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FOREWORD 
�

�
he primary objective of monetary policy is to promote a low and stable rate 
of inflation conducive to balanced and sustainable economic growth.  The 
adoption in January 2002 of the inflation targeting framework for monetary 
policy was aimed at helping fulfill this objective.   

 
One of the key features of inflation targeting is greater transparency, which 

means greater disclosure and communication by the BSP of its policy actions and 
decisions. This Inflation Report is published by the BSP as part of its transparency 
mechanisms under inflation targeting.  The objectives of this Inflation Report are: (i) 
to identify the risks to price stability and discuss their implications for monetary 
policy; and (ii) to document the rigorous economic analysis behind the conduct of 
monetary policy and convey to the public the overall thinking behind the BSP’s 
decisions on monetary policy.  The broad aim is to make monetary policy easier for 
the public to follow and understand and enable them to better monitor the BSP’s 
commitment to the inflation target, thereby also helping both anchor inflation 
expectations and encourage informed debate on monetary policy issues.   

 
The government’s targets for annual headline inflation under the inflation 

targeting framework have been set at 5.0-6.0 percent for 2005 and 4.0-5.0 percent 
for 2006. For 2007, the Government’s target range is 4.0-5.0 percent. 

 
The report is published on a quarterly basis, presenting a survey of the 

various factors affecting inflation. These include recent price and cost developments, 
prospects for aggregate demand and output, monetary and financial market 
conditions, labor market conditions, fiscal developments, and the international 
environment.  A section is devoted to the BSP’s view of the inflation outlook during 
the policy horizon. This is followed by a discussion of the implications of the 
assessment of inflation and economic conditions on the monetary policy settings of 
the BSP.  This issue of the Inflation Report also features a box article explaining the 
sources of recent strong growth in domestic liquidity. 

 
The Monetary Board approved this Inflation Report at its meeting on 

19 January 2006. 
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                          �
THE MONETARY POLICY OF THE 
BANGKO SENTRAL NG PILIPINAS 

 

 
�
The BSP Mandate 

   
The BSP’s main responsibility is to formulate and implement policy in the 
areas of money, banking and credit, with the primary objective of 
maintaining stable prices conducive to balanced and sustainable economic 
growth in the Philippines. The BSP also aims to promote and preserve 
monetary stability and the convertibility of the national currency.  
 
Monetary Policy Instrument 

   
The BSP uses the overnight repurchase (RP) rate and reverse repurchase 
(RRP) rate  as the key policy rates to set the monetary policy stance. 
These two interest rates are typically raised or lowered in tandem by the 
Monetary Board. 
 
Policy Targets 

   
The BSP uses the Consumer Price Index (CPI) or headline inflation rate 
(which is compiled and released to the public by the National Statistics 
Office (NSO)) as its target for monetary policy.  The policy target is 
expressed in the form of a range for a given year and is set by the 
Development Budget Coordination Committee (DBCC) in coordination with 
the BSP.  For 2005-2006, the government’s targets for annual headline 
inflation have been set at 5.0-6.0 percent and 4.0-5.0 percent, respectively. 
Meanwhile, the inflation target range has been set at 4.0-5.0 percent for 
2007. ��
�
BSP’s Exemption Clauses 
 
These refer to the predefined set of acceptable circumstances under which 
an inflation-targeting central bank may fail to achieve its inflation target. 
These clauses recognize the fact that there are limits to the effectiveness of 
monetary policy and that deviations from the inflation target may sometimes 
occur because of factors beyond the control of the central bank.  Under the 
inflation targeting framework of the BSP, these exemptions include price 
pressures arising from: (a) volatility in the prices of agricultural products; (b) 
natural calamities or events that affect a major part of the economy; (c) 
volatility in the prices of oil products; and (d) significant government policy 
changes that directly affect prices such as changes in the tax structure, 
incentives and subsidies. 
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    The Monetary Board  
 
The powers and functions of the Bangko Sentral, such as the conduct of 
monetary policy and the supervision over the banking system, are exercised 
by its Monetary Board, which has seven members appointed by the 
President of the Philippines.  The Monetary Board meets every four weeks 
to review and decide on the stance of monetary policy.   
 

                        
Chairman Amando M. Tetangco, Jr. 

  
Members Romulo L. Neri 

 Vicente B. Valdepeñas, Jr.  

 Raul A. Boncan 

 Juanita D. Amatong 

 Nelly F. Villafuerte 

 Alfredo C. Antonio 

�
The Advisory Committee 
 
The Advisory Committee was established as part of the institutional setting 
for inflation targeting. It is tasked to deliberate, discuss and make 
recommendations on monetary policy to the Monetary Board.  The 
Committee meets regularly every four weeks but may also meet in between 
the regular meetings, whenever it is deemed necessary.���
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Members Diwa C. Guinigundo 

Deputy Governor 
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Deputy Governor 
Supervision and Examination Sector 
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OVERVIEW  
 

�     Consistent with BSP’s expectations of easing price pressures towards the end 
of 2005, inflation slowed further in the fourth quarter. The continued deceleration 
in non-food inflation due mainly to the decline in energy prices during the quarter 
offset the modest uptick in food inflation. Likewise, core inflation sustained its 
decelerating trend during the quarter, indicating subdued demand-based price 
pressures. 

�     Nevertheless, the full-year average inflation for 2005 was higher than the 
Government-announced target of 5.0-6.0 percent. An assessment of the 
Consumer Price Index (CPI) data showed that price pressures during the year were 
tied largely to the runaway increase in oil prices and the occurrence of a mild El Niño 
in the early part of 2005. 

 
�     Domestic economic growth continued in the third quarter but at a slower pace. 

This reflected the dampening effects of higher oil and consumer prices, sluggish 
exports and the slowdown in the growth of the agriculture and services sectors. Other 
indicators suggested some tentativeness in the overall strength of demand. 
Meanwhile, there have been some positive developments such as the decline in the 
unemployment rate and improvements in consumer and business optimism as 
indicated by survey results.  

 
�     Market interest rates sustained its general easing trend during the quarter. 

Ample liquidity in the system and improved market confidence given favorable 
developments in the fiscal sector contributed to the decline in domestic interest rates.    

 
�     Demand for money decelerated but continued to be strong.  The growth in 

liquidity was driven by strong inflows of foreign exchange from overseas Filipino 
workers’ (OFW) remittances as well as from portfolio and direct investments. Liquidity 
growth was also supported by modest expansion in credit activity.   

   
�    The peso continued to appreciate against the US dollar. The local currency was 

supported by sustained dollar inflows as well as positive market sentiment due to the 
improving outlook in the fiscal sector.  

 
�     The global economy’s growth momentum continued, driven by the strong 

output performance of the services sector and the moderate recovery of 
manufacturing in most major economies. Generally favorable labor market 
conditions along with gradual improvements in business and consumer confidence 
have aided recovery in domestic demand. On the price front, the recent decline in oil 
prices from their peak level in September has contributed to easing global inflation 
pressures.   
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�     During the quarter, the Monetary Board raised its policy rates by another 25 
basis points. The decision to further tighten policy stance was based on the 
assessment that expected price pressures and the risk of a sustained breach of the 
inflation target require a timely response from monetary authorities.  

 
�     Favorable developments in demand and supply conditions should provide a 

stabilizing influence on consumer prices. Demand-based pressures on prices are 
likely to remain limited in the near term. On the supply-side, price pressures are likely 
to be held back by: recent easing in energy prices; easing food prices due to restored 
normal weather conditions and lower domestic prices of imported goods due to the 
strengthening of the peso.   

�     Nevertheless, inflation is still expected to remain above target in 2006. Global 
energy prices may also continue to be the dominant source of uncertainty in the 
outlook for inflation given limited global surplus production capacity. The one-off price 
adjustments associated with the planned increase in the VAT rate as embodied in the 
RVAT Law are expected to translate into a short-lived but sizeable impact on prices.  

 
�     In the months ahead, the task for the BSP will be to remain steadfast in fighting 

inflation. Monetary policy in the months ahead will thus continue to be aimed at 
delivering a timely and effective policy response against the second-round effects of 
cost-push shocks; build-ups in demand pressure due to excessive expansion in the 
money supply; and the inflationary consequences of exchange rate volatility arising 
from narrowing interest rate differentials. The future policy actions of the BSP will be 
focused at all times on helping to steer inflation towards the inflation target. 
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I.   INFLATION AND REAL SECTOR DEVELOPMENTS 

Prices   

 

Inflation slowed further in the fourth quarter of 
2005, in line with expectations. Non-food 
inflation slowed down during the quarter, 
offsetting the modest uptick in food inflation. 
 
Positive developments in both supply and 
demand conditions helped keep price 
pressures in check The recent decline in the 
price of imported oil, the strengthening of the 
peso against the US dollar, and the onset of the 
harvest season have provided a stabilizing 
influence on prices. Meanwhile, demand-side 
pressures on prices remained limited as 
indicated by the continued easing in core 
inflation. 
 
Nevertheless, full-year 2005 inflation averaged 
7.6 percent, higher than the Government-
announced target of 5.0-6.0 percent. This was 
also higher than the 6.0 percent average 
inflation rate posted in 2004.  An assessment of 
the CPI data showed that price pressures 
during the year were tied largely to the runaway 
increase in oil prices and the occurrence of a 
mild El Niño in the early part of 2005. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Headline inflation eases further in the fourth 
quarter; full-year inflation is above target. 
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 Headline and Core Inflation 

 

 

Average headline inflation eased to 6.9 percent 
in the fourth quarter from 7.1 percent in the 
previous quarter. This was also significantly 
lower than the 8.1 percent average posted in 
the same quarter a year ago.  
 
Inflation for food, beverage and tobacco (FBT) 
inched up slightly to 5.9 percent in the fourth 
quarter from only 5.8 percent in the previous 
quarter. This was, however, two percentage 
points lower than the 7.9 percent average FBT 
inflation a year ago. 
 
Meanwhile, non-food inflation decelerated to 
7.9 percent from 8.3 percent in the previous 
quarter and the fourth quarter of 2004.  
 
Of the 6.9 percent average inflation for the 
fourth quarter, 3.0 percentage points were 
attributed to food alone.  Fuel, light and water 
contributed 1.1 percentage points while 
services contributed 1.7 percentage points (of 
which 1.2 percentage points were accounted 
for by transportation and communication). 

 

 

Core inflation, a measure of underlying 
inflation, continued to decelerate in the fourth 
quarter of 2005.1 Based on the reports of the 
NSO, the official core inflation rate (defined as 
CPI inflation after excluding selected food- and 
energy-related components) averaged 6.1 
percent in the fourth quarter. This represented 
a deceleration from 6.6 percent in the previous 
quarter and from 7.4 percent during the same 
period in 2004.  
 
 

                                                           
1  The NSO began releasing official core inflation data in February 2004 alongside headline inflation. A primer on core 

inflation is available in electronic format on the BSP website at http://www.bsp. gov.ph/downloads 

Core inflation sustains decelerating trend. 

