose by 3.8 percent over the first
gquarter 1986 GCP. Significantiy, investments, as measured by real gross
demestic capital formation, continued to declina in 1335 but pested positive
growth in the first quarter of 1537 relative {5 toth tha first ar¢ fourtn
guarters of 1986. Cn tne proajucticn side, agriculture was t52 major growin
sactor in 1986; but, during tne first guarter cf 1987. ocor weatrer conaiticns
atfected growth. On the ctrer hand, the industrial and services seciors
tCecame more robust.

Availabie prcoiections for 2niiippine econcmic growth vary, but
all indicate the vulnerability of future growth to investment efficiency and
the availability of investment financing.

The 1987-1992 Medium Term Philippine Development Plan for
1987-1992 targets real GNP and real GDP growth rates for 1937 at 6.5 percant
and 6.7 percent, respectively. Average annual growth rate targets for the
pericd 1987-1992 are 6.8 percent for GNP and 6.9 percent for GDP. Thess
target growth rates, which correspond to an impiied incremental capital-outout
ratio (ICOR) of 2.8, appear optimistic. .

In commenting on the above targets, Mcntes (1935) pcints cut that
the average ICOR for the 1962-1982 period has heen 4.0. Using a simpie mocei
with the savings rate approximating historical levels and various external
debt servicing scenarios, Montes demonstrates that at tnis historical ICOR
level, real GDP growth wculd average 4.4 percent per year during the plan
period with no debt rescheduling and 5.6 percent per year with zero payments
on rescheduled principal.

Unofficial forecasts prepared by Mariano and Constantino (1987)
from the National Economic and Development Authority (NEDA)-Philippine
Institute for Development Studies Annual Econometric Model, which is supply
driven and therefore more reflective of structural adjustment processes,
indicate average real growth for both GNP and GDP at 5.1 percent per year for
the pertod 1987-1991. (ICOR is endogenously determined in this mode! with a
forecast averaga of 3.5 for the same period.)

3. GOP Develcpment Strategy

The 1987-1992 Medium-Term Development Plan emphasizes greater
private sector investment to increase income and employment. The GOP expects
the economy to recover and sustain respectable growth with the consistent
implementation of its structural adjustment program and policy reforms. Key
objectives of the structural adjustment program are: (a) to reduce the budget
deficit burden and increase private sector efficiency through the privatization
of public corporations and the divestiture of acquired assets; (b) to retool/
rehabilitate major private entities to utilize existing capital stock
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effectively; and (¢) to increase the availability of domestic financial
resources for long-term investment. The project will support diractly these
objectives by providing the GOP assistance to implement its Privatization
Program and to mobilize financial resources tnrough the capital markats.

8. Privatizaticn

1. Public Enterprises and Acguirad/Sequestered Assets

Currently, the GOP faces the task of divesting of a Targe number
of public entaerprises resulting from the proliferation of public entarcrises
in the 197Cs and the pcor financial performance of many public entargrises and
grivate companies whose debt the GOP has financed through government financial
institutions and/or guarantees. Included are more than 350 acquirad assets of
government financial institutions, approximately 260 sequestered companies and
mora than 1G0 GOCCs. Fifteen large chartered corporations maka ug agout half
of total public corporation assets; 76 smaller corpcraticns and 133 wncily
owned subsidiaries make up the remainder.

2. Effects on the Economy

Public corporations have generally performeu puorly and have
increasingly placed a heavy financial burden on the GOP. A discussion of
their impact on the economy follows:

Public corporations have been invclved in practically all
sectors, with the services sector accounting for the largest number of shares,
followed by manufacturing and finance. Their 1975-1984 contribution to
domestic production (gross value :Jded or GVA) grew at a slower 18.6 percent
per annum relative to that of GNP at 20.9 percent. The governmen:t corporate
sector's share in GDP increased from 1.9 percent in 1975, peaked at 3.3
percent in 1983 but dropped to 1.9 percent in 1984. Government corporate
Involvements in the electricity, gas and water sector and in the financtal
sector have been most prominent. Public enterprises accounted for 55.5
percent of the electricity, gas and water GVA and 33.3 percent of the
financial sector's GVA in 1975-1984.

In general, the public corporations have contributed little to
employment, less than 1.0 percent annually during 1976-1984. Their
contribution to investment has been more significant. Capital expenditures of
58 corporations represented 23.5 percent of gross domestic capital formation
during 1975-1984. However, most investment was financed from external
sources.

Nor have public corporations used scarce resources efficiently.
Labor, capital and total factor productivity have been declining over time.
Total factor productivity of government corporations was only 13 percent that
of the economy in 1981. Further, the average 1975-1984 rate of return on
assets of audited corporations was only 4.34 percent; on equity, 2.92 percent.

The public corporations have also increased significantly the GOP
deficit. During 1980-1986 the combined deficit of the 15 largest nonfinancial
public corporations alone averaged 3.1 percent of GNP. Total deficits of all
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public corporations during the same period could have easily exceeded 5.0
percent of GNP. To finance these deficits, public corporations have relied
heavily on foreign borrowings and nationai government support.

Lastly, the public corporations have increasingiy drained GOP
budget resources. Betwean 1375 and 1980, naticnzl government assistance to
public corporations averaged 11 percent of budgetary disbursements. In 1887,
the share of public corporations reached 18 percent, exceeding for tha first
time the budgetary share for infrastructure. By 1986, GOP assistance to
public corporations amcunted to pesos 29.9 billion (approximately $1.5
billion) or 28 percent of totai budgetary expenditures. For 1587, however,
the GOP olans to reduce support for government corporations to pssos 16.7
billion (3835 million) or 14 percent of the expanditure prcgram, primarily by
reducing lending.

3. G0P Pyblic Corpcrate Sector Rationaiization and Divestiture

The Aguino administration has initiated a five-year program to
rationalize the public corgorate sector to reduce the continued devastating
effects on the eccnomy. The program includes six alternative actions on
public corporations: (a) retention, (b) consoiidation or merger with other
corporations, (¢) regularization (as government agencies), (d) conversion to
private corporations, (e) dissolution or liquidation, and (f) total or partial
divestiture.

Steps taken to date to carry out the privatization program
include the following:

- Financial restructuring and rehabilitation of the major
Government Financial Institutions (GFIs)--namely, the Development Bank of the
Philippines (DBP) and the Philippine National Bank (PNB);

- Creation of the Committee or Privatization (COP) and Asset
Privatization Trust (APT). The COP is a cabinet-level committee tasked with
identifying for the President those nonperforming assets to be privatized,
determining which assets will be transferred to the APT, establishing
guidelines for privatization, and approving the sale and disposition of
assets. The APT will serve as a disposal unit, primarily for the acquired
assets of PNB and DBP (365 accounts representing an aggregate loan exposure of
$8 billion and with an estimated market value of $1 billion); and public
corporations and/or their subsidiaries which could not undertake their own
privatization efforts. The privatization of the 260 sequestered private
companies will be accomplished by a separate entity.

- COP issuance of privatization guidelines (See Annex L4);

- Commencement of priv;tizaticn.blan preparation by
privatization units of other public corporations;

- COP review of 121 public corporations for privatization;

- Presidential approval of 86 corporations for immediate
privatization (see Annex L5 for the 1ist of GOCCs approved for privatization);

- Initiation of disposal process. As of July 1987, the COP had
circulated general catalogues covering 50 assets and approved asset sales
totalling pesos 915.5 million. In addition, parent companies have sold some
GOCCs.
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, On the whole, the GOP seems to be making significant progress in
its efforts to rationalize the government corporate sector. The present
administration's commitment to enhance private sector participation in the
development effort facilitates this task. Notably, impetus for privatization
has gained increased attention not only because of the pressing need to reduce
the budgetary burden but also because of the GOP's plan to use the proceeds to
finance the Comprehensive Agrarian Reform Program.

Despite the progress to date, various factors could censtrain
the completion of the privatization effort within the short five-year time
frame--namely, the sheer size of the task, the range of financial and
technical analysis requirements, legal encumbrances, marketing reguirements,
and consistency of outcomes with GOP general policy initiatives (e.g., the
possible substitution of private for public monopolies).

C. Investment Financing and the Capital Markets

1. Qverview. The GOP investment financing policies of selective
credit allocation and of the provision of medium- and long-term credit at
subsidized interest rates encouraged businesses to become highiy dependent on
debt financing and less inclined to undertake equity financing. The country's
top 1000 corporations showed greater relfance on debt, with average
debt-equity ratios changing from 4.64 in 1981 to 5.31 in 1985. Although
businesses can use debt successfuily to generate returns after financial
charges, over reliance on debt could also lead to disproportionate capital
structures and high debt to equity ratios which constrain future debt
capabilities.. Reliance on debt also increases vulnerability to economic
downturns. Such vulnerability is heightened when political and social
considerations outweigh viability in financing decisions, as was the case for
a large number of Philippine companies. -

: The GOP's financial policies also fostered a partially developed

nonsecurities market (the banking system) but retarded growth in the
securities (stocks and bonds) markets. Businesses with term financing needs
not operating in GOP-selected sectors and without the appropriate political
affiliations had to resort to short-term commercial debt.

Well-developed capital markets in the Philippines to mobilize
domestic resources and foreign savings are important to encourage savings
through offering investors a variety of fnvestment opportunities and to assure
that the flow of net savings 1s directed to more efficient enterprises.
Investors generally demand corporata securities with consistently profitable
performance and/or growth potentfal, creating competition among companies and
forcing companies to improve their operating efficiency. In addition,
well-developed capital markets usually facilitate broader ownership of assets
and distribution of wealth.

; Two basic types of instruments are traded in the Philippine capital
marcets, equity claims and debt claims. Within each of these two categories
are a wide variety of Instruments ranging from the nonsecurities
markets--e.qg., traditional loans, mortgages and trust certificates--to the
securities markets--primarily, stocks and bonds. A discussion foilows on the
status and constraints of the Philippine bond market and stock exchange.

: _l,‘;v‘.'.’.".’ﬁ;‘{.'\',_.;‘:“"_l".j“5)"‘,-,9»31’: ;‘::;E"_ Bimp ":;g.r:‘ L _:.;';.\:-;.w,-’ A ‘-."-.,‘_;.; - :"""2:".‘,'«;:-:.5{ R




2. The Bond Market

The bond market is predominantly composed of government
securities, with only a handful of private bonds issued by some of the
country's large companies.

Ouring the period 1980 and 1985, government security issues grew
by an average rate of 23.3 percent annually. However, the annual average rate
was 40.0 percent during 1984 and 1985, largely as a result of the rapid growth
of Central Bank issues and short-term national government issues used as
anti-infiationary policy tools. Political instability during that oceriocd also
ennanced  the demand for short-term issues from investors who preferred to
remain 1iquid to hedge against uncertainties. Institutional investors
likewise opted for short-term issues in anticipation of future cash
- requirements and in response to high short-term yields. The demand for
short-term issues during this period resulted in increasingly slcwer growth of
medium- and long-term issues. By 1985 short-term issues accounted for more
than 60 percent of outstanding government securities.

As a result of the new GOP administration policy, some Central
Bank issues have been phased out. Such a policy would normally have reduced
the share of short-term issues to total: government securities outstanding, but
it has slowed growth of all issues. Saldana (1986) attributes the slow
expansion of medium- and long-term government debt issues to the inactive
sacondary trading of these securities, the easy availability of negotiated
debt financing from government financial fnstitutions, and, beginning in 198§,
the debt-cetling targets under the GOP's stabilization program.

, Corporate bonds are virtually nonexistent in the ccuntry.
Traditional short-term commercial paper and promissory notes issued by private
companies in the money market are by far the major forms of corporate
securities. Available longer term instruments are extremely limited in volume
and variety, and only a handful of private companies have issued corporate
bonds in the local market.

During 1980-1985, the public nonbank instituticns and the Central
Bank were the biggest Investors in government securities with a combined
average 47 percent share, largely because of GOP moral suasion on publicly
owned institutions to purchase government flotations. The banking system was
the next biggest investor during the same perlod because of the excess
Tiquidity and security features such as reserve eligibility, government
guarantees and tax exemptions. Reduced business activities of most
corporations and lack of sufficient confidence in the government resulted in
low private nonbank sector participation.

Demand for government securities increased because of high
ylelds. In general yields varied widely, from zero to as high as 40 percent
in 1985. Short-term 1ssues have been more competitive than long-term issues
resuTting in a reverse yield curve. Demand for corporate bonds has been and
continues to be nil. The primary consideration of investors is asset risk and

convertibility. Also, the economic crisis and continuing fnvestor ambivalence

do not augur well for an active market. The credit reputation of the borrower
remains a primary consideration. In addition, the absence of a secondary
market for corporate bonds has a dampening effect on demand.
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3. The Stock Market. Secondary trading in stock issues has had a
long history in the Philippines, but remains undeveloped. The Manila Stock
Exchange was established in 1927 and the Makat! Stock Exchange in 1363. About
138 companies now trade in the two stock exchanges, and only 48 of the top
1,000 companies in the Philippines actually have shares listed. The remaining
companies are mostly mining and oil speculative "paper ccmpanies.” Further,
only an estimated 30 percent of the shares of listed companies are avaiiable
for trading, and the majority are held by principal owners and institutions as
permanent investments. Most of the new issues are not underwritten and the
majority are rights issues at par value, below market prices.

The stock market's performance was progressively depressed
between 1980 and 1985, with the annual volume decreasing from pesos 4.65
billion in 1980 to pesos 4.04 billion in 1985. Ouring 1986 the value of
transactions in the two exchanges increased dramatically to pesos 11.4
billion, outstripping the previous high cf pesos 6.75 in 1976. The 1987 stcck
market activity has become more bullish, particularly after Congressional
elections in May. These recent developments appear to reflect increased
demand in light of changed political circumstances, substantial interest by
foreign buyers and increased prices of shares. However, the supply of
securities has not appreciably increased and has resulted in what both the
Department of Finance and the Securities and Exchange Commission consider to
be a bubble with a great potential to burst. The GOP questions whether the
fncreased trading and share values represent authentic investment or simply.a
means to launder money retained in the country for political uses.

The dnﬁeyeloped stock market results in trends which impede
efficient investment operation.

- Low predisposition of private owners of highly profitable firms
to share control over their enterprises;

- Unequal tax treatment of public and closely held corporations
with the advantage going to the latter;

- GOP focus on tke nonsecurities market and institutions resulting
in overdependence on debt financing and inability of securities
market to develop;

- Weaknesses in the regulatory and fnstitutional framework for
capital market development; and

- Lack of working knowledge among private firms of the advantages
and procedures for securities issuance.

Increasingly, the GOP recognizes the need to undertake reforms to
streamline trading functions. This project will assist the government to
fmplement needed reforms.

D. Relatfonship to CDSS and AID Policy

1. Relationship to CDSS

The project directly supports the FY 1988 CDSS Supplement
objectives to support GOP policy reforms to permit and encourage the private
sector to play its primary role in development--namely, those directed to
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privatize acquired assets and selected public corporations and
simplify/clarify investment rules.

2. Relationship to AID Policy

Privatization. This project is in full compliance with Agency
policy guidance on privatization contained in the March 1985 Policy Paper on
Private Enterprise Development and totally meets the AID Privatization
Objectives stated in the June 1986 AID Policy Determination No. 14.
Specifically, this project meets the Agency's directive to engage the
Philippina Government in discussions on privatization. Also, the Mission
expects to be involved in more than two privatization activities annually.
primarily utilizing the complete divestiture technique. However, some
activities will involve the partial divestiture technigue.

In addition, tne Mission is engaged in one other privatization
effort and a liquidation activity, outside the scope of this project, with the
Department of Agriculture. The first involves the divestiture of National
Food Authority operations that are peripheral to its primary function, and the
second, the liquidation of the Farm Systems Development Corporation parastatal.

The project also addresses all four of AID's pillars -- policy
dialogue, institution building, private sector support, and technoiogy
transfer.

Policy Dialoque. The project directly supports the Mission's FY
1988 CDSS Supplement policy dialogue agenda with the GOP to (a) enccurage and
support the GOP in implementing, maintaining and managing oclicy acticns for
sustained near-term recovery and long-term development; and (b) reduce the
government's role in the private sector and promote deregulation through the
privatization of acquired assets and selected public corporations, and
simplification/clarification of investment rules. The project will also
provide more focus to our policy dialogue with the GOP on fiscal and monetary
responsibility.

Institution Building. The project supports AID Institutional
Development Policy directives. Institution Building will be addressed
primarily by two project elements: (a) Technical assistance to the Securities
and Exchange Commission to enhance its capacity to play a more developmental
role in capital market development, reduce the scope of its regulatory powers
and enhance its regulatory/enforcement powers where necessary to protect the
public interest; and (b) technical asssistance for. upgrading the stock
exchanges and improving their efficiency, critical ingredients to providing an
efficient secondary market for investors.

Private Sector Support. This project directly supports the
development and growth of the private sector. Its efforts are directed to
increasing the productivity of the private sector, increasing the flow of
investment in the private sector and increasing the supply of and demand for
private investment grade securities through creating an environment conducive
to 1ssuing and investing in term securities and the establishment of a private
company for turning around financially distressed companies and for providing
investment capital for both new and on-going private agribusiness ventures.
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Transfer of Technology. The project will provide technical
assistance ang commcditias to the stock exchanges to modernize trading
practices and install a computerized trading system. This improvement in
tachnology will allow the stock avchange to operate meore efficiently. The
project will also ucgrade the Security Exchange Commissicn's informaticn
management sys-em and allow it O pursue its oversight and regulatory function
with greater afficiency and effectiveness.

£. Qther Coror Involvement

The wWorld Bank (WB), the Asian Davalopment Bark (ADE) and the
International Finance Corporation (IFC) have all been girectly invoilved in
promoting privatization and capital market devalopment in the Philippines.

The WB has been 31 vital forc¢a in prometing orivatization. It conditioned its
$310 million economic recovery loan on reforms in the government financial
institutions, including the establishment of a mechanism for the privatizaticn
of acquired assets and the restructuring of the DBP and FNB. 1In addition, tne
WB may develop a Public Corporate Sector Rationalization loan to support the
privatization of selected non-financial government corocrations and increase
the operating efFTiciency of remaining public corporations. Progress on this
loan appears to have stalled recently, however, due to an unwiilingness on the
part of the GOP to incur mcre foreign debt.

The ADB involvement in privatization has been limited to
providing grant technical assistance for privatization-re1ated studies. The
ADB funded an inter-country ccmpariscn of six Asian courtries' capital markets
in March 1985 which included the Philippines and is currantly undertakin ng a
Mutual Funds review to examine the feasibility of establishing a dcmestic
mutual fund and make recommendaticns for its structure.

II. PROJECT DESCRIPTION

A. Project Objectives

The project will contribute to the national economic recovery goal of
increasing employment and incomes.

The Government of the Philippines recognizes the essential role of
the private sector in the pursuit of economic recovery. This role inciudes
investing in productive enterprises and potentially productive government-held
acquired assets and public corporations. The government has recognized as
well the necessity of lessening the drain on the national budget resulting
-from the maintenance and operation of such assets and corporations.

Accordingly, the project purpose fis:

- to reduce the national budgetary burden of the acquired assets
and public corporations; and

- to enhance the environment necessary to mobilize private term
financial resources for investment in productive private
enterprises; and

This project's approach is to: (1) assist the government with the
divestiture of acquired assets and state-owned corporations, to increase the
firms' productivity and reduce related national budgetary expenditures; (2)
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work with the government and the private sector to improve the capacity of
capital markets to mobilize term capital, and (3) directly assist private
sector efforts to establish a mechanism for channelling privata investment to
firms being privatized, distressed firms, and new and operating
agro-industrial based ventures.

The following conditions, expected to prevail at the end of tne
project, will indicate that the purpose nas been achieved:

- The burden on the GOP budget resulting from maintaining acquirad
assets and financing the operating ccsts of parastata’s will have
been reduced;

- The capital! markets will serve more effectively as mcbilizers of
capital; and

- Conditions to encourage an increase in tne supply of securities
will be in place.

B. Project Components

To accomplish these purposes, the five-year project has twc majer
components: 1) a privatization compcnent to support the government in the
implementation of its ongoing privatization program; and 2) a capital market
development component to assist relevant government and private sector
entities enhance the capabilities of the capital markets to serve as effective
mobilizers of term capital and to encourage an increase in the supply of
securities. These are described in detail below:

1. Privatization

The Philippines' Privatization Program involves more than 350
acquired assets of government financial institutions (GFIs), approximately 260
sequestered companies and more than 100 government owned and controlled
corporations (GOCCs). The total book value of the GFI-acquired assets alone
approximates $8 billion. In an attempt to deal with the enormous task of
privatization expeditiously, the Asset Privatization Trust (APT) will
concentrate its efforts on privatizing the acquired assets of the GFIs. These
include the PNB, DBP and the Government Service Insurance System.

Coordinated through the Undersecretary of Finance (Chairman of
the Technical Committee on Privatization), the privatization of GOCCs will be
undertaken by the parent GOP Departments/Agencies to the extent they are
capable and willing to do so. Only in the event of a GOCC's refusal to ccmply
with a GOP directive to privatize will the APT be called in.

The GOP's budget resources to execute its Privatization Program
are meager. The WB has estimated that the APT alone could need as much as $10
million per year to effectively privatize the acquired assets under its
conservation. While the APT and some GOCCs have very capable (but Timited)
staffs, they are also underfunded. Other GOCCs have neither the staff nor the
resources to acquire the services required to execute their respective
privatization programs.
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The sweeping objectives of the GOP's Privatization Program,
sophistication of the market and structural layout of the sectors to be
privatized raquire the application of diverse and specialized disciplines.
Given the financial and human resource constraints of the APT and GCCCs,
tachnical assistance in the preparation of information, appraisal of assets,
design cf sectoral strategic studies and execution of privatization/
divestiture programs is required. Suppliers of these services should include
auditers, specialized engineering firms, management consultants, iavestment
banks and legai advisors.

Key GOP officials, including the Chief Executive Trustee of the
APT and the Undersecretary of Finance, have recognized this need and have a
desire to obtain AID assistance. Therefore, this project component will
provide technical assistance and commodities to the Asset Privatization Trust
and other Asset Disposal Units (ADUs), as described below:

a. Asset Privatization Trust

(1) Technical Assis*ance

A.1.D. wiil finance short- and long-term expatriate
and local specialized services and advisory consultancies in the following
areas:

(a) Information and Data Management

The APT has inheritad voluminous files on mcre
than 300 companies, including the type of physicai assets/technical
specifications, company financial and ope) ating reccrds, employment data, and
legal documents. A sound filing and retrieval system is needed for the APT to
function effectively. Technical assistance will be provided to the APT to
catalogue, audit and store files and data. This will include training APT
personnel on the use of computer hardware and relevant software applications
and supplying short-term manpower for the one time catalogue, and audit/turn
over exercise.

(b) Legal Services

Valuation and legal services are the two most
critical functions of the APT. Prior to the sale of an enterprise, legal
assistance 1s needed to solve fssues such as labor contracts, contingent and
hidden 11abilities, and to execute on behalf of the seller the actual disposal
of assets to a new owner. External counsel is needed to move decisively on
accounts and clear the bottlenecks in the marketing effort. AID will provide
. short-term services from local institutional sources or with a local firm as a

- subcontractor to an expatriate advisor as discussed below.

(¢c) Valuation and Marketing Services

Advisory assistance will be provided to the APT
for valuation and marketing services, primarily for those entities requiring
some level of foreign investment because of the large financial value of the
assets involved, technology requirements, foreign interest, etc. Smaller
enterpri?es may also be included, as needed. The assistance to be provided
will include:
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- Valuation;

- Prospectus preparation;

- Identification of prospective investors;
- Information dissemination;

- (Cffering of securities or opublic shara
placement;

- Investment prcposal evaluation;

- Bid development or negotiations with
prospective investors;

- Fairness statement or cpinion; and

- Closing, including legal services.

This assistance will be provided through an
expatriate investment banking firm with expatriate and/or local
subcontractors, as appropriate, for a grouping of firms (i.e. agribusiness,
services, industrial). Project assistance will utilize institutional rather
than personal services to provide greater accountability.

(d) Policy/Operations Studies

A.1.D. will also finance expatriate and/or iccal
consulting services for studies to guide the APT in decisions ranging from
rehabilitation versus liquidation and spin-offs/mergers to best use studies
and corporate strategy development.

(2) Commodities
A.I.D. assistance will be provided for the
procurement of computer hardware to support the information and data
management effort described above for the APT.

b. Asset Disposal Units for Government-Owned and
~Controlled Corporations (GOCCS)

(1) Technical Assistance

A.I1.D0. will assist the parent Departments/Agencies
of GOCZs by providing short- and long-term expatriate and local specialized
services and advisory consultancies for GOCC Asset Disposal Units (ADUs) and
for the parent entity's execution of the Privatization Program. It is
envisaged that the following GOP entities will be assisted:

- Philipptne National Oi1 Company (PNCC);

- Department of Trade and Industry - National
Development Company (DTI-NDC);
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- Presidential Management Staff (PMS);
- Department of Agriculture (DOA);
- Department of Tourism (DO1);
- Department of Finance (DOF); and

- Department of Transportation and Communicaticns
(DOTC).

(Please note that while NEDA is5 the GOP entity
under which a number of the GOCCs fall, the entities actually resoonsipie for
disposition include the Development Bank of the Pnilippines [DPS], Priiiopine
National Bank (PN8), Government Service Insurance System {GSIS], Social
Security System (SSS) and the Asset Privatization Trust [APTD).

Services provided will be similar to those listed
abcve for APT and wiil include management planning, investment banking, legal,
accounting/auditing, and specialized engineering services. In agdition, whare
new ADUs are to be formed, AID will assist the parent Department/Agency
establish the ADU. Activities financed under this element will include, but
not necessarily be limited to: .

