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CHAPTER I
INTRODUCTION

A, BACKGROUND OF THE STUDY

Since the outbreak of the international debt crisis in August 1982
when Mexico became the first debtor country to suspend debt service
payments, external debt management has played an increasing role in
economic policy formulation among major debtor countries. In subsequent
years, significant progress has been achieved towards resolving the debt
dilemma as stringent adjustment measures were undertaken by these
indebted countries and as their exports were boosted by economic
recovery in industrial countries from the latest global recession.

Nevertheless, the external debt crisis of developing countries,
while appearing to have been temporarily defused, still poses a
continuing threat to the stability of the international economy due to
the uncertain political sustainability of painful adjustment measures
and the possible recurrence of external shocks that could exacerbate the
debt crunch such as renewed global recession, intensified trade
protectionism and the upswing of foreign interest rates. Despite
improved rescheduling techniques which have formed the main feature of
the conventional or traditional approach to the debt workout process,
there has been a reversal of net international capital flows since 1682
which is attributable more to reduced inflows of new bank credits than
to higher debt service payments by debtor countriesl.

Thus, focus has shifted in recent years towards the development of
new initiatives, innovative approaches and alternative strategies by
indebted developing countries aimed at restoring their debt-servicing
capacities, sustaining their economies and returning their access to
voluntary 1lending by the international financial community. This
evolving array of new debt management techniques subsumed under the so-
called "menu approach® provides more flexibility in the debt workout
process which is otherwise constrained by long delays and complications
under the traditional approach arising from disagreement among banks
over regulatory procedures, divergence in business interests and degree
of sovereign risk exposures, policy slippages in several debtor
countries impeding the growth process and weakening their credibility;

and the growing reluctance of banks to provide additional financing2



Among these menu options, much attention has been centered on
debt-equity conversion schemes due to its rapid growth in recent years
and its increasing application in one form or another in highly-indebted
developing countries (HICs). Yet, the usage of debt-equity swaps to
reduce the debt overhang of HICs has generated an active debate where
contrasting views regarding its effectiveness stem from the fact that
there are benefits or welfare effects and costs of debt-equity swaps to
the host or sponsoring country.

Nowhere is such controversy more alive than in the Philippines
where its debt-equity conversion program implemented for no less than
three years since August 1986 has been both hailed and assailed by
various quarters. In 1988, two separate yet conflicting legislative
bills have been filed: one seeking for the dissolution of the program,
the other accelerating its implementation. The dissension over the
program also comes at the heels of a wvirtual slowdown in its

implementation and uncertainty over its future direction.

B. STATEMENT OF THE PROBLEM

The study will attempt to assess the effectiveness of debt-equity
swaps or conversion schemes as an external debt management technique
based on a theoretical and empirical analyses of its macroeconomic
effects, from which policy recommendations for future program
implementation in particular, and implications on the polity of external
debt policies in general will be proposed.

In this study, it is hypothesized that based on the analysis of
its economic effects, the Philippine debt-equity conversion program
should be continued and further improvements can be made on those

aspects where unfavorable effects are generated.

C. OBJECTIVES OF THE STUDY

The study will generally seek to address the following concerns:
1) To provide a working knowledge and basic understanding of the
micro- and macro-economics behind debt-equity swapping, of which the
latter shall serve as a theoretical or conceptual framework in the
analysis and evaluation of the program’s impact;

2) To measure and quantify the effects of the program on the economy




and its implications on debt management, on which basis justification
for the program’s continued implementation or termination will rest;

3) To critically review the existing implementing guidelines of the
program including its performance and compare it with experiences of
other countries adopting similar schemes for the purpose of extracting
insights and lessons for policy formulation; and

4) To derive policy implications on external debt management and
propose policy measures regarding program implementation, particularly

as to whether the practice should be encouraged or restrained.

D. SIGNIFICANCE OF THE STUDY

The attainment of these objectives will ©benefit Philippine
government policymakers, particularly the Central Bank which manages the
country’s external position as well as oversees and implements the
Philippine debt-equity conversion program. Specifically, the proposed
policy measures suggested in this study may be considered for adoption
by the Philippine government with the end in view of coming up with an
improved and more effective debt management strategy. The study can also
be useful to the country’s legislators, particularly the authors of the
two pending legislative bills, as the analytical evaluation of the
program’s impact can serve as valuable inputs in their ongoing
deliberations. The wultimate beneficiaries, nevertheless, are the
individual stakeholders or parties involved in a debt-equity swap
transaction, namely: the investors, the local debtors, the foreign
creditors, the intermediary banks and the host or sponsoring country and
its citizenry, all of which stand to gain from an improved, properly-
structured and supposedly more successful debt conversion scheme.

The study is made doubly significant by the fact that there is no
known investigation presently being undertaken that measures or
quantifies the macroeconomic effects of debt-equity swaps, thereby
pioneering in lending empirical support or evidence to a lot of
theorizing on the possible or potential consequences of such scheme on
the macroeconomy; and that it is conducted at a time when it is most
needed considering the currentness of the issues and controversies

surrounding the program and the uncertainty over its future direction.



E. SCOPE AND DELIMITATION OF THE STUDY

The conduct of analysis is limited to available data on Philippine
debt-equity conversion transactions as of end-December 1988, or a
period spanning 30 months since the program was launched in August 1986.
Much of the data contained in the study were generated from secondary
sources, specifically the status reports from the Central Bank of the
Philippines, from which the external and monetary effects were
calculated. A more updated coverage to the most current month was not
undertaken considering the lag in the availability of updated monthly
status reports, the tediousness of analyzing each transaction, and the
need to reconcile data for consistency and accuracy with reports
generated by other entities involved in the debt-equity accounting
process.

To confine the study within a manageable scope, only debt-equity
swaps and not other types of debt conversion schemes (e.g., debt-for-
debt, debt-for-bonds, debt-for-peso swaps) will be tackled and only the
macroeconomic aspect will be developed in the paper. While the
microeconomics of debt-equity swaps (supply, demand and price
determination of debt papers in the secondary market) will be described
in the theoretical framework, this will not be treated in the empirical
part due to budgetary and data constraints and the limited space and
time allotted for the study. For these same reasons, attempts to
quantify the real sector and fiscal effects of the program were confined
to the use of available or existing econometric models although separate
regression equations were designed for the interest rate and exchange
rate effects, while the measurement of investment additionality, which
concept will be developed in a later chapter, will not be resorted to.
After all, the formulation of a new econometric model to determine
intersectoral linkages of the economic effects of debt-equity swaps
would be too tedious and time-consuming an exercise, more so with the
conduct of a survey/interview among investors to measure investment
additionality, not to mention dubious results that would 1likely be
produced as respondents may not answer truthfully. Meanwhile, conceptual
difficulties and complications on data requirements (e.g., measure of
country credit-worthiness) encumber the development of a micromodel to

explain the demand and supply functions and price determination of




Philippine debt papers sold or swapped for equity in the secondary
market. While all these issues make equally fascinating subjects for
exploration, they would in themselves necessitate comprehensive
treatments and qualify as topics for separate research. These tasks will
be left as a challenge to extend the scope covered and improve the

methodology used in this study.

F. RESEARCH DESIGN AND METHODOLOGY

The study is designed to provide a theoretical and empirical basis
for the abolition or retention of the Philippine debt-equity conversion
program. For the qualitative part, reference is made to available
literature on the subject while to a sufficient extent, quantitative
analysis of secondary data, mostly statistics based on actual status
reports and other selected economic indicators, is conducted.

The second chapter provides a theoretical framework about debt-
equity swapping where its origins, nature and market, benefits and costs
to host countries and the conditions/requirements for its successful
implementation will be explained. These basic concepts and underlying
principles will be used in structuring the empirical investigation of
the program’s economic effects.

The third chapter describes the Philippine debt-equity conversion
program against a backdrop of the country’s external debt situation,
reviewing in the process the guidelines governing its implementation and
reporting as well the actual status or performance of the program. This
is followed by the quantitative measurement and analysis of the actual
impact of the program on the economy which hinges on the external and
monetary sectors where the effects are directly and immediately
quantifiable with relative precision as these mainly involve accounting
entries.

The empirical design proceeds first, through a transaction-by-
transaction accounting of the entries involved based on an accounting
framework and tracing the resulting changes on the balances of selected
external sector indicators (e.g., the balance of payments, international
reserves, direct foreign investments and external debt) as well as of
monetary aggregates (e.g., reserve money and domestic liquidity); and

secondly, through the use of econometric techniques to link these




external and monetary sector effects on selected real sector
(e.g.,inflation, production and employment) and fiscal variables (e.g.,
budget deficit, revenues, expenditures) and the prices of financial
(domestic interest rates) and foreign currency (exchange rate) markets.

The linkage of economic effects is principally conducted through
the use of an econometric software package (ESP) based on the PIDS-NEDA
macroeconometric model for the Philippines which is used in the
preparation of the National Five-Year Development Plan and in the
generation of official targets and forecasts for economic aggregates.
Essentially, the procedure involved a process of simulation3 where the
actual data series for variables used in the macromodel were “"cleansed”
of the external and monetary sector effects of debt-equity swaps
determined earlier. Through several iterations, ex-posfa forecasts for
the period 1986-1988 when the program was implemented were generated
until the selected real sector and fiscal variables enumerated above
that would have been consistent with the levels of external and monetary
indicators purged of debt-equity effects were reached, based on the
specifications of the model.

The macromodel consists of four major blocks, namely: 1) the real,
2) fiscal, 3) financial and 4) external sectors. There are 104
equations, 41 of which are identities and the rest are behavioral or
estimated ordinary least squares regression5 equations which determine
recursively6 and simultaneously7 the values of 86 endogenous variables
given assumptions on the values of 54 exogenous, including policy,
variables.

Inasmuch as two of the major variables affected by debt-equity
swaps, namely domestic interest and exchange rates were treated
exogenously in the model, separate single equation models were designed
to determine the transmission effects of external and monetary
aggregates with and without debt-equity effects on these variables,
incorporating at the same time a consistent set of assumptions used in
the macromodel. Realizing that there may be lagged effects between two
or more variables used in the equations, a distributed-lag model was
specifieds. Based on the empirical results, some conclusions about the
effects of the Philippine debt-equity conversion scheme were derived, on

which policy formulation was based upon.




The fourth chapter features individual profiles of the various
debt-equity conversion programs being implemented by other highly-
indebted developing countries, mostly in Latin America, with particular
reference to mechanics and operational procedures and degree of program
success. A cross-country comparison of the program including the
Philippine version will be undertaken to detect common characteristics
and unique features that will serve to provide useful insights and
inputs for the improvement and strengthening of the Philippine program
if it is to be modified.

The fifth chapter evaluates the effectiveness of the debt
conversion program as a debt management tool based on the results of the
empirical analysis; explores various policy recommendations regarding
the program by proposing revisions or modifications directed towards its
improvement; and discusses their implications on the issue of external
debt management while at the same time suggesting areas for improvement

and further research.

G. RESUME’ OF RELATED RESEARCH AND PROFESSIONAL LITERATURE

An exhaustive survey of related research and professional
literature that critically review the Philippine debt-equity conversion
program in terms of its economic impact and operational structure
indicates that this study is unprecedented in terms of scope and
methodological approach.

Although there has been a proliferation of readings on the subject
of debt-equity swaps which happen to be fairly recent (circa 1986 to
1989) ,these merely describe or discuss the mechanics of the program, the
market forces or microeconomics behind its operation, its potential or
possible macroeconomic effects, and features or characteristics of debt
conversion schemes adopted by debtor countries.

A lot of empirical work on the microeconomic field, specifically
the workings of the secondary market for sovereign debt, has also been
done, mnotably by Coheng, Claessenslo, Dooleyll, Dooley et a112, Errunza
and Moreau13, Helpmanla, Huizingals, Morande and Schmidt-Bebbe116, and
Vatnick17, which does not apply on the macroeconomic side where

discussion has been kept at the theoretical or conceptual level, a




dearth in the literature which this paper can hopefully make a
contribution to.

Still on the economics of debt-equity swaps, the theoretical
treatment of the macroeconomic aspect range from pure descriptions of

the mechanics behind the scheme and enumeration of its potential

. . ‘o 18
macroeconomic consequences as provided by Citicorp Investment Bank ,

Bergsten et 3119, Blackwell and Nocerazo, BuchheitZI, Ffrench—Daviszz,

Findakly23, Frankeza, Ghoshzs, Gi1126, Gonza1e527, Layman and Kearney28,

Martonzg, Morgan Guaranty Trust Company30, Nair and Frazier31, Ollard32,

Regling33, Roberts and Remolona34, Segal35, Schubert36 and Weinert37 to
the more mathematical and technical approaches on the welfare effects
and efficiency gains and losses of the program as expounded by Bird38,

Bulow and Rogoff39, Diwanao, Diwan and Claessensél, Krugmanéz,

Rodrigue243, Sachsaa, Velascohs, Versluysen46 and Williamson47. Of the
latter group, Bird48 likewise provides a theoretical market model
specifying demand, supply and price functions of debt-equity swaps.
Meanwhile, a complete chronology of its market evolution can be found in
the World Bankag, the UNCTAD50 and Blackwell and Nocer351, the latter
providing as well a general accounting framework for the external and
monetary sector effects of the program which was useful in the empirical
design used in this study.

As far as the chapter on the Philippine debt-equity conversion
scheme is concerned, the major reference used in describing the program
is Central Bank Circular No. 1111, both in its original and revised
versionssz. Analyses of the gains and losses brought upon the country by
the program are limited, notable among which are the works of
FernandezS3, U and Maquitosa, and de Guzman and Aldanass. Their
findings, however, lack empirical support. Meanwhile, analyses of the
Philippine external debt situation are adequately provided by AlesinaSG,

Dohner and Inta157, Dooley et 3158, Erbesg, and Tanzi60 while

DonovanGl, Dornbusch62, Emminger63, Krueger64, Sachs65, Westphalenéé,

the UNC'I'AD67 and the World Bank68 offer ample descriptions of the
origins of the international debt crisis in general. The empirical
section of the study, on the other hand, borrows heavily on the PIDS-
NEDA Macroeconometric Model for the Philippines developed by Mariano and

Constantino69, a synopsis of which is provided in the Technical




Appendix.
For the individual country profiles of debt conversion schemes,
the best sources for the description of programs are those of the Bank

of Boston70, Blackwell and Nocera71, Foncerrada72, Fontaine73, Lahera74,

Layman and Kearney75, Monteiro76, the World Bank77 and Euromoney and

supplements78’79’80 while indications of the magnitude of transactions

per country are provided in Diwan and Claessensal.
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CHAPTER II
THE ECONOMICS BEHIND DEBT-EQUITY SWAPS

The international debt crisis of the 1980’s has inspired search by
developing debtor countries for innovative solutions to reduce the debt
-overhang. Among the menu of financial options to the debt workout
process that has evolved, debt-equity swaps or conversion schemes have
figured prominently. This chapter focuses on the economics behind debt-
equity swaps, first tracing its evolution, then describing its
mechanism, further explaining the market forces determining its behavior
and finally, enumerating the advantages and disadvantages to host
countries and the conditions or prerequisites for its successful

implementation.

A. THE ORIGINS/EVOLUTION OF DEBT-EQUITY SWAPS
While traditional LDC debt restructuring has been the major
recourse to solve the debt problem, the occurrence of a number of free-
market driven developments led to the adoption of innovative and
alternative schemes under the menu approach for managing and alleviating
the serious problems of foreign indebtedness. The most important of
these developments were: 1) the development and growth of a secondary
market for LDC bank loans; 2) the institution of formal programs to
convert sovereign debt into equity investments in indebted countries;
and 3) the increasing provision by banks of a high level of loan loss
reserves1
While the present debt-equity swap arrangements emerged only at the
onset of the debt crisis inm 1982, Blackwell and Nocer32 documented
isolated instances of such swaps taking place as early as 1965 when
Brazil allowed certain non-residents to convert external debt into
equity investments at face value and at the official exchange rate, and
as recent as 1980 yet still predating the c¢risis when Turkish
authorities enacted legislation providing options of paying creditors
either in foreign exchange over a ten-year period or in local currency
on demand provided the latter is used for increasing the working capital
requirements of existing investments or paying the equity portion of new

ones. During the onslaught of the crisis in 1982, Mexican authorities
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allowed foreign banks to acquire up to 15 percent equity in a local firm
in exchange for an equivalent amount of foreign debt repayment™.

In the early 1980s, banks and several multinational companies began
trading foreign-denominated loans of debtor countries in a secondary
market. This securitization4 of foreign loans of debt-ridden countries
evolved partly because of the need by commercial banks to diversify or
restructure their portfolios (e.g., shortening the maturity profile,
raising the average yield or achieving a desired geographic
concentration) according to individual corporate objectives and risk
preferences made possible by purchasing sovereign assets outright or
swapping these with other commercial banks. For banks wishing to
completely eliminate or minimize exposures to some debtor countries, the
secondary market provided an outlet for selling assets at a discount.
Banks often seek to minimize their credit exposures in order to avoid or
reduce the need to commit new loans to cover the debtor country’s
financing needs during an agreed adjustment period under that country’s
rescheduling arrangement. Even if a bank is prepared to raise the amount
of loans to a particular country, the combined effects of rescheduling
existing loans and committing new money may cause it to contravene
limits on lending or on country exposure set by intermal or regulatory
capital requirement policies. Besides, it may be more profitable for the
bank to sell debt paper at a discount and reinvest the proceeds than to
hold onto the debt with uncertain prospects of repayment.

The growth of this secondary market received further boost in 1983
when the informal debt capitalization program introduced by Brazil in
1978 further encouraged its multinationals through cash rewards to buy
blocked deposits of private sector borrowers with the central bank
representing the local currency equivalent of their foreign debt
paymentss. Up to mid-1985, secondary market trading volume was estimated
at US$2 - US$3 billion per year6.

However,it was in 1985 when market growth significantly accelerated
following the formal institution of a debt-equity conversion program by
the government of Chile and the international banking community. In
1986, similar programs were implemented in Mexico, Argentina and the
Philippines and in 1987, more countries either have adopted or have

announced intentions or have negotiated for the adoption of similar
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schemes such as Ecuador, Venezuela, Colombia, Peru, Bolivia, Uruguay and
several Caribbean, Central American and West African countries including
Jamaica, the Dominican Republic, Costa Rica, Morocco and Nigeria7
Beginning May 1987, Citicorp’s announcement of massive provisions
for loan loss reserves on LDC loans which other large banks eventually
followeds, revolutionized bank attitude towards LDC debts as potential
sources of profits rather than bad debts to be kept in its booksg. The
formalization of debt conversion arrangements together with announced
intentions of major creditor banks to minimize their loan exposures to
LDCs and provide for higher loan loss reserves, raised the supply of
debt in the secondary market to around US$5 - US$6 billion in 1986 and

an estimated US$10 - US$12 billion in 198710,

B. THE NATURE OF DEBT-EQUITY CONVERSION TRANSACTIONS

There are generally three variations of debt conversions or swaps,
namely: 1) debt-to-debt swaps - which involve a change of creditors
through the outright sale of loans to one country for loans to another;
2) debt-to-equity swaps - which involve the exchange of foreign debt for
equity in a domestic firm; and 3) debt-for-peso or local currency swaps
- which involve the issuance by the central bank of a local currency or
domestic debt instrument in exchange for a foreign debt claim purchased
by domestic residents with expatriated capital or foreign currency
acquired in the parallel market.

As participants have gained experience in the secondary market,
they have transcended the straightforward types of debt swaps for more
sophisticated deals11 such as: 1) debt-for-export swaps - which involve
the surrender by the debtor country of a fraction of its export receipts
to the creditor bamk to offset a part of its external obligations; 2)
debt-for-nature swaps - which is a crossbreed between debt conversion
and debt forgiveness where swaps are arranged by private natural
conservation or environmental groups to use the conversion proceeds to
finance the preservation of natural resources such as tropical forests
or endangered animal species; and 3) Iloans-for-bond exchange offers -
which entail the replacement by the borrower at its initiative of
existing debt by long-term securities, thereby conferring a seniority

status on the holders of the bond relative to syndicated bank lenders
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and converting the loan into an instrument which possesses greater
tradeability in the secondary market.

Behind all types of debt-swapping schemes, the mechanism
essentially involves the purchase by a party (usually a multinational
firm or a resident working abroad) interested in making an investment in
the debtor country of the latter’s foreign debt obligations being sold
at a substantial discount over its face value in the secondary market.
The investor then exchanges the obligation with the central bank or the
local debtor at or near its full face value equivalent in domestic
currency or in a local debt instrument which can be liquidated for cash
in the domestic bond market. The proceeds from the conversion can be
used to purchase an equity stake in a local company, to increase plant
and equipment expenditures in an existing operation, or to retire local
currency obligations. In some cases, an intermediary institution which
may be a foreign bank or local financial entity, acts as a conversion
agent or broker by receiving on behalf of the seller the assignment of
the credit, passing this title to the ultimate investor and
redenominating the foreign currency credit into local currency through
the central bank or local debtor (Figure 1).