Slowdown in non-food inflation offset modest 
rise in food inflation. 
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Alternative measures of core inflation (trimmed 
mean, weighted median and “net of volatile 
items” measure) computed by the BSP also 
showed a similar easing from the preceding 
quarter.  Compared to the same period in 2004, 
the various core inflation measures were 
likewise generally lower. 
 
The continued deceleration in core inflation 
suggests an  easing of overall demand-based 
pressures on consumer prices. 
 

 

 

 
It is useful to examine the distribution of price 
changes in the CPI basket to get a sense of 
whether pressures on consumer prices are 
becoming generalized. This would imply 
determining the proportion of CPI basket 
components (at the very detailed 4-digit level) 
showing inflation rates above a given 
threshold—in this case the midpoint of the 5.0-
6.0 percent inflation target for 2005—and see 
whether that proportion has been increasing or 
declining.   
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 The data show that the number of particular 
items with inflation greater than the threshold of 
5.5 percent picked up in October and November 
but declined in December 2005.2  The total 
number of commodity groups with 5.5 percent 
inflation or higher reached 90 items last March 
2005, the highest number recorded for the year.  
This figure has fallen steadily in the past 
months. The total number of commodity groups 
with 5.5 percent inflation declined to 66 in 
October but rose to 71 items in November. 
However, as inflation decelerated in December 
to 6.6 percent, the number of commodity groups 
with inflation over the threshold declined again 
to 66 items.    
 
Further analysis is possible by dividing the CPI 
into food and non-food components.  The 
number of food items with inflation above the 
threshold of 5.5 percent has also declined 
steadily since March 2005.  The number of food 
and non-food items displayed a pattern similar 
to that of the total number of commodities with 
inflation over the threshold increasing for the 
first two months of the quarter and decreasing 
in December.  By end-December 2005, the 
number of food items over the threshold level 
stood at a year-low of 35 items while non-food 
items over the threshold level stood at 31 items 

                                                           
2        5.5% represents the average of the National Government’s inflation target for 2005.  
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Food Prices  
 
Food inflation rose slightly from the previous 
quarter but slowed down compared to the same 
period a year ago. Higher inflation rates were 
recorded for rice, fruits and vegetables, 
miscellaneous food items, beverages and 
tobacco during the quarter.  
 
Rice inflation remained high as rice production 
declined during the quarter due to the combined 
impact of unfavorable weather conditions and 
high cost of fertilizers and other farm inputs. In 
addition, the imposition of RVAT on some food 
items starting November 2005 also added to 
some pressures on food inflation.  
 
Meanwhile, corn prices declined in the fourth 
quarter on account of the increase in global 
production along with the decline in 
international prices. Likewise, the price of other 
agricultural products such as fish, livestock and 
poultry slowed down due to the expansion of 
areas allotted for farming coupled with the new 
technology and the technical assistance 
provided by the government in cooperation with 
the local government units. Prevailing good 
weather conditions in the second half of the 
year also contributed to higher production in 
commercial and municipal fishing.  
 
Looking onward, the outlook for food production 
remains generally favorable given expectations 
of neutral weather conditions for 2006. 
Moreover, the Government’s plan to implement 
measures to raise agricultural productivity as 
well as to prevent the occurrence of Avian flu in 
the country are expected to mitigate future price 
pressures on food products. 
 
 

Food inflation rises slightly on seasonal increase 
in food demand. 
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Non-Food Prices 
 
Average non-food inflation continued to slow 
down in the fourth quarter. Except for services, 
the inflation rate of different commodity groups 
under non-food decelerated. Most notably, 
inflation for fuel, light and water (FLW) eased 
anew but remained at double-digit levels. The 
double-digit inflation for fuel, light and water 
(FLW) during the last quarter of 2005 came 
mainly from higher prices of LPG and water.  
Average inflation for clothing and housing and 
repairs, likewise, declined due to increased 
competition, and moderated increase in the 
cost of housing repairs.  
  
By contrast, services showed a slight uptick 
from the previous quarter owing to the rising 
costs of energy products grouped under 
services allied to transport.  These included oil, 
gasoline and diesel.    
  

  

 

 
 
 
 
 

 Energy Prices 
 
International oil prices declined in the fourth 
quarter, with the average price per barrel of 
Dubai crude oil dropping by 4.5 percent 
(US$2.47/barrel) to US$52.85 from the previous 
quarter’s US$55.32.  World oil prices eased 
with reduced demand for expensive oil after 
the summer driving season ended.  The 
decline in oil prices was also supported by the 
mild weather conditions in the Northern 
Hemisphere during the beginning of the 
winter season. 
  �� 
However, compared to the same period last 
year, the price per barrel of Dubai crude oil was 
54.5 percent (US$18.65/barrel) higher. The rise 
could be explained by concerns of narrow 
production and refinery capacities and the 
disruption of oil operations after strong 
hurricanes hit the US Gulf of Mexico in 
September 2005. 
    ��� 
Over the near-term, the possibility of a 
substantial decline in global oil prices remains 
remote given limited global surplus production 
capacity. In addition, geopolitical concerns may 
continue to pose a risk to oil supply.  

Non-food inflation slows down. 

Declining crude oil prices during the period 
underpin the moderation in non-food prices. 
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Despite rollbacks in November, domestic pump 
prices of petroleum products (except for diesel) 
were still generally higher as of end-December 
compared to the end of the third quarter. 
Domestic oil companies raised pump prices in 
October to reflect the lagged impact of 
increases in world crude prices in the previous 
months. Another round of price increase was 
implemented on 1 November in line with the 
implementation of the RVAT on petroleum 
products. This was followed by a series of price 
rollbacks during the month as crude oil prices in 
international markets eased.  
 
As of end-December, prices of premium 
gasoline and liquefied petroleum gas (LPG) 
were higher by about 4.6 percent and 37.2 
percent, respectively compared to the end of 
the third quarter. Meanwhile, the price of diesel 
was lower by 2.4 percent. 
 
Compared to the end-December 2004 levels, 
the prices of gasoline and diesel at the end of 
the fourth quarter represented an average 
increase of 28.0 percent and 33.9 percent, 
respectively.  This, however, is smaller than the 
increase in the benchmark Dubai crude oil price 
during the same period as local oil companies 
were constrained from sharply increasing their 
prices with tougher competition under a 
deregulated environment.  In addition, the 
appreciation of the peso against the US dollar 
partly offset the rising costs of imported crude 
oil and petroleum products during the quarter in 
review. 
 
Meanwhile, domestic inventories of oil were 
relatively stable during the quarter, reaching an 
equivalent of 70 days of supply as of 
26 December compared to 71 days as of 
26 September. The crude oil inventory provides 
oil companies with sufficient supply during 
periods when imported oil becomes expensive.   
 
The industry’s oil inventory includes an 
equivalent of 42 days of finished products, more 
than twice the Government’s required minimum 
inventory level of 7 to 15 days.  Meanwhile, the 
inventory of crude in stock and crude in transit 
amounted to 13 days and 15 days of supply, 
respectively. 

Local pump prices are generally higher in the 
fourth quarter compared to the previous quarter. 
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Utility Charges 
 
In the power sector, the Energy Regulatory 
Commission (ERC) issued guidelines on the 
implementation of the Reformed Value Added Tax 
(RVAT) Law under Resolution Number 20, dated 7 
November 2005.3  According to the ERC, the tax 
rate on electricity will be less than 10 percent, as 
the two percent national franchise tax previously 
collected from the distribution sector will no longer 
apply. However, the local franchise tax being 
collected by local government units (LGUs) from 
all franchise holders pursuant to the Local 
Government Code (Republic Act No. 7160) will 
continue to be collected. Furthermore, the ERC 
resolution exempted power generated from 
renewable fuel sources as well as power sold to 
companies in the accredited list of the Philippine 
Export Zone Authority (PEZA) and Subic Bay 
Metropolitan Authority (SBMA) from RVAT.4  
 
In the Manila Electric Company (Meralco) 
franchise area, the VAT charges for electricity, 
which covered the period beginning 1 November, 
were reflected in the December billing cycle. 
Meralco’s VAT collections will be revenue neutral 
to Meralco and would accrue only to the National 
Government.  

 Looking forward, adjustments in utility charges 
are likely to be implemented in 2006 as utility 
companies recover the higher costs associated 
with the increases in oil prices.    

                                                           
3  ERC, “ERC issues resolution implementing EVAT”, available online at: http://www.erc.gov.ph/2-pr-2005-11 

17%20ERC%20issues%20resolution%20for%20EVAT.htm 
 
4  According to the ERC the new tax measure will be implemented based on gross receipt on sales and services of 

electricity by the generation, transmission, and distribution companies. Universal Charge, Benefits to Host 
communities, and other taxes imposed under the Electric Power Industry Reform Act (EIPIRA) will be excluded from 
the computation of the gross receipts. Meanwhile, the sale of power of fuel generated through renewable  sources of 
energy such as biomass, solar, wind, hydropower, geothermal ocean energy and other emerging energy sources 
using technologies such as fuel cells and hydrogen fuel will be subject to zero percent VAT rate ( Source:ERC).   

Removal of VAT exemption of the power sector 
implies additional charges for end-users. 
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Aggregate Demand and Supply 

 

 

The Philippine economy continued to grow 
despite the adverse movements in oil and 
consumer prices and the sluggish performance 
of the agriculture sector. The country’s real 
gross domestic product (GDP) grew by 4.1 
percent in the third quarter of 2005, lower than 
the previous year’s 6.2 percent. Meanwhile, 
real gross national product (GNP) increased at 
a faster pace of 6.5 percent compared to 5.7 
percent a year ago, largely on account of the 
robust growth in OFW remittances.  These 
brought real GDP and GNP growth for the first 
three quarters to 4.6 percent and 5.4 percent, 
respectively. 
 

 
 

 

 

Aggregate Demand 
 
Expenditures by major economic sector 
 
Growth in consumer spending slowed to 4.8 
percent in the third quarter owing to higher 
prices of goods and services. Expenditure 
cutbacks were observed in beverages, clothing 
and footwear, and household furnishings.  
Meanwhile, slower growth rates were noted in 
food, fuel, light and water (FLW), transportation 
and communication, and miscellaneous 
expenditures. 
 
Government consumption declined by 2.1 
percent, reflecting cautious public spending. 
Fixed capital formation fell by about 4.0 percent 
as political tension during the quarter held back 
investments in construction and durable 
equipment.  
 
Meanwhile, total imports recorded under the 
third quarter national income accounts (NIA) 
accelerated, buoyed mainly by stronger growth 
in merchandise imports. The major contributors 
to growth in merchandise imports during the 
quarter were electrical and non-electrical 
machinery, feeding stuff, textile yarns, and 
cereals and cereal products.      

Philippine economy sustains growth based on 
latest available GDP data for the third quarter. 
 

Despite some moderation, consumer spending 
continues to be the key driver of domestic 
demand. 
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Latest trade data from the NSO show that 
merchandise imports fell by 3.1 percent year-
on-year in October 2005 from an expansion of 
7.8 percent in the previous month and 17.8 
percent in October 2004.  This was due largely 
to the 5.7 percent contraction in imports of 
electronic products, which accounted for nearly 
half of total import payments. On a year-to-date 
basis, merchandise imports rose by 0.3 
percent.   
 

