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ments in 1986, the major policy thrusts and specific measures adopted
by the Monetary Authorities and highlights of the Bank’s operations
and other activities, including a statement on the Bank’s financial
position for the year.
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RESPONSIBILITIES AND OBJECTIVES
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“It shall be the responsibility of the Central Bank of the Philippines to admi-
nister the monetary, banking and credit system of the Republic.

“It shall be the duty of the Central Bank to use the powers granted to itunder
this Act to achieve the following objectives:

“g) Primarily to maintain internal and external monetary stability in the Philip-
pines, and to preserve the international value of the peso and convertibility of
the peso into other freely convertible currencies; and

“b) To foster monetary, credit and exchange conditions conducive to a ba-
lanced and sustainable growth of the economy.”
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x  SOURCES AND SYMBOLS

Sources. Statistics are derived from government bureaus and offices, financial
institutions and private firms, through direct communication with the entities
concerned, from published statistical reports and bulletins and from the different
departments of the Central Bank. '

Definitions. The series are defined in general and specific terms in the “Notes
on the Series Used” of the Statistical Bulletin, Volume II of the Annual Report.
Changes made in each table are also explained briefly, including clarifications on
the elimination of certain footnotes.under the old tables. '

Symbols. The following symbols are used to convey the information in each
case.

Symbol Information

Data not available
Data not applicable or appropriate

- Nil or zero
— Data too small to be expressed
P (Set up as a superior index) Preliminary
r : * (Set up as a superior index) Revised

‘e (Set up as a superior index) Estimate
n.e.c. Not elsewhere classified

Rounding of figures. Any slight discrepancy that may be noticed between the
sum of the constituent items and the total shown in some tables may be attributed
to the rounding of numbers.










OVERVIEW 3

The extraordinary events early in the year brought about the installation of a
new government whose efforts to accelerate economic recovery resulted ina posi-
tive growth rate in GNP under conditions of relative price stability particularly
during the latter part of the year. Despite a series of incidents suggesting attempts
of certain groups to destabilize the new government, indications of an economic
turnaround became evident beginning the third quarter of 1986 and became pro-
nounced during the fourth quarter as the stability of domestic prices; interest
rates and the exchange rate continued to provide an environment conducive to
investment and growth. .

The balance of payments yielded a significant surplus owing to the marked
improvement in the current account arising from an expansion in earnings from
exports of goods and services and a reduction in imports and service payments,
aided no doubt by the sharp fall in oil prices and international interest rates. Due
to amortizations on loans from multilateral financial institutions and the substan-
tial decline in the amount of rescheduled medium- and long-term debt, however,
the net inflow of non-monetary capital contracted sharply even as direct invest-
ments and the short-term capital account recorded considerable improvement.
Nonetheless, the country’s international reserve reached a comfortable level of
$2.5 billion, which in turn helped sustain the stability of the peso-dollar exchange
rate. :

Meanwhile, the deflationary trend in domestic prices continued at a reduced
pace as the productive sectors started to respond favorably to economic policies
aimed at stimulating the economy and enhancing productivity and efficiency.
Preliminary estimates of national income accounts indicated a positive growth in
aggregate output of 1.5 percent following two consecutive years of economic
contraction. Responding to the immediate need to achieve economic recovery in
the short-term and sustained growth over the long run, the economic program of
the new administration adopted four broad principles and underlying strategies,
namely: 1) the substantial reduction in the extent of government intervention in

the economy; 2) the reestablishment of competitive markets; 3) renewed emphasis’

on rural development and on the equitable sharing of the fruits of sustained re-
covery; and 4) a more competitive and outward-looking economy through trade
liberalization and flexible exchange rate policies.

_ In support of efforts to stimulate investment and productive activities, the

thrust towards market orientation, deregulation and privatization was pursued’

more resolutely in monetary policy. A more relaxed monetary policy for the rest
of the year was made possible with the relative stability of the exchange rate and
the declining trend in domestic price movements beginning the second half of
the period.

Monetary policy was eased by such measures as a further reduction in the re-
serve requirement by one percentage point in May and another in August on
short-term bank deposit liabilities and by one percentage point in November on
long-term deposit liabilities. Moreover, the rediscount rate was reduced to 10.0
percent in December 1986 from 12.75 percent at-end-1985. The policy of re-
deeming CB Bills on maturity dates was also adopted in October when the auction
method for Treasury Bill flotations was reintroduced. '

The changes in monetary policy which increased the availability of credit at
lower interest rates, also served to fcduce banks’ intermediation costs and lower
lending rates. With the containment of inflation, real interest rates remained posi-
tive although nominal yields on traditional savings and time deposits as well as
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on promissory issues of banks (MRR) dropped by-as much as 2 to 8 percentage
points, while nominal rates on secured loans fell to 17.4 percent in 1986 from
28.2 percent in 1985. With the relaxation of monetary policy, banks maintained
relatively more liquid positions in 1986 as demand remained sluggish.

