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LAST CALL FORTHE BSP

The Philippines is one of the economically
well-founded emerging markets countries -
therefore it gives reason to raise more than
an eyebrow when the monetary policy plays
with fire.

On Thursday, the 15th of February, the Philippine
Central Bank, Bangko Sentral ng Pilipinas (BSP),
eased the monetary policy by cutting the reserve
requirements for banks. These sorts of things have
happened an infinite number of times in history, so it
should hardly excite anyone. But the Philippines has
the fastest growing economy in the world, and as the
government increases the budget deficit this year,
then furthermore does the country’s currency slide in
value every month. At the same time, the global trend
among central banks is currently to hike interest rates
or to tighten monetary in other ways.

The BSP has very professionally communicated about
its plan to cut the reserve requirements to even lower
than 10 pct. over time. As graph one shows, the reserve
requirements in the Philippines are far higher than the
surrounding countries, even after the reduction from
20 to 19 pct. The wish of BSP is to pursue monetary
policy similar to the country’s peers as well as to follow
the general approach among central banks which is to
make use of interest rate changes instead of regulating
the cash reserve requirements.

| think this is a sensible move, and hopefully it will act
as one of several steps in opening up the country’s
overall financial system for further capital movements
in and out of the country.

Regardless of the monetary
policy measures,
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Philippine economy continues to be incredibly
strong and investors should still be attracted to the
extremely robust domestic demand. Combined with
the government’s ambitious infrastructure investment
plans, the economic adventure continues for several
years.

But high growth also poses a risk of rising inflation,
excessive public budget deficits and, for example,
an increasing pressure on the current account. It is
precisely in situations with these potential risks that a
central bank has an extremely important function in
the economy.

For any government it's always tempting to fuel the
economy by public spending, which a central bank
cannot hinder. However, if a central bank estimates that
the macroeconomic risks become excessive, action is
required. Any responsible central bank will steer the
country far away from risks and nervousness in the
financial markets. But an unknown factor is always
how sensitive investors and the financial market in
general are to macroeconomic risks? And thus, how
grave is the nervousness in market?

This is one of the famous very good questions, as a
central bank will of course not test the market in how
nervous it can get - on the contrary. However, | think
that this challenging question can be assessed - in my
view the situation has interestingly changed over the
past six to nine months.

For more than five years, the
global financial
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market has been in a sweet spot with high returns
and an easy-going life. The enormous liquidity in the
financial system globally has led to an investor hunt
on yielding financial assets. If, for example, the bond
market in an emerging market economy was under
pressure then after only a few months investors were
ready to buy the bonds again because the entire
financial world was optimistic about all assets.

In my opinion, this very positive basic assessment
changed already well over six months ago. One of
several reasons is that it became clear to all that the
U.S. central bank (Fed) was serious with the interest
rate hikes. At the same time, inflation has been higher
in many countries for a longer period than the bond
market had foreseen.

But there are further reasons why investors’
nervousness about the Philippines has grown higher.
In particular, the country has let its currency slide,
which again is provoked by BSP not hiking the interest
rates already last year - that should have come in the
wake of the U.S. monetary tightening. As fuel to the
fire, the Philippine inflation rose to four pct. in January,
though the development can partly be explained- and
I'm actually not so nervous about this development
yet.

However, it is significant that the Philippine 10-year
bond yield has shot up from 4.5 pct. in October

to the current 7 pct. (graphic

two). | view
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the development as investors assessing that the
interest rate hikes in the Philippines are overdue and
thus pricing in the missing rate hikes in the bond
yield already. But the rise in bond yields also reflects a
concern about a continued decline in the value of the
peso.

Perhaps some may argue that the interest rate rise in
the domestic bond market does not matter, as it is only
for speculators. However, investors who invest in the
government’s ambitious infrastructure projects will
relate their returns to a reference where the 10-year
bond yield is a possible choice. This yield is now
higher and therefore the return from the infrastructure
projects must also be higher. If it is a user-paid project
(like a highway), this could mean that users have to pay
a higher toll as a consequence.

In January, the Philippinesissued government bonds in
U.S. dollars with 10 years maturity. It was at an interest
rate of only 0.378 pct. above the similar U.S. treasury
bonds which confirms the investor confidence in the
Philippines’ fundamental economy. But just during
the month since the bond issue the peso has lost 3.5
pct. against the dollar thus the financing has already
become expensive.

These are good examples of why it is better for the

Philippinesto pursue afirmer, oreven hawkish, monetary

policy. It would give comfort to those investors who find

the current bond yields and peso level attractive, which

| believe many investors do - but the central bank has

a last call to prove a firm hand at the next monetary
policy meeting in March.

i,

Jan Feb Mar Apr Mai Jun Jul Aug Sep Okt Nov Dez Jan Feb Mar Apr Mai Jun Jul Aug Sep Okt Nov Dez Jan Feb
16 16 16 16 16 16 16 16 16 16 16 16 17 17 17 17 17 17 17 17 17 17 17 17 18 18

Source: Bureau of the Treasury, Philippines

Disclaimer: This report has been prepared by Lundgreen’s Capital ApS for information purposes only. It is not an offer or solicitation of any offers to
purchase or sell any securities, currency or financial instrument. The evaluations, calculations, opinions and recommendations of this magazine should
not replace the making of own opinions about whether to make any such transaction. Whilst reasonable care has been taken to ensure that its contents are
not untrue or misleading, no representation is made as to its accuracy or completeness and no liability is accepted for any loss arising from reliance on it.
Lundgreen’s Capital ApS, its affiliates or staff may perform business services, hold, establish, change or cease to hold positions in any securities, currency
or financial instrument mentioned in this report. Additional information is available from Lundgreen’s Capital ApS. This report is not intended for anybody
outside the European Union. Lundgreen’s Capital ApS, Copenhagen, is acting as an Investment Management Advisor under the inspection of Finanstilsynet
/ Danish FSA. This publication is published pursuant to Executive Order No. 1234 of 22 October 2007 on the compilation and dissemination to the public
of certain investment research. It is strictly prohibited to use the photos in this publication in any way. Short quotes from the publication are allowed if the
source is mentioned. In case that a whole section or article is used it can only happen if it has been approved by Lundgreen’s Capital ApS. The contact details

can be found on the website www.lundgreens.com.

Lundgreens Capital - Hammerensgade 1, 2. Sal -« DK — 1267 Copenhagen K - Telephone +45 70 26 88 55 www.lundgreenscapital.com