Through such debt conversion programs, all participants or parties
have gained distinct benefits. The creditor or foreign commercial bank
selling the debt is able to purge its books of country exposure that
contaminates its portfolio in the eyes of shareholders and financiers,
thereby enhancing its net financial position. By exchanging a financial
asset for a real asset (equity) under a debt-equity swap, units of
doubtful debt are converted to units of local assets which may be
profitable and can be sold later at a windfall. The investor or debt
swapper, in turn, is able to acquire or expand equity in a debtor
country enterprise or to finance the local currency component of debtor
country projects at costs lower than that available from borrowing
locally or from the purchase and exchange of an eduivalent amount of
foreign currency. However, he may be constrained by the fact that debt-
equity swaps based on rescheduled debt must operate within the
boundaries of the restructuring agreement between the original creditors
and the debtor country which may stipulate that the investment made with

the conversion proceeds cannot be redeemed or repatriated more quickly
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than the repayment terms of the rescheduled debt or that no favorable
treatment status is conferred on any creditor insofar as credit
prepayment is concerned. Finally, the debtor country is able to
extinguish a portion of its external debt without necessarily depleting
its reserves; and reduce the associated debt servicing burden by
substituting an absolutely certain future foreign exchange outflow
arising from principal amortizations and interest payments with a less
certain outflow in the guise of profit or dividend remittances under an

equity investment.

C. THE MICROECONOMICS OF DEBT-EQUITY SWAPS: THE WORKINGS
OF THE MARKET

Just like any other market, the secondary market for debt-equity
swaps is governed by the interplay of supply and demand forces clearing
at a certain price, that is the secondary market price for debt.

1. THE SUPPLY FOR DEBT-EQUITY SWAPS

The willingness of banks or current holders to dispose of their
holdings of sovereign debt at a substantial discount over its face value
determines the supply of debt that can be converted to equity
investments. Until recently, the regional banks with smaller exposures
to developing debtor countries have been the primary suppliers of debt.
The large money center banks holding the bulk of commercial bank credit
to LDCs have limited their activities to brokering transactions, acting
as intermediaries or agents to investors seeking to buy debt papers.

The reluctance of these banks to sell debt from their own
portfolios could be attributed to the ambiguity of accounting rules
regarding the valuation of their foreign assets. The sale of foreign
loans for conversion to equity brings to light the discrepancy between
book and market values and which basis to use in carrying the exchange
of assets, specifically whether the new equity asset should be fair- or
market-valued or automatically written off at the book value of the loan
it has replaced.

Moreover, regulatory issues in creditor countries involving bank
investments in non-bank activities as well as limits on the amounts of
equity that banks may hold such as Regulation K12 of the Federal Reserve
Board in the U.S. impose operational obstaclesl3. The uncertainty about

tax considerations (i.e., whether the sale of debt obligation at a
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discount is tax-deductible) has also impeded debt sales by creditor
banks. However, the growing flexibility in accounting practices and
increasing receptiveness of regulatory authorities in recent years have
loosened the constraints on the supply of debt available for conversion.

The supply function for debt swaps, as conceptualized by Birdla,

may look as follows:
Qs = f (D, §, C, P, W)
where D is the size of the discount, S - the size of debt held by the
bank or creditor, C - the holder’s assessment of country credit-
worthiness, P - the holder’s preferences between risks and returns and W
- the extent to which debt has been written down or the provision for
loan loss reserves. The supply of debt swaps is expected to rise with a
fall in D and C and an increase in S, P and W.

Alternatively,Vatnick15 derives a Lagrangean equation16 for the
supply of debt papers in the secondary market based on the assumptions
that creditor banks will maximize the expected value of profits subject
to the constraint that the perceived risk of bankruptcy (i.e., the value
of bank assets falling below a specified floor) will not exceed the
probability &« . The expression reduces to a supply function that depends
on the expected return on bank loans where return varies according to
the probability of default by the debtor country and the perceived
covariance of returns on the remaining assets in the portfolio.

2. THE DEMAND FOR DEBT-EQUITY SWAPS

The more significant factor affecting the market for debt swaps,
nonetheless, appears to lie on the demand side. It is generally argued
that without the secondary market discount for LDC debt instruments,
there is no incentive for investors to participate in debt-swapping
transactions. The discount, as will be explained later, tantamounts to a
gross subsidy to the investor equal to the spread between the face value
of the debt paper and its market value. Bird calls this the accrual of a
consumer’s surplus17 by the investor or purchaser of the debt arising
from the difference between total utility derived from debt purchase (or
the price the investor is prepared to pay) and the total expenditure on
it (the actual discounted price). It is this consumer surplus or rent
derived by the investor which the debtor government may be interested to

recapture by imposing fees or auctioning the rights to swap. The debt
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discount mechanism may not necessarily be profitable to investors due to
the imposition of these transaction costs plus matching fresh money
requirements by the debtor country that tend to reduce their effective
discount.

Other considerations affecting the investor’s valuation of the
discount include the extent of lock-in of investment funds due to
restrictions on capital and profit repatriation and sale of equity
holdings which may be tighter than had the investment been channeled
directly; the redemption value at which the debt is converted in local
currency (at full or proportions of the face value); taxability of the
capital gain made on the debt purchase; investment restrictions placed
by the debtor country on the type of equity it is prepared to sell; and
the usual investment-decision factors such as regulations on foreign
ownership, product-market situation, competitive position of the
domestic firm, quality of local management, type of labor skills,
required infrastructure and ancillary services; and political risks in
the debtor country.

The demand for debt conversion is also influenced by the gap in
the parallel and the effective swap transaction exchange rates. This is
shown in Bird’s18 equation for the debt purchaser’s gross return given
as:

r = [(1/dp)(e/eD)] - 1

where e is the official exchange rate and e* the effective rate. Based
on this equation, the exchange rate differential would have to be larger
than the size of the discount (i.e.,e/e* > dp) for there to be a
positive return to conversion and hence demand for debt swaps to be
generated. By administering the exchange rate differential, the debtor
government is able to manipulate the investor’s return r, and therefore
affect the demand for debt conversion.

Civen these factors, the demand function for debt-equity swaps, as
specified by Birdlg, may look as follows:

Qd=f(D,I,C,A,L,T)
where D is the discount on the debt, I - the availability of specific
investment opportunities, C - the country’s overall credit-worthiness; A
- the availability of and return on altermative assets, L - the

limitations on capital repatriation and profit remittances and T - the
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charge or tax for conversion including the exchange rate differential.
The demand for debt swaps is expected to vary positively with D, I and C
and negatively with A, L and T.

Citing similar demand factors, Vatnickzo, however, distinguishes
two types of demand functions - a transaction demand for debt-equity
purposes from commercial banks and multinationals, and a speculative
demand from investors representing pure portfolio decisions.

In general, it is difficult to measure the exact volume of supply
and demand due to certain market peculiarities such as the velocity with
which a single debt paper changes hands and the lengthy chain of
intermediation involved, making it liable to double-counting2

3. THE SECONDARY MARKET PRICE FOR DEBT AND THE DISCOUNT

The market price for sovereign debt tend to respond to the
interaction between demand and supply factors affecting the different
types of paper traded. Excess demand for debt swaps will jack the
discounted price up, reduce demand and increase supply while excess
supply will depress the price, reduce supply and increase. demandzz.
Thus, it can be said that the purpose of the market for debt-equity
swaps 1is to match the different preferences and valuations of debtor
country credit-worthiness of creditor-suppliers and investor-buyers of
sovereign debt at an equilibrium or market-clearing price.

This secondary market price is quoted in terms of bids and offers
and not as a single-transaction price23. The range of prices quoted nor
its average at any given time should not immediately be taken as
representative of the market since offers to sell do not carry the
guarantee of delivery by the seller (e.g., banks may change their minds)
nor does it reflect the overall transaction costs to the investorza.
Thus, the market price should be understood as only indicative of
transactions being concluded at any given period.

The price at which debt conversions are transacted or the discount
of the loan in the secondary market represents the loss the creditor is
willing to assume on the debt in exchange for the risk of maintaining
the asset in its portfolio. Thus, a secondary market price of LDC debt
averaging 50 cents per dollar of face value indicates that lenders do
not expect to be repaid the full value of their outstanding claims on

debtor countries and that perhaps, no more than half the value of these
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claims can be serviced. Such discrepancy in the face and market values
of the debt, according to Cohenzs, is a case for debt service relief or
partial forgiveness but not necessarily for a total write-off. While the
discount, which is the complement of the secondary market price, signals
the possibility of default by the borrower, it has been suggested that
the face value of the debt may not be written down by the creditor until
default indeed occurs, although regulatory measures should encourage the
scaling down of debt servicing in line with its market value.

Bird26 distinguishes between two types of prices - the price of
the debt and the price of debt conversion, which is the discount. The
discount is inversely related to the secondary market price of the debt
such that the demand for debt conversion will be positively related to
the size of the discount (negatively related to the price of the debt)
and supply for debt swaps negatively related to the amount of the
discount (positively related to the secondary market price). From the
seller’s viewpoint, the price of debt conversion is measured by the
discount regardless of the transaction costs while from the buyer’s
perspective, the conversion price is measured by the discount adjusted
for the differential between the official and effective swap transaction
exchange rates.

For the investor or debt buyer, the discount in the secondary
market is mirrored in the LDC domestic market as an exchange rate
differential. By converting foreign debt obligation acquired at a
discount, the investor or purchaser of debt has, in effect, obtained
local assets at a preferential exchange rate. To illustrate, a US$ 10
million debt purchased by an investor at a discount of 20 percent would
cost him only US$8 million in cash outlay. Upon conversion to equity,
the US$10 million obligation would be redeemed at its local currency
equivalent of P205 million, assuming an exchange or coqversion rate of
P20.50 to a dollar. However, considering that his dollar outlay was only
US$8 million, then the local asset was obtained at a lesser cost,
enabling the investor to enjoy a higher exchange rate of P25.625 (i.e.,
P205 million divided by US$8 million) for each dollar invested or 25
percent over the market rate of P20.50. In effect, the investor got more
pesos in exchange for his dollar expenditure which is the discounted

value of the debt paper. Again, to recapture the discount, the debtor
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government may redeem the swap transaction at less than the official
rate to minimize the domestic currency cost of converting foreign
currency-denominated debt or conversely, to maximize the amount of
foreign currency-denominated debt converted for a specified domestic
currency cost.

Fluctuations in the amount of the discount mainly reflect changes
in the perceptions of the relative credit-worthiness of debtor
countries. Thus, a country with a higher credit risk would have a lower-
valued debt, meaning that this could be purchased at a steeper discount.
Recently, changes in the valuation of debt papers have incorporated the
status of debt negotiations and other recent developments in debtor
countries. Based on Table II.1 showing selected bid-offer rates of LDC
loans in the secondary market, the discount (i.e., complement of the
bid-offer rates taken as their average) on Mexican paper rose between
January and June 1986 as prospects for the resolution of its debt
service difficulties became less certain27. Between June and October
1987, the value of Philippine paper fell with the corresponding discount
rising to about 45 percent from only 30 percent partly due to the
political uncertainties resulting from successive coup attempts. Chilean
paper, on the other hand, exhibited relative stability in price
movements owing to the country’s active debt-equity conversion program.

The discount will also tend to vary according to the different
provisioning policies implemented by bank regulators. If these policies
are adjusted to require a greater amount of capital reserves to be set
aside against doubtful loans, the price on the secondary market may
decline as banks will be less constrained by potential losses to sell
their debt papers. Thus, a generalized downward trend in secondary
market prices (upward trend in discounts) has been pronounced beginning
May 1987 (Chart 1) when the large money center banks announced huge
provisions for loan losses against LDC debts.

The government of the debtor country may also influence the price
by affecting the country’s current and expected economic performance
such that any economic improvement will reduce the supply and generate
demand for debt conversion, thereby raising the price of debt or what

amounts to the same thing, lowering the discount.
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Huizingazs, for instance, regressed with significant statistical
results secondary market prices on the following explanatory variables:
growth rate of real GKP (GNPGR), debt relative to GNP (PD/GNP) , a dummy
variable on a country’s interest payment record (ARR - set equal to 1 if
a country has commercial bank arrears as of a cut-off date) and country-
specific uncertainty reflected in the wvolatility of secondary market
prices (SE -taken as the standard error of auxilliary regressions of the
bid price on a linear time trend per country). The coefficients of all
the variables yielded the expected signs (negative for ARR, PD/GNP and
SE while positive for GNPGR) and acceptable t-statistics. Vatnickzg, by
contrast, concluded that debtor governments have 1little power in
affecting the prices of their debt and instead determined LDC debt
prices to be a function of the expectations of market participants about
the underlying ’‘fundamentals’ in debtor countries and the existence of
debt-equity programs, in addition to accounting and tax regulations in
creditor countries and an implicit arbitrage on high-yield securities.

Based on these studies, it is difficult to conclude whether price
determination in the secondary market is indeed subject to market forces
or are ultimately set or manipulated by a party or parties (creditors or

debtor governments) to a debt-equity swap transaction.

D. THE MACROECONOMICS OF DEBT-EQUITY SWAPS: BENEFITS AND
COSTS TO HOST COUNTRIES

The principal attraction of debt-equity swapping to the host
country is the reduction in the amount of its external debt and its
conversion into something more manageable or repayable. Debt conversion
schemes replace debt requiring immediate hard currency payments with a
repayment stream that may be more favorably matched with the country’s
balance of payments needs. In other words, cash flow is improved through
the reduction of interest payments due on a cancelled debt, temporarily
limiting its drain on scarce foreign exchange resources. Foreign debt
obligations become denominated in domestic currency making it easier to
service since the government holds greater control over its own domestic
money supply than over its mnet foreign exchange positionBo. The
conversion of debt into equity allows the reasonable settlement of
external indebtedness with little pressure on the country’s limited

international reserves and without adverse effects on its balance of
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payments position. When the_external obligation is exchanged for equity,
a stream of future foreign exchange outflows is generated but in a more
flexible and restrictible form as dividends and profit remittances,
which is affected in turn, by economic performance in the debtor
country.

Debt conversion programs can also attract and accelerate foreign
equity investments due to the financial incentive implicit in the
discount, and if open to participation among residents, can mobilize for
domestic investments assets held abroad or can create incentives for
fugitive capital to be returned or repatriated, or at the least inhibit
further capital flight. Aside from building investor confidence, the
process has the added appeal of forcing the investor to share in both
the risks and benefits of the business venture. There are also the
multiplicative economic effects of the productive investment including
the generation of domestic employment and access to foreign management
skills, new technology and expanded export markets.

Such schemes can also offer an effective market-based mechanism for
channeling resources to the private sector and for fostering the
divestiture and privatization efforts of the government31 by turning
these into priority investment areas eligible for debt conversion. The
program is also geared towards narrowing the large gap between gross
domestic savings and investments since equity infusion, especially in
export-oriented or foreign-exchange earning activities lessen dependence
on foreign borrowings needed to finance viable projects. Debt conversion
likewise provides a general stimulus to capital market development in
the host country particularly in the case where local debt instruments
or securities are issued in exchange for the debt or are used as the
mode of payment under a debt-equity swap where bonds are exchanged for
cash with commercial banks.

The central bank or mational treasury also obtains a mew source of
financing the government’s operating budget by taxing the rent accruing
to debt swappers through the imposition of conversion fees or
commissions on debt swaps32 or through the manipulation of exchange rate
differentials, and by auctioning the rights to convert debt which
essentially allows the market to determine the tax 1eve133. These forms

of taxation enable the government to share or recapture a portion of the
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discount realized by the investor and redistribute the swapper’s
consumer surplus.

Finally, active debt conversion programs can gradually restore a
country’s credit rating by shifting the financial market’s attention to
the country in question and breaking the deadlock that characterize its
debt restructuring negotiations with foreign commercial bank
creditors34. Debt swaps through the secondary market discount provide a
measure of the status of a country’s credit-worthiness.

These advantages of debt conversion, however, must compensate for
its major drawbacks. First, there are monetary and fiscal consequences
inimical to domestic stabilization35. The money creation and interest
rate effects of debt conversion transactions may be adverse, thereby
causing inflationary pressures. This arises when the local currency
required for the prepayment of external debt is provided by the monetary
authorities of the government in the debtor country through either money
creation or issuance of domestic public debt instruments. The interest
rate effect, on the other hand, will depend on the pace or scale by
which transactions are undertaken and on the degree of sophistication of
domestic financial markets. This is particularly true when the foreign
loan is exchanged for locally-denominated obligations tradeable in the
domestic bond market. In case where such market is developed or large
relative to the volume of debt conversions, bond prices and interest
rates are likely to be unaffected. But if the market is shallow,
domestic interest rates may rise due to the upward shift in supply of
bonds that tends to depress bond prices, thereby increasing interest
rates and the budgetary costs of domestic debt. This supports the
criticism that debt swaps merely substitute low-cost foreign debt with
high-cost domestic debt inasmuch as foreign interest rates are usually
lower than domestic interest rates in developing countries36.

Second, the preferential exchange rates implicit in debt conversion
transactions amount to a subsidy to certain capital inflows, thus
opening an opportunity for arbitrage or 'roundtripping'37 and sending
wrong signals to investors. Residents of the debtor country may attempt
to benefit from the scheme by purchasing foreign exchange on the
parallel market in order to acquire external debt through the conversion

scheme at a discount for subsequent conversion into local currency.
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Similarly, foreign firms that would otherwise retain earnings in the
country are motivated to take or remit funds out and bring these back
through debt swaps to take advantage of the preferential rate. In both
cases, the government expends reserves with capital flight or profit re-
mittance but accumulates no reserves on the return trip since returning
capital would be used specifically to retire external debt. The
recycling of discounted debt purchases may thus also lead to capital
flight and deplete foreign exchange reserves. Moreover, by increasing
the supply of domestic currency and demand for foreign exchange in the
black market, debt conversion exerts downward pressure on the price of
the local currency or causes exchange rate depreciationBB. '

There is also a possible misallocation of resources since the
proceeds of conversion transactions are exclusively earmarked to retire
external debt, which in most instances, have already been rescheduled,
rather than provide foreign exchange for alternative uses such as
developmental or complementary imports. The equity investments, after
all, may also be allocated to protected sectors thus worsening
production distortions. '

The question of resource allocation also has political
implications since concerns over national patrimony arise to the extent
conversions are used extensively or exclusively by foreign investors.
Debtor governments, thus, face political risks if they offer foreigners
the opportunity to obtain local currency at substantial discounts that
are not available to domestic entrepreneurs.

In the long run, the net effect on the balance of payments can
also be negative as remittance and repatriation of capital and profits
at a later stage may exceed the original payment on debt and as
conversion proceeds may be used by the domestic firm for raw material
and capital importationms.

Finally, debt conversions may apply to foreign investments that
would have taken place even without a formal debt-equity program. Debt
swaps can therefore allow those foreign investors who are already
inclined to invest to fimance investment projects without bringing in
cash or can subsidize the reflow of flight capital that would have
occurred anyway39. This concept, called additionality is discussed in

more detail in the succeeding section.
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E. CONRDITIONS/DETERRENTS TO SUCCESSFUL IMPLEMENTATION

The key factor to the success of debt conversion programs depends
on the degree of investment ®additionality”, as termed by Roberts and
Remolonaao. Additionality is the ability of debt-equity swaps to attract
foreign equity investments that would not otherwise come in, or the
ability of debt-peso swaps to attract flight capital that would
otherwise not come back.

This is illustrated in the case of a foreign firm which bhad no
prior intention to invest in the debtor country but instead took
advantage of the chance to invest through a debt conversion program. By
contrast, no additionality is involved if the foreign multinational had
already decided to invest in the debtor country and channeled the
investment through debt swaps. Without additionality, the benefits of
replacing external debt for foreign equity or domestic debt are
mitigated inasmuch as the host country could have achieved the same
objective by earmarking its foreign exchange reserves to pay off its
creditors. Thus, the incentives under debt swaps without additionmality
imply unnecessary costs and subsidies to specific capital inflows.

Investment additionality, however, is difficult to quantify.
Besides, investment decision itself is not the sole criterion as its
size and timing are likewise determining factorSAI. The financial
incentives provided by debt conversion schemes can accelerate the timing
and increase the amount of investments than originally intended by the
investor. Nevertheless, it is generally reasonable to presume that the
incentives offered under a well-designed conversion program do deliver
additionality since they help cover the higher risks assumed by
investors in the uncertain investment and political climates of most
highly-indebted developing countries.

Other than additionality, properly structured conversion programs
to be successful should be accompanied by market-oriented growth
policies that encourage private sector expansion. The mechanics of debt
conversion schemes should complement expanding opportunities for private
sector investment through deregulation, privatization, a relatively
well-developed capital market, and 1liberal foreign investment

regulations.
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To arrest excessive monetary expansion incident to debt-equity
swaps, the central bank of the host country should possess the latitude
and adequate instruments to sterilize this monetary impact. Programs may
set quotas per time period; require deposits to be frozen for a specific
duration based on a schedule of the project’s 1liquidity mneeds; or
restrict conversions to certain activities or classes of eligible
debtaz. Financial markets should also be adequately broad and deep to
better absorb liquidity creation arising from debt conversion so that
the development of domestic private capital markets must be enhanced.