 

 

Other Demand Indicators 
 
Other indicators such as energy, vehicle, and 
appliance sales point to tentativeness in 
domestic demand conditions. Capacity 
utilization in the manufacturing sector improved 
slightly.  Meanwhile, the country’s major 
corporations posted solid revenue growth 
during the first three quarters.  In addition, 
latest surveys show a pick-up in overall 
consumer and business optimism for the fourth 
quarter of 2005 and the first quarter of 2006. 
 
·  Relative to the previous month and the 

previous year, average capacity utilization in 
manufacturing in October 2005 was slightly 
higher at 80.4 percent.  About 53.9 percent 
of the manufacturing firms in the sample 
were operating at 70-89 percent capacity in 
October, 12.4 percent at full or near-full 
capacity operation (90-100 percent), and the 
remaining 33.7 percent at below 70 percent 
capacity utilization.          

Other demand indicators show mixed trends. 
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·  Data from the NSO’s Monthly Integrated 
Survey of Selected Industries (MISSI) show 
sustained growth in manufacturing activity. 
The value of production index (VAPI) 
increased by 13.9 percent year-on-year in 
October 2005 following a 10.3 percent 
growth in the previous month.  On a month-
on-month basis, growth in VAPI improved to 
6.7 percent from 2.3 percent in September. 
The volume of production index (VOPI) 
expanded by 4.6 percent in October, a 
reversal of the 4.5 percent contraction in 
September. On a monthly basis, VOPI 
likewise reversed the previous month’s 1.4 
percent decline, rising by 8.0 percent in 
October. 

 

 

·  The country’s major corporations posted 
generally strong revenue growth in the first 
nine months of 2005. Some firms, however, 
registered lower profits due to higher 
operating expenses and financing charges. 

 

 

·  Passenger car sales increased by 4.6 
percent year-on-year in December, 
according to data from the Chamber of 
Automotive Manufacturers of the Philippines, 
Inc. (CAMPI).  On a month-on-month basis, 
passenger car sales rose by 22.7 percent 
from a decline of 14.2 percent in November.  
For the whole of 2005, passenger car sales 
rose by 7.1 percent, with the introduction of 
new models, promos, and other marketing 
activities during the year.  Meanwhile, sales 
of trucks and buses grew by 20.7 percent 
year-on-year and 28.2 percent month-on-
month in December.  For 2005, truck and 
bus sales exhibited an 8.5 percent increase 
from the previous year.  
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·  Energy sales by Meralco—the country’s 
largest distribution utility—declined by 3.1 
percent year-on-year in October as sales to 
all consumer categories (residential, 
commercial and industrial) fell. Month-on-
month, energy sales dropped 2.7 percent in 
October.   

 

 
 
 

·  Appliance sales fell for the eleventh straight 
month, declining by 24.7 percent year-on-
year in October.  On a monthly basis, 
appliance sales dipped 1.3 percent following 
a 6.9 percent expansion in September. 

 

·  Based on estimates of Colliers International 
Research, land values in the Makati Central 
Business District (CBD) and Ortigas Center 
rose during the third quarter of 2005 relative 
to both the previous year and the previous 
quarter.  Meanwhile, office vacancy rates 
continued to decline while residential 
vacancy rates posted an increase during the 
third quarter.     
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·  The fourth quarter 2005 Business 
Expectations Survey (BES) conducted by the 
BSP showed improvements in business 
optimism for the fourth quarter of 2005 and the 
first quarter of 2006.  Respondents attributed 
the improving business outlook to the 
following: 1) increased sales volume due to 
Christmas-related demand; 2) expectations of 
higher income due to the fourth quarter 
harvest season; and 3) increased dollar 
remittances from OFWs and export receipts. 

·  Results of the latest Consumer Expectations 
Survey (CES) showed improving consumer 
outlook for the fourth quarter of 2005 and the 
first quarter of 2006. Higher CE indices for the 
level of family income, family financial 
situation, and the country’s economic condition 
reflected expectations of: 1) additional income; 
2) availability of more jobs in the domestic 
market; 3) sound government policies; and 4) 
availability of more overseas jobs.      

 

 

 
 

External Demand 
 
Real export growth, as reported in the national 
accounts, slowed to 3.9 percent in the third 
quarter due to softer growth in merchandise 
exports.  Thirteen of the 22 principal merchandise 
exports showed a decline, while semiconductors 
and microcircuits—which accounted for over a 
tenth of the total—decelerated to 0.3 percent 
from 19.4 percent in the previous year.  By 
contrast, exports of electrical machinery rose by 
55.8 percent year-on-year. 

Based on the latest trade data from the NSO, total 
merchandise exports declined by 1.6 percent in 
November from 3.2 percent in October.  The 
decrease was traced to weaker foreign demand 
for electronics products, which fell by 1.6 percent 
and accounted for 68.1 percent of the aggregate 
export revenue during the month. For the period 
January to November 2005, merchandise exports 
grew by 2.7 percent to US$37.39 billion compared 
to the same period last year. On a month-on-
month basis, merchandise exports fell at a slower 
pace of 0.2 percent in November compared to 1.1 
percent in October.  

Exports increase modestly, reflecting relatively 
soft foreign demand. 
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 Aggregate Supply 

 

 

On the production side, output growth continued 
to be driven by the services and industry sectors.  
Services, which accounted for more than half of 
the growth in GDP, expanded at a slower but 
solid pace of 5.1 percent, as all its sub-sectors 
except finance decelerated during the quarter.  In 
particular, trade and private services, which 
together comprised half of services output, 
slowed to 4.9 percent and 3.1 percent, 
respectively. Growth in communications 
remained strong at 9.7 percent, as mobile and 
landline telephone service providers posted gains 
in their subscriber base.  Meanwhile, the 
continued upsurge in interest and non-interest 
income of banks propelled the growth of financial 
services to 15.6 percent.  

 
 
 
 
 

Meanwhile, the industry sector grew by 3.9 
percent during the quarter. This was slower 
compared to the previous quarter but was an 
improvement relative to the same quarter a year 
ago. The stronger growth relative to the previous 
year was underpinned by the acceleration in 
manufacturing output, as well as the rebound in 
mining and quarrying which was fueled by strong 
world metal prices, increased demand for local 
crude oil, and the change in the policy 
environment.  
 
Agriculture, fishery and forestry (AFF) grew by a 
modest 1.8 percent in the third quarter. Palay 
output declined due to lower yield and area 
harvested, alongside damages brought by 
typhoons in MIMAROPA5 and Cagayan Valley 
and by pests and diseases in Western Visayas 
and Davao. Corn production decelerated with the 
decline in hectarage and yield, the latter fueled 
partly by high costs of fertilizers and other farm 
inputs. Sugar output fell with the closure of sugar 
mills in Tarlac and Cotabato.  Similarly, forestry 
output remained on a downtrend with the 
continued suspension of logging permits 
throughout the country. By contrast, the fishery 
sub-sector showed improvements driven by 
aquaculture as demand for seaweed remained 
strong. 

                                                           
5  MIMAROPA is composed of the island province of Occidental  Mindoro, Oriental Mindoro, Marinduque, Romblon and   

Palawan. 

The services and industry sector provide support 
to output growth. 
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Looking ahead, GDP is expected to be close to 
the lower-end of the Government target of 5.7-6.3 
percent in 2006, buoyed up by sustained growth 
in services, increased public infrastructure 
spending, and strong inflows of OFW 
remittances. 

 

 Services output will remain driven by 
transportation, communications and storage 
(TCS) and finance.  In particular, sustained 
demand for mobile and landline phone services 
will continue to prop up the telecommunications 
sector, even as the growth in subscriber base is 
tapering off.  Financial services, meanwhile, will 
continue to be driven by non-interest income but 
should also benefit from stronger credit activity as 
banks’ asset quality improves. Industry will likely 
be driven by the steady growth in manufacturing 
which accounts for nearly three-fourths of 
industry output, and an expansion in mining as 
indicated by rising investments in the sector. 
Meanwhile, government programs, with 
increased agricultural productivity and prevailing 
forecasts of normal weather conditions, are 
expected to underpin improved agricultural 
growth for 2006.  

 On the demand side, GDP will continue to be 
buoyed up by private consumption expenditures, 
which in turn will be boosted by strong inflows of 
OFW remittances. Meanwhile, an upturn in fixed 
capital investments in 2006 is probable given 
improving investor sentiment, while its sustained 
growth over the medium-term depends partly on 
the country’s ability to provide a stable political 
environment.  

Growth momentum is likely to be sustained. 
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Labor Market Conditions   

 
 
 
 

Overall labor market condition improved as 
indicated by the decline in the unemployment 
rate. Based on the latest Labor Force Survey 
(LFS) conducted by the NSO in October, the 
unemployment rate, using the old definition of 
unemployment, declined to 10.3 percent in 
October 2005 from both 10.9 percent a year ago 
and in the last survey in July. Using the new 
definition, the jobless rate also showed an 
improvement, declining to 7.4 percent from 7.7 
percent in July.6  The LFS estimated the labor 
force at 35.496 million and its participation rate at 
64.8 percent.  
 
The total number of employed persons grew by 
3.6 percent (to 32.9 million), led by increased 
employment in the services and agriculture 
sectors.  
 
The services sector posted the largest increase in 
employment as the total number of employed in 
this sector rose by 4.9 percent (or 739,000 
persons), with the wholesale and retail sub-sector 
accounting for the largest gain.  
 
Agriculture also contributed to overall growth in 
employment with the number of people in this 
sector growing by 3.3 percent.  
 
Employment in the industry sector registered only 
0.12 percent growth as the increased employment 
in  the manufacturing and mining and quarrying 
sub-sectors was offset by jobs lost in the 
construction and the utilities sub-sectors. 
 
Meanwhile, calls for wage increase petitions were 
filed and settled in the first semester, with all 
wage orders effected by July 2005. 

                                                           
6  Starting April 2005, the new LFS questionnaire defines the unemployed to include all persons who were 15 years old 

and over as of their last birthday and were reported as (1) without work and currently available for work and seeking 
work; or (2) without work and currently available for work but not seeking work for the following reasons: (a) 
tired/believed no work available; (b) awaiting results of previous job application; (c) temporary illness/disability; (d) 
bad weather;  and (e) waiting for rehire/job recall. The old definition of unemployment did not consider the availability 
criterion.  

Jobless rate declines. 
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II. MONETARY AND FINANCIAL CONDITIONS  
 

Interest Rates  

 

 

Domestic interest rates continued to ease in the 
fourth quarter, reflecting ample liquidity in the 
system and increased market confidence as the 
National Government (NG) continued to pursue 
key reform measures in the fiscal sector. The 
bellwether 91-day T-bill rate declined to 5.4 
percent in November from 5.8 percent and 5.9 
percent in September and October 2005, 
respectively.7  
 
The 91-day T-bill rate averaged 5.611 percent in 
the fourth quarter, lower than the 5.683 percent 
average in the previous quarter.  
 
Likewise, average bank lending rates declined 
during the quarter. Average bank lending rates 
declined to 8.4-10.3 percent in December from 
8.7-10.7 percent in September. 

 

.  

