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FOREWORD

I he primary objective of monetary policy is to promote a low and stable rate of

inflation conducive to a 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 (i) 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 helping both in anchoring inflation expectations and encouraging
informed debate on monetary policy issues.

The governments targets for annual headline inflation under the inflation
targeting framework have been set at 4.5 percent and 4.0 percent for 2010 and 2011,
both with a tolerance interval of — 1.0 percentage point. The inflation target range for
2010 therefore is 3.5-5.5 percent and for 2011, 3.0-5.0 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, labor market conditions, monetary and financial
market conditions, fiscal developments, and the international environment. A section is
devoted to a discussion of monetary policy developments in the last quarter, as well as a
comprehensive analysis of the BSP s view of the inflation outlook for 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 also
features a box article on inflation expectations and the price puzzle in the Philippine
transmission mechanism.

The Monetary Board approved this Inflation Report at its meeting on
11 February 2010.

AMANDC M. TETANGCO, JR.
Governor

12 February 2010
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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 a 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 Instruments

The BSP uses various instruments to effect the desired monetary policy stance to
achieve the inflation target. These include (a) raising/reducing the BSP’s policy interest

rates; (b) increasing/decreasing the reserve requirement;
(c) encouraging/discouraging deposits in the special deposit account (SDA) facility by
banks and trust entities of BSP-supervised financial institutions;

(d) increasing/decreasing its rediscount rate on loans extended to banking institutions on
a short-term basis against eligible collaterals of banks borrowers; and (e) outright
sales/purchases of the BSP s holdings of government securities. The BSP s primary
monetary policy instruments are its overnight reverse repurchase (RRP) or its borrowing
rate and overnight repurchase (RP) or its lending rate.

Policy Target

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 set by the Development Budget Coordinating
Committee (DBCC)® in consultation with the BSP. For 2010, the headline inflation target
has been set at 4.5 percent — 1.0 percentage point, while for 2011, the inflation target
has been set at 4.0 — 1.0 percentage point.

BSP s Explanation 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 inflation 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.

® The DBCC, created under Executive Order (E.O.) No. 232 dated 14 May 1970, is an inter-agency committee tasked
primarily to formulate the National Government’s fiscal program. It is composed of the Department of Budget and
Management (DBM), National Economic and Development Authority (NEDA), and the Department of Finance (DOF).
The BSP sits as a resource agency.



The Monetary Board

The powers and functions of the BSP, 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. Beginning
in July 2006, the Monetary Board meets every six weeks to review and decide on
the stance of monetary policy. Prior to July 2006, monetary policy meetings by the
Monetary Board were held every four weeks.

Chairman Amando M. Tetangco, Jr.

Members Peter B. Favila
Raul A. Boncan
Juanita D. Amatong
Nelly F. Villafuerte
Alfredo C. Antonio

Ignacio R. Bunye

The Advisory Committee

The Advisory Committee was established as an integral 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
every six weeks (beginning July 2006) but may also meet in between the regular

meetings, whenever it is deemed necessary. Prior to July 2006, the Committee met
every four weeks.

Chairman Amando M. Tetangco, Jr.
Governor
Members® Diwa C. Guinigundo

Deputy Governor
Monetary Stability Sector

Nestor A. Espenilla, Jr.
Deputy Governor
Supervision and Examination Sector

Ma. Cyd N. Tuaseo-Amador
Assistant Governor
Monetary Policy Sub-Sector

Ma. Ramona GDT Santiago
Managing Director
Treasury Department

® The Advisory Committee is supported by a Technical Secretariat composed of officers and staff from the Department of
Economic Research, Center for Monetary and Financial Policy, and the Treasury Department.



2010 SCHEDULE OF MONETARY POLICY MEETINGS, INFLATION REPORT
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# Inflation Report press conference scheduled on the last Friday of January (29 January 2010) will be moved two weeks later

(12 February 2010) due to a scheduled AC meeting on 25 January 2010 and MB meeting on 28 January 2010.

There is a scheduled BIS bi-monthly Governors meeting on 7-8 March 2010.
¢ Inflation Report press conference scheduled on the last Friday of April (30 April 2010) will be moved one week later (7 May 2010)

due to a scheduled AC meeting on 19 April 2010 and MB meeting on 22 April 2010.

¢ AC meeting scheduled on 23 August 2010 (Monday) will be moved to 24 August 2010 (Tuesday). 23 August 2010 is a special
non-working holiday. As per Proclamation No. 1841 dated 21 July 2009, 21 August 2010 (Ninoy Aquino Day), which falls on a

Saturday, will be moved to 23 August 2010 (Monday nearest 21 August 2010 - Republic Act No. 9492 dated 24 July 2007).

¢ AC meeting scheduled on 27 December 2010 (Monday) will be moved to 28 December 2010 (Tuesday). As per Proclamation No.
1841 dated 21 July 2009, 30 December 2010 (Rizal Day), which falls on a Thursday will be a working day. Rizal Day (30 December

2010) which used to be a holiday will instead be celebrated on Monday, 27 December 2010.
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OVERVIEW'

Average inflation for 2009 falls within target range, even as Q4 inflation increases.
Headline inflation for 2009 averaged lower at 3.2 percent, well within the Government s target of
2.5-4.5 percent. Favorable developments in food and energy-related items in the first three
guarters of 2009 sustained the inflation downtrend which started in Q4 2008. However, inflation
rose in Q4 2009 as weather-related disturbances led to higher prices of food products and as
the price of oil increased in the global market. Higher inflation path in Q4 was also partly
statistical as base effects which contributed to low inflation readings during the earlier part of the
year have started to diminish. Meanwhile, core inflation reflected a downtrend for five
consecutive quarters starting Q4 2008 to reach 2.9 percent in Q4 2009 indicating modest
demand-side price pressures.

The prevailing inflation outlook likewise indicates within-target inflation over the policy
horizon, with near-term price pressures expected to remain manageable. Inflation is
expected to track a target-consistent path over the policy horizon, with the latest baseline
inflation forecasts for both 2010 and 2011 only slightly higher than the forecast in the previous
Inflation Report. Risks to domestic inflation are tilted slightly upwards. On the one hand,
potential sources of domestic inflationary pressures include supply tightness in key agricultural
products, and the pending adjustments in domestic power charges. The impact of the El Niseo
weather conditions on domestic food supply could also add some pressure on inflation in the
near term. On the other hand, downside price pressures are expected to stem from the modest
improvement in domestic demand, and well-contained inflation expectations. Large foreign
exchange inflows, including from overseas Filipinos remittances and foreign investments, could
help stabilize the value of the peso and in the process, help contain price pressures from
imported commodities.