Having a consistent and non-discriminatory application of
regulations regarding the treatment of foreign investment is also
important. To avoid the risks of foreign domination in ownership
interests in domestic firms, debt conversion programs should allow both
resident and non-resident nationals to participate as investors. If
political sensitivities remain regarding foreign ownership, the program
may include repurchase or buy-back agreements allowing the host country
or a resident party a call option on the equity for a fixed and
profitable price to the investor at a future date. Bowever, caution
should be taken as such requirement could only add to the 1list of
restrictions that drive potential investors away and make the program
less attractive.

Meanwhile, the potential for arbitrage or roundtripping by resident
swappers can be minimized by careful monitoring of black market exchange
rate movements and by controlling the volume of allowable conversion by
local nationals. It may be necessary to deny access to the official
foreign exchange market for conversion transactions while limitations on
volume of operations at any time period may be required to avoid
pressure on the parallel market rate caused by resident investors
willing to purchase foreign currency for debt-swapping purposes. These
remedial measures, however, would conflict with the equal-opportunity
principle espoused earlier.

Finally, the additionality concern may be addressed by debtor
countries through the imposition of matching fresh or new money
requirement for every debt or a fraction thereof converted. This would
ensure that investors are not free-riding on the subsidy implicit in

debt-equity swaps although such imposition may diminish the
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attractiveness of the program to potential investors who may opt to
invest instead in other countries adopting less restrictive debt
conversion regulations.

From the foregoing, it is apparent that the optimal approach to
debt conversion as implied by its limitations is one that encourages the
exchange of real assets (equity) rather than local currency holdings,
that mobilizes foreign investment for the export or dollar-earning
sectors, and that establishes opportunities for local ownership in
enterprises financed from debt conversion. These conditions should in
turn be implemented in the context of comprehensive policy reforms
intended to improve the investment climate of the host or debtor
country, and to mitigate the adverse domestic implications of debt

conversion.
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CHAPTER III
THE PHILIPPINE DEBT-EQUITY CONVERSION PROGRAM

The Philippine debt-equity conversion program was launched in
August 1986 to relieve the country of its heavy external debt burden and
to lure back foreign investments into an economy which has been severely
bruised by an external debt crisis in October 1983. The following
chapter describes the salient features of the program, provides a
performance status report and analyzes the impact of the program on the

economy .

A. OVERVIEW OF THE PHILIPPINE EXTERNAL DEBT CRISIS AND
STRATEGY RESPONSE

Symptoms of an impending external debt crisis in the Philippines
were already prevalent two decades earlier when the country experienced
a minor debt ecrunch in 1969—701.From a total external indebtedness of
only US$722 million in 1965, the amount trippled to about US$2.2 billion
by 1970 (Chart 2). However, it was only in the 1980’s when the
accumulation of foreign debts by the country fimally burst its bubble,
culminating in a declaration of a moratorium on debt payments in October
1983. By then, the economy had amassed a staggering US$24 billion in
foreign exchange liabilities, making it fifth in the list of the world’s
17 bheavily-indebted developing countries (HICs) in 1985, next only to
Latin America’s Brazil, Mexico, Argentina and Venezuela2 (Table III.1).

The Philippine foreign debt crisis was the spin-off of both
external and intermal factors. In the 1970’s, the major external factor
contributing to debt accumulation was the immense expansion of lending
by international banks not only to the Philippines but to most HICs on
account of pressure to recycle the enormous petro-dollar surpluses of
OPEC countries, so much so that the banks practically handed out the
money instead of urging debtor countries to knock on the door of the
IHF3. Equally to blame was the failure of the central banks and the IMF
to promptly curb this lending euphoriaa. While the over-zealous foreign
banks were the propelling force behind the international debt problem at
the onset, the series of extermal shocks in the early 1980’s stretched
it to its limits. The increase in the price of o0il, the surge in

international interest rates, the prolonged recession in industrial
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economies resulted in deteriorating terms of trade and adversely
affected export performance in developing debtor countries and
consequently their ability to service debt.

The more crucial element behind the Philippine external debt
crisis is nevertheless internal and structurai in nature, specifically
the adoption of inadequate domestic policies and delayed structural
reforms. Firstly, the economy relied heavily on imports and foreign
borrowings to finance investment expenditures. During the 1970’s, the
country underwent an investment boom as shown by the dramatic rise in
the investment/GNP ratios from an average of 21 percent in 1970-74 to
about 30 percent in 1975-79. Meanwhile, the savings ratio kept pace
initially with the growth of investments at an average of 21 percent in
the first half of the decade but remained stagnant at only 24 percent in
the second half. With investments increasing faster than savings, the
pressure of domestic demand led to higher fiscal and current account
imbalances and the rapid accumulation of foreign debt. By 1982, the
current account/GNP ratio exceeded 8 percent from a historical average
of 5 percent in the preceding seven years (Table III.2).

Secondly, the uses to which foreign loans were put generated
financial rates of return which in real terms were lower than the real
cost of borrowing. Economic theory suggests that a country is justified
in contracting foreign debt for as long as the marginal productivity of
capital exceeds the marginal costs of borrowings. A proxy measure of
investment productivity is the incremental capital output ratio (ICOR)
which in a simple linear production function is inversely related to the
marginal productivity of capital6. In the case of the Philippines, the
ICOR increased to an average of about 10 percent in the early 1980's
from a historical average of 4 percent a decade earlier. This could be
attributed to the long gestation and pay-out periods of investment
projects and the inefficiency or unproductiveness of many notorious
Imelda projects which turned out to be "white elephants'7. Manasan et
318 estimated the nominal rate of return on equity investments in 15
major public enterprises at 2.6 percent from 1980-84. By comparison,
the average mnominal cost of borrowing as measured by the ratio of
interest payments to the stock of foreign debt continually increased for

the Philippines from about 4 percent in the late 1970’s to 7.5 percent
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in the first half of the 1980’s. Considering that inflation rates in the
Philippines were relatively higher than in industrial countries, the
rates of return on investments were further inflated by such factors as
subsidized credit, cash grants from the government, special tax
treatments and government guarantees for foreign borrowings, which led
to lower real values compared to the real costs of borrowing which were
already negative in the 1970’s.

Thirdly, the tradeable goods sector in the economy which should
supposedly generate debt service payments did not expand considerably.
This is manifested by the export/GNP ratios of 22 percent in 1980-83
compared to 20 percent for the entire decade of the 1970’'s. With the
continued reliance on foreign savings to finance the investment-savings
gap, the debt/export ratios consequently increased sharply from about
172 percent in the 1970’s to 277 percent in the early 1980's. The
debt/GNP ratios also nearly doubled to an average of 64 percent in the
early 1980’s from only 35 percent in the previous decade, indicating
that the stock of foreign debt has been growing much faster than the
economy.

Fourthly, external debt accumulation and tax effort in the
Philippines moved in opposite directions. From the standpoint of optimal
borrowing, taxes should be low at early development stages but should
later be raised when debt has to be repaidg. In other words, the ratio
of tax revenue to GNP will need to rise to generate fiscal resources to
service debt paymentslo. The tax ratio of the Philippines lingered at
the uniform rate of about 12 percent of GNP for the entire decade of the
1970’s up to the first half of the 1980’s.

Finally, while the policy to attract foreign investments has been
in place since the 1970’s, the external debt situation was aggravated by
a massive outflow of capital, especially during 1982-83 when unstable
political developments (e.g., Aquino assassination) eroded confidence in
the administration that eventually led to its downfall in 1986. The
massive flight of capital during this period depleted the country’s
international reserves to US$865 million in 1983 from US$3.2 billion in
1980, thus accelerating the timing of the debt crisis which could have

happened inevitably.
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In response to the debt crisis, the country’s approach11 has
mainly involved the traditional modality of negotiations with
creditorslz. A standstill on debt repayments has been successively
requested, suspending principal repayments on bank loans from October
17, 1983 to December 31, 1987. In 1985, the first round of rescheduling
was negotiated with both commercial and official creditors postponing
some US$6.8 billion in payments of maturing obligations falling due from
1683-1986 and providing a US$925 million New Money and US$3 billion
Trade Facilities.

In 1987, a second round of rescheduling was concluded with
commercial bank creditors involving: 1) the multi-year restructuring of
both original maturities due in 1987 through 1992 and previously
restructured maturities under the first round for a period of 17 years
with 7 1/2-years grace period; 2) the extension of the US$3 billion
Trade Facility to end-June 1991; and 3) the repricing of the 1985 New
Money Facility at a reduced interest spread. In 1988, agreement for a
second round of rescheduling with Paris Club creditors was also reached
involving the deferment of payment for 10 years, inclusive of a 5-year
grace period, of 100 percent of principal amortizations and 70 percent
of interest payments on official credits maturing in 1987 and the first
half of 1988. Meanwhile, to support recovery efforts, a new IMF Standby
Arrangement was secured in 1986 amounting to SDR 198 million over a
period of 18 months.

Despite the debt relief that should be provided by the traditional
approach, selected debt indicators of the Philippines continued to show
signs of wunsustainability in the debt situation. Total debt/exports
ratio continually increased from 305 percent in 1983 to 327 percent in
1986 and so did total debts/GNP ratio from 73 percent in 1983 to 93
percent in 1986. Measures of debt-servicing likewise deteriorated with
total debt service-to-exports and -to-GNP ratios rising to respective
levels of 23.5 percent and 5.6 percent in 1983 to 24 percent and 6.8
percent in 1986. Moreover, interest payments-to-exports and -to-GNP
ratios likewise increased from 24.4 percent and 6.3 percent at the onset
of the debt crisis in 1983 to a peak of 28.4 percent and 7.0 percent in
1986, respectively (Chart 3).
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In August 1986, the Philippine govermment adopted a program for
converting debt into equity under the market-based menu approach, the

efficacy of which will be evaluated in this chapter.

B. PURPOSE AND COVERAGE OF THE PROGRAM

Established by Executive Order No. 32 in July 24, 1986 and
implemented by the Central Bank under Circular No. 1111 on August 5,
1986, the Philippine debt-equity conversion program was basically
designed to achieve the following principal objectives: 1) to stimulate
long-term equity investments in Philippine enterprises by both foreign
and local investors; 2) to encourage the repatriation or return to the
country of foreign currency holdings of Philippine residents held abroad
for the purpose of capitalizing equity investments in the country; 3) to
provide additional incentives for investments in designated sectors of
the Philippine economy that require prompt revitalization; and 4) to
reduce the external debt burden of the country.

The categories of external debt convertible under the program are
as follows: 1) all principal maturities covered by restructuring; 2) all
credits including deposits maintained by the Central Bank covered by the
Trade Facility; 3) all advances made under the New Money Facility; &)
all private sector debt, provided that the existing credit instrument
relating to such debt permits the prepayment or repayment of such
obligation in local currency equivalent, or that the creditor has
consented to the debt conversion arrangement; and 5) other debt
obligations as may be approved by the Monetary Board.

The program seeks to attract two general «categories of
investments, namely: the preferred areas or priority activities or
Schedule 2 investments; and the 1less preferred or schedule 3
investments. Schedule 2 investments include activities such as export
and agricultural production; dollar-earning services; banking and
financial operations; the purchase of privatized assets; projects with
social impact such as health care, educational and low- and middle-
income housing services; and investments listed under the Investment
Priorities Plan. All other activities not listed under Schedule 2 are

classified as Schedule 3 investments.
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C. MECHANICS AND OPERATIONAL PROCEDURES

Under the program, a Filipino or foreign investor first applies
for Central Bank approval for the conversion to investment of Philippine
debt paper purchased at a discount in the secondary market abroad.
Approved applications would then allow these investors to present these
discounted papers and exchange them with the Central Bank or local
debtor for their full value in pesos to fund long-term investments in
prescribed areas of economic activity in the country.

Upon application, the investor submits to the Debt Restructuring
Office (DRO) of the Central Bank a duly accomplished application form
and other supporting documents necessary in the assessment or evaluation
of the application. At the same time, the investor pays the Central Bank
a non-refundable application fee of 10,000 Philippine pesos. If all the
required pre-evaluation documents are complete, the Monetary Board
decides on the application normally within 45 days of the date on which
the investor’s complete application form was filed. In case of
disapproval, an investor may resubmit the application or qodify its
terms at a subsequent time.

Upon approval, the investor proceeds with the closing of the
conversion transaction and is given 60 days to accomplish this. During
that interim, the investor looks for an eligible or convertible debt
instrument and makes arrangements with the creditor or holder of the
debt instrument permitting the presentation of such debt paper to the
local obligor or debtor who would consent to the repayment of the debt
in local currency equivalent. Before the closing date, the investor
submits to the DRO other documents pertinent to the closing of the
transaction. On the closing date, the obligor pays to the investor the
peso equivalent of the debt using the prevailing CB buying rate by
remitting the pesos directly to a commercial bank account maintained by
the firm in which the investor will invest the peso proceeds. In cases
where the obligor, which is a government-owned or -controlled
corporation does not have sufficient pesos from its own resources with
which to redeem its debt, the Central Bank may extend a peso credit to
such obligor. The investor then pays to the Central Bank the applicable
conversion transaction fees payable to the account of the National

Government maintained with the CB. For peso proceeds not intended for
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immediate utilization by the firm, these may temporarily be invested in
or used to purchase non-negotiable CB Bills with maturities based on the

utilization schedule of the firm subject to CB approval.

D. IMPLEMENTING GUIDELINES/FEATURES

The implementing guidelines of the Philippine debt-equity
conversion program are contained in CB Circular No. 1111, dated August
4, 1986. On October 20, 1987, revised guidelines were promulgated under
the same Circular to ensure that the Philippines does mot end on the
losing side of debt-equity deals. The salient features (while
highlighting the basic differences between the original and revised
versions) of the program are as follows:

Fresh Money Requirement. The original version did not require that
fresh money be brought in for Schedule 2 investments but stipulated that
Schedule 3 investments should at least be funded by a 10 percent fresh
money infusion. Under the revised version, investors are given the
flexibility to fund their investments through any of the following
options: a) to fund the entire amount through the redemption of
Philippine external debt obligations, without bringing in new money but
where certain fees payable by the investor to the government will be
applied; b) to fund at the most 50 percent as in the case of Schedule 2
investments and 60 percent as in Schedule 3 investments, of the
aggregate amount converted with fresh money infusion under which option
conversion transaction fees are waived; and ¢) to fund said investment
partly with fresh money and the balance through conversion proceeds, in
which case fees will vary depending on the amount of fresh money
infused.

Conversion Transaction Fees. The conversion fees were adjusted
based on a sliding scale that is dependent on the amount of new
financing infused through the program as discussed above. Fees drop as
an investor brings in more fresh money. No fees are charged if fresh
money equals 50 percent of the conversion peso proceeds for Schedule 2
and 60 percent for Schedule 3 investments. Below these thresholds for
new money funding, the fees currently range from 6.7 to 20 percent in
the case of Schedule 2 and from 8 to 24 percent in the case of Schedule

3 investments. Under the original or former version, a flat conversion
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fee of 5 percent and 10 percent on Schedules 2 and 3 investments were
respectively imposed.

Permissible Investments. The revised version widened the scope of
Schedule 2 or preferred investments to include: a) the acquisition and
operation of non-performing assets being disposed of by the Asset
Privatization Trust and other assets for liquidation or disposal under
the government’s privatization program; and b) banking and financial
operations, including government-acquired commercial banks, in line with
the Central Bank’s efforts to streamline the financial system.

Criteria for Evaluating Applications. The revised version clearly
prescribes the criteria used in evaluating applications for conversion
not found in the original version. To be favored are applications: 1)
which have direct and discernible contributions towards the
revitalization of the Philippine economy such as: a) the purchase of new
capital equipment or tangible goods necessary to expand production or
increase the efficiency of existing operations, b) construction of new
or expanded plant capacity, and c¢) other uses designed to increase the
supply of goods or services in the country; and/or 2) which do not
involve any extension of credit or release of funds from the Central
Bank,

Repatriation and Remittance Restrictions. The revised guidelines
are more explicit with regard to repatriation and remittance,
particularly in cases where the ownership of the investment changes
hands, and the manner by which such change in ownership is financed. In
general, investments of non-resident investors are eligible for
repatriation and remittance based on the following restrictions and
subject to prior Central Bank approval: 1) on Schedule 2 investments,
repatriation of capital is allowed 3 years after the investment is made,
and is limited to only 20 percent of the capital from the 4th to the 8th
year although dividends may be paid out immediately upon declaration of
the Philippine enterprise where the investment is placed; and 2) on
Schedule 3 investments, repatriation of capital is allowed only 5 years
after the investment is made and is limited to 20 percent of the capital
from the 6th to the 10th year while dividend remittance is allowed only

4 years after the conversion date.
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In case a non-resident investor sells his investment to another
non-resident or resident investor, he retains the right to repatriate
the proceeds of the sale only to the extent of the amount of investment
which was funded from fresh money infusion. On the other hand, the non-
resident buyer retains the right of repatriation and remittance if he
also funds the purchase of the investment with fresh money. Meanwhile,
investments of resident investors are not eligible for repatriation or
remittance.

Verification of Peso Proceeds. As a safeguard against the
misallocation or misuse of conversion proceeds, the revised guidelines
contain a provision not included in the former version, regarding the
verification of the use of peso proceeds. To ensure that the proceeds of
a conversion transaction are actually utilized for the purpose presented
in the application, the Central Bank requires investors to submit
invoices, receipts, plans, bills of materials, letters of credit, lease
contracts and other relevant documents to support the conversion
application, the release of the peso proceeds and the registration of
the investment. The Central Bank also reserves the right to conduct
project or plant visits and to engage the services of an external
auditor, chargeable to the account of the domestic firm benefitting from
the swap, to inspect its books or records for the purpose of confirming
the company’s compliance with the representations or commitments made in
the conversion transaction application and the pertinent conditions
imposed upon its approval.

Disposition of Idle Funds. The revised version contains a clause
not explicit in the first version which gives the Central Bank a
prerogative as to the disposition of excess or idle funds or that
portion of the conversion proceeds which will not be immediately used by
the company where investment will be made. To minimize the impact of
pesos released by the Central Bank, peso proceeds from conversion
transactions involving prepayment of CB debt paper which will not be
immediately used by the firm, are required to be temporarily invested
prior to actual utilization of such funds in special series CB Bills
which are non-negotiable and non-assignable instruments with maturities

corresponding to the company’s timetable of funds utilization.



41

E. STATUS OF THE PROGRAM

Based on the status report on the Philippine debt-equity
conversion program as of end-December 1988 (Table III.3), the total
number of applications received by the Central Bank under the program
reached 405 with an aggregate value of US$1.827 billion. Of this, 353
applications worth US$1.243 billion were approved for conversion and 209
approvals valued at US$0.624 billion were already closed or finally
redeemed.

By nationality of investors, Filipinos or resident investors
ranked first in terms of amount requested and approved for conversion
with total applications valued at US$0.983 billion, of which US$0.670
billion were approved. This represented on the average about 54 percent
of the total value of applications and approvals under the program.
Meanwhile, foreigners or non-residents accounted for about 46 percent of
the total wvalue of applications (US$0.843 billion) and approvals
(US$0.573 billion) but garnered 54 percent (US$0.337 billion) of total
transactions closed. Among the foreign investor groups, the Americans,
Chinese/Taiwanese and Japanese were among the most active participants
with average respective shares of 38 percent, 29 percent and 10 percent
of total transactions received, approved and closed by non-resident
investors, or a combined share of about 77 percent (Table III.4).

By type of investment, Schedule 2 or preferred investments
comprised about 78 percent of applications and approvals and around 93
percent (US$0.578 billion) of transactions closed. This mainly involved
investments in privatized assets (43 percent), export (38 percent) and
agricultural production (5 percent), banking operations (7 percent) and
projects with social impact such as health care educational and housing
services as well as other projects 1listed under the Investment
Priorities Plan (7 percent) (Table III.S5).

By type of debt paper, about 47 percent of approvals or US$0.058
billion involved the conversion and prepayment of CB obligations while
nearly twice as much or about 83 percent were in terms of redemptions or
transactions closed. The remaining 53 percent of approved applications
involved non-CB (e.g., private sector and public sector) debt papers
with fresh money infusion accounting for 1 percent. Meanwhile, only 14

percent of redemptions were private and public sector debts with the
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remaining 3 percent involving fresh money (Table III.6). By type of
liability, about US$0.053 billion or about 7 percent were monetary
liabilities while the bulk or 90 percent amounting to US$0.069 billion

comprised non-monetary obligations.

F. IMPACT OF THE PROGRAM/MEASUREMENT OF EFFECTS

Basically, the analysis of the external and monetary effects of
the Philippine debt-equity conversion program proceeds with the way in
which the financial transactions associated with the conversion of debt
into equity are recorded in the balance of payments and reserve money
accounts. The exact impact of the conversion scheme on specific external
accounts and monetary aggregates, in general, would depend on the type
and category of debt papers being redeemed and the residency of
investors who purchase these debt papers.

1. IMPACT ON THE EXTERNAL ACCOUNTS

The major extermal accounts to be affected by the debt-equity
conversion program are the balance of payments (BOP), the net
international reserves (NIR) of the banking system and the external
debt.

In determining the effects of the debt conversion program on the
BOP and NIR of the banking system (i.e., Central Bank and the commercial
banks), the key factors to reckon with are: a) the residency of the
investor; b) the type of debt paper (i.e., whether CB, non-bank or
bank); and c) the nature of the liability (i.e., whether monetary or
non-monetary) .