Yield Curve  
 
Following the easing trend in the primary market, 
the yield curve for government securities in the 
secondary market as of 29 December 2005 
shifted downward compared to the previous 
quarter.  
 
 

                                                           
7  Weekly auctions for December 2005 were cancelled by the Bureau of the Treasury. 

Domestic interest rates sustain general easing 
trend in the fourth quarter.  
 

Secondary market yield curve shifts downward. 
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Interest Rate Differentials 
 
Spreads between RP and US interest rates 
continued to narrow in the fourth quarter as 
domestic interest rates eased while US interest 
rates rose. The differential between the 
benchmark RP 91-day T-bill rate (net of the 
withholding tax on interest income) and the US 
90-day LIBOR fell to –18.1 basis points as of end 
December from 73.2 basis points in end-
September. Similarly, the after-tax differential 
between the RP 91-day T-bill rate and the US 90-
day T-bill rate also narrowed but remained 
positive at 32.8 basis points as of end December 
from 87.9 basis points in September. 
 
The differential between the BSP’s policy interest 
rate (overnight borrowing or RRP rate) and the 
US federal funds target rate narrowed to 325 
basis points in December from 350 basis points 
in September due to the larger increase in the US 
policy rate.  
 
Adjusted for the risk premium—as measured by 
the differential between the 10-year ROP note 
and the 10-year US Treasury note—the 
differential between the BSP’s policy rate and the 
US federal funds target rate widened as of end-
December to 135 basis points compared to 79 
basis points in end-September. 

 

 

 

Real Lending Rate 
 
The real lending rate—measured as the 
difference between the low-end of the range of 
banks’ lending rate and inflation—edged higher in 
the fourth quarter, increasing to 1.8 percent in 
December from 1.7 percent in September. The 
uptick in real lending rate could be attributed 
mainly to the slowdown in inflation. The 
Philippines’ average real lending rate in 
December ranked the third lowest in a sample of 
10 Asian countries.  
 
 

RP-US interest rate spreads narrow during the 
quarter. 
 

RP’s real lending rate inches up but remains one 
of the lowest in the region. 
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Meanwhile, the spread between the Philippine 
lending rate and the benchmark 91-day T-bill rate 
has widened to 301.3 basis points as of 
December from 292.4 basis points in September 
due to the larger decline in the 91-day T-bill rate. 
Among the 10 Asian countries surveyed, the 
Philippines is within midrange in terms of the 
spread between lending rates and benchmark 
interest rates. 
 

Financial Market Conditions 

Appetite for local equities and government debt 
papers remained strong in the third quarter as 
market players were generally optimistic in their 
outlook for the domestic economy. The favorable 
market sentiment was helped largely by the 
implementation of the RVAT Law and the 
continued strengthening of the Philippine peso.   
 

 

 

Stock Market  
 
Philippine share prices were on a general uptrend 
in the fourth quarter of 2005. From an average of 
1,935.3 index points in the third quarter, the 
Philippine composite index (PHISIX) closed at 
1,960.2 index points in October and stayed above 
2,000-index point resistance level in both 
November and December. The PHISIX closed at 
2,099.7 index points in November and at 2,096 
index points in December. The robust equities 
market in the Philippines was supported by a 
string of positive developments which includes 
the eventual implementation of the landmark 
RVAT Law beginning November, the appreciation 
of the local currency, the strong performance of 
the corporate sector as well as some easing in oil 
prices. In the near term, the stock market is 
expected to continue with its strong performance, 
as the overall outlook for economic expansion in 
the short term remained generally positive.   

Bullish market sentiment boosts demand for 
local equities and government debt papers.  

Share prices advance further in the fourth 
quarter. 
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Government Securities 
 
Primary auctions of T-bills by the Bureau of the 
Treasury (BTr) continued to attract an excess of 
bids in the fourth quarter, indicating the presence 
of ample liquidity in the system and the market’s 
preference for risk-free securities.  
 
Given the healthy cash position of the NG, the 
BTr has cancelled all scheduled T-bill auctions in 
December. Nevertheless, total oversubscriptions 
for the quarter amounted to around P124.7 
billion, higher than the P79.7 billion posted in the 
third quarter of 2005.  This resulted as the eight 
regular T-bill auctions in the fourth quarter drew a 
total of P160.7 billion tenders as against the P36 
billion aggregate offering. On the average, over 
subscription amounted to P15.6 billion per 
auction compared to the P6.1 billion average 
oversubscription in 13 auctions of the third 
quarter.  Total rejections for the period amounted 
to P125.9 billion, or around P15.7 billion per 
auction as the BTr opted to cap unwarranted 
increases in yields.   

Banking System 

The Philippine banking system remained sound 
and stable. Banks remained well-capitalized and 
reported increased deposits and assets despite 
modest loan growth and a slightly higher NPL 
ratio.  

 

 
 
 

Savings Mobilization 
 
The banking system’s deposit liabilities 
contracted by about 1.0 percent as of end-
October compared to end-September. This was, 
however, 8.9 percent higher compared to end-
October last year. On a monthly basis, savings 
deposits, which comprised more than half of the 
banks’ funding base, declined by 1.4 percent 
while time deposits likewise contracted by 1.7 
percent. On the other hand, demand deposit, 
which comprised the least share of 13.6 percent 
of the total deposit liabilities, grew by 2.0 percent 
in end-October compared to end-September. 
 

Deposit liabilities of the banking system decline 
in October.  
 

Primary T-bill auctions are oversubscribed. 

The Philippine banking system remains 
generally sound.  
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Lending Operations 
 
Loans outstanding of commercial banks (KBs) 
grew by 2.1 percent year-on-year to about P1.6 
trillion as of end-November.  This was higher than 
the 1.3 percent year-on-year growth recorded in 
October. On a month-on-month basis, KB loans 
increased to 5.0 percent, an improvement from 
the 0.4 percent decline in the previous month. 
 
The following sectors contributed to the overall 
growth in KB loans: the financial institutions, real 
estate and business services sector  (FIREBS), 
which contributed 2.1 percentage points to loan 
growth; community, social and personal services 
(0.9 percentage point); agriculture, fisheries and 
forestry (0.6 percentage point); and electricity, 
gas and water (0.1 percentage point). These 
offset the declines registered in the following 
sectors: wholesale and retail trade (0.6 
percentage point); construction (0.6 percentage 
point); transportation, storage and communication 
(0.3 percentage point); mining and quarrying (0.1 
percentage point); and manufacturing (0.1 
percentage point).    

 Meanwhile, the KBs’ credit card receivables 
(CCRs) as of end-September grew by 4.9 
percent to P73.4 billion from the end-June level 
of P69.9 billion. Of the total KB’s CCR in 
September, P52.2 billion was due to the bank 
proper, while the remaining amount was due to 
subsidiaries.  
 
Similarly, total auto loans were up by 8.3 percent 
to P54.8 billion as of end-September from the 
end-June level of P50.7 billion.  
 
As a ratio to total loan portfolio, banks’ CCRs and 
auto loans remained steady at 3.8 percent and 
2.8 percent, respectively. The ratio of KBs’ past 
due CCRs and past due auto loans to total loans 
were minimal at 0.8 percent and 0.1 percent, 
respectively, indicating relatively stable collection 
rates. 
 

Expansion in bank lending remains modest. 
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Institutional Developments 
 
The total resources of the banking system fell 
slightly by 1.0 percent from the previous month to 
P4.337 trillion as of October. Compared with the 
previous year, however, this was 5.4 percent 
higher due mainly to the increase in banks’ 
deposits with the BSP (due from the Central 
Bank) and cash item accounts of banks. 

The number of banks remained at 881 as of end-
September, the same level registered at end-
June 2005. The total number of banking 
institutions is comprised of 42 commercial banks 
(KBs), 84 thrift banks and 755 rural banks. 
However, the operating network of the banking 
system increased to 7,653 as of end-September 
2005 from 7,624 at end-June 2005 reflecting the 
increase in rural banks’ branches/agencies. 

 

Banks’ asset quality weakened slightly as their 
non-performing loans (NPL) ratio inched up to 
10.0 as of October 2005 from the previous 
month’s single-digit ratio of 9.8 percent. The 
increase in the ratio during the month was mainly 
due to the 1.1 percent decline in total loan 
portfolio combined with the rise in the level of 
NPLs by 0.8 percent.  
 
Commercial banks’ (KBs’) NPL remained at a 
single-digit level of 9.82 percent in October. 
However, this was 0.22 percentage point higher 
than last month’s 9.60 percent ratio.  

Compared to those of other countries in the 
region, the Philippines’ NPL ratio was at the 
same level as Thailand’s 10.0 percent but higher 
than Indonesia’s 8.8 percent, Malaysia’s 6.0 
percent, and Korea’s 1.3 percent.8 The lower 
NPL ratio in other Asian countries may be traced 
to the publicly-owned asset management 
companies’ (AMC) purchases of the bulk of their 
NPLs. 

                                                           
8  Source: ARIC Financial Indicators, ADB website. Financial system’s NPL, Thailand (October 2005); Malaysia 

(October 2005); Korea (KBs, September 2005); and Indonesia (September 2005). 

Resources of the banking system decline slightly 
in October compared to the previous month. 
 

Banks’ operating network expands as rural 
banks’ branches/agencies increased. 
 

Banks’ NPL ratio rises slightly. 
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Notwithstanding the relatively large NPL level, the 
banking system’s NPL coverage ratio9 went down 
slightly to 68.5 percent as of October 2005 from 
end-September’s 69.2 percent. The ratio still 
reflected banks’ adequate provision to meet 
unexpected losses. 

Using the new risk-based framework, the KBs’ 
net worth-to-risk assets (a measure of capital 
adequacy) declined minimally by 0.8 percentage 
point to 17.5 percent as of June 2005 from the 
18.3 percent recorded in March 2005. This ratio 
still exceeded the statutory level set by the BSP 
at 10.0 percent and by the Bank for International 
Settlements’ (BIS) standard at 8.0 percent.10 The 
high capital adequacy ratio (CAR) of KBs 
indicates the market participants’ continued 
commitment to their respective capital build-up 
programs and reflects the banking system©s 
ability to cover risky assets. 

 The Philippines’ CAR was higher than that of 
Malaysia (13.4 percent), Thailand (14.2 percent) 
and Korea (12.3 percent)11, but lower than that of 
Indonesia which posted the highest CAR in the 
region at 19.4 percent as of September 2005. 

 

The total volume of banks’ placements with the 
BSP under the RRP window amounted to P122.8 
billion as of end-December 2005, higher by P62.3 
billion from the end-September 2005 level. The 
banks’ excess funds continued to be placed with 
the BSP under the RRP facility as the growth in 
bank lending remained relatively modest. 

                                                           
9  Computed as the ratio of loan loss reserves to the NPL level, based on the new framework defined by BSP Circular 

No. 351. 
10  BSP Circular No. 280, dated 29 March 2001, approved the guidelines for the adoption of the risk-based capital 

adequacy ratio along the criteria prescribed by the Bank for International Settlements (BIS).  
11  Source: ARIC Financial Indicators, ADB website. Commercial banks CAR: Malaysia (October 2005); Thailand 

(October 2005); and Korea (September 2005). 

