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PEACe bonds: Legal, moral (2)

T

he Caucus of Development NGO Networks (CODE-NGO) maintains that its P1.4 billion in net profit from the auction of 10-year government zero-coupon bonds was obtained legally and morally.  “We played by the rules while making sure at every step of the way that we did not break any law or government procedure,” CODE-NGO says.


It denies using influence to obtain the money from the flotation of Poverty Eradication and Alleviation Certificates, or PEACe bonds, as it won the bidding fair and square.  It insists that Finance Secretary Jose Isidro Camacho, brother of CODE-NGO’s chair, inhibited himself from the issuance of the bonds.


Its reason for tapping the capital market: dwindling development funds from foreign donors, which forced many non-government organizations to either close down or cut their services.  With its yearly interest income of about P100 million from a trust fund that it set up, CODE-NGO will finance poverty alleviation projects.

CODE-NGO’s PEACe Bonds: Financing Civil Society’s Fight Against Poverty

By Danilo A. Songco
National Coordinator, CODE-NGO

since code-ngo was created in 1991, one of the biggest challenges it has had to face is the problem of declining funds for NGO development projects.  


Money for development poured into the country when Cory Aquino became President owing to the desire of foreign governments to strengthen the new democracy in the Philippines.  Since Mrs. Aquino adopted the policy that her government will work with NGOs and people’s organizations (POs or grassroots organizations), a significant part of this development assistance went through them.  In a study that CODE-NGO did in 1998, we determined that the average amount of funds that went to NGOs/POs from 1986 to 1996 was P500 million a year. 


These funds started to dwindle when the Philippine economy started to improve. Thus, in 1995 the United States Agency for International Development (USAID) and the Canadian International Development Assistance (CIDA) cut their NGO programs by 50 percent and continued to progressively reduce their NGO funds since then.  (As this article was being written, we were informed that the Ford Foundation, one of the biggest donor agencies to Philippine NGOs and POs, would close down its Philippine operations by next year.  The Ford Foundation gives around $ 10 million a year to NGOs and POs).  

Vacuum


This has created a huge vacuum in development assistance and caused many NGOs and POs to close down or reduce their programs.  This meant that the communities that they serve have also been deprived of their services.  


Thus, in March of 2001, CODE-NGO incoming Chairperson Marissa Camacho-Reyes formally started a project that would significantly address this growing problem of NGOs and POs.  Through the assistance of investment bankers, the Poverty Eradication and Alleviation Certificates (PEACe bonds) project was conceptualized. As National Coordinator, I was her alter ego in this project.


The idea behind the PEACe Bonds project was to raise P1 billion from the capital market, a potent source of funds.  The target amount had to be big in order to make a significant impact on a colossal problem.  CODE-NGO would buy bonds from government and sell them in the secondary market.  The profit from this sale would be used to establish an independent foundation that would manage a trust fund (only the interest would be spent) to finance NGO/PO projects to fight poverty.  The fund would be made available to all legitimate NGOs and POs—not just to CODE-NGO members.


Since CODE-NGO is not a Government Securities Eligible Dealer (GSEDs, the only ones authorized to buy government securities), it contracted the services of Rizal Commercial Banking Corp. (RCBC), to act as its agent to purchase the zero coupon bonds or  zeroes.  It was also able to obtain the services of an underwriter, RCBC Capital, who agreed to purchase from CODE-NGO all the zeroes that it would buy from government (through RCBC) at a pre-agreed price.  In capital market parlance, this is referred to as a firm underwriting agreement.  


CODE-NGO proposed to government to sell the 10-year zeroes.  It also worked to secure eligibilities from certain government agencies to make these bonds marketable in the secondary market for a profit.  


Although CODE-NGO initially tried to obtain the zeroes on an exclusive sale basis, the Bureau of Treasury (BTr) decided to auction them off.  Thus, on Oct. 16, 2001, RCBC was able to obtain P35 billion worth of zeroes from this auction in behalf of CODE-NGO.  The winning bid was 12.75 percent per annum which meant that RCBC would pay P10.168 billion as it’s current value and government would redeem the bonds at P35 billion in 10 years. 