A) Investor is a Non-Resident

1) When a non-resident purchases a Philippine non-monetary debt

paper in the secondary market for conversion to equity, the net effect
on the BOP is nil as the inflow in the direct investment account is
matched by a corresponding reduction in medium- and long-term loans
(MLT) under the capital account at an amount equal to the face value of
the debt paper. The effect on the NIR of the banking system is likewise
nil since debt paper purchased is a non-monetary liability which is
therefore an above-the-line entry. The discount obtained by the non-
resident investor accrues as income to his country of origin and is

therefore not recorded in the BOP of the debtor country.
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2) In case where debt converted to equity is a monetary
liability, direct investment is increased resulting in an improvement in
the BOP. Similarly, NIR of the banking system improves as its foreign
exchange liability is reduced without a decline in its reserves or
foreign assets. Improvement in the net reserve position is recorded by
the Central Bank or the commercial banks, depending upon whose monetary
liability is extinguished.

In both cases, extermal debt is reduced by the amount equal to
the debt converted to equity.
B) Investor is a Resident
1) Investor is a Resident Bank
a) When a commercial bank purchases a non-monetary debt
paper, NIR of commercial banks (KBs) and consequently, the banking
system’s, deteriorates to the extent of the discounted value of the debt
paper bought since the funding of the purchase is drawn from its
reserves. Meanwhile, an outflow in the MLT capital account equal to the
face value of the debt paper purchased, and an inflow in investment
income under the non-merchandise trade account (representing the
discount obtained by the resident bank investor) are reflected above-
the-line or in the BOP accounts.

b) However, if debt converted is a monetary liability, the
net effect on the NIR would be limited to the discount obtained since
the reduction in asset equal to the discounted value of the debt paper
purchased, is more than offset by the decline in liability which is
recorded at face value. On the BOP, this transaction would result in an
inflow under investment income of the non-merchandise trade account
equivalent to the discount obtained by the resident bank investor.

Beginning November 23, 1987, however, resident banks were
prohibited to engage in the purchase of debt paper without prior
approval by the Central Bank pursuant to CB Circular No. 1164 in view of
the pressure exerted on the exchange rate by the increased purchase of
debt papers by commercial banks.

2) Investor is a Resident Non-Bank

In a transaction where a resident non-bank is the investor, source

of funding the debt-equity swap could either be: a) from his foreign

currency deposit (FCD) account in the country; b) from his FCD account
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held abroad (i.e., flight or repatriated capital) or ¢) foreign currency
purchased from the parallel or black market.

The source of financing determines the treatment in the BOP.
Assuming that the debt paper involved is non-monetary and funding came
from the FCD account deposited domestically, net effect on the BOP is
nil as the increase in direct investments is offset by a corresponding
payment in MLT 1loans in the capital account by the same amount.
Simultaneously, a decline in both assets and liabilities of the banking
system, specifically of the commercial banks, is reflected in the NIR of
the banking system.

In the case where the source of funding is either from the FCD
deposited abroad or the parallel market, an inflow in the BOP 1is
recorded as a non-debt creating receipt under the short-term capital
account to record the return of flight capital or previously unrecorded
transactions in the black market. Due to the difficulty in determining
the real source of funding by a resident non-bank, however, it is
conservative to assume that conversions of this type are financed
through local FCD accounts.

Meanwhile, in a transaction where conversion involves a monetary
debt paper, both BOP and NIR would show improvements arising from the
increase in direct investment inflows above-the-line and a decrease in
monetary liability below-the-line. As in the case of non-resident
investments, the conversion by a resident also results in a reduction in
the level of external debt.

Based on this accounting framework which is summarized in Table
I1I1.7, the impact of the debt-equity conversion program on the external
accounts as of end-December 1988, inclusive of those conversions entered
under the Philippine Long-Term Equity Fund13 of about US$137 million,
was an improvement of US$10 million in the overall BOP since the program
began until end-1988. Similarly, the NIR of the banking system improved
by an equivalent amount with foreign assets declining by US$130 million
and foreign liabilities improving by US$140 million (Table III.8).

Specifically, the non-monetary capital account (MLT loans) was
reduced by US$11 million in 1986, US$221 million in 1987 and US$454
million in 1988, or a combined total of US$685 million since the program

started. This represented about 2.7 percent of the country’s outstanding
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stock of foreign debt as of end-1988. Foreign investments also increased
by US$14 million in 1986, US$166 million in 1987 and US$460 million in
1988 or a total of US$640 million on account of the program (Chart 4).
This partially contributed to the significant improvement in total net
direct foreign investment inflows into the country from a meager US$17
million in 1985 when the program was not yet in place to US$140 million
in 1986, US$205 million in 1987 and US$986 million in 1988.

Based on the historical trend of direct foreign investment net
inflows shown in Table III.9, it may be inferred that investments
entered under the program were additional considering the average annual
flow of only US$53 million. Besides, uncertainty caused by political
developments such as the transition to a new leadership, beset by
successive coup attempts and a rising insurgency movement during the
period the program was introduced would most likely delay if not curtail
investment decisions.

Meanwhile, the interest income representing the discount accruing
to resident investors raised the non-merchandise trade balance (e.g.,
factor earnings) by US$55 million (i.e., US$45 million in 1987 and US$10
million in 1988).

An attempt was made to measure the resulting foreign exchange
savings arising from the conversion of debt into equity by comparing the
debt service burden (i.e.,interest payments) on rescheduled debt before
and after the implementation of the debt-equity conversion program. This
basically involved the computation of interest payments on two different
outstanding levels of external debt, one as originally scheduled and the
other based on a new amortization schedule that took into account the
reduction in the level of external debt after having been swapped for
equity.

Results of the exercise indicated total foreign exchange savings
of as much as US$792 million in interest payments that would have been
paid out until the maturity of these loans in year 2003 (Table III.10).
This further implies that while the BOP effect was meager based on
actual net flows, the foreign exchange savings that would be incurred in
terms of lower interest payments on account of a reduced outstanding
stock of external debt, would entail a potential improvement in the BOP

by an equivalent amount although realizable on a staggered basis upon
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maturity of these loans. For instance, if deferred interest payments of
USS$12 million and US$47 million for 1987 and 1988 were considered, the
total BOP effect would be an improvement by US$2.3 million and US$62.9
million for the respective years, or a total of US$69.1 million since
the debt conversion program took effect.

2. IMPACT ON MONETARY AGGREGATES

The impact of the conversion scheme on monetary aggregates (e.g.,
reserve money (RM) and domestic liquidity (M3) would mainly depend on
the type of debt paper being redeemed, e.g. whether the obligation is a
CB or a non-CB debt paper. The distinction between a monetary and non-
monetary liability would no longer matter since the Net Foreign Assets
(NFA) account under reserve money is composed of both monetary (NIR) and
non-monetary liabilities (short-term capital and medium- and long-term
(MLT) foreign liabilities.

Under the debt-equity conversion scheme, only when a closed
conversion transaction involves CB debt paper would RM increase at the
time CB pays to the investor the peso equivalent of the converted debt.
However, there are cases when RM accounts would be affected even if non-
CB debt papers are used. Such is the case of private sector debt paper
tied to a swap or forward cover arrangement of a commercial bank with CB
where its redemption would require the release of peso differentials
previously blocked or deposited with CBla and the interest on these peso
differentials, thereby also increasing RM. For a non-bank or public
sector debt paper, the granting of peso credits or advances by the CB to
a non-bank obligor such as a government corporation to cover the peso
requirement of the conversion scheme would also expand RM.

In general, the impact on RM would be equal to the payment by the
obligor which is the Central Bank to the investor of the peso equivalent
of the convertible debt at the prevailing CB buying rate upon closing
date of the conversion transaction, less the conversion transaction fee
that the investor must pay to the CB for the account of the National
Government and less the amount of special series CB Bills (nmet of
maturities) where portions of the peso proceeds were temporarily
invested prior to their actual utilization by the domestic firm which
received the investment. On the asset side of RM, the conversion of debt

to equity is recorded as an improvement in its NFA due to the reduction
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in the MLT account. On the liability side, the CB credits the reserve
balances of commercial banks for the peso equivalent of the debt to be
withdrawn by the domestic firm which received the investment. It should
also be noted that conversion Proceeds involving the purchase of
privatized assets are remitted directly by the Asset Privatization
Trust15 (APT) to the National Government which, in turn, deposits these
funds in a special account with the CB. The proceeds of the special
deposit account are earmarked for the beneficiaries of the government'’s
Comprehensive Agrarian Reform Program (CARP). Thus, the RM effect is
further reduced by the amount of deposit build-up, or conversely, is
increased by the amount of withdrawals the government makes on said
account.

In equation form, the impact of debt-equity swaps on reserve money

would be as follows:

& RM = + ANFA + ANDA
A NFA = BOP effect * ER
4 NDA = ONCPS + A NCBF + AOTHNDA
4 RCPS = - ANGDEP + A CCCA
4 NCBF = - ACBB
ANGDEP = <+ ACTF + APP
4 OTENDA = + ABPD
where: 4 - Change in levels due to debt-equity swaps

BOP - Balance of Payments
ER - Exchange Rate
NFA - Net Foreign Assets
KDA - Net Domestic Assets
Net Credits to the Public Sector
NCBF - Net Credits to Banks and Financial Entities
OTHENDA - Other Net Domestic Assets
NGDEP - National Government Deposits
GCCA - Advances to Government Corporations
CBB - CB Bills
CTF - Conversion Transaction Fees
PP - Privatization Proceeds
BPD - Blocked Peso Deposits
and where a positive sign denotes expansion and a negative sign, a
contraction of money supply.

b
Q
g
w
i

Based on this accounting framework summarized in Table IIT.11, the
base or high-powered money effect of debt-equity swaps was substantial
at an estimated P9.7 billion (Table III.12). On a net-of-maturity basis,

about P3.4 billion worth of special series CB Bills have been issued for
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debt-equity requirements, which implies that the reserve money impact
would have been higher at Pl13.1 billion had there been no such
imposition to invest the wunutilized proceeds in CB securities.
Meanwhile, the debt conversion program contributed some P0.524 billion
in government coffers by way of transaction fees collected and about
P0.314 billion to the CARP out of the proceeds of privatized assets
bought through the program.

Inasmuch as the peso payment of a CB debt would be credited to the
account maintained by the investors in a local commercial bank, and
therefore would increase deposits of commercial banks, domestic
liquidity or M3 will increase initially by the same amount and
subsequently under the fractional reserve banking system by a multiple
of the original increment as banks create successive rounds of money on
these deposits. In the case of private and other non-CB debt papers, the
impact on M3 is neutral since it merely involves a shift in deposits
from the commercial bank of the obligor to the commercial bank of the
investor or investee for that matter.

To quantify the impact of the debt-equity program on total
domestic liquidity (M3), the actual money multiplier for the years 1986-
1988 were multiplied by the corresponding annual increases in reserve
money due to debt-equity swaps. On the average, a money multiplier of
2.8 was computed, indicating that given the P9.7 billion actual increase
in RM due to debt-equity swaps, total 1liquidity or M3 would have
expanded by a multiple of 2.8 times higher or an estimated P27 billion.
By year, M3 or broad money would have increased by an estimated P0.72
billion in 1986, P10.83 billion in 1987 and P16.0 billion in 1988 given
the actual money multipliers of 2.7 in 1986 and 1987 and 2.9 in 1988
(Chart 5).

3. IMPACT ON REAL SECTOR AND FISCAL VARIABLES

To quantify the effect of debt-equity swaps on the real sector, a
simulation exercise was conducted using the PIDS-NEDA macroeconometric
model for the Philippinesl6, which is used in the preparation of the
National Five-Year Development Plan as well as in the generation of
official economic targets and forecasts. The macromodel shows
interlinkages between four major economic sectors, namely: the external,

fiscal, financial or monetary and real sectors, where the latter which
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determines output and its expenditure and production components, prices
and employment forms the core of the system. Consisting of 63 behavioral
equations and 41 identities, the values of 86 endogenous variables are
determined through the model using data from 1967 to 1988. Basically,
the simulation procedure involved “cleansing® the actual data for
variables (e.g., reserve money and balance of payments and their
components) used in the model of the direct external and monetary sector
effects created by the program as quantified earlier. Through an
iterative process, ex-post forecasts for the period 1986-1988 were
generated until selected real sector variables, such as prices,
production and employment, and fiscal aggregates (budget deficit,
revenues and expenditures) consistent with the levels of external and
monetary indicators supposedly without debt-equity effects were reached.
The fitted or estimated values of these real and fiscal wvariables
without debt-equity effects were then compared with the fitted values
with debt-equity effects (baseline scenario) which were made to coincide
with actual values by adjusting these for error or residual terms.

As shown on Table IIT.13, the actual inflation rate from 1986 to
1988 when the program was in effect should have been lower by as much as
4.4 percentage points. The inflationary effect was substantial in 1988
and 1987 at 2.0 to 2.2 percentage points (Chart 6). Meanwhile, domestic
output as measured by real GNP would have been lower by 0.6 percentage
points without the debt-equity program. The unemployment rate, on the
other hand, would have been higher by a fractional 0.4 percentage point
had there been no debt conversion program. The production and employment
effects are minimal at the onset as it takes time for equity investments
to translate into productive activity.

The impact of debt-equity swaps on the fiscal sector, in turn,
arises from both the revenue and expenditure sides of the government'’s
balance sheet as conversion transaction fees would have augmented non-
tax revenues while interest obligations on the foreign loans of the
public sector that have been swapped for equity would have contracted
operating expenditures. The net effect on the fiscal deficit would
depend on the extent to which incremental revenues with the program
outweigh the foregone interest payments on public sector external debt.

In the short-run, this net effect is likely to be positive (i.e., debt-
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equity swaps reduce the budget deficit) but becomes negative in the
long-term as interest payments on maturing bonds (at domestic interest
rates that are likely to be higher than on foreign loans) issued for
debt-equity purposes begin to exact its toll. From 1986 to 1988, total
revenues would have been lower by P524 million while interest payments
on foreign borrowings would have been higher by an estimated P15.6
million17(Tab1e I171.14),resulting in a higher fiscal deficit for these
years of about P540 million without the program (Chart 7).

4. IMPACT ON DOMESTIC INTEREST AND EXCHANGE RATES

Inasmuch as two major variables affected by debt-equity swaps,
namely domestic interest rates and foreign exchange rates were treated
exogenously in the macromodel, separate regression equations were
formulated to determine the impact of the program on these variables.

The exchange rate equation was specified as a function of the
lagged foreign exchange rate ER1 (a proxy variable for expectations),
ratios of real domestic to real foreign interest rates PPP (purchasing
power parity), a distributed-lag on changes in gross international
reserves of the Central Bank (to measure CB intervention on trading
floor), a distributed-lag on import buffer stocks or the ratio of
reserves to total imports (measure of demand for foreign exchange) and
dummies for crisis years (1983 onwards = 1) and foreign exchange regimes
(fixed=0, managed float = 0.5, 1 = free float). The regression exercise
yielded significant statistical results as shown in Annex Table III-B.

By subtracting the debt-equity effects on the level of

international reserves used in the equation, the fitted values for the
exchange rate adjusted for residual terms, reflected a wvariance of
P0.0337 over the actual values incorporating debt-equity effects for the
period 1986-1988 (Table III.15). While this proves that the program
tends to depreciate the exchange rate, the magnitude has been minimal
due to the CB’s close monitoring which eventually resulted in the
prohibition on the purchase of debt papers by resident commercial banks.
Without such a ruling, the extent of depreciation due to the program
would probably have been larger due to speculation by the local banks.

The domestic interest rate equation used the nominal Treasury Bill
(TBill) rate as the basis, it being the lead interest rate (i.e., all

other domestic interest rates follow its movement) in the Philippines.
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The TBill rate was specified as a function of the previous TBill rate, a
distributed-lag for changes in reserve money and dummies for policy
variables such as the phasing-out of reserve-eligible government
securities DV1 (1983 onwards=1); the crisis or fiscal austerity years
DV2 (1983-1985=1); interest rate deregulation DV3 (1980 onwards=1);
introduction of CB Bills for open market operations DV8 (1984-1986=1);
and the new arrangement to float TBills for open market purposes DV7
(1987-1988=1). The resulting equation shown in Annex Table III-C which
was statistically significant yielded fitted values for the TBill rate
higher by as much as 4.2 percentage points from 1986-1988, if debt-
equity effects on reserve money levels used in the equation were removed
(Chart 8). The negative sign of the lagged value of the nominal TBill
rate may signify policy measures to scale down nominal interest rates
with the reduction in inflation resulting from monetary restraint in the
previous periods to reduce the wide differential between deposit and
lending rates as the latter are sensitive to TBill rate movements.
Reflecting the deliberate policy of monetary authorities to maintain the
real level of interest rates, this estimated increase in the nominal
TBill rate approximates the extent of inflationary impact of the
program.

While the magnitudes of these sectoral effects really depend on
the strength of the model specification, the attempt done here simply
proves that the program does exert pressure on domestic prices, interest
rates and exchange rates and influence production, employment and the

fiscal aggregates.

G. PRESENT THRUST OF THE PROGRAM

While the implementing guidelines of the Philippine debt-equity
conversion program as embodied under the revised version continue to be
in effect, only applications involving the use of private sector debt
papers were being accepted beginning end-February 1988. This is due to
the government’s concern over the money supply and inflationary impact
of the use of CB debt papers for conversion to equity, which necessitate
a slowdown in approvals and redemptions of debt-equity swap applications

to ensure that inflationary pressures do not disrupt recovery efforts.
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Along this line, the Central Bank has established a point system
for approvals in case CB debt paper is used based on such criteria as
labor intensiveness, foreign exchange generating capacity and
geographical dispersal of the investment project being financed from
debt conversion. This prioritization scheme was used in evaluating
pending applications using CB debt papers as of end-February 1988.

To encourage the use of private sector debt paper in debt-equity
swaps, the conversion fee for such transactions has been waived while
their applications have been processed faster than those involving CB
debt papers which would normally undergo prioritization. Transactions
involving the latter may again be accepted and their existing inventory
of applications re-evaluated for possible approval provided these are
incorporated in the allowable base money expansion under the country’s

financial or monetary program for a certain period.

I. PROBLEMS/DIFFICULTIES ENCOUNTERED IN IMPLEMENTATION

The present policy thrust to limit debt conversions to private
sector debt papers slowed down the implementation of the Philippine
debt-equity conversion scheme in view of the scarcity of private sector
debt papers. This is shown in Table III.16 where the latest external
debt profile of the country reveals that of the total US$27.6 billion
external debt outstanding as of end-April 1989, only 22 percent 1is
accounted for by the private sector (including commercial banks) while
the bulk or 78 percent (US$21.7 billion) are owed by the public sector,
of which a 1little less than a quarter are Central Bank obligations
(Chart 9). Investors find it difficult to swap private sector debt
papers since most private sector obligors are not willing to prepay
their debts or granted that they are willing to prepay, find it
difficult to raise the pesos required to redeem their obligations.
Still, even if they have the pesos to do so, private sector obligors
would like to recapture as much as they could of the secondary market
discount being enjoyed by the investor. At present, this share or cut in
the discount hovers at about 30 percent, meaning that the debt is
redeemed in local currency at 70 percent of its face value. An investor,
therefore, has to haggle with the private sector obligor over the

latter’s share in the secondary market discount.
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In terms of public sector debt paper, the major constraint facing
most government-owned or -controlled corporations is the availability of
peso funds with which to prepay their debts. Besides, most public sector
debts have already been rescheduled so that their prepayment may be
imprudent from the economic standpoint or may simply have not been
programmed in budgetary allocationms.

Thus, investors prefer using CB debt papers since the CB would
merely print or create money in the prepayment of its obligations under
debt-equity swaps. Ironically, the conversion of CB obligations is
inflationary as proven earlier and is the major reason why the program
has been confined to private sector debts.

Another predicament of the program is the structure of conversion
transaction fees. Given their present rates, an investor becomes
indifferent with regard to the infusion of fresh money if the secondary
market discount at which Philippine debt papers are sold reaches 40
percent since at this rate, his effective or net discount is the same
regardless of whether new equity or fresh money was infused through the
program. At secondary market discount rates below this hurdle, the
investor benefits if he puts in more fresh money since his effective
discount rises proportionally. However, above this reference rate, the
effective discount to the investor declines as he puts in more fresh
money so that he would always choose the option where zero or no new
money or equity is involved (Table III.17). Presently, the discount’ rate
ranges from 52-54 percent which makes the fresh money requirement
unattractive or irrelevant to the investor.

There have also been allegations of inconsistency with the
guidelines of the program insofar as the evaluation of applications are
concerned such as the case of a Schedule 3 investment which is
supposedly a less preferred area but using a private sector debt paper
getting approved over a Schedule 2 investment which is a preferred area
but using a CB debt paper. In this instance, a conflict exists in the
criteria used for evaluating applications which should be reviewed and

clarified to the investor.
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CHAPTER IV
COMPARATIVE SURVEY OF DEBT-EQUITY CONVERSION PROGRAMS OF
SELECTED HEAVILY-INDEBTED DEVELOPING COUNTRIES

The implementing guidelines of the Philippine debt-equity
conversion program, despite its revisions, still leave much to be
improved upon, especially insofar as mitigating its adverse economic
effects. In this regard, the following chapter describes the features of
the more popular debt swapping programs adopted by the five largest
Latin American debtor countries, namely: Argentina, Brazil, Chile,
Mexico and Venezuela and compares them along with the Philippine program
for the purpose of extracting lessons and insights which may be useful

in the latter’s future modification.