- Establishment of ADUs, including develcpment of
guidelines for their cperation and
administration, scope of activities,
relationship to the CCP, APT and DOF;

- Refinement of privatization objectives;

- Identification of impediments to privatization
and development of privatization strategies,
including project specific studies as necessary
(e.g., rehabilitation versus liquidation);

- Assistance with the turnover of accounting
information files by the GOCC to the ADU,
including legal documents, financial and
physical assets, employment data, and
third-party creditor information;

- Recommendation of appropriate information and
data management systems, including both hardware
and software;

- The assessment of the demand for investment;;

- The conduct of financial analysis and/or capital
restructuring;

- Valuation;
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- Marketing assistance, including prospectus
development, information disseminaticn,
jdentification of prospective investors.
ofrering of securities, investment proposal
avaluaticn, bid development or negotiations or
placement of public share offerings;

- Presentation of a formal opinion on tne
“fairness' of the terms of the sale:; and

- Ciosing zervices.

in those instances where AQDUs exist and involve the
privatizaticn of sizeabie assets or where technology transfer issues are
involved and possibly require foreign investment (i.e., PNOC and NDC), an
expatriate investment banking firm, with expatriate and/or local
subccntractors as appropriate (i.e., legal services, specifalized engineering)
will be procurad to handle an appropriate grouping of the involved firms
(e.g., agrinusiness, shipping, services,). For less complex transactions, and
as conditions warrant, either an expatriate or local firm or some mix of the
two will be procured to provide the negessary services.

For the establishment of ADUs, it is anticipated
that a mix of expatriate and local consulting services will be reguired. Each
ADU will be composed of a staff with financial analysis and sectoral specific
expertise, preferably with no association with the GOCC to prevent
conflict-of-interest situations. The ADU staff members will come from either
the public or private sector and be managed by an individual with direct
reporting responsibilities to the individual with ultimate decisicn making
authority (i.e., Secretary or Undersecretary of a Department or an Agency
Head). The major task of the ADU will be to design and implement an Action
Plan and manage the overall privatization process. Each ADU will define its
objectives, determine the extent to which financial restructuring measures are
necessary, and develop and execute a marketing strategy.

In those tnstances where it does not make sense to
establish an ADU, consulting services will be procured to develop and execute
an appropriate privatization program.

(2) Commodities
A.1.D. assistance will be provided for the
procurement of computer hardware to support the information and data
management requirements identified by the technical asststance provided above
for selected ADUs.

2. Capital Market Development

The initial USAID examination of the capital market in
the Philippines was undertaken in 1985-86 to expand on an evaluation prepared
fn 1984 by the Asian Development Bank. The 1984 report focused largely on
banks and bank lending. It was felt that USAID might assist by focusing on
the securities markets for long-term financing, and by participating in an
expected implementation of recommendations in the report. Although capital
market development was not high among the GOP's priorities at the time, the

/
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Mission attempted to gain an overview of the securities markets to see if
development efforts were warranted. 1In 1985, discussions were held with many
people in the private sector, and it became obvicus that the long-term
securities markats were dramatically underdevaloped.

The new government brought a change in attitude. In
December 1986, the Ministry of Finance and the Ministry of Trade and iIndustry
(Ministries are ncw kncwn as Departments) initiated discussions on steps that
could pe taken to encourage deveicpment of the capital markat, with tne
objective of encouraging the provision of long-term finance to industry
through the securities markats.

A.I.D. will assist the GOP and private sectcr devalao
and mere fully utilize the existing Philippina capital market as a means of
mobilizing domestic and foreign savings for medium-to-long-term capital
financing for investment in oroductive entarprises. This comoonent has saven
elements: Legal and Regulatory Framework; Securities and Exchange Commissicn;
Stock Exchanges; Accounting and Auditing; the Capital Markets Conference;
Public Media Campaign; and Philippine Agribusiness Industrial and Investment
Company (PAIICO). A detailed description of each follows:

(a) Legal and Regqulatory Framework

A number of laws and regulations, such as the
Securities Act of 1336 as amended in 1982, are based on laws of other
countries (in this case the United States) and it is not clear that they
reflect policies appropriate to development of the Philippine capital markets
and private sector. Also, ad hoc rules and regulaticns have been built one on
top of another, and inadequately thought cut regulaticns are supplemented by
more regulations to fill "loopholes" in the original regulations.

The Securities Act of 1936, as amended in 1982, is
a prime example. It is based almost exclusively on laws in the United
States. The law is a copy of relevant parts of the U.S. Federal Securities
Act of 1933 and Securities and Exchange Act of 1934, which were based on
disclosure. However, significant changes were added, to blend in the approach
of securities laws (so-called "blue sky" laws) of certain states (most
particularly California), adopting from those states the concept that public
offerings of securities may not be made unless the government body
administering the law finds that the issuing company and the securities are
“sound" investments.

A number of topics are not covered; certain topics
are covered in a narrow way (such as required "approvals" for public issues,
as compared to simply requiring adequate disclosure). The law does not
address the needs of a modern, changing securities market (e.g., new
techniques of finance, 1links between markets, over-the-counter trading).
Finally, the law does not address the fundamental need of the Philippines --
to develop its capital market.

With the passage of the Investment Houses Law in
February 15, 1973 through Presidential Decree No. 129, underwriting, an
important activity, was virtually removed from the stockbrokerage firms and
became the preserve of Investment Houses. When new equity tssues were
subsequently floated in the market, stockbrokers became known merely as
"selling agents."
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The tax code has also impeded the demand for
securities. For axample, dividends and interest inccme ar2 tavable to the
payee, but dividends are not deductible expenses of the payer. A tax on
undistributed earnings also discourages business expansion.

The Corporaticns Cods of the Philippines, adeopted
in 1980, repiaced the 1306 Corpcration Law, which was based on the then
California Corporations Code. The 198C law was intended to "establish a new
concept of business corporations so that they are not merely entities
established for private gain but effective partners of the National Government
in spreading the benefits of caoitaiism for the social and econcmic
‘evelopment of the Nation." Impeciments to the supply of securities innherant
in the 1980 Corporations Code include the following:

- The pre-emptive rights requirement restricts a
wider distribution of shares from new public
offerings;

- The requirement that new public issues be sold
at par instead of market value. This severely
restricts the capacity of a company to raise new
equity and acts as a disincentive to public
jssues;

- The SEC has the power to approve/disapprove
increases in capital, a decision which should be
left entirely to the company; and

- Closed corporations (less than 20 sharehcliders,
shares prohibited from transfer) are not
permitted to have public offerings, are subject
to no restrictions on the size of assets, and
are not subject to public disciosure
requirements. These factors encourage
businesses to opsrate as closed rather than
public companies that raise term capital through
the securities market.

In sum, there are many legal and regulatory
impediments to development of the capital market. The environment needs to be
examined and evaluated from this perspective.

) Technical Assistance

A.I.0. will assist the Capital Markets
Development Working Group (CMDWG) conduct a comprehensive review of laws,
regulations and procedures pertinent to the regulation, development and growth
of the capftal markets in the Philippines. (Please see Section IV for a
description of CMDWG.) This review will focus on the changes/revisions in
current legislation/requlations/rules required to provide a clear legal
framework to develop and requlate the capital markets more effectively.

The review will identify revisions/changes
needed to foster: (1) an improved business climate; (2) an increase in the
supply and demand of securities; (3) the growth of full service securities
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firms (i.e. merchant/investment banks); and (4) the protection of investors,
including minority sharsholders. Furthermcre, the review will take into
consideration the impact of the new Constitution and the role of Congress as a
Tegislative body in its recommendations for legislative change.

The Act/Ccdes/Regulations/ Rules to be reviewed
include:

- The Securities Act of 13936, As Amended;

- The Investment Company Act of 1960;

- The Invastment Houses Law of 1973:

- The 1980 Corooration Cocde of the Philippines;

- The Omnibus Investment Code of 1387:

- Thae Internal Revenue Code;

-~ Board of Investment Regulations; and

- Securities and Exchange Commission
Regutlations.

In addition, legal audits will be performed in
the foilowing areas:

- Banking and Universal Banking Law;

- Insurance Law and law governing insurance
company investment;

- lLaws affecting venture capital and leasing:

- Laws concerning foreign invastment;

- Price control and stabilization laws; and

- Judicial laws and procedures.

>

comprehensive report will be issued providing
recommendations on legislation required and revisions needed in
rules/regulations/procedures of the responsible GOP Departments/Agencies.

This report will also include draft legislation/regulations/procedures/rules
as well as an Action Plan that will fully delineate the responsibilities of
the parties involved in implementing the recommendations made, and a timetable
for executing the Action Plan.. The report will be accompanied by a succinct
presentation on capital market legislative issues, suitable for use by GOP
departments and agencies in presentations before the newly formed Congress.

(b) Securittes and Exchange Commission

The Securities and Exchange Commission (SEC) is a
quasi-judicial body created by the Securities Act of 1936. The SEC is charged
with administering the Securities Act of 1936, as revised in 1982, the
Investment Company Act of 1960, the Corporation Code of 1980 and other related
laws. The SEC acts as a securities market regulatory body, and also as the
registrar of companies to enforce the Companies Law and keep public records of
all company filings. '

These two functions are in many ways contradictory
and the SEC performs neither well. SEC responsibilities related to company
regist-ation and approval of company articles of incorporation carry more
weight than supervision of the securities market, which has led to loose
enforcement of the regulatory rules in the securities market.
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The SEC has not requlated the markets effectively;
gces not understand the securities markats in terms of their economic
development significance; has antiquatad regulations and rules; has issued
rules that were toc sweeping ard impractical; lacks adequate staff ard
qualified perscnnel; has not adeguately orotacted the public interest; and has
not developced gquiding principies to govern securities markats. In addition,
SEC regulatory practices have not been evenly applied, giving rise to
accusaticns of favoritism. Thess factors have resulted in confusion and even
chaos in the capital markets, with the public intarest nct being adegquately
protected.

Restoraticn of public confidence in the mar«2at is5 a
major prerequisite of attracting investors' funds. Tre StC needs to
strengthen its oolicy-making and selected requlatory functions. It also needs
to divest itself of other regulatory functicons. Policy-making functicns of
the SEC should focus on long-term capital market develcoment olanrning. 1In
parcicular, the SzC snould define the roie of the equity marxat in mepilizing
private sactor savings. Regulatory functiens should involve stricter
registration and listing requirements, clcser monitoring of broker conduct and
petter pclicing of the market against manipulation ang fraud. To better
protect investors, regular reporting requirements and the full disclosura cf
information shculd be observed by the listed companies and strictly enforced
by the SEC.

(1Y Technical Assistanca

The 1986 A.I.0.-financed study on canital
markets recommended the estabiishment of a cabinet-level institution for
securities market development. In addition, it recommendsd a review of the
SEC's regulatory functions and organization. The DOF and DTI prefer to
investigate the possibility of upgrading the capital market development
capabilities of an existing organization, in this case the SEC, rather than
establish a new cabinet-level organization. If not feasible, they wili then
recommend that a cabinet-Tevel Capital Market Commission be established. The
DOF, DTI and SEC have all indicated to AID that as a result of the findings in
the AID and ADB studies, tha SEC must adjust its objectives to play a more
developmental and promotional role vis-a-vis the capital markets. They have
requested AID assistance toward this objective.

In response tc this request, AID will finance an
organizational review of the SEC to develop recommendations for its
reorganization. The purpose will he to enhance its professional capabilities,
make it more developmental, and strengthen those enforcement responsibilities
critical to effective capital market operations. The review will include an
Action Plan for implementation by the SEC, and will cover, but not be limited
to, the following areas:

- Developing the framework for an institution to
promote capital market development. That
framework will include delineating its
objectives, functions, organization, staffing
requirements, and relationship to other GOP
Departments/Agencies and the private sector;
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Determining whether a capital market
development function can effectively be
incorporated by the SEC. If not, recommending
where this function should be placed and
whether a new institution is required;

Reviewing current SEC responsibilities, rules,
regulations, and procedures, and reccmmending
ways to make it mere rasponsive to the current
needs of the securities industry. This aspect
of the review wili focus cn: (1) How best to
blend the company registrar with th2 proacer
security industry regulatory function, if
possible and how to prevent the narrcwer
subjects from limiting the broader fccus: (2)
how to bring the SZC more actively into the
GOP's securities policy formulation framework;
(3) the appropriateness of its enforcement and
adjudicative activities and whether they
should be retained, changed or removed; (4)
implementing requlations that need to be
adopted (e.g., disclosure, broker conduct
duties of stock exchanges, etc.); (3)
developing public comment/review procedures to
ensure public comment on all proposed SEC
rules, regulations and initiatives;

Reviewing the current SEC organizational
structure and staffing, developing
recommendations for-a more effective
organization, and identifying staff
requirements and training needs; and

Reviewing the current SEC information base and
its utilization by the SEC and developing
recommendations on information requirements
and information system needs--including
commodities and staff requirements--to enhance
the SEC's information collection, retrieval,
evaluation, and record keeping capabilities as
well as the practicality cf keeping company
disclosure reports in a computer base
available for broad public access.

Training/Seminars

A.I.D. will fipance training for the SEC and

selected GOP officials (e.g., from the CB, DOF, OTI) directly involved in
capital market reqgulatory and development activities The SEC/GOP training
program will be based on the recommendations of the SEC organizational
assessment. It is expected that this training will focus on economics,
finance, regulation theory and practice and policy formulation.
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(3) Commogitias
AID assistance will be provided for the
procurement of computer hardware to ucgrade the SEC's information collection,
retrieval, evaluation and record-keeping capabilities.

(4) Cbhservation Tours

Observatior tou~s to countrias that have
recently taken a developmental aporoach to their capital marxets will also be
financed. Several such tours inveiving SEC and other GOP officials together
with the saecurities and stock excnange protassionals will visit countries such
as Korea, Taiwan, and possibly Jordan and 3Srazil to become ccguainted with:
(a) development strategies being pursued and the resultant growth of tnocse
markets; and (b) current trends toward a wider range of financial services.

(c) Stock Excharges

If actions are taken by the GOr and private sactor
to improve the supply of and demand for securities, the st. < exchinge --as
perceived by the public, currentiy organized, and man:ged/or.-ated -- will not
be in a position to provide investors the secondary market lig:idity and
savers the mechanism required to invest funds. A professionally managed stock
exchange with a wide range of high quality listed stocks is critizal to the
development of the capital markets and imperative for the efficient allocaticn
of term investable funds to productive end uses.

The two active stock exchanges in the Philicpines,
the Manila and Makati Stock Exchanges, are parceived as gambling dens with
speculation and manipulation. Reasons for this perception include:

- Approximately 150 companies are traded in the
stock exchanges. Of the top '000 companies in
the Philippines, only about 50 have shares
listed. The remaining companies are in oil
and mining and 2 number of them are paper
companies with no business activities. While
the stock exchanges have taken steps recently
to "tlear the boards" of more than 80
nonperforming or dormant stocks, very weak
1isting requirements, and poor menitoring,
analysis and general research performance
partend continuing problems in this area;

- There are no clear rules governing when
brokers can trade on the exchanges for their
own account vis-a-vis giving priority and
precedence to customer orders. This is
particularly important in light of the fact
that broker: on the floor of the exchanges
have privileged access to market information
and trends and can therefore trade for their
own accounts to the disadvantage of public
customers.
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- Future and delayed transactions are allowed
whereby the customer delays completing a
transaction for several days or weeks. This
leads to market speculation and sudden drops
in the market.

The stock exchanges are not professionally
managed. They are run by brokers/dealers who cannot devote full time to the
proper management of the exchanges and the enforcement of exchange rules and
polictes. As a result, the stock exchanges cannot react to changing
conditions in tne financial markets and lack forward planning cacacity.

In terms of technoiogy and efficiency, stock
trading in the Philippines lags far behind that in other Asian countries.
While Hongkong, Japan and Singapore have modern trading oractices and
computerized trading systems, the Philippine stock exchanges, in their current
bull-run environment, cannot cope. The SEC recently mandated the closing of
the Exchanges on Fridays, as a one-day raspite from trading, to cove with tne
heavy volume of paper work. The trading practices of the axchanges are
out-moded. Instead of an open process in which all interested brokers can
compete, the present system provides for brokers to stand in line and buy and
sell on a “first come, first served” basis, with orders physically posted on
blackboards. This system does not allow for an efficient, fair, open and free
market for investors.

Contributing to the inefficiency in the stcck
market is the existence of two exchangey trading the same shares. The trading
volume simply does not justify two exchanges. Neither exchange is able to
expeditiously disseminate information on transactions to the public and it is
not possible for brokers to get the best price available in all markets. Some
brokers are opposed to the unification of the two stock exchanges. However, a
"Unification Committee" made up of representatives from the SEC, DTI, and the
two exchanges has been formed to thrash out the issues centering on where to
house a unified exchange and which of the two exchanges should survive.

The stock market ts booming and some analysts
predict one or two years of growth in stock values. However, this optimistic
outlook is premised not anly on a greater supply of and continued demand for
securities but also on the ability of the exchanges to professionalize their
management. This will mean improved self-reqgulatory capacity, revised trading
procedures, modernized facilities, better provision of information to
investors on a more timely basis, and better coordination between the
exchanges, hopefully culminating in their merger..

'(1) Technical Assistance

A.I.D. assistance will be provided to improve
the organfzation, operations and governance of the Philippine stock
exchanges. Advisory assistance will be provided to evaluate and make
recommendations for implementation by the stock exchanges in, but not limited
to, the following areas:
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Qrganization

- Cleser exchange relationships, and the
advisability of a merger betwaen the
Manila and Makati Stock Exchanges; and

- Criteria for membership in the stock
exchanges.

Operations

- The current trading procesgurs, to develeo
a more cpen and efficient orocess;

- Methods for information about exchange
transactions to be collectaed and
disseminated to tne pudiic more
expeditiously;

- The capacity of the exchanges to detect
and eliminate improper trading activities;

- The capacity of the exchanges to act as
self regulatory organizations and to
enforce compliance by members with rules
of the exchanges and the SEC;

- Listing and delisting peoliciaes For
establishing stricter minimum capital,
performance and disclosure requirements;

- The role of broker trading for personal
account and the dealer's role in making a
market for listed securities on the fioor
of the exchanges; and

-~ The equipment base of the exchanges to
determine the equipment/commodity needs of
the exchange for the efficient posting and
handling of daily transactions on the
exchanges and for more closely monitoring
the financial conditions of the Tisted
companies.

;Covernance

- The need and desire to professionalize the
management of the exchanges and include
public representation on the Boards of
Directors.

(2) Training/Seminars

. A.1.D. will finance seminars for securities
professionals and stock exchange officials on enhancing professionalism,
technical capacity, and efficiency in their respective operations. Seminars
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will be based on the evaluations of their respective operations and identified
needs. It is expected that these seminars will be held in areas such as new
business development, legal and regulatory requirements, fiduciary
responsibilities to customers (e.g. disclosura, conflict of interest),
seif-requlatory obligations, etc.

(3) Eguipment/Commogities

Computer hardware and commcdities will be
procured to upgrade the capacity of the exchanges to post their daily
transactions and to mcre closely monitor the financial conditions of listed
companies.

(d) Accounting and Auditing

The financial statements of Philippine companies
are not reliable. Often, their financial statements do not disclose
information according to uniform standards and accounting principles are not
apolied consistently. Some companies simply refuse to provide adequate
disclosure of financial information and to file required statements with the
SEC.

Although some would assert that financial
statements in the Philippines are adequate, those who use and rely on such
financial statements (lenders, investors) do not agree. Steps must be taken
to evaluate these concerns more deeply and to estatblish accounting principles,
-auditing standards (including independence of auditors from the companies they
audit) and reporting requirements appropriate to needs in the Philippines.
There must be uniform financial reporting requirements, agreed-urcn and fair
generally accepted accounting principies (referred to as "GAAP") and generally
accepted auditing standards (referred to as "GAAS"), and independent
accountants.

A.1.D. will provide assistance to the Philippine
Accounting Standards Council (PASC) to establish generally accepted accounting
principles (GCAAP) and to the Philippine Institute of Certified Public
Accountants (PICPA) to establish an Accounting Standard Board and generally
accepted auditing standards (GAAS). Once established, these can generate
reliable and uniform financial information that can be utilized .y investors
to make informed investment decisions based on the actual operational results
of the companies involved instead of rumor and insice information.
Improvements in this area will also enhance the SEC's ability to enforce
disclosure of information requirements.

(e) Capital Market Conference

The project will also support the staging of a
Capital Market Conference to be sponsored by the Department of Finance,
Department of Trade and Industry, the Securities and Exchange Commission and
the private financial community. The purpose of this Conference will be:

(1) To fssue a policy statement by the Secretarties
of Finance and Trade and Industry or the
President of the Philippines (subject to her
availability), as was done with the GOP's
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"Privatization Program," making the development of the Philippine Capital
Market a high priority; and

(2) To provide a forum for both private and public
sector interest groups to discuss the
promotion and effective regulation of the
capital markets.

The project will finance a Tocal conference
organization consultant, selacted cost elements for staging the Conference
(i.e., venue, publicity) and limited international resource particigation.

(f) Public Media Campaign

A.I1.D. will provide funds for an intensive
promoticn and information public media campaign to educate orivately held
closed corperations and the public on the importance of the capital markets,
how securities markets operate, advantages of securities (including bonds and
stocks) as alternative forms of investment and raising capital, how to make a
public offering or invest, and investor rights and protection. This campaign
will be conducted with the assistance of a contractor and ccordinated by the
CMDWG.

(g) Philippine Agribusiness Inrdustrial and -Investment
Company (PAIICQO)

The legacy of the previous goverrment for
individual companies has been devastating:

- Companies' assets were systematicaliy diverted
offshore to private bank accounts or
squandered on personal consumption;

- Companies' capital goods were overvalued or
overly expensive for the size and scale of
operations;

- Debt 2oomed because private companies' lenders
passed on foreign exchange risks to them, and
the decline of the peso could not be
compensated for by increased prices;

- Inexperienced and inefficient managers drove
companies into the ground with mismanagement;

- Market rigging schemes drove companies to the
wall because they were not favored customers
or lost markets and/or raw materials.

Many private companies had to be bailed out of
bankruptcy by the GOP; others were unable to meet their payments on bank dett
and are now nonperforming assets on the books of the Philippine banks -- both
government and private. Everywhere in the Philippines, new private investment
depended on "cronyism" and not upon carefully analyzed, market-oriented
investment opportunities. As a result, significant numbers of private



- 25 -

businesses now require large increases in investment due to severe
undercapitalization, mismanagement, ovarreliance on debt, and misallocation of
funds.

The 2nly way that existing troubled businesses can
bhe improved, dormant ass2ts deveicged and nonperforming and government-ownzd
businesses resuscitated is to recapitalize them and bring in effective
managers. Much of the existing plant and equipment investment in distressad
companies has not been carefully reviewed by experienced managers to ascertain
its real value. The values of plant, equipment, facilities and the business
as a going concern nave not been augited by experts in the field. Rather,
many reviews of existing businesses nave been simply “desk audits" withcut
practical evaluations or “financial audits" witnout managerial raviews.

Since the GOP's national economic policy emphasizes
agribusiness development as its highest priority, restructuring is
particularly critical in agribusiness. The restructuring of agribusiness
investment, its expansion to meet domestic and traditional export needs, and
the refurbishing of agricultural processing and distribution systems are all
essential to the economic-expansion the Philippines requires over the next faw
years.

However, an appropriate compination of firancial,
engineering and managerial analytical capabilities is lacking among Philippine
financial institutions. Capabilities to restructure existing aiiing companies
are oxtremely limited. A number of different types of services must pe
combined to analyze investment proposals and place them with gualified
investors., including:

- Financial engineering capabilities;

- Managerial know-how;

- Equity placement power;

- Domestic and international market knowledge; and
- Business and equipment valuation expertise.

No existing company provides a full Tine of these needed
services in the Philippines on a sufficient scale to have meaningful impact on
the market:

- The five universal banks are not sufficiently
integrated and do not have enough expert personnel;

- No investment house has the necessary broad
financial capabilities, sufficient capital or the
managerial/technical expertise;

- Government agencies do not provide merchant
banking/technical skills to private
buyers/investors and have conflicts because of many
problem loans and investments; and

- Foreign investment bankers do not have the
necessary managerial and technical expertise that
is available directly in the Philippines.
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The project will provide technical assistance to
establish a new private company, named the Philippine Agribusiness Industrial
and Investment Company (PAIICO). The objective of PAIICO will be to mebilize
private term capital for ‘nvestment in: 13 firms slated for grivatizaticn; 2)
financially distressed privately-held firms; and 3) new and existing
agre-industrial enterprises. With these objectives, PAIICO will have two
basic functions. The first wili be to act as an intermediary/ broker in
obtaining investors/buyers who will provide new capital and managerial
expertise which will "turn around" existing distressed businesses. he secend
will be to invest in and manage an agro-industrial fund that wouls provide
investment capital for investment in agriculturai projects of hign return
potential.

The project will fund the technical assistance (TA)
required to organize an "Investor's Promoticon Group" to establish and start-up
PAIICO. A management consulting firm will be contracted on an AID-Diracet
basis to organize an Investor's Promotion Group (IPG). The PAIICO promoticn
strategy calls for the selection of certain key institutions and/or
individuals to constitute an initial core of investors and oromoters of
PAIICO. These institutions/individuals would be selected for their standing
in the business and financial communities in the Philippines and abroad. It
is important that the promotion of PAIICO be the responsipility of potaential
investors and not the Government, lest PAIICO be perceived as a government
corporation. The IPG organized for the proposed Private Agricultural
Investment and Cevelopment Corporation (PAIDCOR) will be used as the starting
point for the contractor.

Upon formation of the IPG, consulting adviscry
services will be provided to the IPG for:

- Preparation of the PAIICO business plan.

- Design and development of the documentation
required by the IPG to solicit expressions of
interest, and review of the prcposals
submitted by potential securities
underwriters/placers to place PAIICO
securities.

- Assistance to the IPG in the negotiation of a
best efforts underwriting contract with the
selected securities underwriting/placement
firm.