Banks’ placements under the BSP’s RRP 
window rise. 

  Capital adequacy ratio is higher than the 
  statutory level set by the BSP and the BIS. 
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Exchange Rate 

 

 
 

 

 

The peso appreciated by 6.01 percent against the 
US dollar as of 29 December 2005 vis-à-vis its 
end-2004 level.12 The peso is one of only four 
regional currencies to strengthen against the US 
dollar on a year-to-date basis (together with the 
Chinese yuan, Korean won and Malaysian 
ringgit).  
 
During the fourth quarter, the peso strengthened 
to an average of P54.63/US$1 from an average of 
P56.04/US$1 in the previous quarter. The local 
currency was supported by sustained dollar 
inflows from overseas Filipino workers’ 
remittances as well as the positive sentiment in 
the market due to the improvement in the 
government’s fiscal position and the 
implementation of the RVAT law. The BSP’s 
action to raise policy rates in 20 October 2005 to 
maintain the comparative differential between the 
Philippines and foreign interest rates also lent 
further support to the local currency.  
 
Meanwhile, the marked appreciation of the peso 
during the period has made it more volatile, with 
the standard deviation of the daily exchange rate 
increasing from an average of P0.16 in the third 
quarter to an average of P0.28 in the fourth 
quarter. 
 
 

                                                           
12  Dollar rates or reciprocal of the peso-dollar rates were used to compute for the percent changes.   

The peso continues to appreciate against the US 
dollar. 
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On a real, trade-weighted basis, the peso’s 
external price competitiveness weakened against 
the basket of currencies of the country’s major 
trading partners (MTPs) and competitor countries, 
both in the broad and narrow series.13 The Real 
Effective Exchange Rate (REER) index of the peso 
relative to the currencies of MTPs appreciated by 
an average of 5.67 percent during the quarter.14 
The peso likewise posted real appreciation over 
the same period vis-à-vis the broad and narrow 
sets of currencies of the Philippines’ competitor 
countries by 2.86 percent and 1.51 percent, 
respectively. The combined effects of the peso’s 
nominal appreciation against the US dollar and the 
widening price differentials between the 
Philippines and MTPs as well as with its 
competitor countries in the broad series, brought 
about the decline in the peso’s external 
competitiveness. The peso’s external 
competitiveness likewise declined against the 
narrow series despite the narrowing price 
differential between the Philippine peso and the 
currencies in this basket. 

 

The outlook for the peso over the near term is 
promising on the back of continued dollar inflows 
from OFW remittances and portfolio investments. 
Positive investor sentiment, boosted by the 
continued improvement in the government’s fiscal 
position with the scheduled implementation of the 
second phase of the RVAT law in February 2006, 
will also provide further support to the peso.  

                                                           
13  The basket of the major trading partners is composed of the currencies of US, Japan, the Euro area and the United 

Kingdom. The broad basket of competitor countries is comprised of the currencies of Singapore, South Korea, 
Taiwan, Malaysia, Thailand, Indonesia and Hong Kong while the narrow basket is composed of the currencies of 
Indonesia, Malaysia and Thailand only. 

14  The REER index represents the Nominal Effective Exchange Rate (NEER index) of the peso, adjusted for inflation 
rate differentials with the countries whose currencies comprise the NEER index basket. The NEER index, 
meanwhile, represents the weighted average exchange rate of the peso vis-à-vis a basket of foreign currencies.  

 

Outlook for the peso remains promising. 

External price competitiveness of the peso 
weakens following the peso’s nominal 
appreciation. 
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Monetary Aggregates 

 

Demand for money remained strong in the fourth 
quarter. The growth in domestic liquidity or M3 
rose by 11.9 percent in November. However, this 
was a deceleration from the 14.1percent, 14.8 
percent and 15.0 percent year-on-year increases 
in October, September and August 2005, 
respectively.15  Growth in liquidity continues to be 
driven by strong inflows of foreign exchange from 
OFW remittances as well as from portfolio and 
direct investments. Liquidity growth was also 
supported by credit activity.  Credits to the private 
sector, which accounted for the bulk of the 
expansion in the net domestic assets portion of 
M3, rose by 2.2 percent during the month as 
banks reported lower NPL ratios.  On the other 
hand, net credits to the public sector dipped by 
0.3 percent in November as lending to the NG 
declined by 5.5 percent. 

 Meanwhile, the year-on-year growth in other 
monetary aggregates such as the reserve money 
decelerated from an average of 19.8 percent for 
the third quarter of 2005 to an average of 15.3 
percent in the fourth quarter.16 

                                                           
15  M3 refers to the stock of broad money based on data on the DCS.  The DCS, which replaces the Monetary Survey 

(MS) as the basis for measuring domestic liquidity, features an expanded list of surveyed institutions that includes 
the BSP, commercial banks, thrift banks, rural banks, non-stock savings and loan associations and non-banks with 
quasi-banking functions. 

16  Reserve money (RM) is a narrower definition of money supply defined as the sum of currency issue net of cash in 
vaults of the BTr and banks’ reserve balances with the BSP. 

 Money demand decelerates but remains strong. 
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Box: Sources of Domestic Liquidity Growth 

 
Recent Developments  

After months of minimal growth, domestic liquidity or M3 has consistently posted double-digit year-
on-year growth rates since December 2004 based on data from the BSP’s Depository Corporations Survey 
(DCS). In August 2005, domestic liquidity growth peaked at 15.02 percent year-on-year. Under the Charter 
of the Bangko Sentral ng Pilipinas (BSP), the BSP is required to submit to the President and Congress a 
report on  the recent developments in domestic liquidity whenever the monetary aggregates, or the level of 
credit, increases or decreases by more than 15.0 percent.  

 
Sources of liquidity growth 

The rapid expansion in liquidity can be traced to the strong inflows of foreign exchange from OFW 
remittances as well as from portfolio and direct investments. OFW remittances sent through commercial 
banks reached US$9.7 billion in the first eleven months of 2005, 26.6 percent higher compared to the 
same period a year ago. Meanwhile, renewed investor confidence buoyed up strength in portfolio and 
direct investments. Foreign portfolio investment rose by more than threefold to US$ 2.1 billion in 2005. 
Similarly, net foreign direct investment rose to US$863 million as of end-October 2005, up by 64.4 percent 
relative to the previous year’s level. 

 

  

 
The foreign inflows were absorbed by the financial system largely in the form of foreign exchange 

purchases by both the BSP and the banks. This may be seen in the increase in the net foreign assets 
(NFA) of both the BSP and the depository corporations (i.e., commercial, thrift and rural banks). In 
November, the BSP’s NFA grew by 21.0 percent relative to its December 2004 level while that of the 
depository corporations posted an increase of 293.0 percent.  

 
The growth in credits also contributed to the expansion in domestic liquidity. Credits to the private 

sector rose by 7.3 percent in November 2005 from its December 2004 level, as banks indicated a 
resumption in regular lending activities during the year.  On the other hand, net credits to the public sector 
dipped by 56.6 percent as net lending to the NG declined by 101.4 percent on account of the significant 
build up in NG deposits with the BSP.   
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On the liabilities side of the banks’ balance sheets, growth in liquidity may be explained by the 
continued expansion in demand and time deposits in the financial system.  For example, the growth in 
demand deposits from December 2004 to November 2005 of 16.6 percent exceeded the increase in 
domestic liquidity for the same period while the growth in time deposits of 49.3 percent was almost seven 
times the reported growth rate in M3. The increase in time deposits, in turn, was partly due to the shift of 
funds from common trust funds (CTFs) to time deposits. Banks have been encouraging their clients to move 
from CTFs to a new product called unit investment trust funds (UITFs), which offer a number of advantages 
over CTFs. However, many depositors remain unfamiliar with the new product and are therefore opting to 
place their funds in time deposits instead. At the same time, anecdotal evidence suggests that the increase 
in time deposits may also be due to banks’ increased marketing activities as they encourage recipients of 
foreign exchange remittances to open time deposit accounts. 
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Policy Response 

To forestall any inflationary fallout from excess money supply, the BSP took a series of steps to 
mop up excess liquidity in the financial system. On 15 July 2005, the BSP increased the regular reserve 
requirement and liquidity reserve requirement by a percentage point each. Currently, the regular and 
liquidity reserve requirement ratios stand at 10 percent and 11 percent, respectively. More recently, the 
Monetary Board raised its overnight policy rates by 25 basis points on 22 September and on 20 October 
2005 bringing the overnight RRP or borrowing rate to 7.50 percent and the overnight RP or lending rate to 
9.75 percent. 

 
The recent policy moves have contributed to reducing liquidity in the system. M3 growth 

decelerated from their peak level in August to 13.9 percent year-on-year in October and further to 11.9 
percent in November. The BSP continues to closely monitor the evolving conditions for domestic liquidity 
and its possible impact on inflation in order to determine the appropriate stance of monetary policy.  
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Fiscal Developments 

 

 
 

The NG’s fiscal deficit in November fell to P7.3 
billion from P12.5 billion in the same month last 
year as revenue collection growth outpaced the 
growth in spending. Compared to a year ago, the 
sharp decline in deficit in November emerged as 
revenue collections rose by 19.9 percent to P72.6 
billion while spending grew by only 9.4 percent to 
P79.8 billion.  The improvement in revenue 
collection growth reflected the double-digit growth 
of collections during the month by the Bureau of 
Internal Revenue (BIR) (15.9 percent), Bureau of 
Customs (BOC) (33.3 percent) and the BTr. (44.5 
percent). However, the November deficit figure 
was higher than the P4.5 billion program for the 
month.   
 
For the first eleven months of the year, the fiscal 
deficit reached P122.8 billion, lower by 23.3 
percent from the level recorded in the same 
period last year. The 11-month deficit was also 
P37.7 billion lower than the programmed level for 
the period.  The better-than-expected budget 
deficit reflected the results of intensified revenue 
collection efforts, additional collections from the 
administrative reform measures and sin taxes as 
well as prudent spending. Revenue collections for 
the first eleven months grew by 15.1 percent to 
reach P733.7 billion, exceeding the P718.6 billion 
collection target by P15.1 billion.  Meanwhile, 
spending increased by only 7.4 percent to reach 
P856.5 billion and was below the program by 
P22.6 billion.   
                                            
In light of these positive developments, the 
government expressed confidence that the 
P180.0 billion fiscal deficit target in 2005 is 
attainable. The positive outlook for the fiscal 
sector has also been boosted by the 
implementation of the RVAT Law.  
 