Global price developments relate mainly to the outlook for global economic activity and
developments in world commodity prices. Global inflationary risks are expected to be
manageable as some major central banks have signaled their strong commitment to safeguard
price stability by preemptively considering the disengagement from crisis intervention measures.
At the same time, economic fundamentals, such as moderate improvement in consumer
demand, above-average inventory levels and elevated spare capacity are expected to weigh
down on global price developments. However, an improvement in market sentiment may
prompt a rebound in private demand for advanced economies and pose upside risks to global
inflation. In addition, structural weaknesses in the investment and operational environment in
the oil and agriculture sectors suggest possible resurgence in commodity prices in the near term
once global demand fully recovers.

The economy continues to grow in Q4 2009, supported by a resilient domestic demand
and the gradual recovery in global economic conditions. Latest demand indicators signaled
a pick-up in demand activity starting Q4 2009 with vehicle and energy sales increasing and
capacity utilization of manufacturing reaching its highest level since 2000. Strong demand from
household and government spending provided support to the economy, with real GDP
expanding by 1.8 percent year-on-year in the fourth quarter. At the same time, the world
economy has shown signs of recovery, with leading indicators in the advanced and emerging
economies in Q4 2009 pointing to a resumption of growth with the return of substantial net
capital inflows, resilient domestic demand, and strong recovery in external trade. Nevertheless,
there remains uncertainty regarding the sustainability of future growth beyond the impact of the
stimulus measures.

" The analyses in this report are based on information as of 31 December 2009.



There are clear signs that financial markets have normalized. Global financial market
activity continued to be driven by growing confidence in the global economic recovery as the
steady stream of mostly positive macroeconomic news reassured investors that the global
economy had in fact turned around. Exceptionally low policy rates across the globe and fiscal
stimulus packages in advanced economies continued to drive the post-crisis rebound in global
equity markets. As global credit markets continued to normalize and credit spreads have
stabilized, the risk of contagion from global financial stresses has markedly been reduced in
domestic financial markets. Philippine sovereign debt spreads narrowed at the end of Q4
relative to the end of Q3 2009. The domestic equities market continued to post gains, and the
peso appreciated against the dollar in the foreign exchange market in December 2009, brought
about by the reflow of capital to emerging market economies and inflow of OF remittance.

The continued expansion in domestic liquidity provides support to the country s growth
requirements amidst challenging global economic conditions. Domestic liquidity grew
steadily in Q4, fueled by the increase in net foreign assets. Meanwhile, net domestic credit
growth reflected the slowdown in the economy, as the pace of credit to both the public and the
private sector moderated. Commercial bank lending growth slowed down to single-digit levels
starting in July 2009 as lending for production activities was pulled down by the contraction of
lending to manufacturing, which in part reflected the negative impact of the global crisis on
export demand. Latest data however, reflect some pick up in bank lending, with the
strengthening of lending for production activities. Reflecting ample supply of credit, preliminary
survey responses of senior bank loan officers in Q4 2009 indicated that overall lending
conditions remained basically unchanged compared with the previous quarter.

The within-target inflation outlook over the policy horizon, supported by well-contained
inflation expectations, positive economic growth, and broad stability in domestic
financial markets, all suggest that current policy settings remain appropriate. Going
forward, the BSP is committed to undertake prompt policy action before inflation pressures
begin to manifest, especially if supply-side risks to inflation become persistent. With the
expected improvement in the domestic economy alongside the recovery in the global economy
by 2010, the BSP will continue to review its support measures in line with its commitment to
price stability. The decision to recalibrate the support measures of the BSP will depend on the
underlying conditions in the economy, particularly the inflation outlook and expectations about
inflation, as well as the speed of recovery in the domestic economy.

[On 28 January 2010, the Monetary Board maintained the RRP and RP rates at 4.0 and 6.0
percent, respectively. The Board noted that, with the favorable inflation outlook, keeping
policy rates steady would continue to support economic activity. The Monetary Board also
decided to set the peso rediscount rate equal to the overnight RRP rate effective 1 February
2010. It will be recalled that the Board approved, effective 2 March 2009, a peso rediscount rate
that was 50 basis points lower than the overnight RRP rate as part of a package to liberalize
banks access to the BSP s rediscounting facility and ensure the orderly operation of domestic
financial markets should global financial conditions worsen. Since the risk of contagion from
global financial stresses is markedly reduced, with the sustained stability in global financial
markets, the need for more liberalized pricing of rediscounting loans is now less. Continued
stability in liquidity conditions also warrants the reversion in pricing.]
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[. INFLATION AND REAL SECTOR DEVELOPMENTS

Prices
2009 average inflation falls within target
range, even as Q4 inflation increases.

Headline Inflation
Quarterly average in percent (2000=100)
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Price pressures arise from upward
movements in food and non-food inflation.

Headline and Core Inflation
Quarterly average in percent (2000=100)
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—Headline Inflation — Core Inflation

Headline inflation for 2009 averaged lower at
3.2 percent, well within the Government s target
of 2.5-4.5 percent. Favorable developments in
food and energy-related items in the first three
guarters of 2009 sustained the inflation
downtrend which started in Q4 2008. However,
inflation rose in Q4 2009 as weather
disturbances led to higher prices of food
products and as the price of oil increased in the
global market. The increase was also partly
statistical as base effects which contributed to
low inflation readings during the earlier part of
the year have diminished.

Meanwhile, core inflation reflected a downtrend
for five consecutive quarters starting Q4 2008 to
reach 2.9 percent in Q4 20009.

These developments indicate that despite
moderate  underlying demand pressures
reflected in the core measure, higher food and
energy prices suggest some upturn in headline
inflation in the coming months.

Headline and Core Inflation

Following four consecutive quarters of
deceleration, headline inflation rose to 3.0
percent in Q4 2009 from 0.3 percent in the
previous quarter, but was well below the 9.7
percent inflation registered in Q4 2008. Both
food and non-food inflation increased in Q4
2009, as fuel prices increased and as weather-
related disturbances in September and October
affected the supply of commodities in Q4 2009.




Core inflation continues to slow down.

Quarterly averages of year-on-year change

Official Core

Quarter

Inflation

Trimmed
Mean 1/

Weighted
Median 2/

Net of Volatile
Items 3/ *

1/ The trimmed mean represents the average inflation rate of the (weighted) middle 70 percent in a lowest-to-highest

ranking of year-on-year inflation rates for all CPI components.
2/ The weighted median represents the middle inflation rate (corresponding to a cumulative CPI weight of 50 percent) in

alowest-to-highest ranking of year-on-year inflation rates.

3/ The net of volatile items method excludes the following items: educational services, fruits and vegetables, personal

senvices, rentals, recreational services, rice, and com.

* The series has been recomputed using a new methodology that is aligned with NSO s method of computing the
official core inflation, which re-weights remaining items to comprise 100 percent of the core basket after excluding
non-core items. The previous methodology retained the weights of volatile items in the CPI basket while keeping

their indices constant at 100.0 from month to month.