Following the firm underwriting agreement, RCBC sold the bonds to RCBC Capital at 11 percent per annum or P11.9 billion.  They reimbursed themselves the P10.168 billion that they paid BTr and remitted the difference of P1.8 billion to CODE-NGO.  


After paying fees, CODE-NGO divided its net proceeds of P1.48 billion into two.  It established a trust fund of P148 million for the sustainability of its network members and organized the Peace, Equity and Access for Community Empowerment Foundation (Peace and Equity Foundation) to manage a trust fund of P1.3 billion.


While the fund raising objective was successful, the Peace bonds is now the center of controversy.  It is the subject of a Senate investigation as well as intense public debate.  The allegations against the PEACe bonds range from it being a scam, to it being a grand conspiracy among CODE-NGO and several government agencies, to CODE-NGO unethically using its influence to obtain the funds that it raised in the project.


In order to prevent readers who may not be keen about financial market transactions from being confused, I will confine our arguments to the major issues raised against the Peace bonds.  There has been a lot of disinformation and misinformation about the PEACe bonds lately and these have created more heat than light in addressing the issues about this project.


From where we stand, there are four major points that should be established before making a conclusion about the PEACe bonds:

Did government lose money?


Definitely not.  The P1.8 billion gross margin is private funds.  The P10.168 billion that was paid by RCBC to the BTr is the public fund but the gain of P1.8 billion is a private fund because it is a trading gain realized from buying and selling government security.  Money market traders make money this way. This happens as a normal course of business in the capital market on a daily basis.


There was no special tax exemption given to the PEACe bonds.  The BIR merely confirmed that the gains from the retirement of PEACe bonds are tax exempt by their very nature as a 10-year bond.  Section (32) B (7) g of the 1997 National Internal Revenue Code states that gains from retirement of bonds (public and private) with a maturity of 5 years and more are exempt from payment of income tax, apparently to encourage long-term savings/ investments.  CODE-NGO merely sought a ruling from the BIR to confirm this feature of the PEACe bonds.  It did not ask for, nor it is granted special tax incentives.  


There is no foregone tax revenue because gains from the PEACe bonds are exempt from tax in the first place.  One does not lose something that is not there in the first place.

Another issue raised was that the government stands to lose tax revenues of PhP7.94 billion.  The amount was arrived at by simply getting the difference between PhP35 billion (the face value of the zeroes, bonds) and PhP10.17 billion, which is the price paid by RCBC for the zeroes, and multiplying the difference of PhP24.83 billion with the 32-percent corporate income tax rate.  


As pointed out by former finance minister Cesar Virata, now RCBC acting CEO, the computation amounts to “gross over simplification” of the corporate income tax process.  As every experienced tax practitioner will know, our income tax system is computed based on net income, meaning, any gross income made by RCBC on the zeroes, in this case, PhP24.83 billion is subjected to ordinary deductions for expenses and other deductions permitted to be made by a corporate tax payer.  


It is only the net income after all deductions that is subject to the 32-percent corporate income tax.  In addition, we were advised that, for tax purposes, since the alleged gain will be made over 10 years, then the tax (as properly computed) is also spread over 10 years, if ever there will be any such tax.


Furthermore, every taxpayer, whether an individual or a corporation, knows that income taxes are payable only on 15 April of every year.  Assuming again that the income from the zeroes are subject to tax, then, its stands to reason that the tax is still not payable until 15 April of every year for the next 10 years.  To conclude therefore that government will lose such a huge tax revenues is premature to say the least.


This project did not add P35 billion to the government’s debt stock.  The 10-year zeroes that were issued by the BTr are part of the borrowing program of government to finance its budget deficit. In short, the BTr would have had to borrow to begin with. 


The government only got P10 billion yet it has to pay P35 billion in 10 years?  


The BTr borrowed P10.168 billion (present value) from the capital market at an interest rate of 12.75 percent payable in 10 years.  If one multiplied P10.168 billion by 12.75 percent over a 10-year period (compounded semi-annually) the product would be P35 billion (face value).  The difference with zeroes is that government does not pay the semi-annual interest, it makes a balloon payment of the face value at maturity.  