The Mission and the PRE Bureau expect to work
closely on the development and implementation of the PAIICO concept and, as
currently envistoned, the PRE Bureau will implement PAIICO. However, if
PAIICO is not established, this will not jeopardize the attainment of the
Financtal Resources Mobilization project objectives.
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III. FINANCIAL PLAN

A. Cost Estimate and Financial Plan

The tota?! cost of the project is estimated at $13.557 million.
Project funds will be provided by USAID/Manila, the involved GCP
Departments/Agencies, and benefitting private sector entities (e.g. Stock
exchanges, brokers, investment houses, etc.)

The estimated 1ife cf project costs by source of funds are
summarized in Table I[I-A, Summary Cost Estimates and Financial Plan (A1l
Years). A summary tapie of cf«pangiture Projections by Fiscal Year and a
summary table of Expenditure Projections for AID Project funds by Element and
Fiscal Year are provided as Taoles III-B and III-C, respectively. Item C of
Table III-A includes 330,000 as provision for non-federal auditing services.
The decailed cost assumptions for Table [II-A are provided in Annex F.

1. USAID/Manila

USAID/Manila will provide $8.5 million in Development Assistance
Grant funds from the 103-Agriculture, Rural Development and Nutrition and
106-Selected Development Assistance Accounts. The table below shows planned
obligations.
PLANNED YEARLY OBLIGATIONS

(5000)
FY 37 rY 83 FY 89 FY 9Q TOTAL
Functional Acct:
SDA $1,000 $2,0C0 $500 - $3,5C0
ARDN - 4,000 - 1,000 $5,000
21,200  $6.Q00 3200 31000  38.200

2. GOP

The GOP's contribution to the Project will primarily be in the
form of the administrative costs to support the Committee on Privatization,
Asset Privatization Trust, GOCC asset disposal units, CMDWG Secretariat by
DTI; administrative and logistical suppert to expatriate and local
contractors; and travel support costs for seminars and training activities.
The GOP contribution to the Project is estimated at $4.851 million.

3. Philippine Private Sector

Philippine private sector participants in the technical
assistance and institutional development elements of the Capital Markets
component of the Project will be expected to contribute at least 25 percent of
the cost of the activities in which they are involved. The Philippine private
sector's contribution for the project development is estimated at $206,000.
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TASLE III-A
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FINANCIAL PLAN (ALL YE=RR3)

SLEMENT

A. Privatization

1.

Tachnical Assistance

a. tocal Short Term TA

b. Leccal! teng Term TA

¢. Expatriate Short Term TA
G. Expatriate Long Term TA

Privatization Unit Staff,
Equipment and Facilities

Policy/Operational Studies

B. Capital Markats

1.

-
(4

Ganaral Contractor/CMDWG

Training/Seminars

Observation Tours

Capital Market Conference
Equipment/Commodities

a. SEC

b. Stock Exchanges

PAIICO Technical Assistance

C. Evaluation and Audit

Sub-Totals
Inflation

Contingency

TOTALS

(S SCCW

PHIL. PRIVATE

A.I.D. GRANT GCP INVESTORS
FX LC FX LC FX LC TOTAL
0 4Co 9 ¢ ) ¢ 4cQ
0 540 0 0 Q 0 54¢
723 Y 0 0 G 0 723
1,542 133 0 0 Q 0 2,167
e 30 2,000 Q 4,250
279 265 Q 3 Q 0 535
3,135 1,420 0 4,000 ) 0 8,555
1,100 330 Q 50 Y 0 1,430
100 25 0 30 0 50 225
9 16 0 10 0 13 48
300 50 0 90 0 0 440
400 80 0 0 0 115 565
100 0 Q 0 0 0 100
2,009 471 0 200 0 178 2,858
200 S0 0 0 9 Q 250
5,344 1,941 0 4,200 0 178 11,663
540 130 0 420 0 18 1,168
300 185 0 231 0 10 726
6,184 2,316 0 4,851 0 206 13,557
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TASLE III-C

EXPENDITURES OF AID GRANT FUNCS
YEAR AND BY PROJECT ELEMENT

ELEMENT

A. Privatization

1. Technical Assistance
Local Short Term TA
Local Long Term TA

Qo o w

Expatriate Long Tarm TA

2. Privatization Unit Staff,
Equipment and Facilities

3. Policy/Operaticnal Studies

B. Capital Markets

1. General Ccntractor/CMCWG

2. Training/Seminars
Observation Tours

3. Capital Market Conference
4. Equipment/Commodities

a. SEC

b. Stock Exchanges
5. PAIICO Technical Assistance

C. Evaluation and Audit

Sub-Totals
Inflation
Contingency

TOTAL

Expatriate Short Tarm TA

(US $CoQ

FISCAL YEARS
88 89 90 91 52
100 100 30 ] 80
140 240 12C 20 50
238 200 13C 115 m
S 650 s28 323 35
100 100 50 J C
200 150 130 53 0
676 676 26 25 25
0 65 60 0 0
25 0 0 0 0
0 350 0 0 0
0 450 0 0 0
100 0 0 0 0
0 ¢ 100 Q 150

2,040 2,981 1,214 614

436

TOTAL

4CQ
540
723
2,107

250

25

350
450

100

250

7,285
730

485

8,500



8. Mathods of Firnancing

The methods of financing to 92 followed by the centrisutors invoivad
may be classified as follows:
1. Dirsct Payments - USALD may make direct payments tC susp
contractors.

. P - . ! .,
. eli - W our i TIRANCING tne
2. Reimbursement - Urder the raimbursement methed of fina G, T
- T Eade ap

COP implementing agarcy or contractor disgursas its own Fu b
is then reimbursad by USAID upcn submission ¢of acg-scriacse
documenztation.

3. Advance/Liguidation - The advance/liquidation metnrce of financing

will be used when approoriate. Liquidation will te based on
actual costs. This methocd wili be designed %0 snsure tnat the
entity receiving the acvance will have agequatas casn Flow t3
carry out activities.

The maximum cash advance that USAID can give is for a 50 day cash
requirament and will be subject to the Controller's apsroval. Tha re uest
must show the monthly breakdown by line izem as approved in tne {molementiticn
Plan or PIL.

The liquidation report must be treatad as a saparate razort fr
Request for Cash Advanca. Liguidation of a prevxous cash igvance 3 nc
necessary befcre USAID can grant an advance for the following gquar e
However, USAID will not provide a third advance bHefore the next-<o- o el
advance has been liquidated.

Methods of Implementation and Financing

Inputs Methods of Implementation Methods of Amcunt
Financing
1) Technical assistance AID direct contract Direct Payment $5,325
Host country contract Direct payment/
reimbursement
2) Policy studies AID direct contract Direct Payment 335
Host country contract Direct payment
reimbursement
Host country contract Advance/
ligquidation
3) Training/Seminars AID direct contract Direct payment - 125
Host country contract Direct payment/ '
reimbursement
Hest ccuntry contract ADvance/
Tiquidation
4) Commodities AID direct procurement Direct payment 1,050
Host country procurement Direct payment/
- reimbursement

Host country procurement Advance/
: liquidation
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Inputs Metnods of Implementation Methods of Amcunt
Financing

5) Evaluation/Augit AID Direct Contract Direct Payment 25¢C

6) Inflation 730

7) Contingency 435

C. Flow of funds

a. GCP Implementing Agencies

Prior to the project's inclusion in the GOP's General
Appropriation's Act, the project will utilize the advance/liguidation method
of financing.

Accordingly, the reimbursable payment method is not possible
until tne agencies' Werk and Financiai Plan is reviewed and approved by the
Department of Budget and Management (DBM). Once aoproved, DEM will issue
Advices of Allotment (AAs). The GOP agencies will submit copies of said AAs
and annual implementation plans (IP) to USAID. Upon USAID's aocroval cof the
IP, the GOP may submit to USAID requests for cash advances or finance an
activity included in the IP ocut of GCP funds and subsequently request for
reimbursement from USAID.

b. USAID
Once funds are obligated for the project, earmarking, ccmmitment
and disbursement will follow depending on the project's pace of activity.
Flow of USAID funds will be subject to standard rules and regulations.

IV. Implementation Arrangements

A. Implementing Entities

AID and the National Economic and Development Authority (NEDA) will
execute the Project Grant Agreement.

1. Privatization

Primary oversight for the privatization component of the project
will be the responsibility of the Department of Finance (DOF). The Secretary
of Finance is the Chairman of the Committee on Privatization (COP), and an
Undersecretary of Finance ts Chairman of the COP's Techntcal Committee. Thus,
the Office of the Undersecretary of Finance will coordinate USAID assistance
to the APT and asset disposal units (ADUs) of the GOCCs.

2. Capital Market Development

a. Capital Market Development Working Group

The primary implementing entity for the technical assistance
element of the capital market development component will be the recently
created Capital Market Development Working Group (CMDWG). The CMDWG s a
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mixed public and private sector body estabiished under the sponsorship of the
Secretary of Tracde and Industry. The office of an Undersecretary of Trade and
[ndustry serves as secratariat to CMDWG, and will be USAID's puint of contact
for project implementation.

The CMOWG will oversee tne genera! contractor impliementing
the following: 1) activities to enhance the lega! and reguiatory framework;
2) the publiic media campaign; and 3) the capitail markets conferenca. The
CMDWG will also provide oversight for the training and observation tours
mentioned in Sections I7 B.2.b and II.B.2.c. above. AID may provide a iimited
amount of funding to the CMOWG for costs it incurs in its oversight role.
Technical assistance and commcdities for the SEC and stock exchanges wiil oz
orovided directiy to each of them. Technicai assistance for accounting anc
auditing improvements wili be provided directly to the Philippine Accounting
Standards Council (PASC) and the Philippine Institute of Certified Public
Accountants (PICPA.) Memoranda of Agrcement delineating implementation
respensibilities and orocedures will be signea with the CMDAG, the stock
exchanges, PASC and PICPA.

b. PAIICO

PAIICO operations will ke cutside the purview of the CMDWG.
AID will contract directly to provide the technical assistance for the
establishment of PAIICO.

B. Contracting Arrangements

Contracting will be either AID direct or host country, the latter in
accordance with procedures set forth in AID Kandbcck 11. The eligibia
source/origin countries for services procured with project funds are the U.S.
or the Philippines.

1. Privatization

a. Short-Term Local Technical Services

Indefinite Quantity Contracts (IQCs) will be established by
the Technical Committee on Privatization (TCOP) for recurring short-term (no
more than four months) local service needs by both the APT and the GOCC ADUs.
At least two (2) local firms will be quatified as IQCs for short-term,
as-needed services in each of the following categories:

- Information and Data Management;
- Legal Services; and
- Policy/Sector Specific/Operations Studies

The types of local firms to be qualified will include data
management, legal, management consulting and architectural and engineering
firms. AID Handbook 11 Host Country Contracting procedures will be utilized
to procure the necessary services. USAID/Manila will approve the
terms-of-reference, evaluation criteria, evaluation, selection of and
contracts with each IQC for each category of services. The TCOP will issue
basic ordering agreements against the IQCs based on the submission by the APT
or GOCC of a detailed scope-of-work and budget for services. USAID will also
approve each scope-of-work/budget for services reguested and the basic
ordering agreement, including IQC proposal, level-of-effort and cost, before
fts execution.
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b. Long-Term Local Technical Services

Indefinite Quantity Contracts (IQCs) will pe established by
the Technical Committee on Privatization (TCOP) for long-term (extended period
of more tnan four montns) local services neads by both the APT and GOCC ACUs.
These services will be restricted to privatization transactions for those
relatively small assets of like character without foreign investment and
technology transfer requirements. At least four (4) local firms will be
qualified as IQCs to provide the full range of privatization services
presented in Section II.B of this Project Paper. AID Handbcok 11 Host Country
Contracting procedures wili pe utilized to procure the necessary sarvices.

A1l of the USAID approval rights relative to the IQC itself and the subseguent
basic ordering agr2ements to be issued against the IQCs will be fcliowed.

¢c. Short-Term Expatriate Services

Short-term expatriate services will be procured on an
AID-Direct basis. Based on the nature of the services required, USAID/Manila
will buy-in to cne of the several PRE-Bureau centrally funded contracts, such
as:

- Privatization;

- Financial Markets: and

- Private Enterprise Cevelooment Support;
or buy-into an appropriate AID/W Indefinite Quantity Contract and/or Science
and Technology Bureau centrally funded contract to procure the required
services.

USAID will also utilize the International Executive Service

Corp. (IESC) for specialized management or engineering services on both a
prime or subcontract basis (See Annex L6.)

d. Long-Term Expatriate Services

Expatriate services will be procured on an AID-Direct
contract institutional basis for long-term expatriate service needs by both
the APT and GOCC ADUs. Such services will be utilized for those privatization
transactions involving a sectoral grouping of primarily large assets requiring
solicitations of foreign investment and/or technology transfer requirements.
These services will also be available for the smaller, less complex sectoral
groupings of assets, if desired by the APT and GOCC ADUs. These services will
be procured through a buy-in to the PRE-Bureau financed Center for
Privatization Contract. If the choice of firms that can be made available by
the Center for Privatization is not satisfactory to the APT or relevant GOCC
ADU, the AID Handbook 11 Host Country Contracting procedures will be utilized
to procure the requisite services. MWherever possible, IESC will be utilized
on a prime or subcontractor basis to provide needed services.

The services provided will be for the full range of
privatization requirements from the initial legal services, valuation,
prospectus preparation to issuance of the fairness statement or opinion to the
closing services. An investment banking firm will be the lead firm with other
spectfalized firms on both an expatriate and local basis participating as
subcontractors.
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2. Capital Markets Component

a. Institutional Develcpment Element

An umbralta AIC-Direct "gereral contract" will most liksly
be the mechanism for procurament of technicai sarvices in this area. OQus to
the interrelated aspects of tnis element. servicec must be progerly timed and
coordinated. The Mission envisicns a lead contractor and a consortium of
subcontractors with specialized exgertise in investment banking, sezurities
law, securities financing, organizational behavior, stock exchange operations,
accounting/auditing stangards and advertising. The sources of these services
may include tne U.S. Securities and t«change Commission, New York Stock
Exchange, American Institute of Certified Public Accountants ana the Nartionai
Association of Accountants. The Mission anticipates buying into the
PRE-Bureau's Capital Markets Development or Financial Markets Contracts to
acquire these services.

b. PAIICO Eiement

An 8(A) or Minority Business Contractor will be pracured on
an AID-Direct contract basis to organize the PAIICO Investor's Prcmotion Group
(IPG) and nrovide the IPG adviscry services in the establishment and
organization of PAILICO.

C. Training/Seminars/Observation Tours

1. Privatization

The information and data management training services
identified in Section II.B of this Project Paper will be conducted by the IQC
selected in accordance with AID Handbook 11 Host Country Contracting
procedures, as an element of the short-term technical services discussed in
Section II.8B.

2. Capital Markets

The development of a training plan that will involve formal
course training, seminars and third country observation-tours, will be the
responsibility of the Capitsl Markets Development General Contractor in
coordination with the CMDWG. Training, seminar, and observation tours will be
arranged by the General Contractor.

D. Commodity Procurement

The project will fund the acquisition of computer hardware equipment
and associated installation services, training, spare parts, etc. for the APT,
selected GOCCs, the SEC and stock exchanges, and other commodities for the
stock exchanges. Eligible source/origin countries for project-funded goods
are the U.S. and the Philippines. A procurement services agent will be
utilized to procure commodities from the U.S. However, consideration will be
given to procuring U.S manufactured computer equipment from local firms, to
ensure the availability of maintenance, spare parts and warranty service.
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E. Monitoring

Monitoring progress in the ar2a of privatization will be the
responsibility of tne Office of tha Undarsecretary of Finance. That office
will submit quarterly reports to USAID.

The secretariat of the CMOWG in the office of the concerned
Undersecretary of Trade and Industry will be reszonsible for monitcring
orogress in activities related to the develcpment of the capital ma~kats
(excluding PAIICO) and will submit quarteriy reports to USAID.

F. USAID Proiect Management

Project management will be tne responsipility of tne Office of
Capital Devalopment (CCD). The OCD project officer will spend aporoximately
30% of his/her time on the nroject. A foraign services naticnal (FSN) oroject
assistant with financial marxets expertise will be recruited and will spend
approximately 75% of his/her time on the project. The OCD Project Officer
will draw upon assistance from other members of the project committee as
needed, including the Qffice of the Program Economist, Controller, and Legal
Counsel.

Reqgular reviews of progress involving senior Mission management will
be held quarterly. I[f problems surfacs relative to achieving the project's
purpose, these reviews will be followed by meetings involving senior Missicn
and implementing agency management, as necassary.

G. Implementation Plan

Following is a schedule of project implementation milestones:

1. General

Action Month/Year Responsible Entity
FY 1987

- Authorfzation of project Sept. 1987 USAID

- Obligation of FY 87 funds Sept. 1987 USAID/NEDA
FY 1988

- Satisfaction of Initial CPs Dec. 1987 NZDA, DOF, DTI, SEC
FY 1990

- Project Mid-Term Evaluation March 1990 USAID/Consultants
FY 1992

- Final Evaluation Sept. 1992 USAID/Consultants
FY 1993

- PACD Dec. 1992
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Privatization Component

FY 1988
Submit complete list of
GCCCs approved for
Privatization, identifving
thcse to participats in
the project
Submit one year APT Work Plan

Submit one year Work Plans
for GOCCs

Local TA IQCs Executed
Expatriate TA PIQ/Ts Executed
APT/GOCC Work Plans Executed
thru Basic Ordering Agreements
and AID-Direct Contracts
Equipment Procurement plans
submitted for APT and selected
GOCCs

Equipment Procured by
Procurement Services Agent (PSA)

Equipment Delivered, Installed
and Training Conducted at APT

FY 1989

Equipment Procurement Plans
Submitted for Selected GOCCs

Equipment Procured by PSAs

Equipment Delivered, Ins.alled
and Training Conducted at GOCCs

One year Work Plans submitted
by APT and GOCCs for 1989

APT/GOCC Work Plans Executed
thru Basic Ordering Agreements
and AID-Direct Contracts

FY 1980

One year Work Plans submitted
by APT and GOCCs

QOct. 1987

Nov. 1987

Jan. 1983

Feb. 1988

Throughcut
FY 1988

Throughout
Fy 1988

March 1988

April 1988

June 1988

farch 1989
March 1989
Jun-Aug. 1989
Dec. 1988
Throughout

FY 1989

Dec. 1989

DOF. APT

COF, GGCCs
USAID/DOF

COF, USAID

CCF, APT, GOCCs,
USAID

DCF, APT

USAID

APT, USAID

DOF, GOCCs
USAID

GOCCs, USAID
DOF, APT, GOCCs
GOCCs, USAID

DOF, APT

DOF, APT, GOCCs
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APT/GOCC Work Pians executed

thru 8asic Ordering Agraements  Throughout 0CF, APT, GCCCs

AID-Direct Centracts FY 1990 USAID
FY 1391

One year Werk Plans sutmittaed

by APT and GCCCs Dec. 1990 OCF, APT, GCCCs

APT/GOCC Wcrk Plans executed

thry Basic Ordering Agreements  Throughout CCF. APT

and AID-Direct Contracts FY 1981 GCCCs, USAILDR

Capital Market Ccomconent
FY 1988

- Evidence submitted formaliy
establishing the CMDWG Oct. 1387 OTI. DCOF

- Memorandum of Understanding
between CMOWG and OTI, stock Nov. 1687 OTI, CMCWG, Stock
exchanges and DTI, and E«changes, PASC/
PASC/PICPA and DTI PICPA

- Capital Market Conference.
Held Nov. 1987 CMDWG

- General Contractor PIO/T DTI. OCF, SEC
Executed Jan. 1988 USAID, CMDWG

- General Contractor April 1988 DTI, DOF, SEC,
Contract Executed CMDWG, USAID

- Public Media Campaign General Contractor,
Plan Submitted Aug. 1988 CMDWG
FY 1989

- Public Media Campaign General Contractor,
Launched Oct. 1988 CMEWG

- Legal Reviews/Audits General Contractor,
Completed Oct. 1988 SEC, CMDHWG

- SEC Organizational General Contractor
Assessment Completed Oct. 1988 SEC

- Stock Market Review General Contractor,
Completed Oct. 1988 SEC, CMDWG

- Equipment/Commodities
Procurement Plans
Submitted for the SEC Nov. 1988 General Contractor,
and Stock Exchange CMDWG
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Nov.

Sacurities Industry Training

Draft Policies/Procecdures/ Jan.

Rejulations Complated,
Approved by SEC/Stock
Exchanges/PASC/PICPA

Draft Lagislation
Completad, Approved by
Executive Branch
Submitted to Corgress

Training Plans Executed

SEC and Stock Exchange
equipment/commoaities

procured by Procurement

Services Agent

Equipment/commodities
installed, training

conducted at the SEC and

stock exchanges

Fy 1990

One Year Training Plans

Submitted for GCP and

Jan.

Jan.

Jan.

Jure

Securities industry training Jan.

4. PAIICO

FY 1988

TA contract for identi-

fication and organization of
Investor's Promotion Group

(IPG) executed

Nov .

IPG identified and organized Jan.

PAIICO Business Plan

Completed

V. Evaluation Plan and Audit

Jan.

1588

1983

1989

1989

1987
1988

1988

General Contractor,
CMOWG

General Contractor,
CMDWG, SEC, Stock
Exchangas, PASC,
PICPA

Genaeral Contractor,
CMDWG

General Contractor,
CMDWG, USAID

Ganeral Contractor,

SEC, Stock Exchanges,
USAID

SEC, Stock Exchanges,
USAID

CMDWG, USAID

USAID
TA Contractor

TA Contractor

The proposed project consists of two relatively discrete but interrelated
privatization, and development of capital markets. Each
" 5 own underlying objectives and implementation scheme.

components:
component hac

As a response to this approach, the evaluation scheme, which is designed
both to help management identify constraints to implementation and determine
tmpact, will need two assessments scheduled through the project life. Of
these, one is a process evaluation and the other an impact evaluation.



A. Process Evaluation

The process evaluation is scheduled in March 1590. It w#i11 focus on
perTcrmance of and constraints to implamentaticn of the privatizaticon efforts
and the develocment of capoital markets. Since both ccmocnants are desianed tc
Tay the foundaticn and structur2 ror orivatization activitias and growth of
capital! markets, the evaluaticn snould investigate whetner tne services and
institutions are in place and parforming as expected. It will lock at the
interactions tetween and among all institutions invclved in implementation and
assess the adeguacy or inadaguacy of suppcrt provided. The evaiuation should
also include ar assessment of the erffacts of regortad raluctance to 1ose

family centrol of Tirms ¢n the growth cf capital markets. A3 a orocess
evaluation it must be designed to identify constraints o orZgrass as a T¢ol
for improved project management. USAID stafr and external consultants,
including GCP personneil and private sector representatives, will conduct tre

evaluation.

3. Impact Evaluaticn

The final evaluation will include an assessment ¢f all components.
It will determine if each component has had effects on its respactive
beneficiaries, direct and indirect. [t srcuid focus not cniy on the need to
detarmine "effects of the oroject but also provide managament guidance to
agencies and institutions which will have respcnsipiiity for tne orojecr atter
PACD. Thus, the impact evaluation snculd have a grocess ccmpenant o
determine canstraints to implementation. Estarna' corsultants as well as
USAID szaff shculd participate in the 2valuaticn,

C. Audit

Primary responsibility for audits of AID-funded projects lies with
the Regional Inspector General's Office. In the event, nowever, that the RIG
is unable to carry out the audit activities, an external auditing firm will be
contracted for the purpcse. The amount budgeted for nonfederal audit services
is $50,000.

VI. Summaries of Project Analyses

A. Economic Analysis

The economic analysis discusses the economic viability of the
project's two components, demonstrating their economic merits through cost
effectiveness and alternative economic rate of return analysis. The project's
approach is found to be cost effective because of factors including the GCP's
scheduie for privatization and the nature of capital markets development
issues. The required minimum Tevels of benefits in relation to possible
improvements in corporate income, sperding-up effect on the privatization
program, savings mobilization, and increased long-term capital financing are
found to be easily achievable.

B. Financial Analysis

The financial analysis assesses the financial worthwhileness of the
privatization component. It is demonstrated that the GOP should be able to
realize easily financial proceeds at least equal to the financial cost of
privatization plus the capitalized value of future net earnings that might be
received minus liabilities.
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C. Sccial Soundness

The social sounaness analysis e<amines the constraint to proj=zct
success posed bv the strong tradizion of the family firm in the Philipoinss.
It describes the nature of family firm, tne concerns and attitudes of cwrars,
and the family firm's goals and objectivas as they affect the growth and
development of capital markets. Th2 sccial soundress statement concludes that
while the proiect will not pe abie to cause radical change in behavior and
attitudes, it will provige the foundation for an enhancad decision-making
environment. In the end, the profit motive will have to provide the impetus
tor change.

0. Administrative Analysis

The administrative analysis assesses the capability of the principa!l
implementing agencies to implemen® the oroject. Witnin the orivatizaticn
component, the Department of Finance (DCF) and the asset disposa! units wili
be the primary agents. The choice of DOF is examined ana upheld. and the
involvement of the asset disposal urits is justified both on the basis cf
institution-building, and because of tne critical role they piay in the
privatization proc2ss. The principal actors invcived in the capital markets
component will be the CMDWG, the Capital Markets Development Commission (if
rcrmed), the Securities and Exchange Commission and various private sector
antities, including the stock exchanges, stockbrokars. invastment houses,
universal banks. It is recommended that the CMDWG serve as the lead
implementing entity.

E. Technical Analysis

The technical analysis presents the technicai rationale for selecting
the project's components and determing its approach. The GOP has stated its
goal of reducing the burden of acquired assets and public corporations on the
national budget and demonstrated its political will to execute its
privatization program to achieve this goal. In deliberating how AID could be
of assistance to the GOP in this area, a number of alternative were
considered, including providing:

working capital cradit to the private sector purchasers of the
GOCCs and acquired assets;

- term credit facilities for the private sector purchase of GOCCs
and acquired assets;

- technical assistance to the GOP in the execution of its Public
Sector Corporate Rationalization Program; and

- technical assistance to the GOP in the execution of its
"Privatization Program."