Source: NSO, BSP estimates

in percent
Weight in  Percentage Contribution to
Item Headline Year-on-Year Headline
CPI Inflation
Q4 Q3 Q4
2009 2009 2008
Core Inflation 81.6 2.16 1.39 5.91
Non-core Items 18.4 0.79 -1.05 3.76
Rice 94 0.25 -0.36 2.84
Corn 0.9 0.00 -0.04 0.23
Fruits and
Vegetables 53 0.62 0.09 0.58
Gas, LPG 13 0.12 -0.19 0.01
Kerosene 0.3 -0.03 -0.07 0.05
Oil, Gasoline and
Diesel 13 -0.17 -0.48 0.05
Headline Inflation 100.00 2.95 0.33 9.67

Source of Basic Data: NSO, BSP

Core inflation, an indicator of the long-term
trend of inflation, extended its downtrend during
the quarter. The official NSO core inflation
measure eased further to 2.9 percent in Q4
2009 compared to 3.1 percent in the previous
guarter and 7.7 percent in the same quarter a
year ago. The alternative measures of core
inflation estimated by the BSP reflected an
overall downtrend in Q4 2009 compared to the
same quarter a year ago. However, relative to
the previous quarter, the alternative measures
were higher as they tracked the direction of the
headline inflation.

Core inflation contributed 2.2 percentage points
to headline inflation in Q4 2009, higher than the
1.4 percentage-point contribution in Q3 2009,
and about a third of Q4 2008 core inflation of
5.9 percentage points. With the renewed
increase in year-on-year food and petroleum
prices, the non-core CPI items posted a positive
contribution to headline inflation at 0.8
percentage point from negative 1.1 percentage
points in the previous quarter. Non-core items
contributed 3.8 percentage points in the same
quarter a year ago.

The proportion of CPI components [at the 4-digit
Philippine Standard Industry Classification
(PSIC) level] showing inflation rates above a
given threshold provides an indication as to
whether pressures on consumer prices are
becoming generalized over time.

The number of items with inflation rates greater
than the threshold of 4.5 percent (the upper end
of the inflation target for 2009) fell further to 37
in Q4 2009 from 43 in the previous quarter.
However, these items accounted for a bigger
proportion of the CPIl basket at 23.0 percent
compared to 16.0 percent in the previous
quarter.

Dividing the CPI basket into food and non-food
components revealed that there were 25 food
items with inflation rates above the threshold,
unchanged from the previous quarter, while 12
non-food commodities posted inflation rates that
were higher than the threshold in Q4 2009
compared to 18 items in the previous quarter.
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Food Inflation

Weather-related  supply  disturbances Food, which accounts for 50.0 percent of the
cause food prices to rise. CPI basket, contributed 2.3 percentage points to

headline inflation, as weather-related
developments disturbed the supply of rice (9.4
percent of the CPl basket) and other food
products during the quarter. Food inflation rose
Commodity 2009 2008 to 4.6 percent in Q4 2009 from 1.9 percent in
the previous quarter but was significantly lower

Q4 3 Q4 Q3 than the 13.8 percent posted in Q4 2008.

Quarterly averages in percent (2000=100)

Food, Beverage and Tobacco 46 19 97 170
Food 4.7 1.8 13.8 17.9
Cereal & Cereal Products 2.6 2.1 2713  36.7
ow Rice 2.7 -3.8 304 440
Comn 04 50 263 330
Dairy Products 34 5.0 127 137
Eggs 5.9 6.4 5.6 6.1
Fish 52 65 9.6 9.3
Fruits & Vegetables 117 17 109 153
Meat 5.9 2.6 9.4 10.9
Misc. Food 3.2 2.7 8.6 9.0
Beverages 24 3.2 6.5 6.1
Tobacco 39 35 3.8 39
Source of Basic Data: NSO, BSP Agricultural Commodity Prices

Prices of agricultural commodities reflect Palay prices rose to BR14.52 per kilo in
mixed trends. December 2009 from R14.15 per kilo and
R13.55 per kilo in September 2009 and
December 2008, respectively. The increment
was attributed mainly to the adverse effects of
tropical storms Ondoy and Pepeng. Special
rice prices increased slightly in December 2009
from their year- and quarter-ago levels,
reflecting the decline of rice output in Q4 2009.
The average price of ordinary rice in December
2009 was higher than the year-ago level, due
mainly to supply tightness, especially in
calamity-stricken areas. Meanwhile, yellow corn
prices decreased in December 2009 from its
year- and quarter-ago levels, as corn production
increased with the expansion of area harvested.




Prices of petroleum products spur increase in

non-food inflation.

2009
Commaodity

Q4 Q3

Non-Food Items 1.3 -1.1
Clothing 2.0 2.2
Housing & Repairs 21 2.2
Fuel, Light & Water 0.8 -4.5
Fuel 4.3 -12.8
Light -4.8 -15
Water 12.0 12.4
Services 0.5 -3.7
Transpo & Comm. 2.4 -10.3
Miscellaneous 1.9 2.3

Source of Basic Data: NSO, BSP

Q4
5.9
5.0
53
54
5.9
5.7
31
7.4
7.7
24

2008

Q3
7.8
46
49
71

27.4

5.7
26

12.7

185
33

Non-food inflation

Looking at developments in non-food inflation,
higher prices of petroleum products in Q4 2009
relative to the previous quarter contributed to
the increase in Q4 headline inflation.

Higher fuel prices were due largely to the lifting
of the price ceiling on these items in mid-
November.®? Fuel inflation reversed to 4.3
percent from negative 12.8 percent in the
previous quarter, but was lower compared to the
same quarter a year ago. The pump prices of
unleaded gasoline and diesel were also higher
in Q4 2009.

Energy Prices

The international price of Dubai crude oil was
higher by 43.4 percent vyear-on-year at
US$75.43 per barrel in Q4 2009 from an
average of US$52.60 per barrel in the same
period last year. Prices increased during the
review quarter on optimism that oil demand will
strengthen the increase due to better economic
prospects for US, Japan, and China. On a
guarter-on-quarter basis, the international price
of Dubai crude oil was also higher by 11.0
percent in Q4 2009 compared to US$67.93 per
barrel in Q3 2009 on falling US oil inventories
resulting from higher demand for heating oil
during winter.

The Energy Information Administration (EIA)®
and International Energy Agency (IEA)™
forecast that world oil consumption will grow in
2010 by 1.1 million barrels per day (mbd) and
0.1 mbd, respectively, and that developing
economies are expected to account for the bulk
of the growth in demand. Given its better-than-
expected outlook for 2010, the Organization of
Petroleum Exporting Countries (OPEC) expects
world oil demand to increase by 0.8 mbd.™

In the domestic scene, pump prices of
petroleum products were higher compared to
the same period last year. The prices of
gasoline, kerosene, diesel, and LPG at the end
of Q4 2009 rose by R13.00 per liter, B2.61 per
liter, R3.42 per liter, and R12.34 per liter,
respectively.