In fact government saved money in interest payment from the sale of the bonds because it fetched a lower price than the prevailing market rate for 10-year fixed interest bonds on the day of the auction.  


So how come CODE-NGO made a huge gain despite the fact that it did not invest a single centavo of its own money (laway lang ang puhunan)?  


Because its underwriter, RCBC Capital, agreed to advance the money to buy the bonds since it had a firm underwriting agreement with CODE-NGO.  Apart from the obvious financial gain that RCBC would eventually make from trading the bonds in the market, it went into a partnership with CODE-NGO because it believes in the poverty alleviation objective of the project.  This is an exercise of their corporate social responsibility.  Likewise, this is not an unusual business practice because some underwriters do advance funds for their clients.

Transparent


Was the sale of the bonds done in a manner that is transparent and above board?  Were any government regulations broken in the process?


Fifteen universal banks, five of which are multinational banks, participated in the auction of the PEACe bonds.  The BTr offered between P30 billion and 50 billion worth of zeroes but P137 billion, or almost four times the amount awarded worth of the bids, were received.  


If indeed there was information asymmetry or if the auction was rigged, the bidders had two days to make their complaints and demand a re-bidding.  Not one of the bidders raised a complaint.  Since all of those who participated in the auction are expert traders, they would not have participated if the playing field was not level.  Logic dictates that the bidders are the best witnesses to testify if the bidding was fair or not.  They have not been invited up to this day.


As a matter of fact, in a forum sponsored by the Makati Business Club last Feb. 11, the executive director of the Bankers’ Association of the Philippines and the President of the Money Market Association of the Philippines (both associations being authorities in capital market transactions) hailed the auction of the bonds as fair and transparent.  They also said none of their members have come forward to complain about irregularities in the Oct. 16, 2001 auction of the bonds.  Other leaders of the business community from MBC, the Management Association of the Philippines and the Bishops Businessmen’s Conference who were present in the forum agreed that the PEACe bonds were sold in a fair and transparent manner.  


Was CODE-NGO’s desire to have the PEACe bonds sold to them exclusively a violation of the law and a way of keeping the deal secret?  


Not at all. The National Treasurer himself admitted in the second hearing of the Senate investigation that the Bureau of Treasury sometimes sells government securities on a negotiated basis to a single buyer.  There have been several of these negotiated sales.  


CODE-NGO was the originator of the project and its members made up a large constituency that supported it.  It likewise intended to open whatever funds it would obtain from the fund-raising project to ALL interested and qualified NGOs and POs. It would not be exclusive to its members. From that standpoint there was no compelling reason to open the project to other civil society groups.


Did the Secretary of Finance interfere in the process to enable CODE-NGO to raise this money? Did CODE-NGO use its connections in obtaining the “sweeteners” of the PEACe bonds?


Certainly not.  CODE-NGO started the project in March 2001 even before Finance Secretary Jose Isidro Camacho was appointed to the Department of Energy.  When he was appointed to the Department of Finance, Camacho inhibited himself from the project in order to prevent a conflict of interest since his sister, Marissa Camacho-Reyes, is the chair of CODE-NGO, the proponent of the bonds.  


Camacho-Reyes also inhibited herself from the project in the same vein.  Sec. Camacho did not make any decision related to the PEACe bonds, he assigned Undersecretary Cornelio Gison to attend to the project in behalf of the DOF and National Treasurer Sergio Edeza in behalf of BTr.  


All the decisions of government agencies that CODE-NGO dealt with in this project were done on arms length basis.  The government agencies involved made decisions independently in responding to CODE-NGO’s requests at the initial stages of the project when it sought exclusive sale of the bonds.  As far as the Monetary Board (MB) was concerned, CODE-NGO sought three eligibilities for the PEACe bonds but only got one.  In the end, when the BTr decided to auction the zeroes, MB ruled that the secondary reserve eligibility that it granted shall go to whoever wins the bonds in the auction. It is not exclusive to CODE-NGO. 