The latter was chosen as the most appropriate option. The elements
of the project's privatization component are based on the objectives of the
privatization program, the degree of sophistication of the Philippine market
and the structural layout of the sectors to be privatized.
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The Mission adopted an operational approach t¢ providing assistance
to the GOP and private sactor for capital markat develocment. Lsgal
reviews/audits will be conducted to formulate recommendations for change; ths
SEC will be 2xamined and reccmmendations/action plan developad: the sIcck
exchanges will De professionalized and reo:ganized TA to the
accounting/auditing profession wili provige for uniform accounting and
auditing principles and standards; and a pubtlic media campaign will pe
urdertakan to educate the corporata sector and the public on capital marks
development. The project will also partially finance a conference to
highlight capital market development as a top priority of the GCP. Finaliy,
training, seminars, and observation tours wiil be provided to enrarce the
professional capabilities of the s2curities industry

VIT. CONDITIONS PRECEDENT AND COVENANTS

The follow1ng are the conditions orecedent and covenants A.l. D intands
to negotiate in the Project Agreement. Tneir sutstance is not expectad to
change during agreement negotiations.

A. Condition Precedent to Initial Disbursement

Prior to first disbursement of A.I.D. prcject assistance, or the
issuance by A.I.D. of documentation pursuant to which the first disbursement
will be made, the GCP shail furnisn A.I.D., except as A.I.D. may otherwise
agree in writing, in form and substance satisfactory to A.I.D.:

1. An opinion of counsel acceotable to A.I.D. that tha Project
Agresment has been duly autnorized ard/or ratifiad by anc
executed on benhalf of the GCP and that it constitutes a valid and
legally binding obligation of the GCP in accordance with all of
its terms;

2. A statement of the names of the persons authorized to represent
the GOP for implementation of the Project and of any additional
representatives together with a specimen signature of each person,

B. Conditicn Precedent to Dishursement for Privatization Technical

Assistance to the Asset Privatization Trust

Prior to disbursement of A.I.D. project assistance, or to the
fssuance by A.I.D. of documentation pursuant to which such disbursements will
be made for, respectively, (1) Local Long-Term Technical Assistance; (2)
Expatriate Short-Term Technical Assistance; and (3) Expatriate Long-Term
Technical Assistance, the GOP shall, except as AID may otherwise agree in
writing, furnish to AID in form and substance satisfactory to AID:

(G D A one-year work plan, developed by the APT, specifying the
type and magnitude of assistance required to execute its
privatization responsibilities; and

(i1) A signed and executed Indefinite Quantity Contract with
respect to item (1) above, and approval in writing by the
duly authorized representative of the Department of Finance
for the Project of an AID Project Impiementation Order for
Technical Services ("PIO/T") with respect to items (2) and
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(3) above authorizing A.I.D. to procure under an A.I.D. direct contract
financed under the Grant a contractor tc provide for such activity.

C. Conditicn Precedent to Disbursement for Privatizaticn Technical
Assistance to the Govarnment Cwnad and Controlied Corporations (GCCCTs)

Prior to disbursament of AID prcject assistance or to the issuance by
AID of documentaticn pursuant to wnich such disbursements will be mage for,
respectively. (1) Local! Long-Term Technical Assistance; (2) Expatriate
Short-Term Technical Assistance; and (3) Expatriate Long-Term Tschnical
Assistance, the GCP shail, except as AID may otherwise agrse in writing,
furnish to AID in form and substance satisfactory to AID:

( i) A one-year wcrk plan, developed by each GCCC for which
technical assistance will be provided, specifying the tyoe
and magnitude of assistance required to axecute its
respective privatization responsibilities; ang

(ii) Signed and executed by the Department of Finance an
: Indefinite Quantity Contract with respect to item (1) atove
and, approval in writing by the duly authorized representative
of the Department of Finance for the Project of an AID
"PIO/T" with respect to items (2) and (3) above authorizing
AID to procure under an AID Direct contract financed under
the Grant a contractor to provide for such services.

D. Ccndition Prececent to Disbursement for Equioment Under the
Privatization Component

Prior to disbursement of AID Project Assistance or to the issuance by
AID of documentation pursuant to which such disbursements will be made for the
procurement of equipment for the APT and selected ADUs, the GOP shall furnish
to AID, except as AID may otherwise agree in writing, in form and substance
satisfactory to AID:

(1) An equipment procurement plan specifying, in detail, the need
for the equipment, equipment specifications, and a reasonable
cost estimate for the equipment; and

(2) Approval in writing by the duly authorized representative of
the DOF for the Project of an AID PIO/T authorizing A.I1.D. to
procure unde- an AID direct contract financed under the grant a
Procurement Services Agent to procure the equipment for
purposes of the Project.

E. Condltion Precedent to Disbursement for the Institutional
Development and Technical Assistance Elements of the Capital Markets
Development Component

Prior to the disbursement of AID project assistance or the issuance
by AID of documentation pursuant to which such disbursement will be made for
the institional development and technical assistance elements, the GOP shall
furnish to AID except as AID may otherwise agree in writing, in form and
substance satisfactory to AID:
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(1) Evidence of the formal establishment and designation of the
staff of the Capital Markets Devaicoment Working Group (CMCWG),
inciuding designation of its head;

(2) A Memorandum of Uncderstanding betwsen the CMDWG and Department
of Trace and I[ndustry (DTI) detiailing the responsipilities of
CMDWG in the implementaticn cf the Capiral Markets Comocnent
and assistance to be provided CMUAG under this Project.

F. Condition Precadent to Disbursement for Training/Seminars/
Qbservation Tours for the Capifai Marxats Compérant

Prior to the disbursement of AID c-ojs¢t assistance or the issuance
oy AID of documentaticn pursuant to which sucn gisbursement will be made for
training, seminars and observation tours, the GOP shall furnish to AID except
as AID may otherwise agre2e in writing, in form and substance satisfactory to
AID:

(1) An annuai training olan encompassing the training needs for the

involved GOP agencies based on the recommendaticns of the
long-term Institutional Cevelopment Contractor; and

(2) In cocordinaticn with the CMDWG, an annual training clan
encompassing the training ne2ds for the invoived private sacter
antities based on the recommendaticons of the long-term
Institutional Development Contractor.

G. Condition Precedent to Disbursement for Equioment under the Capital
Markats Component

Prior to disbursement of AID Project Assistance or to the issuance
by AID of documentation pursuant to which such disbursements will be made for
the procurement of equipment, the GOP shall furnish to AID, except as AID may
otherwise agree in writing, in form and substance satisfactory to AID:

(1) An equipment procurement plan basaed on the recommendations of
the long-term Institutional Development Contractor specifying,
B in detail, the need for the equipment, equipment
. specifications, and a reasonable cost estimate for the
equipment; and

(2) Approval in writing by the duly authorized representative of
the DTI for the Project of an AID PIO/T authorizing AID to
procure under an AID direct contract financed under the grant a
Procurement Services Agent to procure the equipment for
purposes of the Project.

H. Condition Precedent to Disbursement for Equipment for the Stock
Exchange under the Capital Markets Component

Prior to disbursement of AID Project Assistance or to the issuance
by AID of documentation pursuant to which disbursements will be made
for the procurement of equipment for a stock exchange, the GOP will
furnish to AID, except as AID may otherwise agree in writing, in
form and substance satisfactory to AID:
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(1) A signed agreement effectuating the merger of the Makati and
Manila Stock Exchanges; and

(Z) The establishment of facilities to operate the Manila and
Makati stock exchangas as a merged entity and commencament of
cperations as a merged entity pursuant to the agreemant.

Covenants

The General Covenants in the Project Grant Standard Provisions Anne«
bed by A.I.D. Handbook 3 will he included in the Project Grant
In adgition, the foilowing covenants shall be inciuded:

1. Proiect Evaiuation. A.I.D. and the GOP agree to estabiish an
evaluation program as an integral part of the Project. Except
as the parties may otherwise agree in writing, the orogram will
include, during the implementation of the Project and at one or
mere points thereafter;

a. evaluation of progress toward attainment of the opjectives
of the Project;

b. identification and evaluation of probiem areas or
constraints whicn may inhinit such attainment:

c. assessment of how sucr information may be used to help
ovarcome such problems; and

d. evaluation, to the degree feasible, of the coverall
development impact of the Project.

2. The GOP agrees to give due consideration to and to consult with
AID in connection with actions proposed by the technical
assistance/General Contractors/Study Consultants relating to
the findings and recommendations of:

a. the comprehensive report to be issued providing the
findings, conclusions, and recommendations on legislation
required and revisions/changes needed in rules/regulations/

procedures of the responsible GOP Departments/Agencies;
draft legislation/regqulations/procedures/rules; and the
Action Plan for implementing the recommendations made;

b. the Action Plan for the reorganization and reorientaticon of
the SEC;

¢c. the Action Plan for the reorganization and reorientation of
the stock exchanges.
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[Following is the text of 3 letter from the Naticonal Economic
and Development Authority (NEDA), Government of the Philippines,
to USAID/Manila. Tex* was received in AID/Washington by cable
{(Manila 28514) on September 9, 15987.]

3 September 1937

Mr. Frederick W. Schieck
Director

USAID Mission

Ramon Magsaysay Center
Roxas Blvd., Manila

Dear Fred:

Following several discussions on the design of the
Financial Resources Mobilization Project, we wish to requesc
USAID to provide the necessary assistarce to the Government to
implement said Project.

The Project is envisioned to assist the Government in its
ongoing privatization program, improve the capability of the
capital markets to mobilize equity investment and establish a
turnaround company, the Philippine Agribusiness Industrial and
Investment Company (PAIICO). In general, these objectives are
consistent with existing national policies although the
mechanics of setting up PAIICO as well as other project
subcomponents will have to be more thoroughly discussed with
concerned Government agencies as well as the private sector.

We hope that with this request we can proceed to finalize
the Project details and to resolve the remaining_issues before
concluding the Project Agreement.

Sincerely,

Solita Collas-Monsod
Secretary of Economic Planning
NEDA Director-General

b b
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. v REPUBLIC OF THE PHILIPPINES
" ' . MINISTRY OF FI_NANCE
. Seauities and Exchange (ommission

SECBLDG., EDSA,GREENNILLS
MANDALUYONG, METRO MANILA

August 20, 1987

MR. KEITH E. BROWN »

Chief Office of Capital Development
US Agency for International Dev.
18th Floor, R. Magsaysay Center
Roxas Blvd., Manila

Dear Mr. Brown:

I have gone over the draft copy of the paper on your
financial respurces mobilization project, more particularly
the component on capital market development. I would like
to express at the outset our sincerest appreciation for the
concern -of USAID in the development of the Philippine
capital market. =

iy

%

(

As I mentioned to you during our conversation last
August 18, there is an urgent need to review not only the
structure and functions of SEC bur, more importantly the
legislations and regulations which the SEC implements.

. .. We are particularly concerned with the development of
equity securities, a subject matter your draft paper
focused on with.emphasis on strengthening the stock market.

: . C»
Your proposed technical assistance in the training of
the staff of the SEC as well as the procurement of computer
hardware will be most helpful in carrying out cur functionms.

We are specifically interestsd in a developmental
thrust for the SEC, a departure from its present regulatory
pasture. R T A TR C

LR SR

E f.f;ib ioo§'fbfward to'hearihg“fréﬁ;fqu'agéin.

Vety ttuly yours,‘ - .
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REPUBLIKA NG PI-LIPINAS
MINISTRI NG PANANALAPI
MAYNILA ) : '

August 20, 1987

Mr. Keith Brown

Agency for International Development
Magsaysay Building

Roxas Boulevard, Manila

.Dear Mr. Brown:

-

In accordance with our recent telephone conversation, I wish to
confirm that the Department of Finance supports the project
concept of your Financial Resources Mobilization project.

The Department of Finance shall be prepared to carry out the,
coordinating role for the privatization component.

T~

Very truly yours,

.“v'..
=
T
-~

o LA
Lok
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REPUBLIKA NG PILIPINAS
MINISTR! NG PANANALAP!
MAYNILA

‘Cctober 28, 1986

- Mr. Frederick W. Schieck
sDirector, Agency for .
’ International Development ‘
- ’ Manila ] ' .

-
. - . e e e

‘Re: Capital Market Development Pro;ect i

e e @ et mmice mamance b e ' eim o o e

Dear Sir:

On behalf of Minister Ongpid, I am writing to acknowledge
receipt of the draft report on Capital Market Development
in the ‘Philippines and to request that an action program
be developed to implement 3 capztal market development
project. <

We have found the draft report to be broad and compre-
hensive, covering a wide range of significant issues
and problems. We undezstand that the TepoTt was written
during, the time when circumstances wete changing and the
interest of the government in capital market development
had not been clearly expressed to you. Accordingly, we
suggest that a revised report consider the views of the
present Administration on the.issues described in the
report as a2 first step in the capital market development
project. The revised report should reflect recent deve-
. ¥ lopments and policy thrusts which deal with some of the
. issues raised in the report, such-is privatization initia-
tives and tefbtn of governmgnt financial institutions. ..
: "“'ﬁ31n1tzally, we bclxeve that a.perxod of four to six weeks
e ... ‘of work with Mr. Reilly and ourselves will be needed for = .
' " T 7T 'the’ completiox of the revised report which would be the '
. " basis of a suggested action program. During this period,
' . - discussions will be held with other relevant government
. .7 sgencies and other interested parties to gain a consensus
o om: thc przoritzcs and.gpccxfxc areas of actiana
L (ot _ﬁ .,,“.r -'-a..m Nty
'Po’lowznt co-pletvon ‘and. :cccptance of the reV1sed
report, we would expect tc address promptly the imple~
nnntatzon off the suggcsted actzon program.

n -t

—

;;yhn cunclusion. I confirn on behalf of Minister Ongpin
"that :hc guvernncnt docs wlsh to undertake a capzral narket
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development program with US AID assistance covering the

full range of problems raised in the draft report and others
Therefore, I request that you initiate the

as appropriate.
appropriate procedures within US AID.to develop and finance
a capital market development project for the Philippines.

DI I A

Very truly yours,

Edgardo M.

ter
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MANILA STOCK EXCHANGE

MANILA. PHILIPPINES

= E =

- T

. March 12, 1986 - = =

— —

«Z

US Agency for Intermational Development o =T

Ramon Magsaysay Center - =
[

Roxas Bldg., Manila

Attention: Mr. Frederick W. Scnieck
Director

Gentlemen:

This is to request for a meeting with your good office to initially

explore the possibility of how our stock exchanges can avail of the
assistance of your agency in comnection with the initiated effort to
revitalize the Philippine capital market.

For your information, I had the opportunity to briefly discuss
with the members of your staff om this aatter during the ADB sponsored
symposium on Capital Market Development in the Asia~Pacific Region
held last January 14 to 16, 1986.. But due to the then impending presi-
dential elections scheduled last ‘February 7th, formal effort was
deferred to pursue the matter. Shortly, thereaf:er. events fuzther
prevented us to pursue the “-.q&~

Last Priday., March' 7, 1986. hauuvcr. ve had our elections at the
Manila Stock Exchange vhersin I was re—elected as president affording
me another term of office to pursue this important project. Moreover,

I feel very confident th;: ouy new govcrnnnn: will be supportive to :his
effort. : _ .

o,

I wvill grta:ly sppreciate the advise o£ youz office by giving us
a call soonest. .

/9/€




26 August 1986

Mr. Tredexick W. Schieck

Direztor .

T. S. Agency for Internaticnal Develcoment

Ramon Magsaysay Centses

1680 Roxas Boulevard )
Manila '

. Dear Pred,

Pirst Soston Corporaticn. By w&y of reaction, I would like to give
you the following comments:.

.A__Tl"/-.. ‘ Thank you for the Memorandum on Privatizaticn prepared by
i
;

T l. 1In general, what I focund nsw and especially interesting was
' . that the Memorancum Jealt extensively with work programs, i.e. the

] actual cperating staces involved in privatization. In centrast,

] most of cur other discussions on privatizaticn have concentratéd on
5 organization rather than .perations. Picst Boston's suggestions are
]

J

1

cbvicusly based on wozking experience and will cextainly be considersd ‘
whg we imslement ocur n:;va‘.'.z_.ancn uzug—an

L Z. The Memorandum u:prcsm scee copcern about the t:utmcnt of

- s fareign investment. With respect to privatization, we do not intend
5 to impose restrictions on foreigners over and above what is already -
v provided by existing laws, nor vill we extand foreigners incentives
vy which are not available to Pilipinos. Incidemtally, contwaczy to the

i Mamorandum's. supposition, we have received forwign inquiries on simple
';I' portfolic investment nth-: than majozity ownesship.

'm 3. Imldljkotonqqmazanmtothnmmmm which

C would be very halpful in speeding our privatization effort. A priva-
S————— vizatiom operation of the sort dascTided in the Memorandum would be
warranted only for carporatiaons vhich could be sold as going concermns
requiring restructuring only with respect to dabt and organization, i.e.
‘not rehabilitstion: T also have the impressiocn that this would apply
- .caly ¥h a ralatively small mmber of corporations. However, thers bas

- ' pot been a systammatic examination of the total set of privatizable

~ . corporations to identify this group and give impartial valuations.

" ¥ach an identification and valuation would abviously be very helpful

GrTON TAREN | o
=S “‘"—’,"""5— | Lée
’w -
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in indicating potential markets and in designing the privatization

organization. If you think 3 grant for this purpose would be feasible,

I would be happy to discuss the matter at your ccaovenience.

With best personal regarads,
2ours sincerely,
V. ONGPIN
RN Minister
- ¥ .
’ Kl

. oM - o~ .t ! ,.-
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1. TEE PECJECT COMMITTEL EZVIFWED TEF SUZJECT FID 28
MAY. ZASZD ON TIEE DPC’S RECOMMENDATIONS, TEFX AA/AHE
ATELCVII TEX PIL. AMD AUTFQRIZED. TEE MISSICN TO DEVEILCF 4
FRCJ= CT :g:'B sngE:m TS IEI GUIDANCT OUTLINED ITLCY.

2. SCARCITY CF lﬁo ""Ll'\]ﬁ)e © MISSION TLAXS l;C UST 1¢6
MOKEY FCR ALL OR MOST PROJECT FUNDING COULD RUN INTO . .
SZRICTS TIXFICULTY GIVZN TEE IKCEEASING SCARCITY CF TEZSE iL1v ihtol

FONLS IN TEI EURZAU. (SECTION 16€ FONDS EAVZ DECLINED top L
FRCM DCLS 4¢ MILLICK IN FI-85 TQDOLS.15 MILLION IX 7 LE
§7.) EICAUSET THIS SITTATICN 1S uxLI:zzr °C IMPEOVE AND T —
MAT DEGEINI2ATE, TEI MISSION IS ZNCOURAGED 70 DIVILO? =
STRATEGI®S FOR USING OTHIE FUNDS. FOR EXANPLE, THE =
. . MISSION PIGE? IDENTIFY ZURAL AND AGRIFUSINESS SLIMENTS o1
"- 0¥ THE PROJECT TO PERMIT- THE MAXIMUM USE OF 183 FUNDS. . - | fem
 SIMILARLY, ¥DUCATION EELATED.ACTIVITY (E.G. TRAINING, oty
SMINARS, EQUIPMENT, ETC.) MIGHT 3X FINANCED ¥ITE 185 I -
FUNDS. FURTEER, EVERY EZFFGRT SHOULD B MAIE T0 USE - ey
PL-468 CE PRE FUNTS FOR TEY CAPITALIZATION. 1IN TEIS S
REGARD, MISSION SEOULD PURSUE DISCUSSIONS ¥ITH PRE ON er——
POSSIBLE TRANSFEE OF SICTION 123 (OR OTHER) FUNDS INTO. B
| SECIION 108 FEVCLEING zuan AS-ONE MEANS TO-EELP FININCE .~ pgrls —
* TEIS PROJESE -o | ¥ | L
o K - RIC
_-3.. zrurznc rz: ruza—Axouwn ccnrnnr (TAC) AND jaxTaed
PRIVATIZATION: TEE PID INDICATES THAT TEE TAC VILL aR .

. INCLUDE EIBMS ACQUIPED FEOM TEI GOVIFNMENT AND FRIVATELY EE DL

- OSNED FINANCIALLY DISTRESSED COMPANIFS. PCWFVER, 'IJ:EEE

15 NC IKTICATION THAT TEF TAC WOULD BE FORMALLY
COMMITTEL T0 PRIVATIZING PUELICLY OWNED COMBANIZS S -
COMDITION TO RECEIVING 21D SUPPORT. 17T IS5 POSSISLE TH4T
WITBCUOT SOME FCRMAL CCMMITMENT, KO GOVERNMENT OVWNED
CChPANIES WOULD BE INCLUDEL. TFEIRLFORE, SBOULD AID
SUPPORT 33 TIED IO 4 FORMAL COMMITMENT? THE PP DESIGN

. TEAN .SFCULL ASSESS TEZ NIET FCE aNP PRECE:RLE RESULTS GF
'CORDIQIGKING AID SUPPORT TO. A COMMITMENT 3Y THE T4C T0
I»CLUDI'FIEPQ ACQUIE&D F‘G”‘T’E GOVERLPENT”IN‘IIS

”s\ < A
» ,- '::': /“_2’ ¥

-
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ORTFOLIO AS & MEANS TO 3ELP F3CILITATE PRAIVATIZATION

4. SPONSORS FOR TAC: IT IS UNCLIAR WELTEZR MISSION EAS
TET IDEINTIFIZD SrEICIFIC INVZSTCE INTIREEET Ir TEE TA
_SINCE 1TSS VERY EXISTINCE EZINGIS CN TEX WILLINGWESS OF
CREDISLE AND CQUALIFIZD BRIVATE ENTREIPEINZURS TO INVEST
In IT, TEE PP ILESIGN TEIAM NEZEDS TO DETEIRMINE EZIFORE TEZ
= PROJZCT IS AUTSORIZZID (4) S3AT IS AN APPROPRIATZE RLTID
CF 2ID-TC-TRIVATEI FUNDS FCr TEEZ CAPITALIZATICN OF IEZ
TAC; ANT () Y¥SETEZR TEERX 15 & CRITICAL MASS OF PEIVATIEZ
SPONSORS WILLING T0 CAPITALIZE TEXZ COMPANY &£T TEAT IiVik.

~ CETIEMINATICN OF TEE FRGPCSID TAC'S VIAZILITY WILL =
ITS SUCCESS IN IMEROVING THE MANAGEZMENT IND PPODUCIIVI”Y
. OF FINANCIALLY SALVAGZABLE DISTRESSEID FIRMS IN ITS
. PORTFOLIO. TEX FID DOUES NOT ADDEESS .TEE CUISTICN CI-
~°7 "WEETEXR TEERZ IS SUFFICIENT TRAINED/EXPERIENCED MANPOWER
. AVAILAFLE (E.G. PZESONNEL, OPERATIONS ANT FINMANCIAL
MANAGERS, ACCCUNTANTS; MARXETING SPECTALISTS, ETC.)
WEICH TEE TURN-AROUND COMPANT COULD ACCESS TO ANALTZIZ
AND TO COERECT.TEE PROZLEMS OF AILING COMPANIES. 1ITF
SUBCE A CADHE DOES NOT EXIST, COULD IT 3E DIVELQGPED BY
OUTSIDE IXTERTS- WITEIN TEE FROJECT LIFE? TEE PP SROULD :
ITENTIFI_TEZ TTEPE. OF SXILLS AND OTEZR QUALIFICATIONS . : -
NEIDED AND T3E TIMEFTRAME VITEIN WEICE TEEY WILL EE B
RECUIRED, ASSESS TE® AVAILABILITY OF GQUALIZIZED PEIOFLE
WITH TICSEX SEILLS, AND T0 T2Z EXTENT TBAT GAPS LRE
IDEINTIFIED, ECW T3I0SE GAFS LIIL EE TILLE®D.

's5. EXPAMDING TEE ROLE OF rzzjsst:*“raa PID INDICATES
TEAT IN ADDITION TO IMBEGVING. TEZ SEC’S CAPACITY TO CAPEY

OCT ITS IXISTING EZGUIATOEY FUNCTIONS, TEZ FROJECT wILL

DEVZILOP ITS CAPACITY TO PROMCTZ DEVILCEMIAT, I.E. 70

T4LE 4N ACTIVE 2OLE IN EVALUATING TE3 IMPEDIHENTS TO

CAPITAL MARKET TEVEZLOFMEKT AND TATE ACTIONS NEEDED TC. - .. .
STIMULATI TEAT DEVELOPNEINT. TEZ PP SEOGULD DISCUSS MORE

FULLY ¢EAT THE DEVELCFMEKT FUNCTIQN INVCLVES AKD ITS

CONPATIEILITY VITE TET SEC”S REGULATORY FUNCTION AND

INSTITUTIONAL SISTORY AND EXPERIENCE OF TEF SEC, AS Wil

IS ASPECTS OF TES PALITICAL ENVIRONMINT, WEICE-PIGET F3 o
BLLEVANT ru.aaxn:crzuw~rxz SUCCEZSS OF PROJICT, ZFFORTS ~ 777" "o |
FCE SEC CEANGE. - . - _ Tt - Ll

o b‘-- ‘v —— .

S AVAIILZILITY OF MANAGEIMENT TALENT: TEZ UITINA*T on

GOP SEINSITIVIZS 10 AID INVOL?&ﬁANT IN 22175:125110«.
:zz FID SUGGISTS A XIY ROLE F0R AID IN TE2 PRIVATIZATION
PROCESS, INCLUDING FINANCING TU.S. END FILIPINO:TECENICEL -
ADVISGES TC TEX DISPCSAL UNITS. CIVEX TED zon'«°"s;»; Lol
SENSITIVE NATURE OF PRIVATIZATION, WILL TEF GOP FEEL ¢ . . 7 o0 -
FEEY TO USE J.S. OR FTILIPING CONSGLTANTS TINANCED 3Y TZ: - -
sichcr? LLT‘CU»F AN uuzaurvccaa .»s&zz rc TEIS ccz rxox

R T e, . N - - B - L.
. . . - ey T v
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PP SECULI FECVIDE ZVILENMCE TEST SUFTICIZET GOP L0CIFTANCE
Tz1sTs ICT AID-FUNIED TIIFNICAL 2SSTSTANCT IN St.:C.i cr
TZZ FRIVATIZATION PROCISC.