8 See discussion on energy prices for more information on the Government s price ceiling on petroleum products
implemented on 16 October 2009.
o Energy Information Agency, Short-Term Oil Outlook, December 2009, www. eia.doe.gov

% |EA, Oil Market Report, December 2009, www.iea.org

X OPEC Monthly Oil Market Report, December 2009, www.opec.org
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Water rates in Metro Manila are higher in the
fourth quarter relative to the third quarter
due to an increase in the foreign currency
differential component.

Relative to end-Q3 2009, the domestic prices of
gasoline, kerosene, diesel, and LPG were also
higher by R2.63 per liter, R1.60 per liter, R2.14
per liter, and R24.20 per liter, respectively. During
Q4, the prices of gasoline, kerosene, and diesel
were raised six times; and the price of LPG,
three times.

The import tariff on specific crude and refined
petroleum products remained at three percent
from October to December 2009, as the
average prices of Dubai crude and diesel
remained below the trigger price levels during
the period. Meanwhile, the estimated future
prices of Dubai crude oil, based on movements
in Brent crude oil futures, suggest a higher path
for 2010 and 2011 relative to a quarter ago on
expectations of a recovery in global oil demand.

Transportation

In the transport sector, petitions for a minimum
jeepney fare increase remain pending with the
Land Transportation and Franchising
Regulatory Board (LTFRB). The Alliance of
Concerned Transport Operators and Pasadang
Masa filed separate petitions with the LTFRB for
a fare increase of 21.00 and £0.50 (to be added
to the existing R7.00), respectively, in August
2009.

[A hearing to discuss these petitions was set for
February 2010 while another petition to increase
the taxi fare in Metro Manila was filed on 26
January 2010].

Water

The Metropolitan Waterworks and Sewerage
System-Regulatory Office (MWSS-RO) allowed
Manila Water to adjust its foreign currency
differential adjustment (FCDA) charge from
R0.21 to R0.40 per cubic meter, an increase of
R0.19 per cubic meter. Meanwhile, Maynilad will
adjust its FCDA from £0.09 to 20.36 per cubic
meter, an increase of R0.27 per cubic meter.
This will translate into a slight increase in water
rates quarter-on-quarter for both Manila Water
and Maynilad by 0.9 percent and 1.1 percent,
respectively. However, on a year-on-year basis,
Maynilad water rates will still be lower by 2.7
percent while the rates of Manila Water will be
higher by 12.6 percent.

2The difference in the direction of water rates is due to the rate rebasing of the Manila Water Company, Inc (MWCI).
According to MWCI, the rate rebasing was necessary to recover capital expenses in the next 15 years. Rate rebasing
is a process done by the MWSS every five years to review the service improvement plan and evaluate the required
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The new billing rules on mobile calls which
adopt a six seconds per pulse instead of
one minute per pulse voice call unit took
effect on 6 December 2009.

Retail electricity rates sustain downward
trend.

Telecommunications

Telecommunications companies (telcos), citing
technical difficulties, were not yet able to
implement the new billing rules. Meanwhile, the
NTC will continue to pursue the reduction in
interconnection charges from R0.35 to R0.15 on
short message service (SMS) and from R4 per
minute to £1.50 per minute on voice calls. If the
access charges will be reduced, the SMS retail
rate may go down anywhere between R£0.40 to
R0.60 per text from the current R1.00. In July,
the National Telecommunications Commission
(NTC) issued new policies to support consumer
welfare. These new rules cover: 1) prepaid
cards, increasing the validity period per amount
purchased; 2) broadcast messaging service,
addressing the issue on spam; and 3) voice
calls reducing the unit of billing to six seconds
per pulse instead of one minute per pulse.

Power

Retail electricity rates sustained the general
downward trend from the previous quarter due
to lower National Power Corporation (NPC) and
WESM rates, stable fuel costs, and stronger
peso. The NPC, which supplies about 40
percent of Meralco s electricity requirements
and 70 percent of the country s requirements,
was able to reduce its rates during the second
half of the year, when the onset of the rainy
season allowed it to optimize the use of its
hydroelectric power plants.®

Meanwhile, the system loss cap for distribution
utilities (DUs), which was reduced effective
January 2010, could help lower electricity rates.

The ERC has set the system loss cap for DUs
at 8.5 percent from 9.5 percent. The Power
Sector Assets and Liabilities Management
(PSALM) is also pursuing the selection of
independent power producer administrators
(IPPAs) to meet the last precondition for open
access and retail competition as stated in the
Electric Power Industry Reform Act. In
December 2009, PSALM successfully bid out
the management of the contracted capacities of

capital investment to implement the plan. This is the second time the MWSS and Manila Water have undertaken this

exercise, the first one being in 2002.

2 power generated from such power plants is considerably cheaper than that from geothermal or coal-fired power

plants.

4 The system loss cap is the limit by which a DU is allowed to recover from its customers the cost of the energy that is
delivered to its system by its power suppliers, but which energy is not actually metered as being sold to its customers,
either because it is lost in the transmission through the power lines or is pilfered by unscrupulous persons. The lower
system loss cap approved by the ERC for implementation starting next year translates directly to a lower system loss
charge for end-users whose DUs are incurring system losses above the mandated cap.
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the San Roque, Bakun, and Benguet
hydropower plants, moving closer to achieving
the last precondition of open access and retail
competition in the Philippines.™ With its latest
success in the IPPA bidding, PSALM has now
bid out 43.8 percent of its IPP contracts in the
Luzon and Visayas grids, or 2,145.75 MW of the
total 4,904.55-MW capacity in the area.

There remain potential sources of upside
pressures on electricity rates stemming from
pending petitions with the ERC. These include:
(1) the PSALM s petition to recover NPCs
stranded contract cost and debts, and (2) NPC s
petition to recover actual and incremental fuel,
IPP and foreign exchange rate fluctuation costs
under the 14™ and 13" generation rate
adjustment mechanism (GRAM) and the 13"
and 12" incremental currency exchange rate
adjustment (ICERA).

However, upside pressures on electricity
rates stemming from pending petitions
with ERC remain.

% As stipulated in the EPIRA, PSALM is required to privatize at least least 70% of the contracted capacities of the
IPPs in the Luzon and Visayas grids before open access and retail competition can commence.




Aggregate Demand and Supply

The economy continues to post positive
growth.

GDP and GNP Growth Rates
Annual Growth in Real Terms
(%)

=
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—GDP — GNP

Household and government spending
boost aggregate demand while gross
capital formation and exports decline.

Amidst the global economic downturn and
recent natural calamities, the Philippine
economy showed its resiliency as it continued
to grow in the fourth quarter of 2009, albeit at
a slower pace relative to the year-ago level.
The Gross Domestic Product (GDP) posted a
modest expansion of 1.8 percent year-on-
year in Q4 2009 from 2.9 percent in the same
period in 2008.