If indeed CODE-NGO used its influence in the process, it should have obtained the PEACe bonds through an exclusive sale.  We worked hard to obtain the requirements of the BTr for the sale of the zeroes thinking that having completed such requirements, the zeroes would be sold to us. Contrary to our desire, the National Treasurer decided that the PEACe bonds be auctioned in order to ensure transparency in its sale and in order to discover the real price of these bonds in the market.  Had CODE-NGO lost in the auction, it would have lost everything that it worked for. 

Where is the money?


The two trust funds were established from the net proceeds of P1.48 billion from sale of the PEACe bonds are all in the bank.  Since it was established in November 2001, the Peace and Equity Foundation has received 120 project proposals. Currently, the Peace and Equity Foundation limits itself to supporting projects that can demonstrate impact on the poor family within three to six months.


To date it has approved 11 projects ranging from P 200,000 to P 7,500,000.  The total amount of approved projects is P 16,653,000.  Most of these projects are located in the four priority areas of the foundation (e.g. ARMM, Eastern Visayas, Bicol and urban poor areas of Metro Manila).  


NGOs and POs who may be interested to access the Peace and Equity fund may send their project proposals to: 2/F CCS Bldg., Social Development Complex, Ateneo de Manila University, Loyola Heights, Quezon City.  Tel nos. 4266001 (local 4624 and 4625) and 4265938.  This is the CODE-NGO National Secretariat office which is the temporary home of the Peace and Equity Foundation.

Peace and Equity Foundation


The Board of Trustees of the Peace and Equity Foundation is made up of an eminent person (Fr. Noel Vasquez, S.J., former provincial and currently Treasurer of the Society of Jesus who is the Chair of the foundation), one from the business sector (Senen Bacani, former agriculture secretary who is the Treasurer), one from the basic sectors (Mercedes Nicolas, chair of a national organization of market vendors and other workers in the informal sector) and six individuals from CODE-NGO, (Marcia Feria-Miranda; Marissa Camacho-Reyes, Guillermo Cua from a nationwide confederation of cooperatives, Marietta Paragas from the Cordilleras, Martiniano Magdolot from Mindanao and myself). 


The National Anti-Poverty Commission (NAPC) and the Department of Finance will each have one representative as ex-oficio, non-voting members of the board.  As the term of office of the six trustees from CODE-NGO expires, they will be replaced by other prominent NGO leaders who are not from CODE-NGO.  In time, the Peace and Equity Foundation will be fully independent from CODE-NGO.


Having heard a lot of arguments about the PEACe bonds, it seems that there are two underlying reasons for the controversy.  The reason behind the Senate investigation was unraveled through the confirmation process of Sec. Lito Camacho.  The PEACe bonds was a potent reason to block his confirmation because of his family relation to CODE-NGO’s chair and because the project went through government agencies that he either supervised or are related to his department.  


The fact that he has hurdled the most difficult part of the confirmation process does not seem to indicate that the Senate investigation will be aborted.


Unfortunately, the bonds have become a political issue.


The other underlying reason seems to be the discomfort of some of our civil society colleagues in our participation in the capital market, one of the bastions of capitalism.  Some civil society activists do not trust the market because they believe there is no such thing as a free market. As such, they probably conclude that the funds that we raised (particularly since they are quite huge) was the product of manipulation of the market.  


However, when CODE-NGO decided to tap the capital market for funds, we knew we had to engage the market.  The capital market has its own rules that one needs to follow if one wants to benefit from it.  We played by these rules while making sure at every step of the way that we did not break any law or government procedure.  Still we stand firm in our conviction that the funds that we raised were obtained legally and morally.  The funds that we raised are fully accounted for and neither Marissa Camacho-Reyes nor I earned a single centavo from this project. 


We set out in this project with a clear objective to raise funds for poverty eradication projects.  We believe that the accomplishment of this objective will redound to the benefit of the poor and marginalized in our country and will lead to the strengthening of a vibrant yet financially beleaguered civil society. 

� Philippine Daily Inquirer (Opinion), 17 February 2002, p. A10.