GININT CAP2CITY: 3CTE TSZ PFIVATIZATION
: =T IRTILCFMINT COMFCONINTS CF -TEE FLCJICT
INTCIVE x.Ja? IZTA- INCS WITE VEIRT CGMEIEX FOLICY,
NSTITOTICNEL, :-C-.I:;L END, PATTCCLAZLY Tn T3Z Cisk
C7 SEIVATIZATICN, FOLITICAL ISSUZS. . TEEX FIT CALLS FCR,
SEONG OTZZP TEINGS, TEZE PROVISION OF L LARGE NUMBZR akD
«ITZ EANGE CT LCNG— AND SECRT-TZEM STECIALISTS AND THE
TSTASLISIHNENT OF NUMEROUS ¥GRLING GROUPS. INVOLVING EOTH )
FUILIC AKD P2IVATE SECTOR PARTICIPATION. CONTRICTIAG
TOR AND MCNITCRIMG TEFST SIRVICTS, AND PRCVIDING PCLICY,
ADMINISTRATIVE AND TECENICAL SUPPORT 25 RESUIRED WILL 33
LEIOR-INTENSIVE AKD #IIL CALL FOF SKILLS ¥EICE TE3 -
MISSION MAT NOT INCLIDZ CN ITS PERSINT STATT CGIVFN TEZ .
PRESSURES OF T3I IXISTING ¥ORTLCAD AND THZ ADDITIOAL
PRESSUEZS. TSAT ¥IIL DEVEILGP AS TES IURAL INFRASTREUCTUE
PngJchthra ITS & M;JOR SUBPROJICTS COMES ON LIRE, ¥ILL-
IEE MISSICK 3 AZIE TC FECVIDE TZT FIFANDEL SEILL
ILUIRIMTITS AND WCEIICAD GINERATED IT TEI5 PECJICT?
ALT’GUG’ BOTZ COMPCMENTS OF TEIS PROJECT 2RI INTZ3-
EXLATED; TEZI DO NCT AFFEAR TO IT INTEEDEPENIENT. ITF
NOT, ¥OULD IT BE POSSIFLE AND DISIRABLE TO PEASE THEX
STAET-UF CT TET TwG ACTIVITIES, SITHER AS SEPARATE
PECJECTS CR UNIER ONE CMERELLA PROJECTT IF PEASING IS
NGT FEASIELE, IS IT POSSI3LE TO. AUGMENT MISSION DIRECT

EIRE STAFF CR TO ADD ONZ OR no.. .~C ‘S TOo ZELP MANLGL
TEL T¥C COMECNINTS? TEE- PP SEGULD DISCUSS REQGUIRZIMENTS
EETATED " TC TEIS PROJECT IN DETAIL IN TEE CONTEXT OF 153
CTEEE MISSION PROJECTS AND MISSION- STATXING PROJECTIONS,
. AND PROVITE ASSUEANCES TEAT ADIQUATE AND AFFROPRIATE
MAMPOWER VYIZL BE AVAILABLE WITEIN TIE MISSION TO
E?!ICIIY;LY HANAGE AIL CCHPCP‘EHTe OF TEE PBOJECI. — .

TEF IHPACI OF‘CUITURLL IACTORS° TEE EID PoInNTs 00T
TEA! TEEZ. ONDERTEVEIOPED ANTC UNDERUTILIZED CEARACTER CF
PEILIPPINE FINANCIAL MARKETS IS DU/ IN PART TO, QUOTE:
AN EXTRIMILY STRCNG TRADITEION CF FAMILY CONTRCLLED AND = | - %

- JAMILY RUN CCMPANITS AND A& STRONG DISLIKE RBY BUSINESSMEN -~ = 7 - -
OF LISCLOSURI AND OTHES REQUIRIMENTS APPLICABLE IC : e
'PUBLICLY RPIL"COMPANIZS. UNQUOTP. HCOWEVIR, TRI. PID ICES S
NOT INDICATE BEO¥ THE PROJECT WILL.ADDRISS SOCE FIRMLY
ISTAELISEED TRADITICNS AND ATTITUDES. TER I'P SECULD
DISCUSS IN DETAIL TET NATURE OF TPIS TEADITIONAL STSTEM,

TEX YACTCES UNDERLYING ITS BXISTEINCE, HOV THE PROJECT - .
W1LL ADLFESS TBOSY PACTORS, AND VEY TER PROI’C? DI IGNEBS; E

'.331!‘71 IK! PBOJEC! ?ILL.CHANuZ IT. e

1¢. PREVIQUS EIPERI’NCI' TKE'PID SHOUID DISCUSS PAST .
AID INDvOI!ER INT*RNJTIOHAL AGINCY ASSISTANCEI EFTORTS :
WITE BECARD TC VENTURE AND CAPITAL® MARZET BFV'IOPPIuT

AND REGuIAtORY RZYORM IN THE PHYILIPPINES AND; I0 IEHE . X
IIT'NI 5?&£YINT OT!Ii COUNTRIEu, IN»IUDING IE»’ONS ;,"
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2/2 UNCIASSITIZIT STiTE 197:53/¢2
LEAREED . ‘ | ‘
13. PP AUTHORIZATION: IZCAUSE OF TEE INNOVATIVE KNATURZ
0F TEIS FFCJECT AMD IKTRCDUCTIOM CF SOMT IMFORTANT ISSUES
TEAT AEI PELIVANT TO 4 NTMEZR OF PLANKTD INITIATIVIS TN

TET DGIIAG. LID/¥ ©OULD LIRE TEF OPDORTUNITY TO REIVIEW

FF AKD 4UTSCRIZZ PROJZCT. TERIS ELCIQVON IS NOT ZASZT ON
PRISUMPTION TEAT WEI HAVE &NT MORD YISDOM TEAN TEZ NISSION

IN DEALING WITE TEESE 18SU:s, 30T VE DO FIZL TEAT SUCE
ISSUZS STOULD EBE FULLY VETTED TO ESLP CLARIFY APPRCACHIS
FCF FESCIVING TZEIM AND ESIA-LIS'ING £PPRO°?I!T' '

PRZC °D TS “On TEE TUTORE.

12. TEE CCNGEZSSIOAAL VGT’:IC*TION FOE FIKANCIAL -~
RESOURCES MCZILIZATION IS IN FREPARATICN. VWILL NOTIZT
MISSICN YEEN FI’TLVN IAY YAITING PE 210D REGINS.. LRMACOST
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. ANNEX B

RESPONSES TO AME BUREAU REVIEW CABLE (STATE 197453)

1. Paragraph 2 - Scarcity of 106 Funds. The Mission plans to use a
combination of deobligated or N.D.A.-103 Account D.A. funds, using 106
Account D.A. funds only for non-agricultural/rural development purposes.
Since most companies to be privatized are anticipated to be agriculture
related businesses, the use of mostly 103 Account funds is appropriate.

2. Paragraphs 3, 4, and 5 no longer apply, since the Mission is providing
only a limited amount of technical assistance to the turnaround company
under this project. However, in response:

. a. Paragraph 3 - Linking Turn-Around Company (TAC) and Privatization.

Y The Mission believes that 1t shouid not formally restrict the TAC to

N\ the privatization of a specified number of government-owned or
controlled-companies (GOCCs). The purpose of PAIICO is linked to
capital market development, not the privatization objective. More
specifically, PAIICO would make a direct contribution to mobilizing
and channeling term resources to productive enterprises that will,
over the medium-to Tong-term provide investors with investment grade
securities in which to invest. The “Turnaround Window” of PAIICO
should have as large of an upiverse as it can for turnaround
opportunities. The operating assumptions for PAIICO shows that not
every opportunity will pan out, but it must, at the same time generate
a higher "hits" to "misses” ratio to generate successful turnaround
opportunities and the income to earn the returns-needed to make such a
company attractive to investors. It should be understood, however,
that the bulk of the turnaround opportunities are with the GOCCs and
acquired assets that comprise the GOP's Privatization Program. .

Restricting PAIICO's operations to the GOP's Privatization Program is
.an undue restriction and not in-keeping with its objective of
assisting, in a direct manner,.the mobilization of both domestic and
foreign investment and the supply of investment grade securities in
the Ph11ippines.

b. Paragraph 4 - Sponsors for TAC. |
ALICO feas%BT!iEy study provides several scenarios which,
' in-turn, present suggested ratios of AID-to-private funds for PAIICO s

capitaltzation. These ratios are based primarily on the following
*factors. ' ,

Do During PAIICO s start-up perfod there niIT be a somewhat slower
payback for investors than equity {nvestors normally expect in
developing countries, particu]arly as it relates to agriculturally _
based activities. Therefore, AID's suggested contribution wiII support

-
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“PALICO's heed to pay for the investigation process for a long enough
period of time to enable PAIICO to estabiish itself on a
self-sustaining basis; and

- The Constitution of the Philippines restricts foreign investment to
40% of equity. In additionm, it is AID policy not to make an eauity
investment in Private Sector enterprises. Accordingly, international
private investment is slated for 40% of voting common stock.

Philippine Business groups will contribute equity capital equating to
60% of the voting common shares. AID and other possible donor capital
contributions will be on a subordinated debt or quasi-equity basis.

¢. Paragraph 5 - Availability of Management Talent. .
Please see Annex M6 for a discussion of PAIICU staffing.

Paragraph 6 - Expanding the Role of the Security Exchange Commission
(SEC). The Reilly Report recommended that a separate organization be
established for capital market development functions. However, the
government prefers expanding SEC's role. The project will undertake a
detailed assessment of SEC functions to determine if the expanded
development role is appropriate. Government agreement to procure services
of a general contractor, including an agreed-upon scope of work (SOW) and
budget, will be included as a Condition Precedent to disbursement of funds
for this component. Undertaking an initial assessment of the SEC and
developing recogmendations for SEC functions will be included in the SOW.

Paragraph 7 - GOP Sensitivities to AID Involvement in Privatization. The
GOP has already requested AlD-funded U.S. technical assistance (1A) for
privatization efforts. Based ori.this precedent and recent discussions
with GOP afficials, the Mission bel{eves that the Filipinos prefer using
expatriate TA for Targe, international marketing act1v1tfes and Filipino
TA for smaller, domestic operations.

Paragraph 8 ~ Missiom Mana ement'Ca acity. Please refer to Section lV.G6
of the PP for discussion o; management arrangements. .
. o P
Paragraph 9 - Impact of Cultural Factors. Please see Annex 1 of the PP
for'the social soundness ana ys o
Parag-aph w - Prevfous Ex erfence. Sectfons I E and II.B of the PP
discuss AID: and other Eonor'exper?ence 1n venture and capital markets
development. ) C e

.-
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_isted below are statutory sritazia zpplicable
zc p-ojectes. This section is divided iato. Two
TzTTs. 2P2rt B ipcludes criceria applicablé To
=il pzojects. Part 3 appliss to projects Zundead
Z=sn specific sources only: 3B(l) applies to all
rIoj=cts funded with Desvelopment 2ssistance;
E§2} applies tTo projects funded from Development
s¢sistance lozns; znd 3(3) zpplies to projects
_:né=2d from TET.- . - L R
=025 ”””’NC‘=: Ia COUN"HV CE=CKLIST U? TO

‘ .7 _  DRTS? HERAS STANDZRD ITZM

3 - . CESCXLIST 3Z=ZN RTVIZWSD TOR

AN . -THIS PROJECT? - -
1. SINSRAL CRITIRID FOR PROJECT . -

1. F¥ 1987 Continuinc Resolution Se=. 3232
Iak Sez. 834L. Describpe pow
authorizacion and zppropriations
committess of Sexate and Jousel bave
pe2n or will pe notiiied concerning
Tke2 project. P i

2077 ZAA Se o71(a)(*1 Trior to obligation

. 39.;::535 of £500.000, will tThere pe

. (3) engineering, Zfinancial or other plans
’necdsaa'x =0 ZSaIly out the 2ssistance,
and (b). a rsason2bly Zimm eszzmaba of tThe
Sost to The U.S5. of the assistance '

. - S :
3. ZA2 Sec. 631(2)(2). If legislative

ﬂ

_ Stion *s Zequiczeld ‘withia ”!Clﬂl‘nu
couatzy. wbat 1s'pts~s.tor rszsosable
WMIDEST at;on That such astion will bs
-onulcted in time to permit ordecly
onulxshnont’of ‘Puzpose o‘ the
. ass;:ban .
..m_u_m.r_w- = .ﬂ! M__°~ uipg
es0lvution Sac. S501. project is for
wWater or weter-rslztced land ragounrce
;ons::u::ioz. Bave benefits and costs
besn compuied To The axtent pracsticabdle.
in azzoréance with the principles, :
standazsés, and procedures established
pursuvant to the Water Resouzcss Planning
h-\- (Cz uaaac- 1962. u m ), (s.'
l~I-n- aznaaook 3 zo: gu;dclznés.)

i

“

ANNEX D

Congressional Notification was
sent July 15, 1587, and expired
without objection Ju]v 30, 1987
for SDA Grant 31 Million as ger
STATE 235391 dated July 30, 1987.

(5) Yes. Financia] plans are
contained within the Project
Paper

(b) Yes.

N/A -




*
3

3. T Seg. &8ll(e). If project is capital
2esistance (g.¢.. sonstruction), and
toval U.S. 2ssistance for it will exceed
Sl million, nas Mission Dirsctor
certifisd and Regicnal 2ssistant
Administrator taken iato cornsideration
the country's capability effectively to
mzintain and utilize the project?

8. ITAR Sec. 208. 1Is project susceptible o
execution 2s pact of regional or
multilateral projeszt? . If so, wiy is
Droject Dot so axecuted? Information and

conclusion wnhether a2ssiscance will .
encourage regional éevelopment programs.

7. i Sez. 501(2). . lnformation and
conclusions on wi2thner projects will
apcourage sfforts of the country to: .
(2) increase the flow of internmational
trade; (b) foster private initiative and
competition; (c) spcourage davalobpment
and uvse of cooperatives, credit unions,
apnd savings and loan associatiors:

(§) e¢iscourage monopolistic practices:
(2) improve technicsal efficiency of
ipdustry, agriculturs a2pd commercse:
(£). strengthen Izee labor unions.

22 Sec=. 601(b). Information and
conclusions on fow project will encourage
U.S. private trade and investment abroad
.and .ancourage private U.S. participation
in foreign 2ssistance programs (includiag
vse of private trade channels and tThe
services of U.S. private enterprise).

n
<

and

(o
] |,

. ) -~
.. Describpe steps

s 822(b). €36(h

4 assure.-nat, TO The maximun
+eXTent pessible, the’ssuzmtcy-is . -
soatributing local currencies to meet ths
cost of contracstuzl znd other searvices,
2nd foseign currencies owned by the U.S.
2re utilized in lieu of dollarcs. .

10. THAp Secs. 512(¢). Does the U.S5. own
cess foreign csurranc=y of ths country
ané, if so, what arrangaments .have beasen
made for its Celsase? - o

Elements of the progject which are
susceptible to regional execution ar
peing coordinated with tne PRE Buree
the project will be coordinated witr
other multilateral gonors.

By enhancing the environment necesse
to mobilize private term financial
resources for investment in praducti
private enterprises, the project wil
directly encourage efforts of tne
country to (a) increase the flow of
international trade; (b) foster
private initiative and competition;
(d) discourage monopolistic practice
and (e) improve technical efficiency
of industry, agriculture and commerc
(¢) and (f) will be only indirectly
affected. ,

Both components of the project will
serve to encourage U.S. private trac
& investment abroad. Private U.S.
participation will be encouraged
through the U.S. sourcing of technic

-~3ssistance.

0f the total project cost of $13.557

_ GOP and private local currency

contributions are expected to amount
to $5.051 M.

No.

o




- vaziety impzovemeszt or
Acanaul.an-y. publization.- conference, or

tinviaz Resolutio ) 3

¢ 2ggistanse is Zor the production ol
any comnodity fo:- expest., is the
Pommod;:y likely zo Dbe in surplus on
wozld marckets at the tTime the resulting
progucstive capasity becsomes overabive.
apd is sush assistance likely to caus
substantial injury to U.S. producers ob
the same, similar or competing commodity?

TY 1967 Continuinc Resolution Ses. 3238
(2s interpreted py conierance report)
If 2ssistanze .is Zor a;:i~nl;u:al
Aevelopment activities (snncl ically, any
b-at-ng or breediag fzasibility study,
u:odu:tion.

’J-

zaining)..a2re sus stivities (a)
sne*ltl‘a’lv and >rincipally designed to
ipcreass ag-zcul:u:al exports by the hos:
country to a coumtly otner »han TtThe
Uni:ad States, whacte ths export would

sad to direst competizion in that Thizd
co;ntry with exposts ¢f a similar

commodity grown oI proziuced in the United

States, and can :the ac:tivitiss.reasonably
be expacted to cause sunstantial inju:y
o U.S. axporters of 2 s;m.la:,. '
agrisuliursl coemmodity; or (b)=in suppos

¢l resszcoch that is isczendad u:amablly bo

penelfit U.S5. vro&n ers?, F

-

¥ 1987 ;ontiguin: gosc;ut;on Sec. £38.
Willeche assigtanze (except for programs
in Cacibpbean Basin lInitiative countries
under U.5. Tariss
which allows reduzed tariffs om idrticles
ssembled absoad Z-om U.S.-made .
components) be ussd dizectly to procure
feagidblilicy s.u&;as._ cefsasidbilicy .
srudles,. os. pTojest g-c.ilas of pctcn ial
ipvegtment in, or_-a a:s;st =he
establishment of Zacilitiss specifically

designed for. the maanuiacture £or export
to the United Statas or to third country -
mazkets in direct sompetition with U.S.
exports. of textiles. apparel. footwsa:r.
hzuabaqt. -2lat goods (sush.as wallets oZ
coin pucses worn oz the person), work
gloves or - 1.1 ht: Jca:;ng apbazcl’

Scosdule "Section BO7.™

N/A.

(a) No.
(b) Na.

Né assisiance will be provided
that will be subject to the
provisions of this Section.

.

M s B
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rad Sec. 118(c). Does the assistance Yes.

comply with the environmental Pbrocedures
set forth in A.I.D. Regulation 16? Does - N/A
the assistance place a high priority on
conservation and sustainable management
of tropical forests? -Specifically. does
the assistance, to the fullest extent
feasible: (3) stress the importance of
conserving and sustainably managing
forest resources: (b) support activities
which offer employmeat and income
alternatives to those who otherwise

would cause destruction and loss of
forests, and help countries identiiy.

and implement alternmatives. to colonizing
forested areas: (c) support training
programs,; educacional efforts. and the
establishment or strengthening of - -
institutions to improcve forest .
management;. (d) hely and deSu:uctlve-
slash-and-burn- agciculture by supvor.1ng
stable and productive fa:mzng practices:
(e) help conserve forests which have not
yet been degraded, by helping te increase
production on lands-already cleared o:
degraded; (f) coassrve forested
watersheds and rehabilitate those which
have .peen deforeéested: (¢g) support
training. research. ;and other actions
which lead to sustainable and more

, eavironmantally sound practices for

timber ha:ves:zng. cemoval, and
processing: (h) support rassarch to
exrpand knowledge of tropical forests
and identify alternatives which will
prevent forest destruction. loss, or
degradatioa: (i) conserve biological
diversity in forest areas by supporting
efforts to identify., establish. and : SR

:_Ilintlin a zepressatative network of

protected tropical forest ecosystams
on a worldwide basis. by making the
establishaent of protected arsas a

condition of support for activities

- ingvelving forest cleazance ar
Adcq:adttioa. and by helping te idcatxty
‘tropical forest ecosystems and species

in need of protection and establish and
maiotain appropriate protected areas:;
(]) seek to increase the awvareness of




3.

-n-

a encies and oTner 3ono:z

U.S. goveznment
of tThe immediste 2nd long-term value of -
. tropical fo:es:s: and (k) utilize the
resouzces and abilities of all relevant
U.S. govecnment agencies?
15. ThA Sec. 119(cV1f3)-(5). Will the N/A
assistance (2) suppbort training and )

education effor-ts wnich improve the
capacity of recipient countries To
prevent loss of bioclogical diversity:
(b) be provided under a long-tern
agreement in which the recipient countIy
agrees TO protett 2cosystems or other
Ulld’l‘e habitats: (c) support efforts
1d°n~1;y and survey escosystems in
ipient countries worthay of )
p:o:e::ion: "or (d) by anpny direct or
indirect mears sigrificantly degrade
national parks or similar protecsted arsas .
or introduce axotic ulan:s or animals
into such areas?

TAD 121(d). If a Sahel project, has 2 N/A
deteczmination ba2an made that the host
goveznmeat has 2an adaguate sysem for
azcountia; for and -ontro’llnq~:e=e~p

and expenditure of project Zunds (eithe )
dollacs oo lecal -u’:en~y gene:a:ed
.hebs-:on)’ : L o=

-~

-
[+ 1]
1]

\ -

7. Y ;987'Continﬁgga Resolution Sec. =32. No.
‘ ls=Sisbursament of The agsistance
conditioned sole=ly on the basis of the
policies of any multilateral inmstitution?

T G TTSPID TOR P ofﬁ

> oo PR . - EEEN
b v e e e o L. o R o T e I L . . . . PT I

1. v T sevance Proje=t Crite

a. IAA Secs. 10205, 111, LI¥. 283¢).  (a) Th

- ./ Describe extent to which astivicy -_ ‘g1lw:i2:v§f'}:leg:g:°t:h;n
.trill (2) .effectively involve. the’ boor«mn‘ areas
in development by extending access to: *

[

) economy at local level, increasing  :(p} N/A.
labor-intersive productiod and ‘the A .
use >f appropriate technology. “(e) N/A. .'

dispersing investment from cities
to small towns and rural areas. and. x(d) N/A.- :

. vy by
A LR SRS ,,'ﬁhnw’)'.“-w-’,“&..t?,v,\a-oj

v~



4.

3
svelopmant on a
ng appropriace U.S.
1ns.1-u.lona' (b) help develod
cooperatives, espoczally by technical
assistance, to assist rural asd urban
pPoOOL TO nelp themselves toward better

ife, and otherwise 2ncourage democratic
pPCivate and local governmental
ipstitutionrs: (¢) support the self-nelp
eZforts of aavelonvng .oun.:les. (d)
DromotTe tne participation of women ia the
national economiss of developing: .
countriss and the improvemeat of women's
status: and (e) ut lize and encourage '
regional cooperation by developing
coumtries. : T

103, 103%x, 108, 103. 10&.

'lj
ot
e
w

\ Se=s.
e 1c3, 3 X

120-21. . Does~:he project fit the

criteria for the souzce of funds

(£unztio na’ account) being usad?

AR Sec. 107. Is embphasis pla ed on use

of appropriace ;b'ano’ogv (:ulatzvoly
smallar, -est-sav~ng lzbor-using
»-~anolog’es that az gﬂn-:ally'mos»
2ppropriate for the small fazmsl small
businesses, and sna’l inzomss o’ the
poor)? ™

FAX Sezs. 110, 324(4). win the
recipisnt soupntry pdrovide at lsasct
25 perzent of the zosts of the progran.

Yes. 35 M of Section 103,
corresponding to the rural and
agricultural nature of many of
the Philippine enterprises to
be covered under this project.
$3.5 M of Section 105 for selectea
development activities.

4

‘Not QirectIy..

Counterpart contributions will
account for approx. 37% of total
project costs.

project, or activity with respect to wheh .«

the assistance is to be furnished (or is

i
1
.

The latter cost-shacing requirement "being'’

waived for a ':cla:;vsly lesast develaped”
country)? . - ~1-~‘m_;.;wh.$‘”“"l.»ﬁ

- - s . - "‘va:'

B " L
PR PR

:au.vs_.z.s_r_u. 1,. the activity

Stempts TO iDCCesase The 1ns:xtu.zanal
capab;l:.zas of vcivate organizations or
the goveramsnt of the country. or if it

Ttempts to stimulac e .scientific andh“
technelogical ressarch, bas it been -
designed and will it be monitored to
engure tinat the ultimate beneficiaries
are the poor majorizy? '

e e m———

Lo
"

L'Thiiﬁoor will be the ultimate

v -

beneficiaries of a better-
functioning private enterprise.
system characterized by more

- effective financial resource
lnbilization.




<&

g.

h. *

\

\any DQ:SOD tO pract:.ce abc:..zons’

. - 13 -

TAA Sec. 281(b). Describe extent to

.which program recognizes the particular

needs, desires, and capacities of the
people of the country: utilizes the
country's intellectual resources to
encourage institutional develodment: and
supports civil educacion and trainiag in
skills reguired for effective
participation in governmental processes
essential to self-gove:nment.

TY 3 ’987 ConulHUIDU Reso‘u;zon Sec. 540.
Are . any Of-uhe £unés to be used for the
performance of abortions as'a method of
family planning or to motivate or coerce

- Are any of the tunds to be used to pay
for the performance ot.lnvoluntary C
sterilization as a method of family
planning .or to coerce or provide any
financial incentive to any person to
unde:go sterlllzatxons’ L
Are any ot'bhe tunds to be used to pay
for.any biomedical research which
relates.,Ln whole or in bact, to methods
of., or the performance of, abortions or
iaveluntary ste:;l;zatlon zs a Aeans o‘
!anxly plannxng’ e -

1987 CO ti e tion. .Is the
nss;stancc being made available to any
organization or program which has been
determined to support or participate in”
the management of a program of coercive
aboztzon oz involunza:y sto:ilzzatzon?
If a:sistancc is ::03":hc population
functional account, are any of the funds
" té be made available to voluntary family
planning projects which 4o not offer.

eithér &irectly or through referral to .oC
_information about access to, a broad
--zange of :an;ly plann;ng'ncthods and

secvices? - e R W

. WilY thc p:o;ect

utxl;zo competitive selection procedures

for the awarding of contracts, except
vhere applicablo p:ocu:omcnt Zules allou
o:ht:viso? :

The project'is directly
-responsive to the needs,
desires and capacities of the
Philippine people, and will
utilize the country's intellec

tual. resources.