Output expansion was driven mainly by the
steady growth of household spending and the
accelerated expansion of government
spending. Tempering the overall growth is the
continued contraction of exports and capital
formation. On the production side, growth was
driven by services and industry, which offset
the contraction of agriculture.

The continued, though significantly
decelerated, growth of remittances from
overseas workers, supported the Gross
National Product (GNP), which registered a
2.4 percent growth in Q4 2009, a moderation
from the 6.7 percent growth in the same
period in 2008.

Meanwhile, seasonally-adjusted estimates of
GDP point to an accelerating growth
momentum, with GDP expanding by 0.9
percent quarter-on-quarter in Q4 2009 from
0.8 percent in Q3 2009. This confirms that,
while the performance of aggregate demand
components remained uneven, the Philippine
economy is on a growth trajectory. Full-year
GDP growth was at 0.9 percent, within the
Government s full-year growth target range of
0.8-1.8 percent.

Aggregate Demand
Expenditures by major economic sectors

Household spending remained relatively
resilient notwithstanding the calamities that hit
the country. In Q4 2009, personal
consumption expenditure (PCE) posted a 5.1
percent growth, a slight acceleration from the
5.0 percent registered in Q4 2008. Food
expenditure, which comprises over half of the

10
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gf:]rrf:j;tic Derﬂé}”d | total PCE, continued to- grow albeit less

growth in real terms) steeply than the comparable period in 2008

as prices remained relatively stable due to

2 price-mitigating measures implemented by

the government. Household furnishings and

operations, transportation and communication

as well as miscellaneous expenses also
contributed significantly to PCE growth.

Pr  mom | mor | mes | e | zor | om0 Government spending provided strong
— Private Consumption  — Govt, Spending -+ Fixed Investment support to growth due in part to the
government s relief and rehabilitation efforts

in the aftermath of tropical storm and initial

election-related spending by the government.

_ Government consumption expanded by 12.1

Growth rate (in percent) percent in Q4 2009, a significant increase

from the year-ago growth rate at 2.6 percent.

2009 2008 _ _ _ _

Sector Q4 Q3 o4 Meanwhile, growth in capital formation

By expenditure item remained in negative territory for the fifth
Personal consumption 5.1 3.2 5.0 consecutive quarter, declining in Q4 2009 by 0.8
Government Consumption ~ 12.1 8.1 26 percent from a contraction of 13.1 percent in Q4
Capital Formation 08 121 -13.1 2008, as investments in all of its subsectors
Fixed Capital Formation ~ -1.6 0.9 0.1 decreased. In particular, investment in
Exports 100 -13.0 -115  construction contracted with the deferment of
Imports 25 01 50 some housing projects in 2009 and the glut in

office space.

Source: NSCB ]
The slow recovery in global demand also

continued to hit the country s exports through
the fourth quarter, as exports contracted by
10.0 percent year-on-year. Nonetheless, this
was lower than the 11.5 percent decline in
the comparable period in 2008 as demand for
some export products picked up in the fourth
quarter, including finished electrical
machinery, transmission apparatus, and iron
agglomerates.
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Land values are lower.

Average Land Values, Makati CBD and Ortigas
Real prices, based on rebased CPI (1991=100)
(in pesos per square meter)
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*Base year chosen was the earliest year for which data was available.
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Other Demand Indicators

indicators also showed
improvements, particularly in vehicle and
energy sales, capacity utilization of
manufacturing, and business expectations.
Meanwhile, activity in the property market
remained subdued in Q4 2009 due to the
ongoing correction.

Various economic

Property Prices

The latest report from Colliers International
indicated that, quarter-on-quarter, implied
land values®® were lower in Q3 2009. Year-
on-year, implied land values showed a
decline of 5.5 percent and 5.1 percent for the
Makati Central Business District (CBD) and
Ortigas Center, respectively, in Q3 2009.
Land values were also lower in emerging
business districts such as the Bonifacio
Global City (BGC).

*In the absence of reported closed transactions, implied land values based on trends are used by Colliers

International to monitor prices.
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Makati CBD office and
vacancy rates increase.

residential

Forecast Year-On-Year
Growth (%)

2009 2008 2009 2010
03 Q2 03 & o @

Office 69 57 24 52 61 7.0

Residential (all grades) 81 88 69 8.8 71 75

Source: Colliers International Research
* Forecast from previous quarterly reports.

Office and Residential Rental Values
Real prices, based on rebased CPI (1995=100)
(in pesos per square meter per month)

——Office Rental Value == Residential Rental Value,

2001 2002 2003 2004 2005 2006 2007 2008 2009

Vacancy Rates

The monthly office vacancy rate in the Makati
CBD at 6.9 percent was higher in Q3 2009
compared to the quarter- and year-ago levels.
Meanwhile, the residential vacancy rate at 8.1
percent during the quarter was lower
compared to Q2 2009 but higher than a year
ago. In the office sector, vacancy continued
to increase as tenants moved to cheaper and
newer locations. In the residential sector,
vacancy rates declined in the absence of new
projects turned over in 2009 coupled with an
increase in demand for short-term leases (3-6
months). Demand for smaller units in non-
luxury condominium units increased in Q3
2009, while that for luxury condominium units
declined slightly.

Rental Values

Monthly office rents in the Makati CBD
reached R630.7/sq.m. in Q3 2009, lower by
4.4 percent than the levels in the previous
quarter.’” According to Colliers, the higher
vacancy in premium grade and grade A
buildings pushed the average Makati CBD
rents further downward, benefiting locators
who were renewing their lease contracts
during the year. Landlords had aggressively
discounted asking rents in six months to
attract new tenants for their vacant spaces.
Rental correction would be expected to taper
off at the end of the year until vacancy
stabilizes.

Office rental values in Q3 2009 fell below the
1997 levels for premium grade offices. In real
terms, office rental values are about 41.3
percent of the comparable levels in 1997.

Monthly rents for 3-bedroom condominium
units in the Makati CBD declined by 2.4
percent to B551/sq.m. from the previous
guarter. Colliers noted that landlords of
bigger and older luxury condominium units
in the CBD area may adjust further in the
near term due to competition from newer
buildings in fringe areas including Rockwell
and BGC. Moreover, the growing
preference towards smaller 1- and 2-
bedroom units in Makati could affect rents
for luxury 3-bedroom units in the CBD area.

7 This was computed as the average of the rental values for the Premium, Grade A and Grade B segments. Premium
refers to office space with capital values of 275,000/sq.m. and above; Grade A, between £65,000 and £75,000/sq.m.;

and Grade B, £65,000/sg.m. and below.
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Residential rental values were above their
1997 levels in nominal terms but were only
about 59.9 percent of their 1997 levels in
real terms.