Latest fiscal data support expectations of within-
program fiscal performance for the year. 
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III. External Developments 

 
 
 
 
 
 

The global economy’s growth momentum 
continued in the third quarter, driven by the 
strong output performance of the services sector 
and the moderate recovery of manufacturing in 
most major economies. Generally favorable labor 
market conditions along with gradual 
improvements in business and consumer 
confidence have aided recovery in domestic 
demand. On the price front, the recent decline in 
oil prices from their peak level in September have 
contributed to easing global inflation pressures.  
At the same time, inflation expectations remained 
generally well-anchored. Forward-looking global 
economic indicators appeared consistent with a 
moderate but solid growth performance in the 
year ahead. However, volatility in oil prices 
remains a potential risk to the global economic 
outlook  

 

The pace of economic activity in the US 
strengthened further in the third quarter reflecting 
brisk consumer spending and strong business 
investment.  Real GDP grew at an annual pace of 
4.3 percent from 3.3 percent in the previous 
month.17 Labor market conditions remained 
buoyant, supported by higher non-farm payroll 
employment, while the recent improvement in 
consumer confidence is expected to further boost 
consumer spending ahead of the holiday season. 
Headline inflation rose to 4.3 percent in October 
from 2.9 percent in the second quarter, due to the 
sharp increase in the cost of energy-related 
components as well as higher food prices.  While 
core inflation continued to be subdued, the upside 
risks to underlying inflation remains a key 
concern.18  
 

                                                           
17  BEA News release no 05-50 dated 30 November 2005 entitled “Gross Domestic Product: Third Quarter 2005 

(preliminary), Corporate Profits: Third Quarter 2005 (preliminary),” available online at http://www.bea.gov/bea/news 
18  US Fed, Minutes of the 1 November 2005 FOMC meeting, available online at http://www.federalreserve.gov 

Global economic expansion remains on course. 
 

US economic growth gathers steam, aided by 
strong consumer and business spending. 
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Modest economic recovery continues in the Euro 
area.  The quarter-on-quarter real GDP growth 
for the Euro-zone accelerated to 0.6 percent in 
the third quarter from 0.4 percent in the previous 
quarter. Output expansion was underpinned by 
strong private investment and exports growth, 
offset partly by the significant growth in imports.19 
Household consumption, at the same time, 
posted moderate improvements during the 
quarter while unemployment data point to 
generally stable labor market conditions. Euro 
area Harmonized Index of Consumer Prices 
(HICP) inflation edged up to 2.5 percent in 
October from 2.1 percent in the second quarter, 
driven mainly by higher world oil prices.  

 

UK output growth remains sluggish given the 
moderate upturn in consumer spending.  Real 
GDP growth moderated to 0.4 percent from 0.5 
percent in the previous quarter due to the 
contraction in production industries amid the 
observed recovery in manufacturing output and 
continued robust performance of the services 
sector.  The headwinds facing consumers—
namely the slowdown in house market activity 
and the squeeze in personal disposable income—
appear to be waning given the stable labor market 
conditions and gradual pick up in the volume of 
retail sales. The annual CPI inflation rose to 2.3 
percent in October from 1.9 percent in the 
previous quarter, driven by the recent spike in 
petrol prices.  

                                                           
19  Eurostat News release no. 151-2005 dated 30 November 2005 entitled “First Estimates for third quarter Euro-zone 

and EU 25 GDP,” available online at http://www.europa.int.eu/comm/eurostat 

Growth in the Euro area continues at a modest 
pace, helped by private investment and exports 
growth.  

Moderate upturn in consumer spending supports 
growth of the British economy. 
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The Japanese economy shows signs of steady 
recovery.  The country’s real GDP grew by 0.2 
percent in the third quarter of 2005 following the 
1.2 percent growth posted in the previous quarter.  
Sustained improvements in exports and private 
consumption along with renewed investments 
contributed to the reported output expansion.20 
The recent upturn in consumer and business 
confidence, along with the gradual improvements 
in labor market conditions, will further aid the 
revival of domestic demand in coming months. A 
moderate deflation problem, however, remains as 
supply and demand conditions continue to be 
soft. The annual CPI inflation inched back to -0.7 
percent in October after averaging at -0.1 percent 
in the preceding quarter. 
 

 

The economic expansion in China remained 
robust in the third quarter of 2005, supported by 
surging net exports and continued consumption 
growth. Real GDP increased by 9.4 percent 
following the 9.5 percent growth in the previous 
quarter. Favorable agricultural production and 
strong industrial output buoyed the steady growth 
in household incomes while growth in fixed asset 
investments slowed down moderately—but 
remained robust—due to the government’s 
macroeconomic tightening measures. Average 
headline inflation decelerated to 1.3 percent in the 
November after averaging at 1.7 percent in the 
second quarter, due mainly to easing food 
prices.21  

                                                           
20  Cabinet Office Government of Japan, “Development of Real GDP (Quarterly),” 11 November 2005, available online 

at http://www.esri.cao.go.jp/en/ 
21  National Bureau of Statistics China, news release entitled “Nation’s Economy Maintains Steady and Rapid Growth in 

the First Three Quarters”, dated 20 October 2005, available online at http://www.stats.gov.cn/english.statistical 
data/index/htm 

Japanese economy appears to be on a steady 
path but deflation persists.  
 

China maintains its solid growth momentum on 
the back of surging exports and consumption 
growth. 
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The Indian economy grew solidly in the second 
quarter (July-September) of the fiscal year 2005, 
backed by the continued strength in the 
manufacturing and services. Real GDP grew by 
8.0 percent following the 8.1 percent growth in the 
previous quarter. Strong industrial production, 
driven by both consumer and capital goods, 
supported the upturn in the investment cycle as 
well as the resiliency in household spending.22 
However, the performance of the agriculture 
sector remains a key concern given unfavorable 
weather conditions and the observed decline in 
agricultural yield.  Inflation eased to 4.6 percent in 
October from 5.3 percent in the previous quarter.  

 
 
 
 
 

Except for the US Federal Reserve and the 
European Central Bank, most major central banks 
remained cautious and opted to keep rates steady 
to provide continued support to the ongoing 
economic recovery in their respective economies. 
The Bank of England©s (BOE) Monetary Policy 
Committee voted to keep the key overnight rate at 
its current level of 4.50 percent during its 7-8 
December 2005 meeting, following a rate cut in 
August.23  Meanwhile, the Bank of Japan (BOJ) 
decided to conduct money market operations 
aimed at the outstanding balance of current 
account held in the bank at around 30-35 trillion 
yen during its 15-16 December 2005 meeting,  

 

The US Federal Open Market Committee (FOMC) 
decided to increase its target for the federal funds 
rate by 25 basis points to 4.25 percent in its 13 
December 2005 meeting. This marked the 
thirteenth time that the US FOMC has raised its 
policy rate since June 2004 for a cumulative 
increase of 325 basis points.  Similarly, the 
European Central Bank (ECB) raised its policy 
rates by 25 basis points after maintaining the 
rates at historically low levels for nearly two and a 
half years.  
 

                                                           
22      DBS, Q3 Market Outlook and Strategy: India, available online at http://www.dbs.com/researchasset/mktoutlook/2005  
23  Bank of England, Minutes of the 9-10 November Monetary Policy Committee Meeting, available online on 

http://www.bankofengland.co.uk/monetarypolicy/decisions 

BOE and BOJ keep monetary policy guidelines 
unchanged. 

Monetary policy settings are tightened by the US 
Fed and the ECB.  
 

Economic activity in India remains robust, 
supported by improvements in the manufacturing 
and services sectors.  
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IV. MONETARY POLICY DEVELOPMENTS 
 

 

 

During its meeting on 20 October 2005, the 
Monetary Board decided to raise further the 
BSP’s policy rates by 25 basis points to 7.5 
percent for the overnight borrowing or RRP rate 
and 9.75 percent for the overnight lending or RP 
rate.  The policy rates were left unchanged at 
succeeding meetings of the Monetary Board 
during the quarter.  
 

 

The Monetary Board’s decision to raise policy 
rates anew was based on the assessment that 
the expected price pressures and the risk of a 
sustained breach of the inflation target require a 
timely response from monetary 
authorities. Emerging forecasts by the BSP 
indicate an above target inflation in 2006 and 
possibly, in 2007 as well. The Monetary Board 
was of the view  that the possibility of a sustained 
deviation of the forecast from the target over the 
policy horizon poses a considerable risk to 
inflation expectations, in that the public may begin 
to expect inflation to remain persistently well 
above announced government targets.  Since 
monetary action normally requires 15-21 months 
to take full effect on inflation, policy measures 
undertaken now will help address the risks to 
inflation and inflation expectations in 2006 and 
2007.   

 

The Monetary Board’s decision to raise policy 
rates also took into consideration the continued 
strong growth in domestic liquidity. Available data 
suggest that the financial system remains very 
liquid despite the past increases in the policy 
rates and the reserve requirements.  

Strong liquidity growth is also a key 
consideration in the policy decision. 

BSP raises policy rates anew. 

Expected price pressures and risk to inflation 
expectations provide impetus for monetary 
action. 
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In its succeeding policy meetings held in 
November and December, the Monetary Board 
decided to keep monetary policy settings 
unchanged. The Monetary Board believed that 
the combination of generally favorable state of 
supply-side and demand-side pressures should 
provide a stabilizing influence on inflation 
expectations in the near term. In particular, the 
recent easing of energy prices, the strengthening 
of the peso, and the ongoing harvest season 
alongside normal weather conditions are likely to 
hold back cost-side inflation pressures. Equally 
important, the liquidity growth has started to 
decelerate from its peak level in August.  Core 
inflation has also continued to ease, 
demonstrating the relative absence of demand-
based inflation pressures. This is consistent with 
the observed slowdown in aggregate demand, 
particularly in consumer spending which remains 
the key driver of growth. At the same time, the 
Monetary Board was also of the view that 
previous monetary tightening measures should be 
allowed to run its course. 
 

 

While the policy moves implemented by the BSP 
in 2005 have contributed to making the overall 
policy stance less accommodative, the BSP is 
prepared to undertake further action in the future  
depending on how the risks to inflation evolve in 
succeeding months. The BSP stands ready to 
take the necessary action to protect the 
Government’s inflation targets, in line with its 
commitment to maintaining price stability. Looking 
ahead, the members of the Monetary Board will 
continue to closely monitor the evolving 
conditions for consumer prices, aggregate 
demand, domestic liquidity and other factors in 
order to determine the appropriate stance of 
monetary policy.  

The BSP is prepared to undertake further policy 
action, if necessary. 

Favorable developments enable BSP to keep 
policy rates unchanged for the rest of the 
quarter.   
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V.  INFLATION OUTLOOK 

Inflation Forecasts 

Positive developments in both supply and demand 
conditions should help keep price pressures at 
bay.  
 
Demand-side pressures, for example, are likely to 
remain limited in the near term. Core inflation—a 
measure of demand-related price pressures—
sustained its downtrend since March 2005. 
Likewise, money demand has started to decelerate 
from its peak level in August. More importantly, 
there are indications of a slowdown in aggregate 
demand, particularly on consumer spending. 
Continued pressures on prices appear to be 
prompting a cutback in consumption spending, 
which remains the key driver of aggregate 
demand.  Results of the third quarter national 
accounts already show a slowdown in consumer 
spending due to the impact of higher oil and 
consumer prices. 
 
On the supply-side, price pressures are likely to be 
held back by: recent easing in energy prices; 
easing food prices due to restored normal weather 
conditions and lower domestic prices of imported 
goods due to the strengthening of the peso.   

Favorable developments in demand and supply 
conditions should provide a stabilizing influence 
on consumer prices.  