No.

No.

No.

No.

ﬁ/k.' ol

Yes. -



K.

TV 1957 Continuvine Resoluczion. Sow muczh
of tne funés will be availzble only for
activities of =2conomicelly and socially

disadvantaged enterprises, nistorically
black colleges and universities. and
private and volumtary organizations whiczch
are controlled by individuals who are
black Americans, Hispanic Americans, or
Native Americans, or who are economically
or socially disadvantaged (insluding
women)?

Sec. 318(c)(23). 1If the 'assistance
will suppozt 3 gram or project

Dro

sicn-_lcantly afiecting tropical forests
sct
ic

ll.
(2}

(]
e

0
(2]

s involving the

inzluding proj .
planXing of exot plaat species)., will

-‘the progzam or project (2) be based upon

cazreful aaslysis of the altezmatives
avzilable to achieve the best sustainable
vse of tne land. and (b) take full
acsount of the environmental impacts of
the proposed activities on bioclogical
giversity?

-

-
. =

\/

n.’
w

2c. (z)( #will assistance
o2 used : (2) he prosursneat oOr use
of logging eguipment, unless ag ;.
esvirzonmental assessmen: indizates that
all timber harves:ing operations involved
6111 be zonducted in an =avironmentally
spund‘manne: and that the proposed
activity will produce positive economic
bcaefits and sustainable forest
ma2nagement systems: or (b) actions which
significantly degrade national parks or
simila: protected arsas which contain
tzopical Zorests., oOr in.:odﬁ-c exotic

(11}
o.
j-0
..4
(D

(0 l-'

Q
"

Ab};nts or_ an:nals into’ such.-azsas?

. Tu2 Ses=. Y1BI!= . 111 agsistance bs

used for (2) a:.;vztics which would
cesult in the conversion of forest lands
to the rearing c¢f livestock: (b) the
sonstruction, upgrading. or maintenance
of roads (inc=luvding temporary haul rocads
for logging or other extractive
industries) which pass through relatively
undegraded forsst lands: (c) the
colonization of focest lands: or (d) the
construction of dams or other water

Should technical assistance be
required from the U.S., every effor
will be made to identify a qualifie
economically and socially
disadvantaged firm to proviae the
services.

N/A.

No.

No.
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coptrol structures which fLlood relatively
undegraded forest lands, unless with .
- respect t©o eack such activity an .
. environmental assessment indicates that
- the activity will contribute )
significantly and directly to improving
the livelihood of the rural poor and will
be conducted in an enviroanmentally sound
manner which supports sustainable

devsalopment?
- [ 3
z. 3°voloumonb dssistance Projsct C-itaria

(voans Onlv) .~ . - sy e T , . '

~. 8. IR Sec. 122(b). Informationm and .-
conclusion on capacity of the Sountry to
Cfepay the’ loan at a raasonable-:ate o‘

- - -

- lnte:est..q,_“;,;’ T O R SR 4 -

b. FAA Seel szogd .1f assistance is for
any productive en;e:p:ise-vhich will
compete with U.S. enterprises, is there
an agreement by the -recipient country =o
Drevent export to tihe U.S. of more than
20 percent of the enterp:uise’s. annual
production during tne life of the loan,
or h2s the requirement to enter ianto such
an agreezent been wzived hy the President
because of a national securicy.interest?

c. =Y 1987 i g _Resolution. If for a
lcan to a p:zvate sector institution from
funds made available to carry Qut the
provisions of FAX Sections 103 through
106, will locan be providéd, to the
maximum extent practicable, at or near

- " the prevailing interest rate paid on e
c= o reee— Treasury oblzgtczonz (34 gimilar macucity

- ‘;: :he :an of oblxga:;ng sucb bnnds’

"
-

q. zaa_igg__.zzL_L Docs the act;vz:y ' , .
"give resasonable promise of assisting o
e long-range plans and programs designed '
ta develop economic resources and - : ,
- increase produstive capacities? -




(11

-

Zzopnomic Suvvorst Fund Project Criteria

o oo o

EAX Gec. 531(2). Will this assistance
promote economic and political .
stability? To the maximum extent
fe2sible, is this assistance coasistent
with the policy directions, purpeoses, and
programs of *art I of the .AA

FAA Sec. :31 2.f ﬁ;ll th;s asszs.ance be

o
-used for military or uabamﬂllhary

purpeses? :° (ot ... T RDc. w‘;*

-

ISDCP. of -1985 Sec: 207. Will IZ5F funds

be used to finance the construction, -

‘operation or maintenance of, or the

supplying .of fuel for. a nuclear. . -
facility? -1t ‘'so, has the b:es;cent
cer;zt;ed that such -country is-a party to
the Treaty on the Non-Proliferation of
Nuclsar Weapons. =z the Treaty for the
°:oh1b1tzon of Nuclear Weapons in lLatin
America (the "Treaty of Tla,elolco ).
cooperates fully with the IAZA, and
pursues ponproliferation policies
consistent with tnoso .0f the United
States? - ; E

o e Fod -
AR £. 609. If commodities are to be

granted so that .sale proceeds will accrue

ey the recipient country. have Special
Account (counte:pa::) ar:angements been
nadc; L. :

o~



ANNEX E

CERTIFICATION PURSUANT TO UTILIZATION OF GRAY AMENDMENT ORGANIZATION

I, FREDERICK W. SCHIECK, Director of the Agency for International Development
in the Philippines, having taken into account the potential involvement of
small and/or economically and socially disadvantaged enterprises, do hereby
certify that should technical assistance be required from the U.S., every
effort will be made to identify a small or disadvantaged firm to provide the
assistance. It is planned that this will include a portion of the accounting
and auditing services to be procured for both the privatization and capital
markets components of the project. Furthermore, for the scheduled external
evaluations, joint efforts involving both local expertise and Gray
Amendment-satisfying organizations are anticipated. My judgment is based on
the recommendations of the Project and Mission Review Committees.

//17 /
Gt D) el

Director, USAI&/Phi]ippines

/fm/_//ﬂffa /27
47 Late’

A\



CCST ASSUMPTICNS

Tra folilowing taklas provide the cost assumptions used in the pudgat. Taz'ss
F-1 arg 7-2 provide information for loca! short- and iong-term technical
ass'stanca Tables F-3, F-4 and F-4a giva figqures for short- ard long-tarm
e«zatriate (and expatriate comoined with lccal) technical assistance. Tacie
F-3 prasents cost figures for policy/coperaticnal studies, Tatla F-6 the ¢o5t3
asscociatad with the capital markats genari! contractor, and Tasls F-7 ¢23%s
To- the capital markets conference. Suzsort for the Capital Miarwsts
Cevalcgment Working Group, and technical assistance to es*tatiish PALICY a-2
casted in Taties F-8 and F-9, respactivaly.

A



TABLE F-1

LOCAL SHCRT TERM TECHNICAL ASSISTANCE

Category of  Burdened Days in Per Month Estimated Estimated u.s.
Services Fixed Perscn  Cost Parson- Total Cest <EZguivalent
Daily Mcntns (&) Month (&) (at @820:31)
Rate Level of
(@) Effort
Management 4,000 22 88,000 S0 4,400,000 229,600
Consulting.
Accounting/
Auditing
Specialized 1,800 22 40,000 20 800,000 40,¢o0
Engineering
Legal 13,000 22 286,000 10 2,860,000 143,060
TOTAL 80 @8.060,000 $403.0600
say say

€3,C00,0C0



TABLE F-2
LCCAL LONG TERM TECHNICAL ASSISTANCE

Category of Burdened Days in Parson Estimated Estimated u.s.
Services Fixed Parscrn Month Person- Total Equivalent
Daily Months  Cost Month Cost (at 820:31)
Rate (3) Level of (3)
(@) Effort
Investment, 4,GC00 22 38,000 44 3,372.0C0 $183,500
Banking,
Management,
Consultancy,
Accounting/
Auditing
Specialized 1,800 22 40,000 23 829,000 45,300
Engineering
Legatl 13,000 22 286,0C0 21 6,006,000 300,3C0
10,738,000 536,300
say say

@1¢,800,C00

5542,000



TABLE F-3

SHORT-TERM EXPATRIATE TECHNICAL ASSISTANCE

Assume Average Burdened Fixed
Monthly Rate $25,000 x 24 PM

Traval
Internaticnal
Assume 20 RT at $2,000/RT

U.s.

Assume 20 RT at $300/RT
Local

Assume Public Transport at $300/MO x 13 PM
Per Diem

Assume 20 1 day Int'l. Stopovers
at $150/Stopover

Assume 75% of time in the Philippines
(75% x 24 PM) x 30 days at 330/day

Assume 1 Day U.S. Trips
at $75/0ay x 20 Days

Miscellaneous Costs
Cable/Telex/Telephone/Postage at $1,000/M0

x 24 months, split between U.S. and Philippines

£20,000

40,009

6,000

5,4C0

—_—

51,400

3,000

43,200

1,500

47,700

24,000
$723,100
say

$723,000



TABLE F-4

LONG-TERM EXPATRIATE/LOCAL TECHNICAL ASSISTANCE

Assume Average Burdened Fixed
Monthly Rate 550,000 x 36 PM

Travel
International
Assume 25 RT at 3%2.0CO/RT

u.s.

Assume 10 RT at 330Q/RT
Local

Assume Public Transport at $300/MO x 18 PM
Per Diem

Assume 25 1 day Int'l. Stopovers
at $150/Stopover

Assume 50% of time in the Philiopines
(50% x 36 PM) x 30 days at 3$80/day x 820

Assume 1 day U.S. trips at $75/day x 10

Miscellaneous Costs
Cable/Telex/Telephone/Postage at $1,000/Mo

x 36 months, split between U.S. and Philipp{nes

Local Services

Grand Total

Say

*See Table F-4(3)

u.s.
(3

1,800,000

3,000

5,400

58,400

36,000

41.942,100

say

21,242,000

and

($

($

Local
(8)

3,300,000

L]

163,200)
say

165,000)




2]l |

ST AR TP AN

TABLE F-4(3)

LOCAL TECHNICAL ASSISTANCE

Category of Burdened Davs in Per Menth Estimated Estimated u.s.
Servicas Fixed Person Person- Total Cost Egquivilent
Daily Montis Montn (@ (at @20:31)
Rate Level of
(@ Effort
Investment 4,000 22 12 1,056,0C0 $32,800
Banking,
Management
Consulting,
Accounting/
Auditing
Specialized 1,800 22 12 430,000 24,050
Engineering
Legal 13,000 22 6 1,716,900 85,309
TOTAL @3,252,C00 $162,600
saY say
2,300,000 3163,200



TABLE F-3

PCLICY/OPERATIONAL STUDIES

Assume four (4) policy/operational studies
will be conducted by expatriate consuliting
firms with locai consulting firms participating

Assume Average Burdened Fixed Monthly Rats
at $18,000 x 12 PM

Assume Average Burdened Fixed Mo. Rate
at 338,000 x 24 PM

Travel
International
Assume 6 RT at $2,000 RT

Domestic
Assume 4 RT at 3300 RT

Per Diem

Assume 6 1 day Int'l.

stopovers at $150/s5topover

Assume 12 PM x 30 days at 3580/day

Assume 1 day U.S. Trips at $75/day x 4 days
Miscellaneous Costs

Cable/Telex/Telephone/Postage
at $1,000/Mo. x 12 months

Assume four (4) policy/operational studies
will be performed by local consulting firms

Assume Average Burdened Fixed Mo. Rate
at 088,000 x 36 PM

12,000

1,200

200
28,3800
300

12,000

say

and Local
(3)

2,112,000

3,168,000

280,000
(3264,000)
say

($265,000)



TABLE F-§

CAPITAL MARKETS GENERAL CONTRACTOR

Resident Team Leader

Assume Average Burdened Fixed Monthiy Rate

$18,000 x 24 PM

Short Term Consultants Expatriate
Assume Average Burdened Fixed Mo. Rate
$18,000 x 27 PM

Local
Assume Average Burdened Fixed Mo. Nate
at 888,000 x 45 PM

Travel
International
Assume 13 RT at $2,000 RT

Per Diem
Assume 75% of Short Term Expatriate
Consultant time in the Philippines
(75% of 27 PM) x 30 Days at $80/Day

Assume 13 1 day Int'l. Stopover
at $150/Stopover

Resident Team Leader
Adm Costs

Temporary Living Allowance
Assume 1 x 30 days at $ 80/day
Assume 3 x 30 days at $ 40/dav

Housing
Assumes furnished housing and utilities

24 PM at $1,300/Month

Mobilization/Demobilization Allowance

Insurance
DBA at 2.75% of Salary

Secretary/Messenger
Assume 24 PM at average cost of @7,000/PM

Miscellaneous Costs
Cable/Telex/Telephone/Postage
at $1,000/Month x 24 Months

(3)

432,0C0

436,000

26,000

48,6C0

1,950

2,400
3,600

31,200
10,000

11,880

8,400

24,000

e A
$1,086,030

say
$1,100,000

Local
(3)

3,969,000

@3,960,000
($198,000)

say
($200,000)



TABLE F-7

CAPITAL MARKET CONFERENCE

Venue -

Supplies

Communications

Printing/Publicity

Support Personnel

Local Transport

International Reserve Participants

- Per Diem

- Travel
International
Lecal

Meals
(Lunch/Dinner)

Conference Organization Fee

TOTAL

AID

&3] )
- 40,000
- 11,000
8C0O 200,002

1,600 -

6,GC0 -

180 -
- . 70,000
$8,500 €321,000
($16,050)

say say
$9,000 ($16,000)

(7]
o
o

~
£
~

~3
(o]
O
<

15,030

150,000

@174,000
(38,700
say

($10,000)



TABLE F-8

CAPITAL MARKETS DEVELOPING WORKING GROUP

Staff
Professional
Assume avg. burdened mo. rat2
(1) 820,000 x 60 pm
(2) 810,000 x 60 pm

Clerical
Assume avg. burdened mo. rate
65,000 x 60 pm

Qffice Expensas

Local Travel

Misc.

TOTAL

1,200,000
600,000

300,000

200,000
100,000

200,000

2,600 ,0¢C0
($33C,C00)

.(r\



TABLE F-§
TECHNICAL ASSISTAMNCE TO ESTABLISH PAIICO

y.S.
(s)
Assume Burdened Fixed Monthly Rate
at $18,000 x 4 PM 72,100
- Travel

International

Assume 6 RT at 32,000 12,900
u.s.

Assume 5 RT at $3CO/RT 1,5C0
Local

Assume public transport

at $300/Mo. x 2 PM €00
Per Diem

Assume 4 1 Day Int'l. Stooovers

at $150/Stopover 800

Assume 1 Day U.S.Trips ‘

at $75/Day x 5 Days 375

Assume 8C% of time in Philippines

(80% x 4 PM) x 30 Days at 380/Day 7.630
Miscellaneous Costs

Cable/Telex/Telephone/Postage

at $1,000 Mo. x 4 PM 4,000

$98,755
say

$100,000




ANNEX G

ECONOMIC ANALYSIS

I. Privatization Component

The objective of this comporient is to assist the GOP in the implementation
of its privatization program. This assistance is expected to a) speed up the
privatization process and b) improve the efficiency of presently public
co-porations and/or non-performing assets as private sector concerns. The
financial proceeds of the divestiture process do not constitute direct
economic benefits to society. However, proceeds of firm sales will enable the
GOP to a) recoup part of government funds previously invested in the public
corporations, and b) reduce the fiscal burden of financial support to public
corporations. The first expected outcome, in accordance with GOP intentions,
will enable the GOP to finance the planned Comprehensive Agrarian Reform
Program (CARP) and possibly other GOP expenditures. The second outcome will
allow the GOP to increase expenditures on basic services and other traditional
government functions. (See also Financial Analysis Section.)

This economic analysis will demonstrate the economic merits of the
privatization component through: a) cost effectiveness, b) alternative
econcmic rate of return analysis, and ¢) speeding up the privatization process.

A, Cost Effectiveness of Selected Aporoach

The approacit propesed for the privatization component is the provision
of necessary financial and other technical advisory and other services as well
as equipment. The approach taken is deemed appropriate for supporting
privatization activities because of: a) the GOP's self-imposed schedule and
the need to complete the task within the shortest time possible; b) the
enormity and complexity of the process; c) the degree of sophistication of the
corporate investment market and structural diversity of the sectors involved;
and d) the general sufficiency and adaptability of the GOP personnel tasked
with the effort for all but the more advanced and sophisticated financial,
legal and other analytical necessities of the exercise.

Training either locally or abroad, and certainly long term training,
is inappropriate because of the lack of time. Full utilization of expatriate
services is equally inappropriate because of high costs, availability of
highly skilled local personnel for many of the tasks, and the need to be
intimately familiar with local laws and institutions in carrying out many of
the duties. Contracting out most of the effort to domestic sources of
financial services also would be inappropriate because of the need to have
knowledge of international markets, buyers and financial sources and
arrangements. Also GOP personnel politically need to be in a position to
decide at various steps of divestiture and preclude possible conflicts of
interests that could arise if third parties are given freer play in crucial
decisions.
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Clearly, there are added explicit and implicit costs in other cossible
alternatives in assisting the privatization effort. The approach taken is
basically to let the GOP personnel accomplish their mandate and identify and
request assistance where necessary and appropriate., While the proportion of
expatriate services to local services is planned to be high, this seems
justified by a) the need to tap foreign resources for investment, and b) the
need to compiement domestic expertise with foreign advisory and technical
services that are not locally available.

B. Alternative Economic Rate of Return Analysis:
Improvement in Corporate Iincomes

While it is not possible to conduct a standard economic rate of return
analysis on the project because a1 the lack of knowledge on the expected
outcome, the economic¢ viability ¢ the privatization component can be
justified in terms of expected improvement in corporate incomes of divested
firms.

The economic cost of the component could exclude the GOP contribution
since the GOP is already implementing its privatization program. However, in
terms of economic worthwhileness of the activity (in contrast to obvious
financial gains) for the GOP, the GOP contribution is included in the economic
cost. The economic cost of the privatization component is computed as follows:

($000)
Financial FX Cost of Grant 3,135
FX Shadow Price Adjustment (20%) 627
Financial LC Cost of Grant 1,420
GOP LC Contribution 4,000
Pro rated share in Evaluation and Audit (75.0%)
FX 150
FX Shadow Price Adjustment (20 %) 30
Local Cost 38
Pro rated share in Contingency (75.0%)
FX 225
FX Shadow Price Adjustment (20%) 45 -
Local Cost 320
Total $5,390

Given the above economic cost of the privatization component, the
social discount rate in the Philippines is used to determine the required
economic impact to justify the investment in this component. In order to do
this, several simplifying assumptions are used: (1) the privatization
component funds are disbursed immediately upon signing of the grant agreement
(this makes the analysis more conservative because using the annual project
disbursements schedule would result in a lower present value of economi¢ costs
due to discounting); (2) economic return over a 20 year period will flow
evenlv for each dollar invested; (3) no new ro*.rns are attributed to the
project component after its completion; and (4) the privatized or divested
enterprise; .:i11 be more efficient and productive enterprises with private
sector ownership and management.

3
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Using the NEDA-estimated social discount rate of 15 percent (capital
recovery factor for 20 years = .159761), the privatization component must
achieve an annual economic return valued at $1,596,012 at 1987 prices fcr
twenty years. This means that the divested {irms/nonperforming assets should
axperience an increase in income equivalent to at least a value of $§1.596
million or P33.516 million (based on an average exchange rate of P21.00 =
$1.00 for 1987) annually for twenty years as a result of the privatization
componant. Otherwise, the privatization component funds should be invested in
alternative activities.

The 1ikelihood of privatization component's achieving the estimated
Tevel of reauired economic returns may be demonstrated in terms of the
required increase {a) in contribution to gross value added, and (b) in
~2ggregate gross revenues and net incomes of public corporations.

The analysis will concentrate on *he public corporations approved for
privatization. The nonperforming assets '!lPAs) of the government financial
institutions are excluded because of the lack of readily available
information. Also there is greater orobability that the NPAs may be divested
as NPAs per se and not as ongoing concerns. In cases of just transfer of
ownership of debt instruments without impact on operations, there will be no
direct economic benefits. The sequestered companies are also excluded because
of the greater likelihood of legal impediments to their divestiture.

The GOP has approved to date for privatization 86 of the 121 public
corporations or governmeat-owned and controlled corpcrations (GOCCs)
identified for privatization. Most of these 86 corporations belong to the
following sectoral ca“egories: agriculture, fishery and forestry;
manufacturing; construction; and trade. Estimated aggregate gross value added
(GVA) of public corporations in these sectors amounted to 72,574 million in
current prices in 1984, representing 25 percent of total GVA of the public
corporate sector in the same year. During 1984 to 1986, GVA in current prices
for all public and private establishments in the four sectors grew by 13.4
percent. For 1987, Mariano and Constantino (1987) forecast real Gross
Domestic Product (GDP) growth at 5.1 percent and a GNP deflator increase at
7.0 percent. If it is assumed that GVA of public corporations increases by
13.4 percent between 1984 and 1986 and by 12.1 percent in 1987, the 1987
current price estimate of GVA of public corporations in the four sectors is
P3,272 million. Given this estimate, the required benefits of P33.516 miilion
from the privatiration component imply only a 1ittle over a ore percent real
increase in GVA per year of privatized corporations in the four sectors to
justify the economic cost of the privatization component.

The 1984 GVA estimates correspond to the contributions of 89 GOCCs.
Although the public corporations vary widely in size, a casual examination of
size information on firms in the four sectors appear to indicate relatively
less dispersion according to size. The very large GOCCs are in the
electricity, transportation and financial sectors and they are not included in
the list of firms approved for privatization. Assuming that privatization
results in a GVA increase of say 10 percent (the average annual real GDP
growth forecast for 1987-1992 is 5.1 percent) then only about 10 firms need to
be privatized.
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Alternative ways of determining likelihood oF sufficient economic
benefits in terms of improved GOCC productivity include comparing the level of
required benefits to: (a) gross revenues and (b) net income of the 86 GOC(s
approved by the GOP for privatization. The required benefits of P33.516
million represents 0.73 percent of estimated gross revenues of the €6
corporations in 1985, i.e. P4,609 million. The privatization component will be
economically justifiable if aggregate gross revenues of these corporations
increase by 0.73 percent. Since it appears reasonable to assume a relatively
narrow range of size dispersion of the 86 corporations, a more optimistic
scenario of a 10 percent increase in gross revenues or ?460.9 miilion as a
result of privatization requires that only about 14 of the 86 GOCCs need to be
privatized. Converting the 1985 gross revenue values to 1987 levels would
result in an even lower percentage, or fewer divestituros needed.

Given total 1985 assets of P37,278 million of the 86 ~orporations and
an average return on assets of 4.34 percent for 1975-1984, the net income of
the 86 corporations in 1985 is estimated at P1,618 miliion. The required
minimum benefits represent only 2.1 percent of this net income. If the 86
corporations are privatized and realize a 10 percent return on assets, the
incremental net income would be FP2,110 million. The required economic
benefits represent only about one percent of the new total net income or 1.6
percent of the increase in net inccme as a result of the increased return on
assets. To achieve the required increase in net income, as a result of the
increase in return on assets from 4.34 percent to 10 percent, conly 2
corporations need to be privatized and experience such an increase.

There has been some discussicn in both the public and private sectors
regarding the overvaluation of the assets of the public corporations. This is
probably more true for the nonperforming assets. Nevertheless, overvaluation
of the public corporation assets can not be dismissed easily. How much can
the GOP reduce the value of the total assets of the 86 corporations, assuming
a higher rate of return on assets, and still justify the econormic cost of the
privatization component? Given the required minimum arnual benefits, the
required increase in net income of the 86 corporations is P33.516 million. If
the new rate of return on assets is 10 percent (versus an old unchanging rate
of 4.34 percent), the total assets of th. 86 corporations can be revalued to
7603 million representing a decline in total asset value of 98 percent,

C. Alternative Economic Rate of P-turn Analysis:
Raquired Speeding Up tffect

According to the GOP, it needs $10 million to compliete the
privatization effort in five years, hence the need for the privatization
compenent of this Project to supplement the GOP's own resources in order to
achieve the privatization goal. Suppose, however, that the GOP is able to
complete the divestiture process without the additional assistance, but such
assistance would speed up the process. Would USAID resources of $5.99 million
be justified in terms of speeding up privatization? Alternatively, in the
context of the 86 corporations approved by the GOP for privatization, what
would be the required speeding up effect of the USAID contributions, if the
GOP would otherwise by itself complete the divestiture any way?

(6
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As a simplifying assumption, say the GOP without assistance would
divest all 86 corporations simultaneously after the end of a five year period
beginning in 1987, i.e., by 1992. Assuming further that as a result of the
privatization, the 86 corporations experience more than a doubling of return
on assets, i.e., from 4.34 percent to 10 percent. As mentioned above, the
increase in annual aggregate net income of the 86 corporations would be
(.10-.0434) x P37,278 million = ¥2,110 million. Given the economic cost of
USAID resources of $5.99 millior and given the future value of this amount
after five years (using a 15 percent annual compounding rate) of $12.05
millicn or P253 miilion, the required speeding up effect to privatize the 86
corporations would be only 1.4 months. Or, alternatively, the speeding effect
would need to be only 3.4 months for 36 corporations or 7 months for 18
corporations. Howaver, the assumes increase in return on assets and no
revaluation may be too optimistic. The required speeding up effect is
presented below for progressively lower increases in the return on assets,
assuming no revaluaticn of assets.