14
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Vehicle Sales

Vehicle sales rise significantly. Year-on-year passenger car sales bounced
back, growing by 12.8 percent in the first two

Quarterly Sales of Passenger Cars* months of Q4 2009 (October-November) after

Year-on-yearchange in percent two consecutive  contractions in  the

i comparable period starting Q2 2009. This was

/'\ also a reversal of the 2.2 percent decline in the

\// \ same period a year ago. Likewise, on a

\\ / guarter-on-quarter basis, passenger car sales

\ / grew by 11.6 percent in Q4 2009 (October-

v / November), higher than the 6.6 percent growth

~ in the previous quarter and a turnaround from
o T s s e the 8.1 percent contraction in the same quarter

“First two monts o the quarter. in 2008. According to the Chamber of

Automotive Manufacturers of the Philippines,
Inc., sales spiked as many consumers opted to
replace  their  typhoon-damaged  units,
supported by strong remittances from overseas
Filipinos which  could boost  nominal

Quarterly Sales of Commercial Vehicles*

Year-on-year change in percent Spending as well as the aggreSSive
350 promotions and attractive financing packages
e offered by banks.
o N Year-on-year sales of commercial vehicles
o jumped in the first two months of Q4 2009,
oo growing by 30.9 percent, higher than the 9.4
50 S percent growth recorded in Q3 2009 (July to
o B August), and reversing the 8.0 percent decline
@ ez e e+ @ @ o in the same period a year ago. On a quarter-
2008 2009 on-quarter basis, sales of commercial vehicles

*First two months of the quarter.

also expanded by 16.0 percent, reversing the
3.0 percent decline in the same period a year

Quarterly Sales of Trucks and Buses* ago. The sale of vehicles was also stronger in
Jearomyearchange mpereen Q4 2009 than the 9.2 percent quarter-on-
oo A 7 guarter growth in Q3 2009.
e // \\ // Likewise, year-on-year sales of trucks and
N N\ / buses increased significantly by 34.5 percent in
P AN / the first two months of Q4 2009 from 3.4
o0 \ / percent in the previous quarter. Sales
200 AV decreased by 9.4 percent in the comparable
N T e o e o o e o« period in 2008. Quarter-on-quarter sales also
2008 2000 grew by 15.8 percent in Q4 2009 (October-
it o months of the quarter November), albeit lower than the 20.6 percent

growth posted in the previous quarter but a
reversal of the 11 percent quarter-on-quarter
decline a year ago.

15



Energy sales slow down as consumption

across all major sectors declines.

Quarterly Meralco Power Sales
Year-on-year change in percent
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Capacity utilization rises to its highest level

since 2000.

Monthly Average Capacity Utilization for Manufacturing

In percent
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Manufacturing activity continues to decline
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in October 2009, albeit less steeply

compared to previous months.
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year-on-year change in
percent

20
159
104

10 4
15 4
204
25 4
-30

2007 2008

—B—Volume of Production

2009

——Value of Production

—OELATION RBEDOET

Power Sales

Year-on-year energy sales growth slowed
down to 3.6 percent in Q4 2009, lower than the
year- and quarter-ago growth rates of 3.9
percent and 4.2 percent, respectively. The
deceleration in energy sales growth reflected
the lower consumption growth from the
residential and commercial sectors due to
specific events that took place during the
review period. According to Meralco, aside
from the typhoons, technical troubles in
Dolores Substation of the National Grid
Corporation of the Philippines also prompted
Meralco to manually drop loads for safety.
Meanwhile, quarter-on-quarter energy sales
decreased by 2.1 percent in the fourth quarter,
a reversal of the 4.0 percent growth posted in
the previous quarter.

Capacity Utilization

Average capacity utilization in manufacturing
in Q4 2009 rose to its highest level since year
2000, reaching 82.6 percent in November
2009 and sustaining an uptrend since
February 2009, based on the rates presented
in the NSO s Monthly Integrated Survey of
Selected Industries (MISSI).

Volume and Value of Production

Based on MISS data, the value of production
index (VAPI) remained on a double-digit year-
on-year downtrend, falling by 11.2 percent.
Meanwhile, the volume of production index
(VOPI) posted a slower decline of 6.4 percent
year-on-year in October after the 11.2 percent
decline in September.
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Business Expectations Survey

Business sentiment improves further. Q4 2009 Business Expectations Survey
results showed a sustained improvement in
I business sentiment for the third consecutive

qguarter for both the current and next quarter
outlook. The improvement was seen relative to
4 B Q@ 04 Q@ Q@  the last quarter as well as the quarter a year
Business Outlook ago. Business sentiment improved further in
Index Q4 2009 as the overall confidence index (ClI)
CurentQuarter 220 184 26 68 -129 126 TOS€ by 3.6 index_ poinFs to 22.0 percent from
18.4 percent (revised) in the previous quarter.
NextQuarter 340 337" 137 -05 166 166 |t continued to improve in Q1 2010 with a Cl of
revised 34.0 percent after it climbed to 33.7 percent
Source: BSP (revised) in the past quarter. The optimism
reflected expectations of better economic
performance in the current and next quarters,
with clearer indications of improving conditions
in the global economy.

Index 2009 2008

Consumer Expectations Survey

The nationwide consumer confidence index
(Cl) for the fourth quarter of 2009 at -36.0
percent declined quarter-on-quarter by 4.1
index points but improved year-on-year by 4.3
‘ index points. The decline came amid lack of

Survey results show a decline in overall
consumer confidence quarter-on-quarter,
but an improvement year-on-year.

jobs and low income prospects for
households. The impact of the devastation

Index 2009 2008 | and the rise in prices caused by typhoons
4 03 0 o1 o3 o Ondoy and Pepeng took its toll on Filipino

Current 360 319 342 403 528 438 CONSUMETS.

Quarter

Next 3 105 37 132 -112 251 -269

months

Next 12 08 09 76 -107 -239 -203

months

Source: BSP
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External Demand

I .- 4B " Exports

Growth rate (in percent)