Fourth Quarter

� 
 
 � � 

 40 

 

 

Nevertheless, there continues to be risks to the 
inflation outlook. Emerging inflation forecasts by 
the BSP indicate above-target inflation over the 
policy horizon. The BSP’s forecasts are based on 
the following assumptions: 
 
a. Real GDP growth will average 5.7 percent in 

2006 and 6.1 percent in 2007. 
 
b. NG deficit levels will amount to P124.9 billion 

in 2006 and P127.0 billion in 2007. 
 
c. The overnight RRP rate was assumed 

constant at 7.5 percent from January 2006 to 
December 2007. 

 d. The 91-day T- bill rates assumed an average 
of 7.5 percent (low-end of 7.5-8.5 percent 
target) for 2006 and 6.5 percent (high-end of 
the 5.5-6.5 percent target) for 2007.24 

 
e. International crude oil prices are consistent 

with the latest BSP projections (as of 10 
January 2006, based on futures prices) of 
US$57.88 for 2006 and US$59.04 for 2007.  
The impact on inflation of mitigating 
measures such as the reduction in import 
duty on diesel, kerosene and fuel from 5 
percent to 3 percent was incorporated into 
the baseline forecast. 

 
f. Implementation of the VAT reform law 

repeals the VAT exemption on power, 
petroleum products, and other commodities 
beginning November 2005 and grants 
authority to the President to raise the VAT 
rate to 12 percent from 10 percent in  
February 2006. 

                                                           
24  For the BSP’s Multi-Equation Model, the 91-day T-bill rates were determined endogenously. 

However, the BSP still expects inflation to 
exceed the target in 2006 given the risks to 
inflation. 
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Risks to the Inflation Outlook 

 
 
 
 
 

The fan chart depicts the probability of various 
inflation outcomes as well as the balance of risks 
to the central projection (the darkest band in the 
fan chart that corresponds to the baseline forecast 
of the BSP).  The central projection incorporates 
the impact on the price level of the changes in the 
RVAT Law.  The current fan chart shows a brief 
rise in inflation in the early part of 2006 when the 
VAT rate is assumed to increase from 10 percent 
to 12 percent in February 2006, as provided by 
the law.  Since the impact of the RVAT is 
expected to be short-lived, the fan chart shows a 
downward trend in inflation beginning the second 
half of 2006, in the absence of renewed domestic 
or external shocks. 
 
The central projection remains higher than the 
target of 4.0-5.0 percent in 2007 due to the 
upward pressure exerted by high oil prices on the 
domestic price level.  A major difference, however, 
with the previous inflation profile is that the current 
profile depicts a higher central projection path for 
2007, a result mainly of higher assumed prices for 
crude oil derived from the latest available futures 
prices. The new profile also shows a smoother 
path compared to the previous one, indicating 
more favorable supply-side conditions, 
incorporated in the latest assessment.     
 

Latest fan chart indicates a brief rise in 
inflation in the early part of 2006.  
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Inflation Profile as of Previous 
Quarter Latest Inflation Profile 

 

 

 

 
 

The fan chart shows the probability of various outcomes for inflation over the forecast horizon. The darkest band 
depicts the central projection, which corresponds to the BSP’s inflation baseline forecast. It covers 25% of the 
probability. Each successive pair of bands is drawn to cover a further 25% of probability, until 75% of the 
probability distribution is covered. The bands widen (i.e. “fan out”) as the time frame is extended, indicating 
increasing uncertainty about outcomes. 

 

Nevertheless, risks to the inflation outlook 
continue to surround the central projection. The 
bands above the central projection continue to be 
wider than those below, indicating that the 
balance of risks remains generally tilted towards 
higher inflation. Volatility in international oil prices 
and its feed-through impact on domestic prices 
continue to be the principal risk factors in the 
projected inflation path. 

 

 
 
 

Although current data show some signs of easing 
in international energy prices, the prevailing 
demand and supply conditions in the global oil 
market indicate that oil prices are not likely to ease 
substantially in the near term. Movements in 
international oil prices will have a pass-through 
impact on the prices of other goods and services 
through increased transport and production costs.  

Balance of risks to inflation remains tilted 
towards higher inflation. 

  Volatility in global energy prices and one-off 
  price adjustments associated with the      
  implementation of the RVAT law represent the   
  dominant risks to inflation. 
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 The one-off price adjustments associated with the 
implementation of the RVAT Law are expected to 
translate into a short-lived but sizeable impact on 
prices. Beginning November 2005, certain VAT 
exemptions (e.g., on power, petroleum products, 
electric cooperatives, medical services, and legal 
services) have been removed and certain goods 
and services have been included into the VAT 
chain in lieu of other percentage taxes as 
embodied in the RVAT Law. It is expected that the 
President, as provided under the RVAT Law, will 
raise the VAT rate to 12 percent from 10 percent if 
specific conditions are met beginning February 
2006. It is important to note, however, that the 
RVAT, like all changes in the tax regime that 
directly affect prices, is part of the BSP’s 
explanatory clauses under the inflation targeting 
framework.  Thus, the RVAT’s contribution to a 
breach in the inflation targets can be readily 
explained to the public as being outside the control 
of monetary authorities. In addition, the 
implementation of mitigating measures should also 
help cushion against the impact of RVAT on 
consumer prices. 

 Despite recent easing from its peak level in 
August, the growth in domestic liquidity remained 
at double-digit level. As such, monetary authorities 
continue to closely monitor the developments in 
overall liquidity conditions to ensure that the level 
of liquidity in the system will not exceed the level 
necessary for the growth requirements of the 
domestic economy. Any excess liquidity in the 
system could contribute to potential volatility in 
the foreign exchange market, particularly in a 
period of narrowing interest rate differentials, 
which in turn could have inflationary impact. 
Moreover, excess liquidity in the system could 
fuel demand-based price pressures over time 
as the slack in the economy disappears  

 Potential shifts in the public’s inflation 
expectations also represent a risk to the inflation 
outlook. Deviations of actual inflation from the 
Government target over a prolonged period pose a 
considerable risk to inflation expectations in that 
the public may begin to expect inflation to remain 
persistently well above the announced targets. 
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 Lastly, monetary authorities are also closely 
guarding against the inflationary impact of the 
second round effects of wage-setting behavior 
because of the possibility of renewed calls for 
wage adjustments given expected price pressures 
in the pipeline. 

Private Sector Economists’ Inflation Forecasts 

 
 

 

Private analysts/economists raised their inflation 
forecasts for 2006 to account for the expected 
impact of the increase in the VAT rate. The 
inflation forecasts rose to an average of 7.2 
percent in the fourth quarter from 6.9 percent in the 
previous quarter.   
 
On the other hand, private analysts cited some 
mitigating factors that could offset the upward 
pressures on inflation.  These factors included the 
peso’s continued appreciation that could reduce 
imported inflation; favorable agricultural production 
compared to last year; and reduced spending 
following higher taxes.  Some analysts also 
pointed out that rising foreign interest rates should 
keep the BSP from easing its monetary policy, and 
therefore, keep inflation from rising steadily in 
2006.  In addition, the higher CPI base in 2005 
could limit the rate of increases in the CPI for 
2006.   
 
For 2007, private analysts expect inflation to ease 
as indicated by the lower mean forecast of 5.9 
percent. 
 
Meanwhile, the mean forecast for real GDP growth 
in 2006 was at 4.8 percent, unchanged from the 
results of the survey in the last two quarters.  
Private sector analysts noted that promised 
increases in public spending and renewed investor 
confidence would support the economy’s 
expansion in 2006.  The mean GDP forecast for 
2007 was also 4.8 percent. 

Private forecasters raise their inflation 
forecast for 2006. 
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VI.  IMPLICATIONS FOR THE MONETARY POLICY STANCE 

 
 

Recent evidence of an easing of inflation 
pressures argue for keeping policy settings 
unchanged for the time being.  Easing imported oil 
prices, the strengthening peso and lower food 
prices due to ample supply provide some 
breathing space to the inflation environment and 
help assuage the inflation expectations of both 
financial markets and the general public.  Latest 
indications of slowing liquidity growth also help 
mitigate the risks to the inflation outlook, as does 
the relative absence thus far of unambiguous 
second-round effects from supply shocks, 
particularly in the form of wage adjustments.  The 
continued easing of core inflation likewise points 
to the relative absence of broad, demand-based 
pressures on consumer prices.  
 
However, further cost-push pressures also appear 
to be in the pipeline.  Recent increases in LPG 
prices and the expected cost-recovery 
adjustments in power rates highlight the fact that 
the direct effects of the high-oil price regime may 
not yet have completely worked their way through 
the system.  Indeed, oil prices remain a key risk to 
the future path of inflation until 2007.  In addition, 
the planned increase in the VAT rate is still to 
come in the first quarter and represents the bulk of 
the expected impact of the RVAT on consumer 
prices.   
 

 

Authorities should therefore remain on guard 
against potential shifts in the inflation expectations 
of financial markets and the public, given the 
expected cost pressures that are still in the 
pipeline.  A rise in inflation expectations has a 
direct bearing on price- and wage-setting behavior 
in the economy, and would therefore warrant a 
timely monetary response. 
 
 
 
 
 
 

Recent evidence and outlook for inflation support 
the case for keeping policy settings unchanged 
for the time being. 
 

Further cost-push pressures also appear to be 
in the pipeline.   
 

The BSP will need to remain on guard against 
potential shifts in the inflation expectations. 
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In sum, monetary authorities may opt to keep 
policy settings unchanged for the time being. 
However, they may still opt to undertake future 
tightening if necessary, depending on how quickly 
the risks to future inflation and inflation 
expectations escalate.  Authorities should also 
make the public aware of the downside risks to 
output, as a signal to the markets that the likely 
extent of future tightening will not be dramatic. 
 

VII. Concluding Remarks 

One clear lesson that has emerged from the 
experience of central banks in the past two 
decades is that although a central bank cannot 
prevent oil prices from causing a one-off rise in 
inflation, it must nevertheless try to prevent the oil 
shock from feeding into wages and the prices of 
other goods and services.   
 
In an inflation targeting regime, the central bank 
may be able to accommodate some of the direct 
impact of higher oil costs on the final prices of 
goods as long as inflationary expectations remain 
well-anchored. But if higher oil prices threaten to 
lead to rising wages or inflationary expectations 
become heightened, monetary authorities will need 
to consider tightening to protect the inflation target 
and guard against the risk of a cost-push spiral. 
 
In the months ahead, the task for economic 
managers will be to strengthen the economy in the 
short term and to preserve the momentum for 
economic reforms to ensure sustained growth in 
the long term�. The task for the BSP will be to 
remain steadfast in fighting inflation�, particularly 
given an outlook of continued cost-push pressure 
down the road.  

 
 
 
 
 
 
 
 

One clear lesson from the past is that central 
banks must try to prevent an oil shock from 
feeding into wages and the prices of other 
goods and services.   
 

Authorities may opt to undertake future 
tightening if necessary, depending on how 
quickly the inflation risks escalate. 

If higher oil prices threaten to lead to rising 
wages or inflationary expectations become 
heightened, monetary authorities will need to 
consider tightening. 
 