Return on Assets (%) Increase in Annual  Reauired Speeding Up
1975-1981 Net Income tffect
New Average Rate (miTTion pesos) {months)
9 4.34 1,737 1.7
8 4.34 1,364 2.2
7 4,32 092 3.1
6 4.34 619 4.9
5.8 4,34 ' 432 7.0

The effects of asset revaluation to lower levels in relation to the
speeding up required is sitown below also assuming a new return on assets of 10
percent (or an additional 5.66 percent over the 1975-1984 average of 4.34
percant). ;

Assets Revalued

at Various Proportions Increase in Annual Net Required Speeding
of 1985 Levels (%) Income (million pesos) . Up Effect (months)

90 1,899 1.6

80 1,688 1.8

60 1,266 2.4

40 844 3.6

20 422 7.2

12 253 12.0
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II. Capital Markets Develooment Compbonent

The obj=ctive of this component is to improve the regulatory and
institutional environment for capital markets to mobilize term capital
effectively and to ercourage an increase in the supply of securities, i.e., to
foster active and efficiently functioning capital markets. This is expected
to result in several favorable deveiopments:

o Increased mobilization of savings in the form of financial
instruments because of the expected diversification of financial
instruments and reduction of investment risk.

0 Reduced vulnerability of businesses, through reduction in financial
leverage or risk to economic downturns.

o Expansion of business activity and increased corporate incomes as a
result of increased financial resources flowing into the business
sector.

The economic analysis of this component considers: (a) the cost
effectiveness of the selected approach, and (b) the likelihood of sufficient
economic benefits.

A. Cost Effectiveness of Selected Approach

The proposed approach for this component consists of determining and
fastering the regulatory and institutional requirements for effectively
functioning capital markets through a mix of studies, advisory services,
training and observation tours, and equipment. The approach appears to be
appropriate in view of (a) the need to review the regulatory and institutional
framework and determine the modifications necessary to attain the component's
objectives; (b) the complexity and variety of tasks required; (c) the
involvement of a large number of actors; (d) the adequate background and
adaptability of participating institutions' personnel to advanced state of the
art financial and other required tachnology; (e) the need to determine the
necessary regulatory and institutional improvements in the context of a
developing country setting. Cost effectiveness of the component's activities
will be assured through competitive selection of a general contractor for the
studies and collective specification and review of tasks planned to be
undertaken. Further, the general thrusts of planned activities were
determined collectively through a survey of expected government and private
sector participants and beneficiaries. Private sector contributions to the
component also provide added assurance that the subactivities selected and
conducted will be cost-effective.

B. Alterpative Economic Rate of Return Analysis

The economic benefits of the capital markets component activities are
diffuse. Capital markets development will result in an increased proportion
of long term capital financing relative to the current predominance of
short-term loan-financed investment. This will also result in an expansion of
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the securities market as well as reduced financial leverage, and therefore,
reduced financial risks for firms that avail of equity financing. At the same
time, there will be added savings incentives and increased financing for risky
and long-term investments through increased diversity of available financial
instruments in the financial market. Firms as well as financial
intermediaries would be better able to match their investment and financing
alternatives. The end result would be increased incomes to society through
higher levels of and more efficient investments.

An analysis tracing these expected resuits, however, does not lend
easily to quantification. For purposes of demonstrating the economic
desirability of the capital markets component, an alternative economic rate of
return analysis is conducted. Given the economic costs of the capital markets
component, it is possible to determine 1ikelihood of the required minimum
sufficient benefits in relation to a) increased savings mobilization and
b) increased corporate incomes due to improved capital markets conditions.

The economic cost of the capital markets component is computed as

follows:

($000)
Financial FX Cost 2,009
FX Shadow Price Adjustment (20%) 402
Financial LC Cost 849

Pro Rated Share in Evaluation and Audit (25.0%)
FX . 50
FX Shadow Price Adiustment (20%) : 10
LC Cost 12

Pro Rated Share in Contingency (25.0%)

FX 75
FX Shadow Price Adjustment (20%) 15
LC Cost 106
TCTAL §3!528

To determine the required minimum benefits to justify the economic
cost of the capital markets component, the social discount rate is used. The
following simplifying assumption are also used: (1) the funds are disbursed
immediately upon grant signing; (2) economic return over a 20-year period will
flow evenly for each dollar invested; (3) no new returns are attributed to the
component after its compietion.

Given the social discount rate of 15 percent, the capital markets
component must achieve an annual benefits stream of $3.535 million. The
Philippine economy will have to gain economic benefits equal to a value nf at
least $563,637 or P11.836 million annually as a result of the capital maikets
component.

A
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1) Regquired Increase in Savings

One of the major objectives of the capital markets component is
to increase the level of savings in the ecoromy. The capital markets
component’s economic viability may b.-demonstrated in terms of the required
increase in savings levels in the economy. In current prices, gross domestic
savings levels rose, if in a fluctuating manner, from P77,923 million in 1981
to P115,613 million in 1986. The share of gross domestic savings in GNP,
however, dropped from 25.7 percent in 1981 to a low of 14.7 percent in 1984
before recovering to 18.8 percent in 1986. The average gross domestic savings
to GNP ratio during 18981-1986 was 19.4 percent. Given this average ratio and
assuming a 12.1 percant increase in GNP in current prices for 1987, the
projected gross domestic savings level for 1987 is P133,592 million. The
required annual benefits from the economic cost of the capital markets
component of P11.836 million represents less than 0.01 percent of this amount.

The required savings level increase is expected to take the form
of savings in financial assets, particularly shares of stock. In this case,
the probability of achieving the required benefits may be determined in terms
of expansion in the volume of stock market transactions. At a depressed
volume of transactions level of P4.04 billion in 1984, the required annual
benefits represent only a 0.3 percent increase in the volume of transactions.
If the 1986 volume of stock market transactions of P11.4 billion is used, a
smaller 0.1 percent “ncrease is required. An even more insignificant
percentage increase is required in comparison to the expected 1987 volume of
stock market transactions.

2) Required Increase in Corporate incomes

To determine the Tikelihood of the capital markets component
achieving the required level of economic returns, avajlable data for the top
1,000 corporations of the Philippines compiled by the Philippine Business Day
is used. The rates of return on assets of the top 1000 corporations were
quite Tow.in recent years: 0.18 percent in 1983, 0.89 percent in 1984, and
0.11 percent in 1985. This poor performance largely reflected cepressed
economic conditions and high financial charges due to substantial
foreign-denominated borrowings and relatively high domestic interest rates.
In 1985, total assets of the top 1,000 corporations amounted to P878,080.39
million while aggregate net income was P1,006 million. Even at this net
income level, representing a very low rate of return on assets, net income of
the top 1000 corporations would have to increase by only 1.2 percent to
justify the economic cost of the capital markets component.

If under improved economic conditions, the rate of return on
assets, for example, increases to 5.0 percent, and therefore net income based
on 1985 asset levels would be P43,904 million. Net income of the top 1000
corporations as a result of the capital markets component would have to
increase further by only 0.03 percent to justify the cost of the capital
markets component.
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The debt-equity ratio of tne top 1,000 corporations has been
increasing in recent yeirs: 4.64 in 1981, 4.66 in 1982, 5.03 in 1983, 5.38 in
1984 and 5.31 in 1985. The economic cost of the capital markets component is
so small in relation to absolute level of balance sheet items of the top 1000
corporations, that it is useless to snow tie required impact of the economic
cost of the component on corporate incomes as a result of changes in the
capital structure of these firms. However, a hypothetical example for a
single firfm is presented below to highlight the effect of capital structure
changes on firm viability. The example assumes an average intera2st rate on
debt of 15 percent per annum.

Net Income

Debt/Eaquity Total Assets Net Income Before Interest (Loss)
Ratio ($) Interest ($) Expenses (§) After Interest (§)
20:10 10,000 1,000 1,350 (350)
80:20 10,000 1,000 1,200 {200)
70:30 10,0C0 1,000 1,050 { 50)
60:40 10,060 1,000 900 100
50:50 10,000 1,000 750 250
40:60 10,000 1,000 600 400
30:70 10,000 1,000 450 550

The example shows the effect of debt-financing on net income.
Hicher debt-equity ratios result in higher financial charges or interest
expense, and lower net income after deducting interest expense. 7o the extent
that a firm can attain high levels of net income and therefore increased
returns to stockholders, it is worthwhile to utilize debt financing. However,
capacity to contract debt decreases as the debt-equity ratic increases. In
addition, the firm's financial viability and/or longevity is endangered if net
income performance remains low and interest rates are high over long periods
because of the high downside risk. Moreover, if maturity periods of loans.are
short, the firm is likewise subjected to serious cash flow problems. In a
situation where debt is the predominant mode of financing, there is less
incentive for firms to improve operating efficiency because debtors emphasize
cash flow and/or interest rate coverage. On the other hand, investors in
equity would put thedr funds in corpcrate securities with consistently
profitable performance and/or growth potential. Thi¢ creates competition
among outstanding shares of companies and motivates tihese companies to be
productive.



ANNEX H

FINANCIAL ANALYSIS

The most important financial consideration for this component is to achieve
maximum effectiveness of the GOP's privatization program in orger to help
alleviate the GOP's enormous and continuing fiscal burden. However, the
privatization component may be analyzed also as a purely financial proposition
for the GOP.

The GOP has set aside $4 million to finance the five-year divestiture
program. It will also receive an A.I.D. grant of $5.287 million through this
project. The total amount of $9.287 million theoretically may be used by the
GOP for some other program, i.e., its opportunity cost is not zero.

First to be considered is the case where there are no net flows between the
corporations and the government, i.e., the government neither subsidizes nor
receives revenues from the corporations. In this case, for the privatization
component to be financially desirable, the GCP must be able to realize
financial proceeds from privatization at least equivalent to the financial
cost of the investment plus earnings that the GOP may derive if the cos%t of
the component were invested in some interest-bearing financial instrument. If
the GOP is able to place the $9.287 million in a time deposit or in Philippine
treasury bills at 15 percent rate of interest for five years, than the future
value of the investment would be $18.7 millicon or P392 million in five years.
Total assets value of the 86 GOCCs approved for privatization amounted to
937,278 million as of 1985. Hence, to break even, the GJP would need to and
should be easily able to sell the GOCCs for one percent of their asset book
values, or sell one average GOCC for 90 percent of the book value of its
assets.

In the case where the government is receiving net revenues from the GOCCs, the
received sales proceeds must cover both privatization costs and the discounted
capitalization value of future earnings minus outstanding liabilities.
However, as a whole this case does not apply to the GOCCs in the Philippines,
although a few individual firms are net earners, after allowing for all costs.

In the last case where the government is a net provider of resources to the
GOCCs, such as the situation in the Philippines, the government will gain
financially if the resulting reduction in the outflow to the firms exceeds the
privatization costs. To break even under present circumstances, divestiture
would need only to result in a one time 2.3 percent reduction in the 1987
budgetary support level for government corporations of P16.7 billion or a 0.47
percent annual reduction over 10 years (also assuming a 15% discount rate).

In this case, any proceeds from divestiture and/or savings in GOP budgetary
support to government corporations beyond privatization costs represents pure
financial gain for the GOP.



ANNEX I

SOCIAL SOUNDNESS ANALYSIS

Over the past few years studies and evaluation of growth of capital markets in
developing countries have been conducted. Examples of these are the Asian
Development Bank's “Capital Markets Study" completed in 1985, which assesses
capital markets in six developing countries; the Terrence Reilly report,
"Report and Recommendation on Developing the Capital Markets of the
Philippines”. In addition, there are unpublished reports on the subject
excerpts of which appear in the Philippine Media. Because these reports
assess growth of capital markets, they invariably identify a number of
constraints to its growth. For instance, the ADB study lists the following
factors affecting growth of the securities market. These are: (i) the size,
level of development, and degree of state ownership of the individual
developing country's economy; (ii) the limited need for private sector
companies to raise securities financing; (iii) the attitude of private owners
to sharing ownership and controi; (iv) the high financial cost of raising
securities market funds; (v) the cumbersome listing requirements and
procedures; (vi) the added disclosure requirements of a listed company; and
(vii) the lack of inducements to go public. Other studies cite simila

factors explaining the underdeveloped character of capital markets.

Responding to these constraints the project plans to implement a number of
activities which essentially lay down the foundations or the appropriate
conditions for growth of the capital market. For instance, the project will
assist in the review of laws, regulations, and procedures affecting capital
markets; it will assist in establishing necessary institutions to promote
capital market development; it will support necessiry structural changes in
the Philipine stock exchanges, among others. All these innovations are
designed to lessen the impact of identified constraints to growth.

Among these constraints, however, one appears not to fall within the purview
of proposed innovations. A recurrent observation found in the studies earlier
cited is the observation that existence of a strong tradition of family
controlled and run companies significantly impedes growth of capital markets.
That is, where family firms are the mode, it may be difficult for capital
markets to function inasmuch as there is a built-in reluctance among potential
beneficiaries to participate.

This section focusses on this question. It will attempt to describe the
family firm, concerrs and attitudes of owners, and their goals and
objectives--as it affects growth of capital markets.

The Family Firm

What is a family firm? Which of its characteristics predispose owners to_shun
participation in securities markets? Drawing fron a 1965 study of Filipino
Marketing Entrepreneur prepared by John Carrol, we can characterize a family
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firm as having the following traits: a) major share of the original capital

for the enterprise is provided in most cases by either the antrepreneur

himself or his family; b) the entrepreneur or his relatives hold the office of

chief executive at the beginning and perform key management function in most

cases; and ¢) financial control and the office of chief executive tend to

remain in the family of the entrepreneur. Pared to its bhare essentials, the

family firm, as found in the Philippines, is characterized by the premium :
placed on control of the firm.

Carrol proceeds, "it seemed clear that control of the major policies of the
enterprise was desired by practically all entrepreneurs--as a means of
protecting the investment of both effort and money which they had put into it,
and probably also as one of the psychological rewards of antrepreneurship
itself. The great majority of entrepreneurs attempted to control policy by
means of majority ownership in the enterprise--either in their own names or as
representatives of unified family groups.”

Frem the perspective of owners, what then are the perceived disadvantages when
one loses control of a family firm. Carrol cites a number of cases indicating
the importance entrepreneurs ascribe to control.

“Thus one entrepreneur began with a partner, and then spent several years
fighting him for financial control of the enterprise; he achieved his goal
while the enterprise was expanding by buying up new stock issues, in the name
of his family, more rapidly than his partner could arford to do. He remarked
that in the Philippines the family corporation is the best arrangement,
because outside stockholders tend to interfere in management, attempt to
obtain jobs for their relatives, and are constantly demanding dividends rather
than allowing profits to be reinvested.”

“A number of similar struggles for control were noted in the histories of
other firms, and even family enterprises were not entirely proof against

them: there are cases in which the entrepreneur himself, a minority
stockholder in a nonfamily enterprise, was later ousted from the firm by his
former associates; and there is one case in which three brothers, formerly
partners, are now operating three competing enterprises. Control which
consists of majority ownership is not only the most secure form of control but
has additional important advantages in that it permits the entrepreneur and
his family to enjoy a greater share in the profits and allows him to leave to
his family “a business" rather than a minority stockholding.”

Other examples abound in the histories of Philippine corporations which
apparently validate this perception. The most celebrated in recent history is
the struggle within the biggest Philippine multinational, San Miguel
Corporation, wherein because of the fight for control over management of the
firm between the cousins Soriano and Zobel, the family ended-up losing overall
control of the corporation. Although this is a highly simplified and
shortened version of the complex affair, suffice it to say that from
perspective of outsiders the event reenforced expectations of the dangers when
corporate management does not own a majority of shares.

-
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Nonetheless, there are alsdo examples of family firms which realize too late
the inherent danger of maintaining absolute control of firms. For instance,
recent media reports show that the Palanca family which controlled the La
Tondena, Inc., a firm engaged in production and distribution of local and
imported liquor, realized albeit too late the disadvantages of absolute
control. In this case, 1oss of control of the firm resulted from executive
irresponsibility which led to inadequate checks on management decisions.

The Problem of Disclosure

Related to the problem of control is that of disclosurer. Studies show that
one of the many reasons why owners of family firms prefer not to open
ownership to the public is the requirement of disclcsure of substantial
information on the company's operational and financial procedures. To do so
would open the company to a variety of perceived disadvantages.

Without going into the details of these perceived disadvantages, we can posit
some of the reasons why businessmen resist disclosing information about their
activities. A central reason appears to be that businessmen harbor distrust
of government and its agencies. This may come from their perception that
government is not a partner in development of business but rather act more as
an obstacle to its growth. For instance, government is perceived as primarily
interested in getting what it can from the private sector but not provide the
necessary support for its growth. The private sector probably doubts the
capacity of government to consistently apply business related policies. Their
experiences over the past twenty years under the Marcos regime, probably
reenforce distrust of government. Marcos' penchant for applying uneven
treatment of cronies and noncronies is hard to forget, especially if
perceptions of the current government have not erased previous beliefs.

Social Soundness Statement

The preceding discussion appears to offer a gloomy prospect for development of
capital markets in the Philippines, for if it is a fact that control of
companies is the only criterion entrepreneurs use in all aspects of their
businesses, then, it is fruitless to expect them to open up their enterprises
to external stockholders. The description, however, is limited. First, it
takes a narrow and static view of the individual goals of entrepreneurs.
Second, it does not take cognizance of the reactive nature of entrepreneurs.
Third, it does not allow for the changing demands on firms as economies grow.

The primary goal of every business enterprise is to make profits, or if the
conditions are not right, to minimize losses. To do so the successful
entrepreneur must be attuned to a myriad concerns. Decision to expand a firm,
to diversify, to retain its size, or to contract operations are not made in a
vacuum. Company owners must assess potential impact of political events,
government policies, behavior of markets, inter alia. They recognize,
however, that regardless of access to information, 1t is impossible to arrive
at a perfect assessment which could lead to a perfect decision. This is where
the risk-taking nature of entrepreneurs come in. Given available information,
if they perceive the times and conditions are appropriate for expansiun, then,
a decision to expand will be made.
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This appears to be the area wherein the project wili be of greatest benefit.
8y laying the foundations for a functioning capital market, the project
provides entrepreneurs with additional means to make better decisions. The
project will not cause radical changes in behavior and attitudes, it will not
diminish desire for control of ccmpanies, but it will provide foundations for
arriving at bettar decisions. If 1n the process, entrenreneurs discover that
to increase profits expansion of business and the conccmitant dilution of
control is timely and necessary, then, appropriate decisions wiil be mace.



ANNEX J

ADMINISTRATIVE ANALYSIS

In order to conform to the Government of the Philippines administrative
structure, it will be necessary for the project to have two principal
implementing agencies, ocae for the privatization and onz Tor the capital
markets component. Further, PAIICO would receive assistance directly frem
USAID, as would a number of other private entities involved in capital market
development.

1. Privatization

The recipients of AID assistance in the privatization area would be the
asset disposal units. As many as eight such units may be established to
privatize a total of 107 Government Owned or Controlled Corporation (GOCCs).
These are comprised of 5 parent corporations, 75 subsidiaries and 27
sub-subsidiaries. Five government departments, NEDA and the Office of the
President control the GOCCs. A list of GUCCs giving their sectoral
distribution (28 of the 107 corporations are agriculture-based) and a list
giving their government departments are attached as annexes.

The asset disposal units would be established within the parent
departments of the entities to be privatized and would be independent of the
management of the entities to be privatized. This is important 1n tnat 1t
would forestall interference with tne privatization process by those in
management who nhave a vested interest in a continuation of the present
management.

In addition to the asset disposal units established to privatize the
GOCCs, the APT, which will also receive AID assistance, has already begun its
primary task of privatizing the acquired assets.

Because of the large number of entities involved, it is essential that
implementation of the privatization component be the responsibility of a
single agency to coordinate project activities, to serve as a central monitor,
and to serve as a point of contact for USAID. This would include serving as
the authorizing entity for AID contracting and procurement actions. Such an
arrangement would make possible the procurement of a variety of services for
the different asset disposal units under a general, “"umbrella" contract.

a. Department of Finance

The logical choice for implementing agency is the Department of
Finance, specifically the Office of the Undersecretary responsible for
privatization. This selection is based on the fact that, in accordance with
Presidential Proclamation No. 50, executed in December 1986, all privatization
actions ultimately fall within the purview of the Committee on Privatization
(COP) which is responsible not only for approving the sale of gnvernment-held
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assets, but Tor guiding, monitoring and reviewing the entire privatization
program; and the COP. Chairman is the Minister of Finance. Furthermore, the
Undersecretary of Finance chairs the COP's Technical Ccmmittee, whose other
members are the Undersecretary of Trade and Industry, Deputy Director-General
of NEDA, and a Director of the Department of Budget and Management (DBM). DBM
has assumed the functions (and acauired the analytical staff) of the now
defunct Presidential Cowmission for Government Reorganization (PCGR) as
regards privatization. PCGR was responsible for jdentifying the GOCCs to be
privatized and recommending their privatization to the President. The
Technical Committee's mission is to review all proposed privatization
transacticns and to recommend approval or disapproval to the COP. The
Technical Committee provides essential coordination among the parent
departments controlling GOCCs to be privatized, and would thus be a key entity
in the implementation of the project. The concerned undersecretary's office
has been functioning as a secretariat for the COP Technical Committee. It
includes a staff of 4 professionals and one secretary conterned on a full-time
basis with privatization, although future year staffing of 12 professionals
and 4 clerical staff is expected to be approved.

b. Asset Disposal Units

The asset disposal units to be established will need assistance, and
such technical assistance would constitute a major element of the project.
However, in recognition ot the difficulty involved in obtaining timely
budgetary allocations for newly created entities, the project may also be
required to provide for certain equipment and initial operating costs (with a
declining AID and increasing GOP contribution over the life of the project)
for the asset disposal units. Not all of these units have been established as
the time of writing. However, the National Development Company (NDC) disposal
unit will serve as an example of a large asset disposal unit. (The large
units are expected to be those of NDC, Philippine National 0il1 Ccmpany (PNOC),
and the Presidential Management Staff). The NDC disposal unit's 1987 costs
are 500,000 pesos for personnel costs to top off the salaries of 32 people
seconded from NDC's other operations, and 21 million pesos for advisory
services, for a total of 21.5 million pesos per year. Less typical, because
it is a much larger entity charged with a task of far greater magnitude, is
the APT. APT has a staff of 50. Its operating budget of 38.7 million pesos
per year includes staff salaries (6.9 million pesos), rent, insurance, etc.

It also has a budget of 4.1 million pesos for capital expenses, i.e., purchase
of vehicles, office furniture and computer equipment.

2. Capital Market Development

As in the case of privatization, a great many players are involved.
However, the institutional picture is further complicated by the involvement
of a number of key private sector entities, and by the fact that, unlike in
privatization, the DOF will not be in the role of lead GOP entity,
necessitating a separate lead implementing agency for this component.

a. Capital Market Development Working Group

The Working Group was established in February 1987 t-» examine ways in
which promotion of the capital markets as mobilizers of term capital and
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enhancement of their capabilities could be supported at this time. Among its
tasks has been the prioritization and time-phasing of recommendations in this
area made in an AlD-financed study. The working group is composed of all
relevant public and private sector entities involved in the capital markets,
but a smaller, core working group of regular participants has evolved. They
are representatives of the Department of Trade and Incustry (DTI), at whose
initiative the group was formed; the Securities and Exchange Ccmmission (SEC),
an independent agency; the Bureau of Internal Revenue (of the Ministry of
Finance); and the two stock exchanges {Manila and Makati). A consultant to
DTI serves as chairman, and the staff of the Undersecretary of Trade and
Industry responsiblie for Capital Market Development serves as its secretariat.

b. Capital Market Development Commission

A recommendation of the USAID-funded study that the working group has
elevated to a recommendation for a Presidential Executive Order, the issuance
of which is possible in 1987, calls for the creation of a Capital Market
Development Commission. The Commission would be a public and private sector
cabinet level body accountable to the President, tasked with oroviding policy
guidance to promote the development of the capital markets ana with
interfacing with Congress toward that objective. The Commission would monitor
and evaluate the on-going development of the capital markets and recommend the
appropriate legal measures to enhance their development. Members of the
Commission would he the Secretaries of Trade and Industry (chair) and Finance,
the NEDA Director General, the SEC Commission Chairman, the Central Bank
Governor, and four representatives from the private sector: one from tre
stock exchanges, one. to represent other financial intermediaries, and two
other unspecified private sector representatives. The commission would have a
technical staff and secretariat, headed by an executive director. The
recommended first year's operating budget of the Commission would be 5 million
pesos. .

Given its wide public and private representation, responsibilities for
capital market development policy formulation, and its task of recommending
legislation, it is reasonable that the Capital Market Development Commission,
if approved by Congress, be the lead imptementing entity for the capital
market component of a project which places substantial emphasis on the
examination and drafting of legislation. It is also appropriate that its
secretariat serve as day-to-day contact point for USAID, and that, in the
interim until the Commission is fully operational, USAID's primary point of
contact for this component be the office of the concerned Undersecretary of
Trade and Industry. The office has two professionals fully devoted to capital
market development, including the consultant serving as working group
chairman. The project may be required to shoulder some initial operating
costs to insure effective start-up of the Capital Market Development
Commission's secretariat or of the DTI group acting as the working group's
secretariat in the interim period before the Commission is fully operational.
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¢. Govermmental Entities to Benefit from Project Assistance

The Securiiies and Exchanae Cormission

The Securities and Exchange Commission (SEC), a quasi-judicial body,
supervises the securities market. The SEC was created originally by the
Securities Act of 1936 and it is also charged with the implementation of the
Corporation Code as an administrative agency. Administrative tasks related to
the registration of securities and approval of articles of incorporation
occupy as much or more of the SEC's time as supervision of the securities
market. This has led to somewhat loose entforcement by SEC of the regulatory
rules in the market. Operational weaknesses include deficiencies in
recordkeeping and in compilation of a necessary data base. These and
reorganization issues are expected to be addressed by the project.

d. Principal Private Sector Players

An AID-financed study has identified numerous constraints to the
efficiency and effectiveness of the capital markets that lie within the realm
of the involved private sector entities, and has recommended interventions to
assist these entities. Hence, the project would also provide assistance to a
number of private sector entities, and it is expected that AID would channel
its assistance directly to these entities. They include the groups
represented on the capital markets working group, on the one hand, and-PAIICO
on the other. '

£

(1) Stock Exchanges

The Philippines has two stock exchanges, the Manila Stock
Exchange, established in 1927 and the Makati Stock Exchange, established in
1965. A presidential decree issued in 1973 provided that a share listed on
one ?tock exchange should automatically be listed on the other. 130 issues
are listed.