The performance of exports continued to

2009 2008 .
Commodity Group 0 02 0 reflect the broad slowdown in global demand.
Latest available balance of payments (BOP)
Coconutproducts -22.7 -57.8 26.0 dat h d | ti th i 3
Sugarand Products 32.6 -145 -51.9 ata showed a Iess nega |v_e grow In Q
Fruits and Vegetables a7 60 05 _20(_)9 compared to the previous quarter, but
Other Agro-based 89 250 203 indicated a reversal of the positive growth
products posted in Q3 2008. The contraction was led by
Forest products 624  -124 465 manufactures, which dropped by 15.9 percent
Mineral products 580 494 346 and contributed 13.3 percentage points to the
Petroleum products -884 594 782 decline in exports. Exports of electronic
Manufactures 59 255 02 products led the decline. Other major
Special transactions 400 436 138 contributors to the decline were mineral
Total Exports, as per NSO -215 -28.9 41 i
Forsion Tracte Stataics progucts, particularly copper, and petroleum
Conceptual and coverage -11.8 -2.8 83 pro ucts.
adjustments
Total Exports, BPM5 -22.0 294 43 Imports
Source:85P Mirroring the trend in exports, imports of
goods likewise contracted, reflecting the
weakness in the industrial sector in Q3 2009.
Total imports declined by 29.8 percent year-
1 T 4 B % on-year in the third quarter, a reversal of the
Growth rate (in percent) 14.6 percent growth in Q3 2008. Inputs of all
major commodity groups declined year-on-
_ 2009 2008 year in the last three months of 2009. The
Commodity Group . . .
Q3 Q2 Q3 value of inward shipments of mineral fuels,
Capital Goods -184 274 02 lubricants, and related materials decreased by
Raw Materials & 206 287 09 49.2 percent and contributed 10.8 percentage
Intermediate Goods . . . .
_ points to the contraction of imports, due in part
Mineral Fuels & -49.2 -44.7 44.0 .
Lubricant to the lower prices of petroleum crude and
Consumer Goods 407 -131 646 other mineral fuels. Imports of raw materials
Special Transactions 209 224 71 and intermediate goods as well as consumer
Total Imports” 202 300 139 goods also contributed significantly to the
Conceptual and 801 716 1319 decline.
coverage adjustments
Total Imports, BPM5 -29.8 -30.4 14.6

Vnclude valuation adjustments to NSO data
Source: BSP
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Services and industry contribute positively

to output growth.

Sector

By industrial origin
Agriculture, Fishery & Forestry
Agriculture and Fishery
Forestry
Industry
Mining and quarrying
Manufacturing
Construction
Electricity, gas and water
Services
Transport., Comm., & Storage
Trade
Finance
O. Dwellings & real estate
Private services
Governmentservices

Source:NSCB

2009
Q4

-2.8

0.7
11
17.0

-5.8
05
42
19
35

1.0
0.3

34

2008
Q4

29

74
53
182
34
145
338
1.3
45
0.0
46
1.7

6.2

Aggregate Supply

On the production side, the services sector
remained the main pillar of support to
economic growth, expanding by 4.2 percent
year-on-year in Q4 2009, higher than the
1.3 percent growth registered in the last
three months of 2008. Services, which
represented 49.3 percent of total GDP,
contributed about 2.0 percentage points to
GDP growth. Accelerated growth in retall
trade and private services, particularly
recreational services and personal services,
as well as the rebound of finance supported
the growth in the sector.

Industrial output also grew, albeit less steeply,
by 1.1 percent in Q4 2009 from 5.3 percent in
Q4 2008. However, the fourth quarter
performance of the sector, was a turnaround
after three  consecutive  quarters  of
contractions. The industry sector, which
represented about 31.6 percent of GDP grew
with the wuptrend in the production of
manufactured products, particularly electrical
machinery, petroleum products, food, and
furniture and fixtures. Mining and quarrying
also provided support to the expansion of
industrial output as it continued to post
double-digit growth for the fifth consecutive
guarter. Meanwhile, the growth of construction
in Q4 2008 was reversed in Q4 2009.

Agriculture, fishery and forestry (AFF)
declined in Q4 2009, reflecting the impact of a
series of tropical storms that damaged
production of most crops, livestock and poultry
as well as fishery. AFF, which accounted for
19.2 percent of GDP, contracted by 2.8
percent in the fourth quarter from the year-ago
growth level 2.9 percent. Palay production fell
by 13.9 percent from a contraction of 2.2
percent in Q4 2008. Other crops which
suffered a decline in productions include
pineapple, rubber, cabbage, and calamansi.
Similarly, livestock and poultry declined by 0.7
percent and 1.9 percent, respectively, in the
fourth quarter, a reversal of the 1.4 percent
and 4.5 percent growth in the same period in
2008. The decline in livestock was on account
of the lower number of stock fatteners and
weather-related disturbances. Meanwhile, hog
production was affected by swine flu and
cholera, due in part to the flood events
brought by tropical storm Ondoy and typhoon
Pepeng.
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The Food and Agriculture Organizations
(FAO) December 2009 Food Outlook forecast
world cereal production in 2009 to be 2.2 MMT
(including rice in milled terms), only 2.0
percent below the previous years highest
global record, and was expected to be the
second largest crop on record. Most of the
reduction was with coarse grain and rice
output, estimated to decrease by 3.0 and 1.9
percent in the same period, respectively, while
wheat production was seen to fall only slightly
below the previous years record level. The
decline in 2009 s cereal output was largely
due to smaller plantings, partly in response to
generally lower cereal prices after the
previous year s exceptionally high levels that
prompted many farmers to bring extra land
into production, but was also due to adverse
weather conditions in a number of major
cereal-producing countries.

The 2009 global rice output was forecast at
675 MMT, 1.9 percent lower than the record
688 MMT in 2008. Adverse weather conditions
and earthquakes impaired production in
several countries in Asia, including India,
Taiwan, Japan, Nepal, Pakistan, and the
Philippines. In contrast, the outlook remained
generally favorable for Cambodia, China,
Korea, Iran, Myanmar, Thailand, and Vietnam.
Despite the contraction, rice production in
2009 would still stand out as the second
highest after the record 2008 season.
Furthermore, plantings of the secondary crops
may well expand beyond current expectations,
as witnessed in 2008, which would boost
global production in 2009 further.
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Labor Market Conditions

Unemployment is slightly lower.
Unemployment and Underemployment Rate
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Generally improved labor market conditions
could have also contributed to the
improvement of domestic demand during the
quarter.

On a quarter-on-quarter basis, both
unemployment and underemployment rates
were lower at 7.1 percent and 19.4 percent in
October 2009 compared to July 2009. On an
annual basis, however, unemployment and
underemployment rates were higher in
October 2009 relative to the comparable
figures in 2008.

Meanwhile, the total number of employed
persons in Q4 2009 fell by 0.1 percent and 2.2
percent, respectively, compared to Q3 2009
and Q4 2008. The October LFS showed that
the services sector employed 51.5 percent of
the total employed population, while the
agriculture and industry sectors accounted for
34.0 percent and 14.5 percent, respectively.
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II. MONETARY AND FINANCIAL
MARKET CONDITIONS

Domestic Liquidity and Credit
Conditions

The expansion of domestic liquidity provided
support to  the economy s growth
requirements, amidst difficult global economic
conditions. Domestic liquidity or M3 continued
to grow steadily in November 2009 at 12.0
percent year-on-year (y-0-y) compared to 11.6
percent in end-September.

Liquidity growth is broadly steady.

The expansion in liquidity continued to be
fueled by the sustained growth in net foreign
assets (NFA), reflecting the BSP s continued
build up of its international reserves, with
strong inflows from OF remittances, as well as
banks settling a significant portion of their
foreign liabilities.