A. INDIVIDUAL COUNTRY PROFILES

1. ARGENTINA

As early as 1984, Argentina has been engaging in debt-equity
swaps. The Argentine scheme was related to a rescheduling package in
that year similar to Brazil’s but assumed a different form. The
Argentine authorities issued promissory notes called BONODS for debt
covered by the package and then allowed the conversion of these notes to
equity on a case-by-case basisl. This particular debt-equity swap
arrangement was, however, discontinued before the end of 1985 due to
concerns that investments under debt-equity swaps merely substituted for
inflows that would have taken place in any event and due to its
inflationary effects.

In June 1987, the Argentine authorities introduced a new scheme
which is broadly similar to Chile’s but with additional restrictions. A
qualifying procedure is first conducted to screen projects based on
certain criteria. In essence, eligible projects must be new projects or
expansion of existing ones in export-related activities, plant
construction and new machinery where debt can be exchanged at par.
Proposals involving the transfer of blocks of stock which affect
domestic security or which increase supply in economic sectors requiring
rationalization are rejectedz. Once approved, investors of qualified

projects are then free to compete in bi-monthly cupo-type tenders,



56

initially fixed at $50 million. A total quota of US$1.9 billion was set
over a five-year period to warrant the system’s ability to absorb the
monetary expansion arising from the scheme3

A major condition of the program, however, is that for every
dollar of debt exchanged, an additional dollar of fresh money also has
to be investedh. Preference under the public bidding system is given to
projects with the highest ratio of new funds to total debt converted, or
in other words, the largest input of dollarss. Under more flexible
regulations announced in October 1987, the government permitted up to 70
percent of an eligible project to be financed by converted debt paper
and the balance of 30 percent by fresh money infusion6. Repatriation
restrictions are 10 years for capital and 4 years for dividends.
Domestic and foreign investors are equally qualified to participate
while all types of debt are eligible for conversion except exit bonds,
short-term trade credits and debts owed to official agencies7. So far,
the effects of the program have been small with $343 million in debt
converted out of three auctions since January 1988 when the new swap
program was actually implementedB.

2. BRAZIL

The first debt-equity swaps after the emergence of the debt crisis
in 1983 occurred in Brazil. As part of a major rescheduling package
agreed with Brazil’s creditors that year, private sector borrowers were
required to deposit with the Central Bank of Brazil the cruzeiro or
local currency equivalent of their foreign currency borrowings which
were due for repaymentg. Several creditors eventually decided to sell
their loans to multinational corporations or similar institutions
planning to invest in Brazil using the blocked deposits. In 1984, the
Brazilian authorities became concerned that the scheme might discourage
the inflow of new or fresh money from direct investors and decided to
restrict authorization for debt-equity swaps only to original creditors,
discontinuing as well the fiscal incentives in the form of tax cuts
ranging from 5 to 10 percent previously given to investors under the
program. The bulk of transactions was accounted for by transnational
corporations which have transferred their foreign debt into share

. . T |
capital with subsidiaries
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In November 1987, the government approved a new debt-equity swap
scheme that was intended to increase the volume of transactions. All
existing deposits with the central bank as well as loans falling due may
qualify for the program even if ownership of credits had been
transferred from the original creditorll. Swap rights are auctioned
monthly by the central bank to interested parties who are invited to bid
on these rights, thereby enabling the government to share in the
discounts on loans subject to conversion. The new rules give preference
to investments in export projects, hotel development, high-technology
industries and projects located in the depressed northeast region. Per
new guidelines issued in February 1988, two separate auctions will be
held for investments in different regions of the country - one for
projects located in the northeast; the other located elsewhere. Debts of
state-owned enterprises were also exempted from the auction system but
must be converted into investments in entities of the same public
sectorlz. Repatriation restrictions are 12 years for capital and 4 years
for profit remittancesl3. In the period 1983 to mid-1987, almost §$2
billion worth of Brazil’s external debt was converted to equity14 and
more conversions are envisioned to take place with an officially
estimated $3.1 billion for 198815. So far, only US$1 billion has been
auctioned off in the first six months the program has been implemented
in 198816.

3. CHILE

The Chilean debt-equity swap scheme, which was initiated in May
1985, has earned the reputation as the largest, best-established and
most flexible arrangement among programs in existence. This is because
Chile has enacted one of the most liberal foreign investment laws in the
country with no restrictions on the percentage of a firm that investors
can own. All external public sector debt and private sector debt,
including publicly-guaranteed debt with an original or rescheduled
maturity in excess of 365 days, are eligible for conversion into equity
holdings or for the retirement of local currency debts in Chilel7.
Regulations governing the debt conversion program in Chile are

outlined in the "Compendium of Rules on International Exchange® issued

by the central bank. The program basically involves two principal
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options, namely: Chapter 18, which is a debt conversion program for
residents; and Chapter 19, which involves non-residents.

Chapter 18 is basically a debt-for-peso swap program that allows
Chilean residents and non-residents to acquire Chilean debt sold at a
discount in the secondary market with their own foreign exchange
reserves (capital held abroad) or with foreign exchange bought at the
unofficial or parallel exchange market, and convert the funds into local
currency or pesos. No access to the official foreign exchange market is
provided for this purpose and to regulate the spread between the
parallel and official rates, the volume of operations is restricted by
the central bank through bi-monthly quotas or cupos auctioned off to
domestic commercial banks where all conversion operations are channeled.
Thus, an investor has to authorize a local bank to obtain the agreement
of the Chilean debtor to redenominate its foreign debt in national
currency and to submit an offer, stating how much it will pay for the
conversion transaction, to the Central Bank for the bi-monthly quota to
be allocated to the highest bidder. The central bank charges a price for
the cupo which enables it to share the benefits of the secondary market
discount which currently amounts to 16 percent18

Chapter 19, on the other hand, authorizes foreign agents to invest
in Chile by purchasing Chilean debt paper in the secondary market,
exchanging its debt for 1local currency equivalent for subsequent
investment in a domestic firm. Operations under Chapter 19 are not
subject to a quota as in Chapter 18, but need the approval of the
central bank on a case-by-case basis. Despite the openness of Chapter
19, foreign investors must register their peso proceeds as capital under
the Foreign Investment Law. During the first four years following an
equity investment, dividend repatriation is mnot allowed, although
accumulated unpaid dividends can be transferred abroad beginning the
fifth year. No capital repatriation is allowed during the first 10
years. Although the original capital invested must remain in Chile for
the full 10-year period, changes in ownership are allowedlg.

Chile’s program has also been designed in such way as to preclude
any immediate monetary impact arising from conversion transactions. As a
means of monetary control, the Central Bank of Chile pays the investor

its long-term securities which can be redeemed or liquidated in the
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domestic capital market for Chilean currency at a discount currently
running at 10 to 15 percentzo. In only two years, Chile has converted
approximately 5 percent21 of its debt to foreign banks into equity and
local currency or about $2.1 billion up to end-August 198722.

4. MEXTICO

Debt-equity operations were authorized in Mexico in April 1986.The
Mexican program is significantly more restrictive since only public
sector external debts are eligible for conversion into approved equity
investments and since the program is not open to resident-investors.
Approval for all swaps must also be obtained from the Treasury and the
National Foreign Investment Counci123.

Once approved, the swap is carried out by the central bank at the
free market exchange rate. However, the debt is redeemed in local
currency at a discount of between 0 to 25 percent of the investment’s
face value, depending on the priority sector where the investment is
made. The Bank of Mexico (central bank) can redeem Mexican debt paper at
face value (100 percent) when the domestic currency is to be used to
acquire state-owned firms; at 95 percent of face value when proceeds are
to be used for investments that will create employment and introduce new
technology in a firm that is export-oriented; and at other fractions of
the face value down to 75 percent24 for lesser priority activities such
as investments in or expansions of businesses which reduce imports,
create jobs or are located in designated industrial zoneszs.

Instead of giving the proceeds of a swap to the investors, all
redemptions are kept on deposit or special account with the Federal
Treasury indexed to CETES (Treasury Bill) yields until these are
directly disbursed to suppliers, creditors and contractors upon
presentation of proper documentation26. While this assures the Mexican
authorities that funds are utilized for their intended purpose, it
represents yet another layer of bureaucratic red tape. In a Mexican
swap, capital may not be repatriated for 12 years nor can dividend
remittances exceed 9 percent for the first 3 year327. In 1987, the
program was suspended owing to lack of progress in the renegotiation of
the country’s foreign debt and the inflationary impact of the program
which was managed by limiting swaps to only US$100 million a month28.

The government announced a re-opening of the program for the backlog of
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applications submitted but not yet approved prior to the program’s
suspensionzg. Since the launching of the program, about $650 million of
swaps have been completed30.

5. VENEZUELA

Debt-equity conversion was introduced by Venezuelan authorities in
April 1987 per Decree No. 1521. It is open only to foreign investors and
is intended for converting public sector debt. Under the Venezuelan
scheme, the central bank buys public sector dollar-denominated debt for
local currency called bolivars at par or at a discount for as long as
the proceeds are used for investment in Venezuelan companies which are
engaged in export-oriented or import-substituting industries or in any
of the 11 designated priority sectors31 including agriculture,
construction projects and heavy industry. The central bank pays either
in cash or with public sector bolivar-denominated bonds which are
actively traded in the Caracas Stock Exchange. All applications for debt
conversion have to be approved by a commission composed of officials
from the Ministry of Finance and Ministry of Development, the president
of the Central Bank and the superintendent of Foreign Investments. The
conversion is pegged at a rate of B14.5032, which makes the program
unattractive since the official rate is twice as much higher. In the
first three years after a conversion, a company may remit a dividend of
only 10 percent of the total amount of investment made from the
conversion and to 20 percent plus LIBOR thereafter33. For five years
more, the company has to keep the investment or capital within the
country. Afterwards, repatriation can be made in 8 equal yearly
installments34 of 12.5 percent until the 13th year when restrictions no
longer app1y35

The Venezuelan mechanism incorporated the option of Chile’s cupo
system by varying the rate at which the central bank buys debt paper as
well as Argentina’s new money prerequisite by rqquiring that the cost of
imported components of a project be covered by external sources of
financing or new money. Nonetheless, Venezuela’s debt conversion program
has been slow due to the exchange rate mechanism although there are
plans to allow conversions at the free market rate for swaps made under

the "Export Investment Decree 1988" which is a special export incentive
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plan applying to projects that sell 80 percent of their production

abroadaé.

B. COMPARISON WITH THE PHILIPPINE PROGRAM

In comparing the debt-equity swap arrangements of the Philippines
with these Latin American countries, it 1is apparent that although there
are differences in the details from country to country, the mechanisms
share some fundamental characteristics although in different degrees.
Almost all the programs: 1) provide some opportunity for the debtor
country to share or recapture part of the secondary market discount on
the debt, either through auction fees or through conversion charges; 2)
give some direction with regard to the sectors of the economy from which
equity can be purchased; and 3) place some restrictions on the volume
and frequency of payments that can be remitted abroad in the form of
dividends or repatriated capital (Table IV.1).

In most respects, the Philippine program is relatively attractive,
except for its more restrictive foreign investment laws compared to
Chile’s. First, unlike in Chile (Chapter 18), Argentina and Brazil where
prospective investors have to bid for the rights to convert debt into
equity, the Philippine program allows investors to submit individual
applications to the Central Bank and evaluates each application based on
its merits. The bidding procedure in the Philippines is only limited to
conversions involving the purchase of privatized assets. Secondly, the
capital repatriation and dividend restrictions are more liberal in the
Philippines with capital repatriation allowed within 3 years for
Schedule 2 and 5 years for Schedule 3 investments compared to the 10-
year to 12-year holding periods required in the Latin American
countries, while dividend remittance is immediately allowed within the
first year for Schedule 2 and within 4 years for Schedule 3 investments
compared to the 3- to 5-year retention limits in the Latin American
countries. Thirdly, the Philippine program is more flexible with regard
to the fresh money requirement since it gives the investors various
options with which to finance the equity purchased compared to the more
stringent rules of Brazil, for example, where a one-to-one matching of
debt conversion to new money is required. In a sense, the Philippine

regulations are also more transparent insofar as the taxation of
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conversion is concerned since the conversion transaction fees are fixed
in nature compared to the auction or bidding procedure in the Latin
American countries where the local discount or bidding price would tend
to vary everytime an auction is held.

Despite its attractiveness, however, the Philippine debt-equity
conversion program has not taken off full-blast as envisioned, at least
not along the pace with which Latin American programs have proceeded.
Indications of volumes of debt conversion transactions shown in Table
IV.2 signify that more progress can be made along the magnitude of the
Brazilian, Mexican and Chilean prototypes where 10 to 30 percent of
total external debt outstanding have been converted.

One virtue found in these schemes that may be worthy of emulation
for the Philippines is the mechanism or system by which the Latin
American countries, notably Chile and Mexico, sterilize the monetary and
inflationary impact of the program. Their strategies essentially involve
the issuance of long-term debt instruments or bonds to the investor
which may only be liquidated for pesos or local currency in the local
capital markets. The principle behind this mechanism is essentially to
match liquidity expansion upon maturity of the debt instrument with
additional output that is supposedly generated by the domestic firm
which benefitted from the equity investment, thereby negating the
inflationary impact arising from monetary expansion. The application of
such system in the Philippines would be particularly useful considering
that 90 to 95 percent of 1its conversion transactions involve CB

obligations which exert a substantial monetary and inflationary impact.
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CHAPTER V
CONCLUSION, POLICY RECOMMENDATIONS AND IMPLICATIONS

A. EVALUATION OF FINDINGS

The quantification of the macroeconomic effects of the Philippine
debt-equity conversion mechanism helps determine whether the program
should be encouraged or restrained. On the whole, the program has so far
reaped for the country a number of benefits in the form of: a) a reduced
stock of external debt by about US$685 million with corresponding relief
on debt-servicing up to the maturity of the loans in 2003, hence
releasing incremental foreign exchange savings of about US$792 million
to finance growth; b) the expanded production (of about 0.6 percentage
points in real growth) and increased employment (or a reduction in the
unemployment rate of about 0.4 percentage points) generated by the
US$640 million rise in direct foreign equity investments to which debt
has been converted; c¢) additional factor earnings of US$55 million and
an immediate improvement in the balance of payments position of about
US$10 million; and d) supplemental government revenues collected by way
of conversion fees by as much as P524 million plus deferred interest
payments on the expenditure side of P16 million, resulting in a lower
fiscal deficit of about P540 million. At the same time, however, the
program carries unwanted side effects, especially on major price
variables in the form of inflation on prices of domestic goods (by about
4.4 percentage points), surge in domestic interest rates or cost of
funds (by about 4.2 percentage points), and a minor depreciation of the
exchange rate (by .03 Philippine centavos to US$1.00 or .01 percent).
The net balance between the costs and benefits, in turn, can be
calculated depending on weights attached to different economic
objectives (e.g., balance of payments improvement, containment of
inflation, expansion of output, debt management, reduction of fiscal
deficit, employment generation, etc.) which oftentimes entail conflicts
and trade-offs in their opursuance. This implies that debt-equity
conversion as a debt management technique requires, for proper
implementation, clarity of goals and fine-tuning in implementation. Any
further attempts to estimate the net benefits or costs of the program on
the economy, unfortunately, are precluded by the inavailability of these

weights used in Philippine economic policy formulation. Momentarily, the
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best that can be done is to assess these economic effects in the light
of their contribution to the main objective of the program - which is
the resolution of the debt crisis.

The effectiveness of debt-equity swaps in dealing with the debt
dilemma can be gleaned from the subsequent behavior of the major debt
indicators and principal ratios encountered earlier such as Debt/GNP,
Debt Service/GNP and Interest Payments/GNP. Success of the program in
coping with the debt crisis must result in a declining or at the least
constant movement of these ratios which would be a necessary but not
sufficient condition since the decline in these ratios should be brought
about not just by a fall in their numerators but by a rise in their
denominators as well. Needless to say, a strategy such as the
traditional modality of debt restructuring and provision of new money
which may attempt to raise GNP but simultaneously increases the stock of
debt or total debt service or total interest payments by an even larger
percentage only exacerbates the problem. In this regard, debt-equity
swaps fulfill the required movements of both the upper and lower terms
of these ratios.

Furthermore, the effects on other such debt indicators as
International Reserves/Total Debt which should be high, and Interest
Payments/Total Debt (e.g., cost of borrowing) which should be low, are
favorable as debt-equity swaps decrease Total Debt while maintaining at
the least the level of International Reserves in the former ratio and
reducing Interest Payments in the latter. Even the measure of tax effort
or Total Revenues/GNP is enhanced in conformity with the fiscal
condition for optimal borrowing.

Only effects of the program on ratios pertinent to the tradeable
goods sector such as Exports/GNP, Debt/Exports, Debt Service/Exports and
Interest Payments/Exports remain to be seen as it would take time for
equity investments to produce the desired results in this sector.
However, inferences about the likely improvement of these ratios in the
future can be made considering that export or dollar-earning sectors
constitute one of the preferred areas of activity eligible for debt
conversion in the Philippines, with about 38 percent of total

conversions in said activity realized up to end-1988.
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On this basis, the tentative conclusion can be formed that the
debt-equity swap mechanism is an effective instrument for debt reduction
in the Philippines while simultaneously promoting growth, thereby

deserving continued and vigorous implementation.

B. POLICY RECOMMENDATIONS AND IMPLICATIOKRS

Extending the enforcement of the debt conversion program, more S0
at a brisk or intensive pace and large-scale basis, conveys several
policy implications not only for the Philippimes but to all debtor
countries adopting similar schemes as well.

Firstly, there is a general consensus that the secondary market
for debt-equity swaps is a very thin market, owing to the still limited
participation of money center banks which hold the bulk of LDC debt,
thus limiting its liquidity; and the prevalence of distortions
(intermediation fees of brokers, taxes or share of discount the debtor
government recaptures, absence of a central exchange where prices are
quoted publicly) and externalities (e.g., money supply, inflation and
exchange rate effects) which render the market ineffective and repress
the diffusion of information. While a more optimistic view upholds an
active role for an expanded market in the future as more countries adopt
formal debt-equity programs and as more reserves for losses are set
aside by creditor banks, the market will ultimately be short-lived
because as more debts are swapped or converted to equity, the debtor
country in time improves its economic performance, restores its credit-
worthiness, and therefore regains its access to voluntary lending by the
financial community. Consequently, the secondary market price of its
debt gravitates towards the full or book value, thereby eliminating the
discoﬁnt on the debt which gives force to the market.

On this account, it will be crucial to scrutinize further the
microeconomic angle of debt-equity swaps through the development of a
micromodel explaining the demand and supply functions and price
determination of Philippine debt papers sold in the secondary market
which could be pursued in a sequel to this study. Such a probe into the
workings of the market for debt-equity swaps may bare underlying trends
and peculiarities that could be used in forecasting the volume of supply

and demand for Philippine debt papers which can help determine exactly
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how robust or thin the market is and to what extent will it last or
prevail.

Secondly, because of the momentary and transitory mnature of the
market, the use of debt-equity swaps must be exploited to the fullest
while the market exists such that the country can maximize the benefits
derived from the program and minimize the adverse or detrimental
consequences attendant to its continued implementation. In terms of
benefits, the empirical analysis suggests that the country can extract
more value-added from the conversion of monetary, specifically
commercial bank, debt papers, by both foreign and resident non-bank
investors, as these type of papers are the least inflationary and most
contributory to the balance of payments improvement. The government can
therefore explore measures to transform the ownership profile of its
liabilities (from public and CB-owed to private and commercial bank-
owed) via debt-for-debt swaps or exchange offers before selling these
papers for conversion to equity. In terms of the economic disadvantages,
the operational guidelines and degree of success of the Chilean and
Mexican debt conversion programs indicate that these costs can indeed be
mitigated.

Towards this end, it is proposed that further modification of the
Philippine program be made along the following areas. On the mode of
payment from the present arrangement of CB paying pesos directly to
investors, the proposal entails, in case CB debt paper is redeemed, the
issuance of medium-term (3 to 5 year) CB Bonds or Treasury Notes to the
investor who in turn can only liquidate the bonds for pesos through
commercial banks. With peso releases for the conversion proceeds
provided by commercial banks, reserve money or monetary base will not
expand as the domestic money paid to the investor is already in
circulation. While this proposal merely delays monetary expansion at
some future date upon maturity of the bond, the resulting inflationary
impact may have been neutralized by then as this is matched by
additional output supposedly generated by the domestic firm which
benefitted from the equity infusion.

The second recommendation involves the structure of conversion
transaction fees relative to the fresh money requirement which was found

to be irrelevant to the investor at prevailing discount rates since his
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effective discount is progressively reduced with additional proportions
of fresh money. From the theoretical discussion on the microeconomics of
debt-equity swaps, the demand from investors was propounded to be
affected by taxes and other transaction costs including fresh money
imposition by the debtor country which reduce their valuation of the
discount. The conversion transaction fees would therefore have to be
adjusted in such way that the effective discount to the investor
continually rises proportionally with fresh money infusion regardless of
the level of secondary market prices. This implies stratification of the
fee structure whereby fees are adjusted as the market discount changes.