To 1ist a stock on the exchanges, a company has to submit an
application, together with the following. documents: <

Articles of incorporation and amendments thereto and by-laws and
amendments thereto

Audited balance sheets and profit and loss statements

Certificate of registration and permit to sell Securities issued
by the Securities and Exchange Commission

Certificate of the corporate secretary stating the number of
shares fully paid, issued and subscribed and a 1ist of
stockholders

Names of directors, officers, auditors and bankers

Requirements necessary for listing are very lax. The only above
requirement related to the financial condition of the company is the number of

¢
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shareholders. Normally about 300 stockholders are required. Even a company
without any previous operating record may be listed. This is a particulariy
common practice among mining exploration ventures, and makes these shares
inevitably speculative.

In order to distinguish these speculative, venture undertakings
from established companies, the stock exchanges classify shares into the two
groups, the Big Board, and the Small Board. Shares listed on the Big Board
are those of companies which are in commercial operation and regularly paying
dividends. In contrast, the Small Board lists companies which have not
started commercial operations. They are typically mining exploration ventures.

Trading Practices

The stock exchanges are open five days a week from Monday through
Friday. Over-the-counter transactions may be done outside of trading hours.
A1l transactions are done by members of each stock exchange. Membership in
each of the exchange can be obtained through the purchase of a seat and
subsequent election to membership by the Board of Governors. There are two
types of trading accounts for investors in the stock market-- cas!i and margin
accounts. In cash accounts, no credit has been pre-arraraed 2,:d the customer
is obliged to pay for his purchase within the settlement period which is no
more than four trading days. In margin accounts, pre-arranged credit is
extended to customers in accordance with a suitable margin agreement. The
customer purchasers securities either by paying only fifty percent of the
total purchase price, or by depositing with the broker listed and acc¢eptable
securities with a market value of two hundred percent of his debit balance.

Commission rates for common stocks are 1 percent of the amount,
regardiess of price, for amounts above P2,000. For amounts below P2,000, a
flat commission of P20 is charged.

Foreign nationals may purchase shares of most of the companies.
The companies issue two classes of shares. Class A shares may be purchased
only by Philippine nationals, while class B shares may be purchased by
foreigners.

In order to strengthen the efficiency of the stock exchanges,
consolidation of the two stock exchanges is under consideration. Both list
the same securities, hence the benefits of having two separate exchanges no
Tonger exist. Consolidation of the two exchanges would increase the volume of
trading on one floor. '

Stock exchange officials have demonstrated deficiencies that
project-funded training would address. Stock exchange officials may be
trained in such self-regulatory methods utilized elsewhere as "stock watch
operations.”

o




(2) Stockbrokers

The Manila Stock Exchange has 58 members, of which 37 are active;
the Makati Stock Exchange also has 58 members, of which 34 are currently
active. Securities brokers/dealers are in general small enterprises; many of
them are individual proprietorships. Nevertheless, the few larger brokers
account for most of the trading. On the Manila exchange, 6 percent of the
brokers account for 55 percent of the trading; 20 percent of the brokers
account for 90 percent of the trading. On the Makati Stock Exchange, 5
percent of the brokers account for 55.6 percent of the transactions, 10
percent of the brokers account for 84.4 percent and 20 percent of the brokers
accourt for 95 percent of the trarsactions. Even though there are a number of
corporate members at the exchanges, professional brokers and dealers are few.
In particular, their research capabilities are limited. They are not fully
capable of supplying enough information to the general public. This does not
help enlarge the stock ownership among individual investors. Selected brokers
may be provided project-funded training in such subjects as financial analysis
and proper recordkeeping.

(3) Investment Houses

: The growth of the investment houses accelerated after the
enactment of the Investment House Law in 1973. The law prescribed a greater
role for investment houses in long-term financing. [t removed from
stockbroking firms and gave to the investment houses the right to act as
underwriters. Consequently, activities of investment houses grew rapidly in
the 1970's. Their total assets expanded at an average 14.4 percent annually
during 1974-80. However, their activities were mostly concentrated in
short-term financing, done through the trading of commercial papers and other
money market instruments under quasi-banking licenses. The introduction of an
expanded commercial banking system in 1980 undermined their activities. The
money market crisis in 1981 further weakened the positions of many of them.
This accelerated the reorganization of the sector, and many investment houses
were consolidated with or placed under the control of commercial banks.

There are 12 operating investment houses. They account for less
than 3 percent of total financial sector assets. Investment houses depend
mostly on short-term borrowings for their funds, mainly through their
quasi-banking functions. The funds are utilized for loans and securities
investments.

) The Investment Houses Association of the Philippines (IHAP) is
represented on the capital markets working group and may also benefit from
project funded seminars and training activities. ‘

(4) Universal Banks

Commercial banks that have obtained "expanded commercial banking”
licenses under the 1981 universal banking law amendments are authorized to act
also as merchant banks and engage in underwriting. The objective of unfversal
hanking was to encourage term transformation, whereby banks would provide

W
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longer term financing to companies. In 1973 brokers were eliminated from
acting as underwriters when underwriting authority was given to investment
companies. In 1981, the right to engage in underwriting was given also to
commercial banks which qualify as universal banks. (Brokers were not
reinstated as underwriters).

Investment banks and merchant banks may be considered as the
"angines™ that make the new-issue securities markets function. They make "new
business calls”™ on potential client companies to persuade them to use their
services to raise finance through public offerings of securities, compared to
direct loans from banks. They compete to create new types of financing
approaches and instruments, and to get companies to use these to raise finance.

Universal banking has not brought any appreciable increase in
merchant banking activities or term transformation. It has not increased the
number of underwritings and public offerings.

For merchant/investment banking to flourish, several elements are
required:

(a) Relative ease by firms to engage in a full range of
services, including underwriting, and freedom of activity.

(b) Ease of companies to issue securities of all types.
(c) A clear legal framework.

These are among the concerns project-funded technical
assistance would address.

(5) PAllCO

Assistance to PAIICO would also be channeled directly from AID to
PAIICO. This would ensure that business decisions are made in response to the
market place with a minimum of political interference. Operations of PAIICO
would be outside the purview of the capital markets working group. However, a
purely private investors' promotion group will prov1de for the initial equity
investment and prospectus development.

[ R WX D p S YR L T L R N N NI A4

L.



ANNEX K

TECHNICAL ANALYSIS

This analys1s will focus on the technical rationale for selecting each of the
project's components and their elements. It will discuss why the appproaches
discussed in Section II of this PP were undertaken relative to the present

situation in the Philippines.

A. Privatization

Section I of the PP provides the setting for this component of the project
and section I.D. discusses the roles of other donors. But to summarize, the
Medium Term Philippine Deveiopment Plan (MTPDP) delineates the GOP's economic
growth objectives and strategies for achieving those objectives. The GOP's
objectives are directed principally towards the:

- alleviation of poverty

- generation of more productive enp]oyment

- promotion of equity and social justice; and
- attainment of sustainable economic growth.

The MTPDP envisions a strong private sector as the engine of growth with
private investment expected to outpace that of government and for government
to play its proper role in the economy of providing public services only, and

not to compete with the private sector.
To achieve these objectives the GOP must achieve the following goals:

- Reduce its budget deficit burden caused by public corporations and the
acquired assets of government financial institutions; and

- Maximize the product1on and net added values from the revitalization of
existing companzes and the employment of stocks of assets already
installed in the Philippine economy which, at present, are
underutilized or idle.

As discussed in Section I[.B.3., the GOP has formulated public corporate sector
rationalization and privatization programs as strategies to reach its goals,
and ultimately its objectives. Elements of the public corporate sector
rationalization program include rationalizing the GFIs (e.g. PNB/DBP), and
increasing the operating efficiency of selected GOCCs through planning and
performance evaluations, and consoiidations/mergers. The GOP's privatization
program involves the partial or total divestiture of GOCCs, the dissolution or
11guidation of GOCCs, and the total divestiture of the acquired assets of
GFIs. The GOP has not expressed an interest in the “contracting out"

“partial privatization” techniques.
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The GOP has demonstrated its political will to execute its rationalization and
privatization programs. Under its rationalization program, the financial
restructuring and rehabilitation of the major DFI's, including PNB and DBP,
are underway and a special unit--the Government Corporate Monitoring and
Coordinating Committee--has been organized to design and implement a system of
public corporate planning, and performance monitoring and evaluation. Under
its privatization program (also discussed in Section 1.B.3) the COP and APT
have been established and staffed; operating guidelines for both have been
developed and executed; assets have been transferred from PNB and DBP to the
APT, with some having already been bidded out and sold; the parent companies
of selected GOCCs have themselves established Asset Disposal Units (ADUs); and
the President of the Philippines has approved a partial list of GOCCs to be
privatized.

In deliberating on how AID could best be of assistance to the GOP in achieving
its very laudable objectives and goals, a number of alternatives were
considered, including providing:

- working capital credit to compliment the term credit requirements of
investors;

- term credit facilities for the private sector purchase of assets;

- capital for direct investment on a quasi-equity or subordinatad debt
basis in selected acquired assets and/or GOUs to be privatized;

- technical assistance to the GOP in the execution of its
“Rationalization Program”; and

- technical assistance to the GOP in the execution of its "Privatization
Program”.

The provision of working and/or term capital facilities, or investment capital
. are not viable options for A.I.D. The commercial banking system in the

- Philippines is presently highly 1iquiqd and short term working capital

" resources are available. The past easy provision and use of term debt
resources from GFIl's is one of the reasons why there is a need for a

" "Privatization Program” now. Accordingly, this alternative is out of the

question. As for investment capital, there is no need for A.I.D. or any other
donor to play a catalytic role here. Equity investment capital is readily
available from both domestic and foreign sources to take advantage of the
GOP's.Privatization Program. This is the principal reason why the stock

.. market is on a bull run. Investors are looking for investment grade

securities, but they are not available in the current environment. A number
of private foreign and domestic investment funds have already appeared on the
horizon (i.e., First Philippine Capital Fund), and the GOP's Debt/Equity Swap

and Philippine Investment Notes Programs provide further equity investment
incentives. In addition, considering the level of resources required to .
purchase privatizable assets - estimated to be in the neighborhood of $1-2
billion, the Mission's current 0YB of $13 million would not put an appreciable
dent in this requirement. In short, to provide the funding necessary to
adequately finmance the short to long-term financing needs of investors, even
if it were needed, would be beyond the capacity of this Mission.
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It is A.I.D.'s policy not to undertake activities which would strengthen the
efficiency of GOCCs, particularly where they are in competition with the
private sector. As such, AID is not in a position to provide technical
assistance for the GOP's “Rationalization Program”. The WB has under
consideration technical assistance to the GOP for this effort under its
proposed Government Corporation Rationalization Loan, now in the appraisal
stage.

However, as discussed in Section II.B.1, there is a tremendous need to assist
both the APT and ADUs of selected GOCCs execute their partial/compiete
divestiture plans within the five (5) year life span of the program,
particularly in light of the inadequate resources to carry out their
respective privatization programs, but also, and understandably so, their lack
of experience in this area. This identified need is the basis of the
Mission's Privatization Plan (See Annex K1).

As presented in the AlID-financed First Boston Memorandum on Privatization, the
work programs or actual operating stages involved in the privatization process
are extremely important to achieving privatization targets and goals. The GOP
has taken the recommendations of First Boston and provided for the following
in its privatization program through Proclamation No. 50:

A clear legal framework;
Centralized decision making power; and

- An overall privatization unit with detailed operating quidelines.

With this accomplished, and although the APT and selected GOCCs have initiated
the privatization process, the services that can be provided by expatriate and
local consultant and to be funded by the project are critical to the timely
completion of their tasks.

The nature of any privatization program requires the application of diverse
and specialized disciplines. The objectives ¢f the Philippine Privatization
Program, the degree of sophistication of the Philippine market and the
structural layout of the sectors to be privatized, and the desire not to
“reinvent, the wheel”, make it advisable to contract the services of various
specialty firmms. Since the ultimate price that investors might be willing to
pay for any enterprise is normally a function of the accuracy of available
information, ensuring the quality of information is a top priority. To this
end, firms with specialty backgrounds in the preparation of information, in
the appraisal of assets, in the conduct of sectoral strategic studies and in
the execution of divestiture programs, must be looked upon as providers of
needed services.

Auditors: The supply of accurate and updated financial information is a key
requirement in any type of divestiture process. To this end, the
participation of an outside accounting firm in the audit of historical as well
as current financial performance is needed. Similarly, in cases where
financial restructuring is being considered, accounting firms are best
qualified to perform the task. If attracting foreign investors is one of the
objectives, having financial statements be endorsed by one of the "Big Eight"
U.S. accounting firms, and their associates here in the Philippines would
become a priority. \
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Technical Advisors/Specialty Engineering Firms: In order to obtain a thorough
understanding about the real vaiue or a company, alternative valuation
methodologies should be utilized. Among these, replacement cost and
liquidation value are parameters that only experts in the specific field would
be able to provide. Thus, the involvement of technical/specialty engineering
firms is necessary.

Investment Banks: The participation of an investment bank has a two-fold -
objective: (1) as financial advisor to the government, in working together

with the privatization unit (in this case the APT and/or ADUs of GOCCs) in the

sale of smaller enterprises; and (2) as financial intermediary for the sale of

larger enterprises. The investment bank is able to provide the technical

assistance normally associated with the sale, merger and acqusition of

companies and can thus define and execute marketing strategies tailored to the

specific characteristics of each enterprise.

Legal Advisors: The assistance of Tawyers is important for solving numerous
issues prior to the sale such as labor contracts, and contingent and hidden

liabilities, and ultimately for executing on behalf of the seller the actual
disposal of assets to a new owner.

Management Consultants: Strategic studies on the sectors to be privatized
shouid be conducted by management consulting firms. The objective of their
work is normally geared to identifying entry barriers in Government-controlled
sectors with a view to designing policy measures to encourage private
investment. The scope of these measures will also involve, but not be limited
to, specific pricing recommendations, labor and management ijssues, etc.

Other governments, including Great Britain, Spain, Costa Rica and Jamaica have
recognized the effectiveness of utilizing outside advisors to provide
professional assistance in the expeditious privatization of assets and have
used them quite effectively in executing their privatization efforts. The
experience gained by advisors to those govermments is certainly applicable
here in the Philippines.

The project's privatization component corresponds to these requirements and
will provide these services to the APT and ADUs of GOCCs and provide for the N
professional, timely and efficient disposal of GOCCs and acquired assets. .

The momentum provided by the 1986 PHOENIX Conference kicking-off the GOP's
Privatization Program is beginning to falter. It was thought that the partial
divestiture of the Philippine National 0i1 Company (PNOC) marketing subsidiary
would be the success story paving the way for privatization that the First
Boston report identified as being crucial to reversing the criticism and
skeptism that is inevitable due to the special interests and ideologies
involved. Instead, the President has deferred making a decision on the
privatization of PNOC, yielding to political pressure, and has approved for
privatization only 86 of the originally listed 121 GOCCs. Those companies on
which action has been deferred yield 64% of the gross revenues of the entfire
list of companies originally proposed for privatization.
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It is now more important than ever to have these specialized services placed
as quickly as possible to keep the privatization process moving and alive.
The technical assistance and equipment in support of the APT's and selected
GOCC's information and data management needs will put into place file and
retrieval systems that will allow their staffs to be more efficient and, in
turn, more productive. 8y using donor financed outside consulting assistance
in their legal, valuation and marketing efforts, the APT and ADUs of GOCC's
can more effectively utilize their scarce resources and lean staffs to manage
the privatization process. Because this assistance is experienced in the
privatization process, as mentioned above, the wheel is not reinvented and the
GOP will certainly realize a greater return on the assets being sold than if
these services were not in place.

The technical assistance to the GOCC's in the establishment of independent
ADUs, the refinement of their privatization objectives, the identification of
impediments to privatization and the development of privatization strategies -
will provide order to what is now a chaotic state of privatization
implementation; keep privatization objectives focused, and on track with the
government-wide privatization objectives; and insure against the special
interests, turf protectors, and hidden agendas always evident in the
privatization process.

The approach taken in the project's privatization component will assist the
GOP achieve its privatization goals.

B. Capnital Market Development

The development of the securities {stocks, bonds) component of the capital
market has suffered for two basic reasons:

- The past GOP administration promoted macro-economic and financial
policies that fostered the non-securities market (short- to
medium-term commercial and development bank loans), and retarded
~growth in the securities market for equity and term debt. (Please See

Section I); and

- Corresponding to the lack of a policy for capital market development
is the legislative/statutory, regulating, procedural and operational
impediments/deficiencies that have directly stunted the growth in the
supply of and demand for securities.

Since coming to power in February 1986, the Aquino Government has accomplished
major achievements in macro-economic management and policy reforms.
Notwithstanding a severely depressed economy, a heavy external debt burden,
and political challenges, the Aquino Govermment achieved significant progress
in undoing the cumulative damage wrought by the previous administration's
policies as well as the policies themselves. Major accomplishments include:

o Economic recovery and stability, including

Price Stability, and
- Reduction in interest rates;
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Development planning, including:

Completion of a new Philippine Medium Term Development Plan, and
Compietion of a new Public Investment Program;

Alleviation of the foreign debt service burden, including:

- Agreement with the IMF on a new stand-by arrangement and a
Compensatory Financing Facility purchase,

-  Agreement with donors on official debt restructuring, and
- Completion of negotiations on commercial bank debt restructuring;
Fiscal expenditure and tax policy reform, including:

- Implementation of eighteen tax measures to improve incentives and
efficiency,

- Budget realignment in favor of basic services and maintenance and
operating expenditures, and

- Constraining the public sector deficit;

Privatization, including:

- Creation of the COP and APT, _

- Transfer of a substantial number of acquired assets to the APT,
- Completed quidelines for disposal of acquired assets, and

- Approval by the President of the Philippines of 86 non-financial
government corporations for privatization;

Public Corporate Sector Rationalizatign, including:

- Creation of a Government Corporate Monitoring and Coordinating
Commi ttee, and

- Implementation of the plan to financially restructure and rehabilitate
PNB and DBP, as well as, drastically change their operating policies
and procedures with a view to the GOP eventually divesting these
entities;

Trade Liberalization, including:

- 1000 additional import items liberalized, and
Abolition of tariff exemptions; -

Simplification/clarification of investment rules, including:

- establishment of “one-stop-shop” for exports; and
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0 Rural finance development, including:

- Abolition of selective credit policy and credit subsidies, and
- Central Bank adoption of uniform and market-aligned rediscount rates.

The above achievements provide ample evidence that the GOP is moving ahead on
the macro-economic and financial policy front. However, much more needs to be
done to speed up the implementation of announced policy reforms. For example,
interest rates have declined and the C8 has eased monetary restraint allowing
reserve money to expand. However, interest rates remain high in real terms.
This means that investors continue to ciamor for short term as opposed to
longer term instruments. With yields on short term instruments at current
levels (even though they are historically low), it is difficult to develop a
longer term, fixed rate market. The GOP must take further overt action to
establish that its policy is to bring about a longer term market.

The major donors to the Philippines, including the U.S., WB, ADB and IMF, have
been coordinating their policy dialogue efforts to assist the GOP achieve its
economic growth and development targets and objectives.

The continuing pursuit of policy reforms by the GOP, its stated policy of
encouraging Capital Market development and the considerable pool of investment
funds with few investment grade securities available has already fueled a
stock market boom. However, this stock market boom will certainly go bust and
confidence in the markets will again turn sour unless the GOP operationalizes
its policy pronouncements through statutory, organizational, regulatory and
operational changes that affact the supply of and demand for term securities.
Assisting the GOP operationalize its policy pronouncements is critical at this
juncture. This capital market component of this project will assist the GOP
do this. .

To achieve this objective, there is no alternative to the following
operational actions being taken:

- Conduct thorough review/legal audit of laws, regulations, rules,
procedures, etc. to identify the impediments to increasing the supply of
and demand for term securities, and the drafting and adoptation of new
legislation, regualations, rules, and procedures by the Congress, DOF, SEC
and other pertinent GOP entities.

Project funds will be used to finance the TA required to conduct the legal
reviews/auditis. The subtasks will be performed simultaneously to
formulate and coordinate a singular legislative thrust on the subject.
Draft legislation, policies, regulations and rules/procedures will be the
primary output and will be utilized by the GOP Departments/Agencies
involved in a coordinated presentation to Congress for deliberation and
action. For those regulations, rules and procedures not subject to the
legislative process, an Action Plan will delineate responsibilities and
timeframe limitations for making the changes. .
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Develop a capital market development capacity in the SEC or other
government entjty with its primary purpose the promotion of the capital
markets within an economic deveiopment context. Also reorganize and
enhance the staff capabilities of the SEC to not only reduce its over
bearing securities industry requlatory function, but also to strengthen
selected regulatory functions to provide and instill confidence in the
capital market, protect the public interest and be more responsive to the
needs of investors, the securities industry and the c.rporate sector.

A1l concerned GOP entities, including the StC, accept the fact that the
SEC needs to be reoriented, reorganized, its staff capacity enhanced and
its capacity to accumulate, retrieve, analyze and dessiminate data in an
accurate and expeditious manner needs upgrading if it is to play its
appropriate role in the development of the capital market.

The project will fund technical assistance for an organizational
assessment of the SEC to achieve these objectives, but will also do more.
It will determine if the SEC is the appropriate agency to promote capital
market development. And if not, provide the GOP with an organizational
framework to achieve that goal. ~

Professionalize, reorganize and upgrade the capacity of the stock

exchanges to provide an efficient, stable and reliable secondary market
environment that will also instill investor confidence and reduce their
perceptions of risk. A major objective is to merge the stock exchanges.

It is important that the stock exchanges not be viewed as gambling dens.
The stock exchanges have already reccgnized the need for this change in
perception. Using the AID financed capital market study as their basis,
they have already opened the discussion on professionalizing the
management of the exchanges and organized a “"unification committee” with
DTI and the SEC on merging the two stock exchanges.

The project will fund TA that will make an organizational assessment of
the stock exchanges, and provide recommendations on their management,
governorance and operations. Based on an assessment of their equipment
needs by the TA contractor, commodities will be provided that will
significantly increase their efficiency and productivity in the management
of information needed to conduct their oversight and procedures/rules
enforcement responsibilities of the management of the stock exchanges and
to respond to the securities informational needs of its clients. The
stock exchanges should have no problem absorbing the new technology that
comes with the commodities as their is an ample supply of qualified
technical talent in the Philippines to respond to the technical needs of
the stock exchanges.

Enhance professionalism and .the managerial capacities of the securities
industry itself so that it can be more responsive to the investment needs
of its clients. The project will fund training, seminars and observation
tours to achieve this objective based on an operational assessment of
selected stock brokerage, investment houses; etc. in association with the
stock exchange organizational assessment.
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Standardize financial reporting through the application of uniform
accounting and auditing principles and standards as a means of improving
the reliability of the financial statements and disclosing this
information on a uniform basis, so that investors can make informed
judgements on the placement of their investible funds.

To assist the accounting profession achieve this goal, the project will
fund TA in the establishment of generally accepted account and auditing

principles.

The accounting and auditing profession in the Philippines is very well
developed with Asia's premier accounting/auditing/management consulting
firm headquartered in the Philippines and others associated with the U.S.
"Big Eight" accounting firms.

Conduct a public media campaign that will educate the corporate sector and
the public on the economic development need for capital markets, the
corporate personal benefits, and how to achieve their respective capital
and investment objectives as a means of disspelling distrust of the market
and creating a more sophisticated market for securities.

The capital markets in the Fnilippines have been dormant for so long and
the growing sophistication of the world capital markets has left much of
the small to medium scale corporate sector and the general populace
basically uninformed on the types of avaiiable securities, and the
benefits and mechanics of investing in securities. To address this
problem, the project will fund the production costs of films, TV and radio
spots, and written materials from the perspective of both the GOP and
securities industry. This information will be designed in such a manner
that it can be utilized throughout the country irrespective of the
sophistication of the audience.

As was done for the GOP's Privatization Program, publicly announce the
GOP's policy for capital market development and put the legal/regulatory/
operational impediments to increasing the supply of and demand for
securities on the table in an open forum such as a Capital Markets
Conference. The project will partially fund a capital markets conference
in and for the Philippines. It is envisioned that this will be a sharply
focussed one or two day conference that will be used as a forum for
formally and publicly announcing the GOP's policy on capital market
development in much the same manner as was done for the GOP's
“Privatization Program”. Selected peso operational costs including the
conference organizer, will be funded, as will the support costs for 3 or 4
U.S. capital market experts to participate.

The institutional development/technical assistance component of this
project has a number of established GOP Departments/Agencies and private
sector entities involved. This effort will be coordinated through the
Capital Market Development Working Group (CMDWG) organized at the
instigation of DTI to promote the activities presented in this paper.
CMOWG is supported by a Secretariat funded and housed in DTI.
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A "General Contractor” will be procured and will have a consortium of
subcontractors with specialized expertise in the various elements of the
project. The General Contractor will have the extremely imoortant task of
coordinating the accomplishment of the various elements of the project,
all of which will be implemented simultaneously because of the very close
interrelationships among the elements. The General Contractor, while
responsible to USAID under AID-Direct contract, will liaison very closely
with the CMDWG on the implementation of this component of the project.