In the months ahead, the task for the BSP will be 
to remain steadfast in fighting inflation. 
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Authorities cannot afford to be complacent in the 
face of price pressures from non-monetary forces.  
As the case of the US in the 1960s and 1970s 
illustrates, inaction based on the belief that 
monetary policy is ineffective against cost-push 
shocks can prove disastrous to the economy.25  
Indeed, much of the reduced macroeconomic 
variability over the past decade in the US and 
elsewhere can be attributed to the improved 
understanding by central bankers of the 
importance of committing to the inflation objective. 

Monetary policy in the months ahead will thus 
continue to be aimed at delivering a timely and 
effective policy response against the second-round 
effects of cost-push shocks; buildups in demand 
pressure due to excessive expansion in the money 
supply; and the inflationary consequences of 
exchange rate volatility arising from narrowing 
interest rate differentials. The future policy actions 
of the BSP will be focused at all times on helping 
to steer inflation towards the inflation target. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                           
25  Ben S. Bernanke, "The Great Moderation,"  Remarks  at  the meetings  of  the  Eastern  Economic  Association, 

Washington, DC, February 20, 2004. Available online at 
http://www.federalreserve.gov/boarddocs/speeches/2004/20040220/default.htm.  See also Edward Nelson, "The 
Great Inflation of the Seventies: What Really Happened?" Federal Reserve Bank of St. Louis Working Paper No. 
2004-001. January 2004. Available online at http://research.stlouisfed.org/wp/2004/2004-001.pdf 

 

 Authorities cannot afford to be complacent in 
the face of price pressures from non-monetary 
forces.   
 

Monetary policy in the months ahead will 
continue to be aimed at helping to steer 
inflation towards the inflation target. 
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Chronology of Monetary Policy Decisions 
 
 
2000 
 
24 January 2000 
 
The Monetary Board–the policymaking 
body of the BSP–adopted in principle the 
shift to inflation targeting as the BSP©s 
framework for conducting monetary policy. 
 
 
2001 
 
26 December 2001 
 
The BSP announced formally the adoption 
of inflation targeting as framework for 
monetary policy beginning January 2002. 
The BSP also announced the 
Government’s annual average inflation 
targets of 5.0-6.0 percent for 2002 and 
4.5-5.5 percent for 2003.  
 
 
2002 
 
17 January 2002 
 
The Monetary Board decided to reduce 
the overnight RRP and RP rates by 25 
basis points each to 7.5 percent and 9.75 
percent, respectively. 
 
Consequently, the Monetary Board also 
adopted a change in the tiering structure 
for banks’ overnight RRP placements with 
the BSP as follows: 7.5 percent for the 
first P5 billion, 4.5 percent for the next P5 
billion and 1.5 percent for placements in 
excess of P10 billion. 
 
The Monetary Board also approved a two-
percentage point reduction to 7.0 percent 
of the liquidity reserve requirements on 
deposits and deposit substitute liabilities, 
common trust funds and other trust and 
fiduciary liabilities of commercial banks 

and non-banks with quasi-banking 
functions. 
 
These monetary policy measures took 
effect on 18 January 2003. Moreover, it 
could be noted that this decision marks 
the first action of the Monetary Board 
under the inflation-targeting framework. 
 
14 February 2002 
 
The Monetary Board opted to lower the 
BSP’s policy rates further by 25 basis 
points each, bringing the overnight RRP 
rate to 7.25 percent and the overnight RP 
rate to 9.5 percent effective 15 February 
2002. 
 
The Monetary Board also approved an 
adjustment in tiering scheme for banks’ 
overnight RRP placements with the BSP 
as follows: 7.25 percent for placements of 
up to P5 billion, 4.25 percent for the next 
P5 billion and 1.25 percent for placements 
in excess of P10 billion. The tiering 
scheme also covered special deposit 
accounts (SDAs) and would be applied on 
a consolidated basis. 
 
 
14 March 2002 
 
The Monetary Board decided to reduce 
BSP’s key policy rates by another 25 
basis points. The overnight RRP rate was 
lowered to 7.0 percent while the overnight 
RP rate was reduced to 9.25 percent 
effective 15 March 2002.  
 
Correspondingly, the interest rates on 
overnight RRP and SDA placements with 
the BSP under the tiering scheme were 
adjusted as follows: 7.0 percent for 
placements of up to P5 billion, 4.0 percent 
for the next P5 billion and 1.0 percent for 
placements in excess of P10 billion. 
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11 April, 8 May, 6 June, 4 July, 1 
August, 29 August, 26 September, 23 
October, 21 November, 19 December 
2002   
 
During the monetary policy meetings held 
for the period April-December 2002, the 
Monetary Board decided to keep the 
overnight RRP and RP rates steady at 7.0 
percent and 9.25 percent, respectively.  
 
 
2003 
 
16 January 2003 
 
The Monetary Board voted to keep the 
BSP’s policy rates unchanged at 7.0 
percent for the overnight RRP rate and 
9.25 percent for the overnight RP rate. 
 
7 February 2003 
 
The BSP announced the Government’s 
official target for the average annual 
inflation for 2004 at 4-5 percent. 
 
12 February, 13 March 2003 
 
The Monetary Board kept the BSP’s policy 
rates unchanged at 7.0 percent for the 
overnight RRP rate and 9.25 percent for 
the overnight RP rate. 
 
19 March 2003  
(Special Monetary Board Meeting) 
 
The Monetary Board decided to lift the 
three-tiered scheme on banks’ placements 
with the BSP. Thus, overnight placements 
under the RRP window would be accepted 
at a flat rate of 7.0 percent effective 20 
March 2003. 
 
The Monetary Board also raised the 
liquidity reserve requirement against peso 
demand, savings, time deposit and 
deposit liabilities of universal banks and 
commercial banks by one-percentage 
point to 8.0 percent effective 21 March 
2003. 

 
 
 
 
 
10 April, 8 May 2003 
 
The Monetary Board maintained the 
overnight RRP and RP rates steady at 7.0 
percent and 9.25 percent, respectively. 
 
5 June 2003 
 
The Monetary Board decided to leave the 
overnight RRP and RP rates unchanged 
at 7.0 percent and 9.25 percent, 
respectively. 
 
The Monetary Board also decided to 
restore the tiering scheme on banks’ 
placements with the BSP under the RRP 
and SDA windows effective 5 June 2003. 
In particular, overnight RRP placements 
would be subject to the following interest 
rates: 7.0 percent for the first P5 billion, 
4.0 percent for additional amounts in 
excess of P5 billion but below P10 billion 
and 1.0 percent for amounts in excess of 
P10 billion.  
 
2 July 2003 
 
The Monetary Board voted to reduce the 
BSP’s key policy interest rates by 25 basis 
points each to 6.75 percent for the 
overnight RRP rate and 9.0 percent for the 
overnight RP rate effective 2 July 2003.  
 
The interest rates on banks’ placements 
under the tiered system were also 
adjusted as follows: 6.75 percent for the 
first P5 billion, 3.75 percent for amounts in 
excess of P5 billion up to P10 billion and 
0.75 percent in excess of P10 billion. 
 
31 July 2003 
 
The Monetary Board left the overnight 
RRP and RP rates unchanged at 6.75 
percent and 9.0 percent, respectively. 
 
28 August 2003 
 
The Monetary Board opted to keep the 
BSP’s policy rates unchanged at 6.75 
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percent for the overnight RRP rate and 9.0 
percent for the overnight RP rate. 
 
The Monetary Board also decided to lift 
the tiering scheme for banks’ placements 
with the BSP. Thus, effective 28 August 
2003, overnight RRP transactions with the 
BSP were accepted at a flat rate of 6.75 
percent. 
 
2 October, 23 October, 20 November, 
18 December 2003 
 
The Monetary Board voted unanimously to 
leave the BSP’s policy rates unchanged at 
6.75 percent for the overnight RRP rate 
and 9.0 percent for the overnight RP rate. 
 
 
2004 
 
15 January 2004 
 
The Monetary Board decided to keep 
monetary policy settings unchanged. The 
overnight RRP and RP rate were 
maintained at 6.75 percent and 9.0 
percent, respectively. 
 
5 February 2004 
(Special Monetary Board Meeting) 
 
The Monetary Board decided to increase 
the liquidity reserve requirement for 
universal banks and commercial banks by 
two percentage points to 10 percent 
effective 6 February 2004. 
 
12 February, 11 March, 15 April,          6 
May, 3 June, 1 July, 29 July, 26 August, 
23 September, 21 October, 18 
November, 16 December 2004.  
 
The Monetary Board opted to maintain the 
key rates steady at 6.75 percent and 9.0 
percent for the overnight RRP rate and 
overnight RP rate, respectively. 
 
2005 
 
13 January, 10 February, 10 March 2005 
 
The Monetary Board decided to maintain 
the BSP’s key overnight RRP and RP 
rates unchanged at 6.75 percent and 9.0 
percent, respectively. 

 
7 April 2005 
 
The Monetary Board voted unanimously to 
raise the overnight RRP and RP rates by 
25 basis points each to 7.0 percent and 
9.25 percent, respectively. 
 
5 May, 2 June, 30 June 2005 
 
The Monetary Board decided to keep the 
BSP’s policy interest rates at 7.0 percent 
for the overnight RRP rate and 9.25 
percent for the overnight RP rate. 
 
7 July 2005 
(Special Monetary Board meeting) 
 
The Monetary Board raised the regular 
and liquidity reserve requirement ratios by 
100 basis points each to 10 percent and 
11 percent, respectively effective 15 July 
2005. 
 
28 July, 25 August 2005 
 
The Monetary Board left key policy rates 
unchanged at 7.0 percent and 9.25 
percent for the overnight RRP rate and 
overnight RP rate, respectively.  
 
22 September 2005 
 
The Monetary Board decided to raise the 
overnight RRP rate and RP rate by 25 
basis points to 7.25 percent and 9.5 
percent, respectively. 
 
20 October 2005 
 
The Monetary Board raised the key policy 
rates by 25 basis points to 7.5 percent and 
9.75 percent for the overnight RRP and 
RP rates, respectively. 
 
17 November, 15 December 2005 
 
The key policy rates were left unchanged 
at 7.5 percent and 9.75 percent for the 
overnight RRP and RP rates, respectively. 

 
 
 



 

 

 
 
 
 
 
 
 
 
 
 
 
 
The BSP Inflation Report is published every quarter by the 
Bangko Sentral ng Pilipinas.  The report is available as a complete 
document in pdf format, together with other general information 
about inflation targeting and the monetary policy of the BSP, on 
the BSP’s website:  
 

www.bsp.gov.ph/about_bsp/inflation/default.htm. 
 
If you wish to receive an electronic copy of the latest BSP Inflation 
Report, please send an e-mail to bspmail@bsp.gov.ph. 
 
The BSP also welcomes feedback from readers on the contents of 
the Inflation Report as well as suggestions on how to improve the 
presentation.  Please send comments and suggestions to the 
following addresses: 

 
By post:  BSP Inflation Report  

c/o Department of Economic Research 
   Bangko Sentral ng Pilipinas 

A. Mabini Street, Malate, Manila 
Philippines 1004 

 
By e-mail:  bspmail@bsp.gov.ph 

 
 
 