Finally, it is suggested that the scope of Schedule 2 or preferred
investments be expanded to include all conversions using private sector
debt papers regardless of the economic sector where investment is made
to induce more use of this type of paper which is non-inflationary and
resolve the conflict arising in evaluating Schedule 2 investments using
CB debt papers and Schedule 3 investments using private sector debt
papers.

The third policy implication of encouraging the practice of debt-
equity swaps is that while the economic effects of the program appear
propitious in the initial round, the long-term impact cannot be
dismissed. Specifically, the purposes to which the conversion proceeds
are utilized such as importation of raw materials and capital equipment
by the domestic firm which received the conversion proceeds and the
outflows associated with direct foreign investments in the form of
profit remittances and capital repatriation should be strictly monitored
as these would impinge on the country’s balance of payments in the
future. Similarly, monitoring should extend to the fiscal consequences
of issuing medium to long-term domestic instruments like Treasury Notes
or bonds as the mode of payment under the scheme proposed above since
domestic interest payments on these bonds at usually higher interest
rates may exceed what could have been originally paid on the foreign
loan had this not been converted to equity. A longer time frame for
debt-equity swaps to operate in the country will be required to be able
to evaluate these successive-round effects of the program so that a
revalidation of the macroeconomic effects undertaken in this study in 3

to 5 year intervals may be called for.
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From the foregoing considerations, it may be apparent that the
debt-equity conversion program, after all, has little yet significant
contribution to the debt crisis. It may not be a panacea to the debt
crisis but it chips away at the debt mountain and breeds the potential
for a more profound solution to the crisis. The secondary markets could
eventually become the locus in which the proposed international debt
facility deals with the debt. Or if the market deepens, the secondary
market prices could serve as signalling mechanism for debt negotiations.
Debtors can point to the market valuation of their loans to legitimize
larger concessions while creditors will find it harder to imsist on full
repayment terms if the secondary market provides contrary signals.
Admittedly, the use of debt-equity swaps as a sole instrument for debt
management while effective is limited. This implies, as a fourth item,
that the debt-equity conversion program would have to be supplemented by
other existing innovative techniques and proposals, a whole gamut of
which has yet to be tried and tested, while new ones would have to be
continually developed to expand the existing menu of financial options
to the debt work-out process.

This brings us back to the entire polity of debt and its
management as an effective debt strategy is part of an overall
development strategy. Certainly, more is involved than just a question
of reversing the negative resource transfers from developing to
industrialized countries or the diversion of a substantial share of a
country’s exports to debt-servicing, of augmenting externmal funds to
finance growth and development, and reducing outflows through some form
of debt relief. Better domestic economic policies lie at the heart of
debt management. This implies a conscious allocation of external savings
to productive undertakings, making internal capital markets work better
to build up reliance on national savings and realigning consumption/
spending and production/earning patterns. These lessons seem to have
been learned in the last six years by debtor countries since the crisis
but putting them to practice will require an enormous amount of
discipline, commitment and political will.

Meanwhile, debtor countries will continue to struggle and respond
flexibly and imaginatively to their debt problems but the strong

commitment and financial support of the other parties to the debt
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strategy - the creditors and their governments and multilateral
institutions - are essential if debt-ridden countries are to find more
definitive, workable and lasting solutions to the external debt crisis.
Returning to the theme of debt-equity conversion, a publicity ad bears
the slogan: "Debt-Equity Swaps: A Highway to Growth Instead of A Dead
End Street.® Extending this analogy to the broader field of debt

management, its flow of traffic is not one way either.






Table I1.1
MARKET PRICES FOR DEVELOPING COUNTRY DEBT PAPER
{As a percentage of face value)

Perfod ARGENTINA  BRAZIL  CHILE  COLOMBIA  BCUADOR HEXICO  PIRV  PHILIPPINES VENEZVELA  YUCOSLAYIA
1385 Jul 60-65 75-81 65-69 81-83 65-70 80-82 45-%0 - 81-83 %-17
1386 Jan 62-66 75-81 85-89 82-84 68-71 69-73  25-30 - 80-82 78-81

Feb 62-67 74-78 65-68 81-83 89-71 65-69  23-28 - 78-81 78-84
Nar 63-68 %1 £5-68 80-83 £5-72 60-66  21-26 - 7-81 78-81
Apr 63-67 73-76 65-68 80-82 66-69 58-62  20-25 - 76-81 78-81
Hay 83-66 13-7% 65-69 80-82 66-69 $7-61  18-22 - 76-8¢ 78-81
Jun 63-67 13-76 64-67 80-82 63-56 $5-59  17-23 - 75-78 77-19
Jul 63-67 73-7 64-67 80-82 63-66 5%-59  18-23 - 75-78 75-78
Aug 64-£8 3-76 £5-68 81-83 63-66 §5-59  17-23 - 747 75-78
Sep bé-67 u-1 65-68 81-83 64-66 $5-58  17-20 - n-7% 75-78
Oct 64-67.5  75-78 65-67.5 B1-84 64-56 5¢-57  18-21 - 13-75 71-80
Hov 62-66.5  74-78 65-67.5 - 63.5-65.5 54-57  17-20 72-7% 73-74.% 77-81
Dex 62-66 %-77 65-68 - 63-65 54-57  16-19 72-7% 12-4 77-84
1987 Jan 62-65 74-76.5  85-68 - 63-65.5 54-57  16-19 12-7% -1 n-u
Feb 62-65  73.5-75.8 66-69 86-89 62-64.5  56.5-38.5 16-1% -7 -7 77-81
Har 62-64 68-70 66-69 85-89 62-64 57-59  16-19 n-7 12-74 77-8
Apr 58-60 63-66 §7-70 86-89 52-56 56-53  15-18 70-73 -7 77-84
Hay 58-60 62-65 67-70 85-88 52-85 57-60  14-18 70-22.5 12-:% 71-80
Jun  57.5-58.5  61-83 63-70 85-88 $1-54 §7-59  14-17  69.5-7m nn 75-17
Jul 46-49 58-61 67.5-69.5 81-83 45-47 55-57  10-12 88.5-7% 70-72 735
Aug 45-47 52-54 64-66 80-82 41-43 51-53 7-10 65-67 §5-57 12-74
Sep 38-41 §1-44 %6-59 80-82 32-35 46-49 0-7 65-66 $5-58 §5-67
Oct 34-38 35-40 50-53 75-80 - 46-49 27 57-60 50-54 57-62
Hov B-3 37-44 50-53 n-m% n-34 48-52 27 55-60 43-53 5560
Dec 35-38 65-47.5  50-63 67-72 34-38 31-54 2.7 §7-60 43-52 §3-55
1988 Jan 30-33 &-47 60-63 62-65 3-3 50-52 2-7 50-52 55-57 53-55
Feb 27-30 42-46 60-63 62-65 kER:) 47-49 2-7 49-5¢ 54-5 §7-%0
Kar 26-28 46-47 58-60 62-65 32-3 45-48 5-8 47-43 53-55 44-47
Apr 27-30 43-51 58-60 62-65 30-33 48-51 5-8 §7-49 5§3-55 44-47
Hay 27-31 3-53 57-60 62-65 30-33 43-52 5-8 48-52 §3-95 44-47
Jun 26-30 52-55 57-60 62-€5 25-28 49-53 5-8 48-52 54-56 &4-47
Jul 22-25 50-52 57-60 60-65 23-27 50-52 5-8 50-53 §3-55 43-4
Aug 24-27 50-52 57-61 60-65 23-27 5¢-52 5-8 50-53 53-55 45-47
Sep 20-22 i5-4 59-61 61-67 21-24 47-48 5-8 52-54 50-51 47-48
Oct 22-23 §6-47 §7-59 62-66 18-22 46-47 5-8 52-54 46-48 £5-4
Rov 19-20 38-39 55-56 56-57 13-15 40-44 5-8 50-54 40-41 46-47
Dec 20-22 41-43 §5-58 56-58 14-16 43-45 5-8 50-53 40-41 45-48
1983 Jan 20-22 40-42 86-58 5§5-58 11-13 §2-43 5-8 43-52 39-41 §5-4p
feb 18-19 %-35 60-61 55-58 10-12 38-39 5-8 48-50 3%-37 (13213
Har 16-18 27-28 57-59 55-58 10-12 33-% §-6 40-42 27-28 43-44
Apr 16-18 34-35 59-60 55-58 10-12 40-41 46 40-42 34-35 45-45
Hay 15-16 3%-37 58-60 55-58 10-12 41-42 [} 46-48 37-38 45-46
Jun 13-14 13-4 53-61 §5-58 12-13 40-41 45 46-48 36-37 47-48

- Mot availsble

Sources: Shearson Lehwan Hutton, Inc. (American Express Jower, World Financial Center, Rew York),

fable I11.§
DEBT OUTSTARDING OF SEVENTEEW
HEAVILY-INDEBTED COUNTRIES
1985

Debt Outstanding, 1985 a/

Total Of which: Private Source
Country {in US$ Million)  Rank {Percent)
Argentina 50.8 3 85.8
Bolivia &0 15 39.3
Brazil 107.3 H 8.2
Chile 2.0 6 87.2
Colomfa 11.3 11 57.5
Costa Rica 4.2 1% 59.7
Beuador 8.5 12 7.8
Ivory Coast 8.0 13 64.1
Jamaica 34 17 2.0
Bexico 9.0 2 89.1
Horocco 4.0 9 3.1
Higeris 19.3 8 88.2
Pery 13.4 10 60.7
Philippines 24.8 5 67.8
Uruguay kX 16 82.1
Yenezuels B 4 8.5
Yugoslavia 19.6 7 64.0
Total 445.8 B0.8
BIZTT FeTTI=2

8/ Estisated total external liabilities, including use of INF credit

Source: World Bank, World Debt fables: Ixternal Debt of Developing

Countries, 1985-86 Edition, p. zav,



fable I111.2
SELECTED ECORCHIC INDICATORS AND PRIRCIPAL BATICS
O PHILIPPINE DXTERMAL INDEBTEDHESS
Por the Period Indicated

1970 1970 1972 1973 19% 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

. Selected Econcaic Indicators

1. Total Erternal Debt Outztanding 297 W3 132 2B IS 4939 6768 BO6S 10654 13362 17252 20693 24677 24816 25418 26252 28256 28649
{Asounts in US$ Million}
2. Rxports (In US$ Killioa) 10 1401 1453 2525 3855 W01 M5 42% 4909 6256 8010 @618 8004 8132 8017 W17 8633 9217
3. Interest Paypemts (In US$ Million) U5 8 120 125 152 2% B/ 2% M40 6% 97 1374 1990 1985 2257 2250 2046 2%
4. International Beserves (In USS Million) 251 375 849 1037 1502 1360 1642 1525 1883 2423 358 XWT 171 865 886 1061 59 1958
5. bebt Service Burden (In US$ Million) 621 502 404 432 506 498 BSE 7% 1006 1253 M3 1758 2249 1911 1909 1709 2065 19%
6. Nouwinal (WP (In US$ Million) 6776 7714 8381 10685 14711 1789 1837 20702 24033 29553 135217 3843 30278 34082 3581 WA 3039 UIN
7. Moainal GNP {In P Hillion) .8 496 559 722 99.9 1144 1362 1533 177.0 218.0 2645 303.6 335.4 378.7 S27.4 $57.7 619.7 706.3
8. Gross Dovestic Iovestments{In P Billion) 8.3 9.9 0.9 146 2.1 BB 2.0 44 513 627 B2 ©B.3 ®.5 1025 920 854 8.8 103.3
9. Gross Dosestic Savings {In P Billion} 8.1 95 103 172 219 %1 BS BS 425 5.6 6.5 %7 WS .8 812 103.4 110.3 1091
10. Investsent-Savings Gap (In P Billion) 0.2 0.4 06 26 -32 .77 -85 -59 88 -12.1 -13.7 -16.6 -23.0 -25.7 0.8 180 2.5 353
11. Incresental Capital Gutput Ratio (ICOR) 4.2 3.7 3.9 2.5 48 44 39 46 53 49 SB 15 9.4 ;2 34 .28 8.0 3.0

B. Principal Ratios (In Rercent)

1. Investyents/GNP 203 20 195 203 21 296 3.3 B 290 3.0 0.7 X7 8.8 .0 174 143 132 Lis
2. Savings/QP 198 191 184 B8 A9 28 250 21 2.0 BS B3 B3 A9 W3 1.3 1.3 198 154
3. Current Account/GRP 0.7 0.0 0.1 50 -1.2 .56 -58 -3.6 -4.6 <51 5.4 54 81 81 <35 03 33 .1
4. Ixports/Gxp 195 182 173 26 2.2 203 151 205 204 202 2.7 R4 W4 BY B %6 B4 %8
5. Debt/@P B9 3.0 e 2.0 255 M3 M5 W0 M5 452 49.0 544 628 728 BOS 817 930 834
6. Taz Revesues/GP 1.6 106 105 107 122 147 135 130 136 135 B 118 14 123 110 114 128 14
7. Debt Service/GHP §2 65 48 40 34 31 48 35 4.2 42 42 46 57 56 60 53 68 58
8. Interest Paysents/GXP 17 12 14 12 £0 15 1.2 10 15 1.8 35 35 58 63 10 10 67 63
§. Debt/Exports 174.0 170.8 188.0 114.3 105.5 154.3 196.5 180.5 217.8 234 215.4 242.4 308.3 305.2 3126 Jl.e 27.3 308
10. Debt Service/Erports .0 B8 278 171 142 156 2.9 170 205 200 8.4 204 281 25 28 6 19 u7
11. Interest Paywents/Lrports 87 66 83 S50 43 73 81 69 90 10.0 2.2 159 49 244 22 B4 17 U2
12. International Reserves/Debt 109 157 201 359 400 2.5 %3 185 176 181 183 123 69 35 35 40 87 6.8
13. lovesteent-Savings Gap/ONP 05 08 -1 36 -32 67 63 3.8 -50 -55 5.2 -55 69 -68 0.1 30 46 0.8
14. Interest Payments/Total Debt 5.0 39 44 43 40 &7 38 29 &1 47 57 66 B1 80 B89 86 7.2 7.8

Source: Central Bank of the Philippines and Mational Econcaic and Developaent Authority (NEDA)

Table 111.3
STATUS REPORT OF PHILIPFINE DEBT-EOUITY CONVERSION PROGRAN
A2 of end-Deceaber 1988
{Ancunts in US$ Rillion)

Itea Ruaber Asount

1. Applications Received 405 1826.71
By Type of Investsent - ———
Schedule 2 9 1422.04

Schedule 3 ) 404,67

11. Approved Applications 33 1242.86
By Type of Investsent = ————
Schedule 2 35 984.10

Schedule 3 » 258.7%

111, Cloged Transactions 1/ 9 623.83
By Type of Investaent - ———
Schedule 2 191 ST

Schedule 3 18 .07

IV, Pending Applications 4 9.3
Y. Denied Applications 2/ R 2.5
F1. Insctive Applications 7 16.06
Vi1, Deferred Applications 3/ 6 9.05
VIII. ®ithdrasm Applications i 8.12
IX. dpplications Qutbidded 4/ ? 252.00

1/ Purely dabt-equity transactions; excludes closed applications proceeds
of shich were temporarily invested under Puilippine Long-Ters Bquity
Fund

2/ Includes US$39.4 aillion corresponding to the disallowed portions of
15 applications

3/ Mplicants/ {nvetsors requested in writing for deferrsent of processing
of their spplications

4/ lnvolves auction of sssets subject to privatizstion

Source of Data: Pebt Bestructuring Office, Central Bank of the Philippines
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Table 1116

BREAXDOW OF DEST-PQUITY TRANSACTIONS
BY TIPY OF DERT PAPIR/MATURE OF LIABILITY

(a8 of end-Deceaber 1988}
(Asounts in US$ Million)
Approved Cloeed
Percent Percent
, Asount To Tetal Asount To Yota)
A. CB bebt Faper i 581,11 %8 8.u 7.3
Bonetary - 36.44 58
Ron-Fonetary - 452.00 n.s
B. Fon-CB Debt Paper 645.35 51.9 112.24 18.0
1. Private Sector 591.83 4.6 103,44 6.6
of which: Commercia) Banks {Honetary) - 15.10 b3
2. Public Sector (Boe-Monetary) 53.82 4.3 8.8 1.4
C. Fresh Honey 16.41 1.3 n.15 3.7
Total 1242.86 100.0 623,83 108.0
sxzazae zgas=: TEZT=ET FErTy
Source: Debt Restructuring Office, Central Bank of the Philippines
Table 111.7
SUHARY TABLE OF ACCOUNTING ENTRIES UMDER
DXTERRAL SECTOR IMPACT (F DEBT-ROUITY SRAPS
Besident Won-Bank
Ron-¥onetary Honetary
Bon-Reaident Investor Besident Rant el
- .- Local 70 Foreign FOC/
Ron-Honatary Bonetary Bon-Monetary Bonetary Black Market
. Merchandise Trade
Exports
Isports
. Fon-Merchandise Trade s+ d s d +d +d +d
Inflew v d s d +d s d +d
Outflow
. Transfers, Ret
Current Account Balance
. Bedium & Long-Ters Loans - -F -F -
Inflow
Outflow + + 5 + Y + FY
- Direct Investsents ¢+ B (%4} + OV + Y
Inflow + Y + Y + ¥ s W
Qutflow '
. Short-Ters Capital, Ret + DY
- Brrors and Oanizsions
Hon-Honetary Capital Account
. Bonetization of Gold
- Allocation of SpR
. Bevaluation Adjusteents
Overal]l Bop Surplus/Deffcit(-} - ¢+ Y - + 4 - - (311
- (B Compensatory Borrowings
- Increase(-)/Decrease ip CB feserves -0
Forelgn Assets
foreign Liabilities Ul s
- Increase(-)/Decrease in KB Reserves or -F + ¥ -4 - FY
Foreign Assets ¥ -0y
Toreign Liabilities +FY oY WY
. Arrears
Hopetary Capital - - B s I - - o ]

lagend: 4 = discount; ¥ = Discounted Valve; F¥ a Face Value




Table 111.8
IHPACT OF DEBT-BOUITY CORVERSION (H
SELECTID EXTERRAL SECTOR ACCOUNTS
For the Period Indicated
{Asomts i 1SS Killion)

Bffect on the Balance of Paymeots (0P} Bffect oa Met Intermationa] Reserves
{KIR) of the Banking System
Increase in et Beduction et
Closed Paysent of Direct Foreign JIaterest Imediste in Interest Subsequent Foreign Foreign Fet
Period Transactions  Loans lovestsents 1/ Iscose 2/ Rffect Pasysents 3/  Rffect Ageets 4/ Liabilities  Rifect
[{4)+(53-(3)]  [{61+(M} [(714(8)]
{1 (2) 3} 4} {$) (&) 7 (8) {9) - 10 {9
1586 {Aug-Dac) 15.2 10.7 1.3 9.3 3.9 - 39 9.6 4.5 39
1987 {Jan-Dec) 264 220.8 166.3 4.8 -9.7 12.0 2.3 3.2 6.5 2.3
1968 (Jan-Dec) o/  47.2 453.6 45%.8 9.7 15.9 47.0 2.9 .4 9.0 62.9
Total 760.8 €85.1 649.4 5.8 10.1 53.0 69.1 -70.9 140.0 6.1

3/ Inclvdes transactions under the Philippine Log-Ters Bquity Fund amounting to US$137 million

1/ Inclusive of fresh woney

2/ Represents discounts obtained by residents oa account of their purchase of debt paper at discounted value

3/ See Table 111.10 for estisation of interest savings

4/ Represents drawdovns froa cogmercial banks reserves arizing from the purchase by 2 resident of debt peper 2t discoonted value
or build-up in Central Bank reserves arising froa interest gavings

Table I11.9
HET DIRECT FOREIGW INVESTMERTS
IR THE PHILIPPLNES
Levels of Annual
et Direct Anrmusl Growth
Foreign Investeents Flove Rates
{In US§ Million)  {Is US$ Hillion) {In Percent)

1970 -28
1974 -4 24 14.3
1972 -22 -18 §50.0
1973 & 8 -2%0.%
1974 Y -% §.7
197 125 97 [ X
1976 14 19 115.2
197 216 n 150.0
1978 100 -116 46.3
1979 2 -80 20.0
1880 -102 -2 -510.0
1381 175 m -171.6
1987 ” -1%8 9.7
153 112 95 658.8
1984 13 -95 15.2
1985 1 [} 100.0
1986 140 il 823.5
1987 205 (13 146.4
1988 986 781 481.0
Average 118 Lx] 1%

Source: Ceatral Bant of the Philippines



Table II1.10

ESTIHATED INTEREST SAVINGS ON FOREICH LOANS
ARISTHG FRCM DEBT-BOUITY COMVERSION SCHRG

For the Period Indicated
{Apounts in US$ millice)