Stable credit conditions were also reflected by
the trend of lending by commercial banks. The
growth of commercial banks outstanding
loans of commercial banks, net of banks
reverse repurchase agreements (RRPs)
placements with the BSP slowed down to
single-digit levels starting in July 2009, as
lending for production activities were pulled
down by the contraction of loans to the
manufacturing sector, reflecting in part the
negative impact of the global financial crisis on
export demand. As of end-November 2009,
the growth of loans outstanding strengthened
to 6.6 percent from the 5.9 percent growth
posted at end-September 2009'%.  Bank
lending growth continued to be driven by loans
across most major production activities.

Bank lending continues to grow.

Bank lending including RRPs likewise grew modestly at 2.6 percent compared to the 6.1 percent growth posted at
the end of the previous quarter.
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Consumer loans reflect modest growth in Consumer loans declined in end-November,

consumer spending. 2009 at 3.8 percent from 6.9 percent as of
end-September 2009, as households paid
down debt, which is common during a
downturn.

In general, preliminary results of the senior
bank loan officers survey in Q4 2009
indicated that overall lending conditions
remained basically unchanged compared
with the previous quarter. The results
applied to both lending to enterprises
(about 88 percent or 14 banks out of 16)
and households (about 70 percent or 7 out
of 10).

Meanwhile, overall credit standards
remain basically unchanged in Q4 2009.

A smaller portion of respondents indicated
that lending conditions of their corporate
borrowers were somewhat tightened. In
contrast, the number of respondents that
reported tighter credit standards to
household borrowers rose during the review
period from the previous quarter. As in the
previous survey, majority of respondents
said demand for loans from both
enterprises and households remained
basically unchanged in the latest survey.
However, a number of respondents said
demand for loans decreased somewhat.

The decline in the demand for loans may be
reflective of households and companies
tendency to deleverage in times of subdued
growth. In addition, reductions in the cost of
capital market finance may have also
encouraged more companies to raise funds
via the capital markets and pay down bank
debt, thereby decreasing their demand for
new loans.

Meanwhile, there were no significant
differences observed across borrower
categories in Q4 2009 versus the third
guarter in 2009.
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II. MONETARY AND FINANCIAL
MARKET CONDITIONS

Interest Rates

Domestic interest rates decline.

91-day T-bill rate and BSP RRP rate
In percent

=£—91-day T-bill rate

= Overnight RRP Rate

Yields in the secondary market increase
across all tenors during the quarter.
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Interest rates reflected a general decline as
liquidity remained ample. Yields on the 91-day
and 182-day Treasury bill (T-bill) rates
reflected declines to reach an average of 3.85
percent and 4.12 percent, respectively in Q4
2009. Meanwhile, the 364-day T-bill rate rose
marginally to average 4.46 percent during the
review period, on higher inflation expectations.

Yield Curve

Secondary market vyields reflect market
participants views on the future path of policy
rates, as well as other factors, including
sentiment on fiscal developments in the
country. Yields increased across a wide range
of maturities except for the 20- and 25-year
tenors as of end-December 2009 relative to
end-September 2009. Yields were higher on
dampened sentiment following the Philippine
government s announcement that the 2009
budget deficit may further swell to 2260 billion,
or R10 billion higher than the earlier forecast,
due to the estimated damage caused by the
recent weather disturbances that visited the
country.
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Both the interest rate differentials
between Philippine and US T-bills and
policy interest rates narrow.

Interest rate differentials
in basis points
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Real lending rate declines on higher
inflation.

Interest Rate Differentials

The average positive differentials between
domestic and US T-bill rates, net of tax,
narrowed in Q4 2009 relative to Q3 2009, due
to the larger decline in the domestic interest
rate compared to the fall in the US T-bill rate.
Similarly, the after-tax differential between RP
T-bill and US LIBOR rates was marginally
lower during the quarter, given the bigger
decline in the RP 91-day T-bill rate compared
to that for the corresponding US LIBOR rate.

Meanwhile, the differential between the BSP’s
policy interest rate (overnight borrowing or
RRP rate) and the US federal funds target rate
remained at 375 basis points in Q4 2009,
reflecting the unchanged monetary policy
stance of both the BSP and the US Fed during
the review quarter. Adjusted for the risk
premium which is measured as the
differential between the 10-year Republic of
the Philippines (ROP) note and the 10-year
US Treasury notethe average spread
between the BSP s policy rate and the US
federal funds target rate, however, continued
to widen to 149 basis points relative to 102
basis points in Q3 2009. This development
may be traced to the sustained decline in the
risk premium given the large decline in the
yield of the 10-year RP note compared to the
minimal increase in the yield of the 10-year
US note over the same period.

The uptrend in inflation led the real lending
rate measured as the difference between the
average bank lending rate and inflation to
ease to 3.6 percent in December 2009 from
7.3 percent in September 2009. The real
lending rate of the Philippines ranked seventh
highest (from being the third highest in
September 2009) in a sample of 10 Asian
countries, while Indonesia at 10.2 percent
registered the highest real lending rate during
the quarter.
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Financial Market Conditions

Bullish tone in the local stock market

continues.
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Global financial market activity continued to be
driven by growing confidence in the global
economic recovery as the steady stream of
mostly  positive  macroeconomic  news
reassured investors that the global economy
had in fact turned around. Exceptionally low
policy rates across the globe and fiscal
stimulus packages in advanced economies
continued to drive the Post—crisis rebound in
global equity markets'®. As global credit
markets continued to normalize and credit
spreads have stabilized, the risk of contagion
from global financial stresses has markedly
been reduced in domestic financial markets.

Stock Market

With increasing investor confidence in the
global economic recovery coupled with ample
liquidity in the system, investors returned to
the local equities, market, helping reduce the
cost of capital for firms. The Philippine Stock
Exchange Composite Index (PSEi) averaged
2,986.7 index points during the quarter, higher
by 5.6 percent than the previous quarter s
2,827.8 index points and by 54.6 percent over
the 1,931.8 index-point average registered
during the same period a year ago.

Upbeat trading in Wall Street influenced the
generally positive mood in local stock market
activity. Optimism that there could be an
immediate resolution to the Dubai crisis, which
started around the last week of November
2009 also contributed to the positive mood.

Other markets in the US, Europe, and Asia
also traded on a generally positive note during
the quarter, as investors positioned for 2010
with optimism that the year will be better.

'° Bank for International Settlements Quarterly Report, December 2009 available at www.bis.org
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Government Securities

Oversubscription of T-bill Auctions Liquidity in the financial system as well as
In billion pesos .

market preference for the safe instruments

continued to fuel demand for government

securities as banks continued to place

. excess funds in Treasury bills. However,

the amount of oversubscription appeared to

have moderated, from P95.4 billion in the

third quarter to P61 billion in the last quarter.

Government securities dealers concerns
were mainly focused on fiscal developments
in the country. The government, however,
reassured the market that there are
available options to increase its funding
requirements to cover additional spending
for the restoration of facilities damaged by
the calamities. Such options included
tapping the international capital market
through the issuance of samurai and global
bonds.

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
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