Interest Interest
Total Principal Payments Apount  Total Principal Paynents
Asortizations  Outstanding Ra L+ 7/8 Copverted  Asortizations Outstandirg R=1+ 7/8 Interest
Before Debt-Iquity  Asount {(2)m(210-1)22 to  After Debt-ILquity  Asount [{6)m+(8)n-11/2 Savings
Conversion 1/ [{2je-1 -(1)) * 8 Bguity 2/ Cooversion 1/ {t6lo-1 (5} *1 -0y
{1) (2} {3 (4} {5) {6) )] (8}
Total 10615 10615 1178 781 9854 10645 10386 ™2
TEIRITT SXRTTTI TXETT BTZTETE ERTEXTS ERETXTT
1887 n 10578 87 v} 37 1029 8% 12
1988 k1) 10541 951 49 kil 9780 904 &7
1989 k1] 10504 1065 n 9743 988 Y
190 188 10323 1028 174 9569 953 ]
1991 181 10142 1010 174 9395 $36 %
1992 181 9961 993 174 9221 919 n
1993 45 9505 961 450 12 888 3
1994 1184 32 880 1109 7662 81t 2]
1998 1239 7082 761 1166 6496 699 61
19% 1210 57 640 1137 5359 585 54
1997 847 5025 838 7 4585 451 47
1998 87 4178 454 m 812 415 40
1999 845 a3 m m 3040 38 2
2000 83 249 288 760 2280 263 2
2001 833 1666 206 %0 1520 188 18
2002 813 833 123 760 760 13 11
2003 833 [ 41 780 [ n 4
Kemo Ites: 1987 1988 1989 Beyond 1989
LIBOR (%) 7.3 8.13 9.25 9.00
Spread /8 7/8 8 /8

1/ Refer to Anner Table [11-A for derivation of
2/ Amount converted in 1986 added to 1987 for

simplicity

Anpex Table II1-A

SCHEDULE OF PRIRCIPAL AMORTIZATIONS T0 CORMERCIAL BANKS
EEFORE AMD AFTER DEBT-EQUITY CONVERSION 1/

For the Perfod Indicated
(Asounts {n US$ Million)

principal asortizations before and after debt-aquity conversion

Total 1967 1988 1980 1990 191 1992 1993 1994 1995 199% 1997 1998 1999 2000 2001 2002 2003
Before Debt-Equity Conversion 10615 37 kr} 7 . 181 181 456 1184 1239 1210 847 847 B46 833 833 833 833
;2T $TIZET TITEUT TTIITT rEooms FITIIT pII=sr opmossc srzsss FSII3I% s==sE= rxzoms smsrzs s3Iz ez sysssm ossaoros STz
October 17, 1983-Deceaber 31, 1986
Maturities 58% 178 661 840 8B40 483 483 483 482 42 482 82
Option 1 of Circular 1091 1070 17 178 37 W
Others 4826 483 483 483 483 483 483 482 482 482 &2
1387-1932 Restructurable Amounts 3516 B2 382 3’2 3/ 3w/ W ;1 3 B 3 S L]
New Honey 925 kv 37 37 8 181 181 180 91
1993-Beyond Maturities s %8 80 &7 18 12 12 1
After Debt-Equity Conversion 9854 37 kil 3717 1% 174 &30 1108 1166 37 T TM T2 e w0 %0 760
FITTLX FAZTTIT FTELIR TEZIET RETITIZ ETTZIT STITRs zzmisn XZRTB TE2T TE=SS2 2FTTTT sosoEe TIZITT XTI ITPIT3 zumcmrs STz
October 17, 1983-Deceaber 31, 198
Haturities S1ed 178 588 767 T 410 409 409 409 40 409 409
Option { of Circular 1091 1070 78 1m 37 asy
4034 410 410 410 410 409 &09 409 409 409 409
1987-1932 Restructurable Amounts 3516 382 B2 382 /382 /2 B e B L3 S
Rew Honey 8% 37 k2 371 14 1% 1% 89
1933-Beyond Maturities 9% 80 47 18 12 12 1

1/ Per provisions of the second round rescheduling agreepent
Source of Basic Data: Departsent of Economic Research-International, Central Bank of the Philippines




able 115.11
SUMARY TAELE OF ACCOURTING INTRIES URDIR
MORETARY SECTOR INPACT OF DEBT-BOUITY SHAPS

Eegerve Honey {BY)

Currency issue

Beserve Balances of Banks + Bot B Bffect
Fet Foreign Assets

Ret International Reserves ¢ BOP Rffect ' 1B

Medius & Long-Ters Foreign Liabilities

Bet Dosestic Assets
Ret Credits to the Public Sector
HRational Governsent
Budpetary & Other Loans
Deposits - CIF; -/s PP
Overdrafts
Dosestic Securities
Other Public Sector 46004
Fet Credits to Banks/Financial Imstitutions
Rediscounting
Reverse Repurchase
Overdrafta
CB Bills - (8
Others
Ret Other Assets
Blocked Peso Deposits + B
Others

legend: BOP - Balance of Payments; IR - Exchange Rate:
CTF - Conversion Transaction Pees; CR® - CB Bills
EPD - Blocked Peso Deposits; PP - Privatization Proceeds
6CCA - Advances to Governsent Corporatiocns

Table 111.12
INPACT OF DEBT-EQUITY CONVERSION OM
RESTRVE OR BAST MONEY (RM)
For the Period Indicated
{(dzounts in Millico Pesca)

Expansionary et
Contractionary Factors Factor  Immediate Bet
Rith R Ispact ] Build-up(-)/ Subsequent
Apount Philippine  Mithout eee——emmee . Insuance of Conversion Redesptions Ispact 6/ Bithdrawali+) -]
Closed 1/ Peso B Conversion  fFresh Special Series Transaction of Katuring [{5§4{6)+ in KG Deposit Ispact
Period {In USS million) Bquivalent 2/ Impact 3/ of B Paper Boney (B Bills 4/ Fees 5/ (8 Rills (7)+(8)-9)] with €B 7/  [{10)s(11))
(1} (2) (3) {4) {5) {6} {7} (8} (9} {10} (11} (12}
1986 (Aug-Dec) 15.2 s 7.2 284.2 - - -19.2 - 5.1 - 2%5.1
1987 {Jan-Dec) 266.4 5499.4 3338 5145.6 - -1062.8 -263.4 481.0 4300.5 <336 3%86.9
1988 (Jan-Dec) §78.2 10069.5 1846.0 7358 £87.6  -10443.1 -241.5 7644.2 51831 3136 54%.7
Total 760.8 15880.4 7.0 13165.8 487.6  -11505.9 -524.0 8125.2 9748.7 - 9748.7

1/ Inclusive of transactions under Philippine Long-Ters Bquity hund amounting to US$137 million

2/ Converted at prevailing C8 buying rate upon date of tramsaction

3/ Involves poo-CB dedt papers

4/ Portion of conversion proceads not imsediately utilized by the firs are tesporarily kept in non-interest bearing CB securities

5/ Conversion trantaction fees are pither credited to the Rational Governsent's deposit account uith CB or netted out of the conversion proceeds.

6/ Represents the asount of conversion proceeds credited to the desand deposit account with C8 of compercial banks where Philippine recipient firms maintain
their sccounts

7/ Conversion proceeds involving privatized assets are remitted directly by the Amset Privatization Trust to the Hational GCovernsent's deposit account with C8,
proceeds of vhich are earmarked for beneficiaries of the Comprehans{ve Agrarian Befors Progras.



Table 111.13
DPACT OF DEBT-EQUITY CORVERSION
OF STLICTID REAL SECTOR VARIABLES
For the Period Indicated

Prices
Consuser Price lndex Inflation Rate
{1972:100) {1a Percent)
hctual Fitted Actual Fitted
with Rithout Yariance with fithout Yariance
Debt-Bquity  Debt-Buity [(2)-(1}) Debt-Zquity Dedt-Equity  [{4)-(3))
{1) (2) 3 (3} {4) (5}
1986 749.6 748.3 -3 0.8 0.6 -0.2
1987 78.0 0.0 -18.0 3.8 1.6 2.2
1988 846.2 812.0 -4.2 8.8 6.8 -2.0
Cusulative Effects: -83.5 4.4
Production
Beal Gross Rational Product Aniwal Growth Rates
{isounts in Million Pescs) {In Percent)
Actual Fitted Actual Fitted
with ¥ithout Variance vith Rithout Variance
Debt-Tquity  Debt-Bquity [(8).-(7)] Debt-Bquity Debt-Bquity [{11}-110}}
{n (8) {9} (10} {11) (12
1986 89488 83465 -23 1.8 1.8 [
1887 94768 84286 -82 5.9 5.4 -0.5
1988 101438 100803 635 1.0 6.9 -0.1
Cumulstive Rffects: ~1140 0.6
Eeploysent
Baployed Labor Force Uneaploveent Rate
(In Thousands) tIn Percent)
Actual Fitted Actual Fitted
with Rithout Variance with Hithout Varfance
Debt-Iquity  Pebt-Equity [{14)-113)) Debt-Bquity  Debt-Bquity [117)-{16))
(13) (14} (15} {16} {17} {18}
1986 17788 17785 -3 16.76 .77 0.01
1987 18797 18760 -37 16.81 16.97 0.1%
1988 18771 18718 -53 20.07 2.3 0.23
Cumulative Rffects: -93 0.40

Bote: The fitted forecasts sith debt-equity effects (baseline)

vere pade to coincide with the

actual figures.
Table [I1.14
TMPACT OF DEBT-EQUITY CONVERSION
O FISCAL AGGREGATES
For the Period Indicated
Total Revenues Total Expenditures Budget Deficit

(In Hillion Pesos}

{In Million Pesos)

Actual Fitted
vith Without Yariance
Dedt-Equity  Debt-Equity | {23-11)}
{1} {2} {3}

1886 79245 79226 -19
1987 103214 102637 -5
1588 112500 112972 n
Cunulative Effects: -52%

Actual Fitted

with Bithout Variance

Debt-Equity Debt-Fquity  [{4)-13)]
{3} {4) {5}

110497 110497 0

119474 119478 7

138400 138409 9

16

{In Hillion Pesos)

Actual Fitted
vith Without Yariance
Dabt-Equity  Debt-Equity Ha)-03
{6} {7 (8}

-31252 =312 -19
16257 ~16841 -584
28500 -25437 83
-540

Hote: The fitted forecasts with debt-equity effects

(baseline) were made to coincide with the actual figures.
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Table 1¥.1
CROSS-COUTRY COMPARISCN OF DIET CORYIRSION SCHDAOES

Beatrictions on
Remittance
bate of Biigidle Priority Bithholding P — - higue
Country Progras Dedt Participants lovestzents Tz Dividends Capital features
{In Percent) {Tears)
Arpentina Hay 1987 ALl public foreapn Foreign/local Aew fouipment 1.3 4 18 One-to-one satching
dedt except those Bew Plant of debt conversion
lovolving prepaymant Brport-Related vith fresh soney
of obligatioea or Aetivitiam
tresch of original
loan agreesent
frazil Feb 1988 Mediva § Jong-ters foretgn/local Lrports 5.6 ] 12 Auction systea for
foreign odligations Botal Developmest Buap rights; Rublic
and foreign currency Hortheast Region sector dedt exespt
depozits with Central High-Tachoology {ros suction when
Band of Brazil relating Iatatries {pvestaent i3 xade in
to overdue installsents pablic sector companies
of principal § isterest
Chile Ky 1985 Al foreign debts 0 s00-Toreign Privatization 4.5 3 1 byction systes for
except: a) official (hp.18-Foreign/local Lzport Activities (DL 600) Buep rights subject
credits; b} loams (hp. 15-Foreign § Services 15.¢ wbject to quotas;
frow miltilaterel {cgpo} issuance of jong-ters
ageeciee and ¢} Joaas bonds to investor for
with jess thas one Houidation by
year to matwrity compercial bamks;
Bo sccess to official
foreign exchange
narkets
Herico hug 1385 ALl public sector Forgiga Privatization 5.0 3 12 Redesption value in
{suspended) debla Eaploysent Creatise {7 local currency varies
Kov 1387 Bew Technology froa 75 to 1008
Lxport-Oriented degending on priority
Dmaignated industrizl sector where investpent
Lowes is sade: recdeaptions tept
in interest-bearing sccount
aad proceeds directly
distursed to suppliers,
contractors, etc.
Philippines hug 1986 All dedts covered Foreign/iocal Ruports 6.7-234.0 ] 3 Individual evaluation
by restructuring; all igricultore {Schedule 3} {201} of applications excent
credits covered by Privatizatioa privatized assets vhich
Trade Facility and Banking [ H are svbject to suction;
Few Nomey Agreepent; Social Services {Schedule 3} {202} Tesporary sterilization
private sector debts levestzent Priorities s (B Bills of conversion
provided congest for proceeds tot jasediately
prepayeent in local utilized by fire; Sliding
currency i3 obtained scale of conversion fees
deverding on percentape
of {resh soney infusion
Yeneueld kpr 1987 Public sector gebt Foreign leport Substitutica 3 5 Foreign exchange rate
Lrport-Oriented {103} {12.53) pegged it certain rate
Capital Goods for dedt-conversion
Cotstruction purposes; fedesplions
Hesvy Industry in cash or govarnsent
lavestzent Priorities bords actively traded
in stock aarket
Table IV.2
BAGRITUDES OF DEBT CONYERSION AND TOTAL EXTERMAL DEBT OUTSTANDING
OF HEAVILY-INDEBTED DEVELOPIHG COUNTRIES
For the Period Indicated
Debt Cooversions 1/ Total External Debt Outstanding Ratio of Debt Copverted to Total Debt
Comtry 1984 1965 1986 1987 1988 a/ Total 1984 1985 1986 1987 1988 b/ 1984 1985 1986 1987 1988 Total ¢/
Argentina 31 465 - 35 138 1863 48856 43324 45715 56813 59600 0.06 0.95 - 0.06 2.23 3.3
Brazil 1 837 (76 1800 8643 11887 104926 106484 112778 123931 120100 0.70 050 0.16 1.45 7.20 9.90
Chile i 33 %87 1983 3205 6499 19843 20390 202% 21239 20800 0.06 1.3 4.88 9.3% 1541 31.2
Eexico - 79 1023 4804 7402 13998 94908 96875 101054 107882 107400 - 0.7 1.01 445 6.89 13.03
Philippines - - 15 %6 479 760 25418 26252 28256 28643 27915 - - .05 0.93 172 b /]
Venezuela - - - - 130 130 36457 34693 34709 36513 35000 - - - - 0.37 0.37
Sub-Total T3 2088 2201 8888 21187 38137 330408 334018 346748 375033 370815 .23 0.62 0.63 2.3 5N §.48
Others - - 7 B n 1308 89153 95947 107015 120512 102100 - - 0.01 0.23 .00 1.28
Bolivia - - - 1 349 350 4268 4740 5528 5548 S7O00 - - - 0.02 6.12 6.14
Costa Rica - - 7 14 17 i 3970 4376 4829 4727 4800 - - 0.15 3.09 0.35 3.54
Ecuador - - - 15 258 23 8251 8567 9228 (0437 11000 - - - .20 2.3% 3.48
Fonduras - - - [ 11 17 291 2 2985 3303 - - - 0.18 0.3 0.51
Jasarca - - - 2 100 102 3445 3867 3999 hdéb 4500 - - - 0.4 2.2 .27
Pery - - - - 15 15 13155 14190 15956 18058 19000 - - - - 0.08 0.08
Urugnay - - - - g7 §7 271 WIS 3908 4235 4500 - - - - 2.16 3.16
Yugosiavia - - - - 50 50 19821 20426 21220 23518 22100 - - - - 0.23 0.
Nigeria - - - - 120 120 18664 19522 24470 28714 30500 - - - - 0.3% 0.3
Sudan - - - - 1 H 8466 8929 9568 11126 - - - - 9.01 0.01
Zamdia - - - - 3 3 3847 okl 5625 6400 - - - - 0.05 0.05
Total T3 2088 2208 9168 22208 36445 419561 429965 453764 495545 472915 0.18 0.43 0.45 1.85 470 .71
EEETER IXTIVT STAXTT IE[|ITX  SETERR ERBTT FERTIT TTTXXR IRRETR ERTEAT LRAXET R .- =wR 22Uy RS =N
... - Kot available

8/ ldentified to date in 1988
b/ Estisates, except for the Philippines, per Horld Debt Table, p.aviii
¢/ Ratio of total debt conversions to the post curvent available figure for total debt outstanding

1/ Includes debt-for-equity and domestic debt suaps, conversions and debt repurchases and other transactions excluding interbank trading

Sources of Basic Data: Ishac Divap and Stijn Claessens, An Analysis of Debt Reduction Scheses [nitiated by Dedtor Countries

(Hazhington, D.C.: World Bask Working Paper, March 1939), p.54.

Borld Bank, World Debt Tables: External Debt of Developing Countries, 1988-89.




Armex Table 111-C

AT - N
e r‘able 111-B RECRESSION RUN ON INIEREST RATE
RECRESSION RUN ON EXCHANGE RATE
sHPL 1974 - 1988 (TREASURY BILL RATE)
135 Cbsarvations
LS /7 bDependent Variable fe ER SMPL 1873 - 1988
necssavazanan esunane .es °s 16 Qbsarvations
VARIABLE COEFFICIENT S10. ERROR T-STAT. 2-7A1L s10, LS // Depenaant Variadle is TBILL

senunansae CTYTTTTFYY TETTE P sseasusmesenan =ssnmma

amasssmssese

1982 {.337¢8
1983 1.80-15
1984 -0.09380
. 09380

1983 -0.44080 3$1.1327 31.%53%
1984 0.55652 16.6987 16.1422
1985 -0.11572 18.6073 18 7230
-00168 20.38%7 20.3840
£1625%  20.5677 20.4051

1985

o

1986 .ap-18

0
@
~
oo

13.7900 12.4523
14,2200 314.2300
27.1600 27.2538
19.6500 19.5562
16.9000 16,9000

c .4021952 1.5080181 5.5716807 0.001 VARIABLE COEFFICIENT  STD. ERROR 1-STAT.  2-TAIL SIG
ERS ©.5985135 0.0543108 8.35313528 0.000 con [ seesussnsensassasnes
PPP 0.0639212 0.0175104 3.6504688 0.006 c 14.746454 1.2972063 11.367855 9.000
~pvi 3.0056079 ©.7854726 3.8264961 0.005 TBILLL -0.4798948 0.0910329 +3.2716649 0. 001
pv2 2.63¢8258 1.0326713 2.5514661 9.034 pvi -8.4095171 2.43093289 -3 6593842 0.009
POLL 0.0016229 0.0004561 3.5585472 0.007 ov2 §.3243845 1.2311281 $.7613990 ©.000
POLZ 3 2.7546200 -4.5562723 0.002 ov3 2.9220807 0.6128868 4.7677334 0001
- AR L T Y Y Y P T S T T T ) DV 4.8777012 $1.6216961 2.8BLsan9 0.020
R-aquared 6.995995 Hean of dependent var  11.73603 ove 11.631230 1.3843308 9.4026667 ©.000
Adjusted R-squered 0.992992 $.D. of dependent var 8. 827081 POLL 0.0004934 9.0002778 1.7778713 ©.113
5 F of regressgion 0.487804 Sus of squared reaid 1.903622 = »oun masnewnsan
Durtin-Watson stat 2.060110 F-statistic 321.8237 R-squared 0.982392 Hean of dependent var 13.82328
Leg 1ikelihood 8 Agjusted R-squared 0.966385 3.0. of depencgent var &.8537528
RessesamsIasasvans - sassas S.£. of regrassion 0.826475% Sus of squared resid 3.428077
Lag Distridution of DGIR Lag Coul 8.1, T-Stat . Durpin-watson astat 2.418820 F-statistic 63.76188
SEEEGRsECNLSUsasmDNGsussPesaGROsNINSAEEOEaSEEEa RSB TRROTIRTREY Log likelihood -16.06971
HE ] ©.00508 ©.00030 3.%53%3 spumsessnomesDe - sscessmusens
©.00108 ©0.00030 3.5585% Lag Distribution of CRH Lag Coaf S.E. T-Stat
- - mexsssussesaanaes
Sum i: . © 6.00033 ©.00018 1.77787
RasssasarsTEazsssAEssszssERBvecesseTRRERIRGR R RAR NS i "t t ©0,00033 ©,00018 1.77787
Lag Diatribution of BUFF Lag Coef 8.t 1-Stat .-
ssersnansnasonmcassmsansrs [ crausane o Sum 0.00066 0.00037 1.77787
i ti 0 -8.24570 1.80875 -4.55627 csesammsnes
i i1 -8.24570 4.8097% -4.55627 Covartance Matrix
RS - =znssemavas
0 Sus -16.4514 3.651949 -4.55527 c.c 1.682744 C.TBILLY -0.10725%
FEr e EeEEIANIIESUNsEEReAtAEERTIEANBAsstReRaaraTAROORRRRaR TR RRE SN c.ovt 1.867357 c.pv2 -0.570251
Covariance Matrix C.pv3 0.189343 c.ov7 0.800936
ssavessmnsmsassns wamssens c.bva 1.184561 €, PDLI -0.00025%
c.c 2.278119 C.ERY © -0.092319 TBILLI.TBILLY ©.008287 TBILLI.DVY -0.083415
C.PPP 0.005986 €.ov1 -0.006034 TBILLL, DV2 ©.021250 TBILLI.DV3 -0.018938
c.ru2 1.054848 C.FDLI 0.000587 TBILLL.OV? =0.0640325 IBILLL.DVE -0.076681
c.rrL2 -3 922258 ER1.ERS 0 008876 TBILL1,PDLI 1.3120-0§ V1. DV 5.909416
ER1.PPP -0.000189 ERS,DVS -0.053025 oV, ov2 -2.411728 oV, pv3 €.128995
ER1.DVZ -0.077765 ER1,PDLI ~2.31D-0% bvi.Dv? ~0.179992 ov1,bvs 0.518780
ERI.POL2 0 125476 FPP.PPP 0.000367 : DV1.PDLL -0.000554 Dv2.ov2 1.515676
FPF.DV1 -0.000888 PPP DV2 ©.007337 ov2.ova ~0.110382 Dvz,pv7 0.498931
PPE._POLL 3.40D-06 PPF.PDL2 -0 036030 ovz.ova ~0.144027 bv2, PDLL 0.0001%¢
ovy.pve 0.6316967 pvi.DV2 0.298407 BV3, Dv3 0.375630 DV3.0V7 0.15088)
DVt PDLY 1.100-05 DVL,POL2 0.382684 bv3.pva 0.215464 DV, PDLY «4.870-0S
ov2.bv2 1.066410 ovZ.PDLL 0.000231 vy, pvy 2.629898 DV7.DV8 1.664282
oVZ.FPL2 -1 899167 POLI.PDLY 2.080.07 ov7.POLL -0.000213 bve,ove 1.916995
POLI,FDL2 -0.001016 POL2,POL2 3. 369162 ove, FBLL -0.00C211 PDL1,PDLL 7.705-c8
TrassssmssrnoTERoa DU BN R PN LRC NN AN NN ST RO OUR AN RSO PRy eremsencunn awasoo ua masenssea
meresmmmzwrasntesanxaEnany R R T T T e o . pmmsanar wrvmun=s smazes
Resfdual Flot obs RESIDUAL ACTUAL  FITTED Residual Plot obs RESIDUAL ACTUAL  FITTED
. Besaa ---'---.----------------ln-.---t---l:l--.--nl-t-ll--l sescncasnsvsssnana
: 1 * : P 1974 -0.15357 6.7B790 6.90147 ’ § 1973 -0.06723 9.43000 9.49723
H £ ] : . 1975 0.76387 7.24790 &.48293 Ehd i 1974 ~0.73807 10.0500 10.788%
: : H L 1976 0.34970 7.44030 7.09060 : . | 1975 ~0.24493 10.3400 10 S843
H : [ : 1977 0.14276 7.40280 7.26004 * § 1976 -0.19669 10.1B00 10.3767
: E i ¢ 1978 ~0.31625 7.36580 7.66205 * | 1977 0.11466 10.5000 10.7852
: ' . . 1979 -0.01726 7.37760 7.39466 {1978 0.00111 10.8800 10.8789
H : . : . 1980 ~0.27708 7.51140 778848 ¢ 11979 1.13115 12.2400 13.1089
: L) i ~0.63683 ?7.89570 8.53653 . { 1980 -1.00278 13.1400 13.1428
i Vo 1982 0.10456 B.54000 8.43544 * { 1981 -0.33450 12.5500 12.8849
t ' H
: H H
H ! H
; * i
H H

o
@
-
feem Bes W m  w n pn mn n  a

i
} 1987 -0.835:5
i

1988 -0.16427 21.0950 21.2593 1988 0,.5381%

AR At a L LT T L L L R S

13.5000 12.0332
14.4000 13.8648

Dependent veriabl R

A L L L T AU sxsemsazss Bapwndent variable: TBILL
Command: LS ER C ERY PPP PDL{DGIR) PCL(BUFF) DVI Dv2 R bbbl D T
Equation: ER=C{1}0Ci2) *ER1+CII}PPPPCI4)*DVI+C(S)2DVI+CLS) *DOIRGCI? ) DGR -1 Command: LS TBILL C TRILL! PDLICRH} DVi DV2 D¥3 DYY bv8

1sCUBI BUFFSCIS)*BUFF{-1} Equation: TBILLeC{1)+CI{RI*TBILLISC(I) DVIeCa}*DV24CI{SI DVIZCIBI*OVILC(T) DY

sDsaesTERRANSSURILIRLORRLTRGREINTES BeC{BIICRMCIO) *CRMS -1}

8.40319% Ci4} » 3.00%608 C{7) = Q.o01082 sesRasssvemsavssvavEs =unsow rasae
0.558522 CIS5) » 2.634826 Ct8) = -§.245699 Cl1) » 14, 746458 Clé) = 8. 324394 €{7) » 11,8312
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TECHNICAL APPENDIX
THE PIDS-NEDA MACROECONOMETRIC MODEL
FOR THE PHILIPPINES

The PIDS-NEDA macroeconometric model for the Philippines is used
as the basis for the macroeconometric targets in the Five-Year
Philippine Development Plan and has found increasing application inr
policy analysis and formulation.

The model is comprised of four major blocks, pamely: 1) the real,
2) fiscal, 3) financial and 4) external sectors. The core of the model
is the real sector block which determines output and its expenditure and
production components, prices, employment and wages. The fiscal sector
is designed to determine total government revenues and its components
and to assess the effects of reducing or raising government expenditures
to attain a targeted GNP growth rate or budget deficit level or its
ratio to GNP. The financial sector block estimates the various
components of reserve money and monetary base from which money supply
and total liquidity are derived. Finally, the external sector block
determines the current account, capital account, balance of payments and
international reserves. The intersectoral linkages are shown in the
appended flow chart.

There are 104 equations in the model, 41 of which are identities
and the rest are behavioral or estimated equations. There are 54
exogenous variables consisting of: a) policy instruments directly
affecting the fiscal deficit, current account balance, balance of
payments, debt service and money supply expansion such as government
expenditures, capital outlays, net lending to government corporations,
foreign borrowings, interest payments, domestic interest rates, money
multipliers, nominal exchange rate and loan grants by banks to specific
industries like agriculture; b) external economic assumptions such as
export and import prices, and GNP of the United States; and c)
miscellaneous variables such as population, changes in stock, oil
dependency, legislated minimum wages and dummies for the crisis period
and weather conditions.

The list of exogenous and endogenous variables is shown in

Appendix 1. On the other band, the estimated behavioral or regression

equations including statistical tests of significance are provided in
Appendix 2 while equational identities are enumerated in Appendix 3.
Finally, measures of the tracking ability of the model for the various
economic aggregates under static and dynamic simulations over the period

1976 to 1985 are shown in Appendix 4.




VARIABLE

ALLSDR
CAPOUT
CAPUTO

DISCRA
DD384
DiMCB3
DUMD
DUM67
DUH76
DimB3
buMB4
DuMB5
ER
ERROR
EXPEGH

GNPUS

1INV
JLTLON

INCOUT

1HCREM
INTINC

1TRANS
RCAR

MINTS
MMULT
HMNGOLD
MPIF$
MPINF$
MULT)
NETLEN
NINDF
HSHTRM

OILDFP
OLTLON

OPEXP

OPEXPO
OTHINH
OTHONM
OTRANS

PFEEDS
PHGDS

PHSY
Por
Poris
PPFET
PXGDS
PXSV
RBLOAN
REGS
REVAD)
SECLNS
SFORES
TBILL

UNREM
WLAGRI

XAGR1

DESCRIPTION

Appendix \1
LIST OF EXOGENOUS AND ENDOGENOUS VARIABLES

UNIT

EXOGENOUS VARIABLES

Allocation of SDR

Capital Outlays,Cash Basis
Capital Outlays, Obligation

Basis
Discount Rate (Nom
1983-84 =

inal)

1; Otheruise = 0

1983 = §; Otherwise = 0

1982-83 = 1; Otherwise = 0
1967-80 = §; Otherwise = 0
1976-85 = 1; Otherwise = 0
1983-85 = 1; Otherwise = 0
1984-85 = 1; Otherwise = 0

1985 = 1; Otheruise = 0
Nominal Exchange Rate
Errors and Omissions {BOP)
Governeent Expenditure for

us$ Million
KMillion Pesos
Million Pesos

Percent

P/US$
Us¢ Hillion
#¥illion Pesos

Electricity, Power & Water

Gross National Product {Real)
usa

Increase in Stocks (Real)

Inflow of Medium & Long-Term
Loans

Income Remittances to Rest of
the World

Income Remittances fros Abroad

Investaent & Interest Income
fros Abroad

Transfers from Abroad

Capital Consumption Allowance
{Real}

Interest Payeents on Foreign
Loans

Honey Multiplier (M3)

Monetizatlon of Gold

Dollar laport Price Index
for Fuel Products

Dollar Isport Price Index
for Non-Fuel Products

Honey Multiplier (M1}

Net Lending of the Government

Net Direct Foreign Investment

Ket Inflows of Short-Term
Capital

011 Dbependency Ratio

Outflows of Medius and Long-
Term Loans
Current Operating

Expenditures,

Cash Basis
Current Operating

Expenditures,

Obligation Basis
Other Inflows of Non-
Merchandise Trade
Other Outflows of Nop-
Merchandise Trade
Transfers to the Reat of the
World
international Price of Corn
Implicit Price Deflator for
lwports of Goods
Implicit Price Deflator for
leports of Services
Population
Population, 15
World Price of
Implicit Price
Exports
isplicit rrice Deflator for
Exports of Services
Loans Granted by Rural Banks
to Agricultural Sector
Reserve Eligible Government
Securities
Revaluation Adjustment
Interest Rate on Secured Loans
Gross Value Added in Forestry
{Real)
Average Interest Rates

Years & Over
Fertilizer
beflator for

us$ Billion

Hillion Pesos
Us$ Million

US$ Million

us$ Million
US$ Million

US$ Million
Hillion Pesos

US$ Million
US$ Hillion
1972 = 100
1972 = 100
Hillion Pesos

Us$ Million
Us$ Million

Us$ Million
#illion Pesos
Million Pesos
us$ Million
Us$ Million
Usg Million

US$/Metric Ton
1972 = 100

1972 = 100

Millions
Thousands
US$/Metric Ton
1972 = 100

of Goods and Services

1972 = 100
#iliion Pesos
Hillion Pesos
Us$ Million
Percent

Miliion Pesos

Percent

on Treasury Bills (90 Days)

Unrceitted Arrears
Effective Legislated Wage,

Us$ Hillion
Pesos

Averape for Plantation & Non-Plantation

Value of Exports of
Agricultural Products

US$ Million

COVERAGE

1970-85
1975-85
1969-85

1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1970-85
1970-85

1970-85

1967-85
1970-85

1970-85

1970-85
1970-85

1570-85
1967-85

1970-85
1967-85
1970-85
1972-85
1972-85
1967-85
1975-85
1970-8S
1970-85

1974-85
1370-85

1975-85
1975-85
1970-85
1970-85
1970-85

1970-85
1967-85

1967-85
1967-85
1967-85
1970-85
1967-85
1967-85
1570-85
1970-85
1970-85
1967-85
1967-85
1872-85
1970-85
1967-85

Workers
1967-85

VARIABLE DESCRIPTION UNIT
ENDOGENOUS VAR1ABLES

1. REAL SECTOR BLOCK

COVERAGE

Output

(411 Gross National Product (Real) Million Pesos 1967-8%

CHPN Gross Natlonal Product {lowinal) Million Pesos 1967-BS

cup Gross Dumestic Product (Real) Million Pesos 1967-8%

es Gross Mational Product (Real) Million Pesos 1967-85

Expenditures

cP Personal Consusption HMillion Pesos 1967-85
Expenditures {Real)

co Covernaent Consusption Million Pesos 1967-85
Expenditures (Real)

CCR Government Consumption Hillion Pesos 1967-8B5
Expenditures {(Real)

CCOVN Government Construction Hillion Pesos 1967-BS
Expenditures (Nominal)

CONSGO Government Construction Hillion Pesos 1967-85
Expenditures {Real)

CONSPR Private Construction Million Pesos 1967-85
Expenditures (Real}

GDCF Cross Dosestic Capital Million Pesos 1967-85
Foraation

IDER Investaent in Durable Miilion Pesos 1967-85
Equipment (Real)

M Total Imports of Coods Hillion Pesos 1967-8%
and Services (Real)

HCAPR Isports of Capital Equipment Million Pesos 1967-85
{Real)

MFLR Jmports of Fuel 0i1 (Real) Milljon Pesos 1967-85

MCDS lsports of Goods (Real) Hillion Pesos 1967-85

MOTHR Ieports of Other Goods (Real) HMillion Pesos 1967-85

HRAWR Importe of Raw Materials (Real) Million Pesos 1967-8%5

MsY Imports of Services (Real} Milllon Pesos 1967-85

X Total Exports of CGoods Million Pesos 1967-8S
and Services (Real)

XGDS Exports of Goods {Real) Million Pesos 1967-85

xsy Exports of Services (Real) Million Pesos 1967-85

Production

SCONS/DCONS  Gross Value-Added in Million Pesos 1967-B%
Construction {Real)

SCROPS/DCROPS CGross Value Added in Million Pesos 1967-85
Agricultural Crops (Real)

SEGW Gross Value Added in Million Pesos 1967-85
Electricity, CGas and Water {Real)

SFISH/DFISH Gross Value Added in Fishery Million Pesos 1967-85
{Real)

SLIVPO/DLIVPO Gross Value Added in Millicn Pesos 1967-85
Livestock and Poultry (Real)

SMFG/DHFG Gross Yalue Added in Million Pesos 1967-8S
Manufacturing {Real)

854G/ DHOQ Gross Value Added in Mining Million Pesos 1967-85
Quarrying {Real)

SSER/DSER Gross Value Added in Services Million Pesos 1967-85
{Real)

VAR Gross Value Added in Million Pesos 1967-85
Agriculture (Real)

VIR Gross Value Added in HMillion Pesos 1967-85

Industry (Real)



Prices
Crl
IKFL
PCGOV
PCONS
PECH
PCDCF
PeDP
PONP
PINC
PINFI
PINFO

PLIVPO

PMFG
PHo

PSER

Consumer Price Index 1972 = 100
Inflation Rate 1972 = 100
Implicit Price Deflator 1972 = 100

for Covernsent Consuaption
Isplicit Price Deflator 1572 = 100
for Governsent Conatruction

laplicit Price Deflator 1972 = 100
for Conatruction
laplicit Price Dellstor 1972 = 100

for Blectricity, Gas and Water
Iaplicit Price Deflator for 1972 = 100
Gross Domestic Capital Formation

lmplicit Price Deflator for 1372 = 100
Grows Domestic Product
Implicit Price Deflator 1972 = 100

for Gross National Product

laplicit Price Deflator 1972 = 100
for Agricultural Crops

Implicit Price Deflator for 1972 = 100
Fighery

Implicit Price Deflator for 1972 = {00
Fishery

Isplicit Price Deflator for 1972 = 100
Livestock and Poultry

Implicit Price Deflator for 1972 = 100

laporte of Goods and Services

Eaployment and Wages

LY
FTEN4S

FTEMPA
FTEMP]
FTEMPS
FTIUEMP
FIUERA

HWAGUS

Others

K66
NFIA

POICHP
STAID
ICOR

Iaplicit Price Deflator for 1972 = §00
Hanufacturing

Implicit Price Deflator for 1972 = {00
Hining and Quarrying

laplicit Price Deflator for 1972 =« 100
Services

Labor Force Thousands

Total Employsent, Full-Tigme Thousands
Equivalent

gaploysent in Agriculture, Thousands
Full-Tise Fqulivalent

Employsent in Industry, Thousands
full-Time Equivalent

Eaployment in Services Thousands
Full-Tise Equivalent

Uneaployed, Full-Time Thousands
Equivalent

Unemployment Rate, Full-Tise Thousaris
Equivalent

Hage Rate Index of Unskilled Thousands
Horkers

Capital Stock (Real) Hillion Pesos

Ret Factor Incose from Militon Pesos
Abroad (Real)

Potential Output (Real) Hillion Pesom

Statistical Discrepancy Hillion Pesos

Incresental Capital-Output Percent

Ratlo

1967-85
1567-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85
1967-85

1967-85

1967-85
1967-85

1967-85
1967-B5
1967-85
1967-85
1967-85

1967-85

1967-85
1967-85

1967-85
1967-85
1968-85

1. FISCAL BECTOR BLOCK

DEFC Covernsent Deficit (Cash Basis) Milllon Pesos
DIRIAN Direct Taxes Million Pesos
EXFN Total Expenditures {Cash Bamis) Hillion Pesos
KTAXRE HBon-1ax Revenues Hiilion Pesos
OTHTAX faxes on Property, Coods and Million Pesos
Services and Other Yazes
REV Total Revenues Hillion Pesos
TAXREY Tax Revenues Million Pesos
TRADET Tazes on International Trade Million Pesos
I11I. FINANCIAL SECTOR BLOCK
CLMDHB Honetary Authorities' HNet Hillion Pesos
Credit to Deposit Honey Banke
MACHEW Honetary Authorities' Credit Million Pesos
to the Public Sector Including REGS
B Monetary Base Hillion Pesos
HS Honey Supply, End-of-Year Hiilion Pesos
MSA Honey Supply, Average for Year Million Pesos
NDA Het Domestic Assets Hillion Pesos
HER Ret Forelgn Assets Milllon Pesos
OTHNDA Other Components of Reserve Hillion Pesos
' Money )
RM Reserve Honey ¥illion Pesos
1L Total Liquidity, End-of-Year Hillion Pesos
TLA Total Liquidity, Yearly Average Million Pesos

IV. EXTERNAL SECTOR BLOCK

Bor Balance of Paysents
CAPBAL Capital Accounts Balance
CURBAL Current Accounts Balance
H3 Merchandise lsports
X$ Herchandise Rxports

115 Hillion
us$ Million
58 Hillion
Us$ Hillion
US$ Million

1975-85
1975-85
1975-85
1975-85
1975-85

1975-85
1975-85
1975-85

1967-85
1967-85

1967-85
1967-85
1967-85
1967-85
1967-85
1967-85

1967-85
1967-85
i1967-85

1970-85
1970-85
1970-85
1970-85
1970-85
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APPENDIX 3

LIST OF EQUATIONAL IDENTITIES

. REAL SECTOR BLOCK

A. Output
GDP = ¥AR ¢+ VIR + SSER
GNP = CP + CG + CONSGO + IDER + IINV + XGDS + XSV - MGDS - M5V ¢
STATD + NF1A
CNPN = GNP * (PGNP/100)
es = VAR + VIR + SSER + NFIA
CG = CGH/ {(PCG/100)
CONSGO = CGOVN/{PCGOV/100)
GDCF = CONSGO + CONSPR + IDER + 1INV
X = XGDS + XSV
MGDS = MFLR 4+ MRAWR + MOTHR + MCAPR
M = MGDS + MSV
VAR = SCROPS + SFISH + SLIVPO + SFORES
VIR = SHG + SMFG + SCONS + SEGW
. STATD = QS - (CP + CC + CONSGO + CONSPR + IDER + IINV + XGDS + XSV
- MGDS - MSV + NF1A)
K66 = R66[-1] + CONSGO + CONSPR + IDER + IINV - RCAR
ICOR = GDCF{-11 / (GDP-GDP[-1]1) ® 100
B. Employment
. FTEM45S = FTEMPA + FTEMPI 4+ FTENMPS
. FTUEMP = LF¥ - FTEM4S
. FTUERA = FTUEMP/L¥
C. Prices
PM = PMGDS ® MGDS/M + PMSV * MSV/H
INFL = ((CPI1 - CPI[-1}) /CPI]l-1] * 100
PINFO = GDP * PGDP/SFORES - SCROPS * PINC/SFORES - SLIVPO @
PLIVPO/SFORES - SFISH ®* PINF1/SFORES - SMGQ ®
PMG/SFORES - SMFG * PMFG/SFORES - SCONS ® PCONS/SFORES
-~ SEGW * PEGW/SFORES - SSER * PSER/SFORES
. FISCAL SECTOR BLOCK
. TAXREV = DIRTAX + TRADET + OTHTAX
REV = TAXREV + NTAXRE
EXPN = OPEXP + CAPOUT + NETLEN
DEFG = EXPN - REV
. REVEFF = (REV/GNPN) * 100
. TAXEFF = (TAXREV/GNPR) * 100
. DRATIO = (DEFG/GNPH} * 100
. FINANCIAL SECTOR BLOCK
NDA = MACNEW + CLMDMB + OTHNDA - REGS
RM = HFA + NDA
MB = MACNEW + CLMDMB + NFA + OTHNDA
TLA = MNULT % MB
MS = HMULT1 ® MB
EXTERNAL SECTOR BLOCK
X$§ = XGDS ® PXGDS/ERXX
M$ = HGDS * PNGDS/ERMYM
. TRABAL = X$ - M$
. INMIRD = OTHINM + INCREM + INTINC + INMFMI
. ONMTIRD = OTHONM + MINTS + ONMFNI
. CURBAL = TRABAL + INMTRD - ONMTRD + ITRANS - OTRANS
. CAPBAL = NSHTRM + ILTLON - OLTLON + MINDF + ERROR
BOP = CURBAL + CAPBAL + MNCOLD + ALLSDR + UNREM + REVADJ
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