In the external sector, external debt management remained supportive of ef-
forts to maintain the viability of the country’s external payments position through
the negotiation of multi-year debt restructuring based on longer grace/repayment
periods and lower interest spreads as well as through the infusion of fresh credits.
Negotiations with the International Monetary Fund were completed in July 1986
on the 1986-88 economic program which was subsequently approved by the IMF
Executive Board in October 1986. Involving IMF drawings of SDR 198.0 million
over an 18:month period starting November 1986 -and SDR 224.0 million under
the Compensatory Financing Facility (CFF), an initial drawdown of $275.0 mil-
lion representing the full amount of the CFF and the first tranche of the standby
credit was released towards the end of October. Furthermore, the country ob-
tained in December the third and final drawdown on the New Money Facility
from foreign commercial banks. Along with other incentives to encourage invest-
ments, the debt-to-equity conversion program was introduced by the monetary
authorities in August 1986 to channel the country’s external debt into invest-
ments and to help ease the debt burden.

To improve efficiency and productivity and enhance the country’s interna-
tional competitiveness, the abolition of controls over imported items was further
implemented. Under the import liberalization program which sought to ensure
the availability of essential capital goods and raw materials for local business and
to minimize, if not remove the excessive protection accorded local industries that
had tended to subsidize inefficiency, restrictions on a total of 936 out of the
1,232 items scheduled for liberalization in different stages beginning 1986 were
phased out by the end of the year. Liberalization of the remaining items will be
pursued in 1987 until April 1988.

A privatization program intended to reduce the scope and size of government
in economic activity was undertaken during the year with the approval of a divest-
ment program for state-owned government corporations and the institution of
reforms in government financial institutions through the. adoption of revised
charters and the installation of new management with substantial private sector
participation in two major government banks. The sale of 40 percent equity of
a government-acquired commercial bank to the private sector has been concluded
while negotiations for the sale of two more government banks are currently under-
way. , 5

The National Government, for its part, intensified pump-priming operations '
through higher expenditure levels towards the latter part of the year. This result-
ed in a higher budgetary deficit of P2$.1 billion in 1986, more than double that
incurred in 1985. Approximately half or P15.2 billion of the deficit was incurred
in the fourth quarter following acceleratgd rc;ieases of funds to the government’s
emergency employment program which was implemented in July 1986 to generate
livelihood opportunities and to create off-farm employment in the rural areas.
On the revenue side, 2 comprehensive tax reform program was approved to
strengthen the elasticity of the tax structure through such measures as the provi-
sion of higher tax exemptions for low income earners, simplification of the tax
structure, increases in taxes on non-essential items, abolition of export taxes ex-
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cept on logs, removal of tax and duty exemptions and the granting of tax amnesty
-in the second half of 1986,

The implementation of these vital policy measures, the institution of democra-
tic reforms and the infusion of incremental inputs to recovery by way of external
financial assistance resulted in improvements essential to the achievement of na-

tional goals.




6 MAIN DEVELOPMENTS

INTERNATIONAL
SECTOR

Significant progress was achieved in the external sector in 1986 as reflected in
the substantial build-up of the country’s gross international reserves, the relative-
ly stable exchange rate of the peso and the considerable improvement of the cur-
rent account. Policies that would promote exports, maintain the competitiveness
of Philippine products abroad and encourage the inflow of foreign investments
continued to be implemented even as.certain international developments such as
lower oil prices and interest rates contributed to the improved external position.
Moreover, the restoration of confidence in the country following the change in
the national leadership in February 1986 had a significant positive influence on
external performance during the year.

On the whole, preliminary data indicated an overall balance of payments
surplus of $1,247 million (with rescheduling) for 1986 on the strength of the
favorable shift of the current account balance from a shortfall to a surplus posi-
tion (Table 1). The overall balance of payments surplus was lower than the year-
ago level due mainly to the sharp decline in actual loan availments and reschedu-
ling. Without rescheduling, the overall BOP position would have stood at positive
$137 million compared to negative $545 million in 1985.

CURRENT ACCOUNT DEVELOPMENTS

From a $77 million deficit in 1985, current transactions yielded a surplus of
$1,022 million in 1986 (Figure 1). Underlying this strong performance were the
expansion in invisible receipts and the recovery of the country’s major exports
coupled with lower commodity imports and service payments.

Merchandise Trade

The growth in exports by 4.6 percent to $4,842 million together with the com-
pression of imports by 1.3 percent to $5,044 million contributed to the signifi-
cant narrowing of the trade gap to $202 million in 1986 from $482 million a year
ago. Exports advanced during the year on account of gains in major products such
as garments, chemicals, coffee, gold, fish (fresh or preserved), and copra follow-
ing a number of favorable developments in the international market (Table 2).
These included the apprecigtion of major European currencies against the U.S.
dollar, the successful penetration of non-quota markets particularly for gar-
ments, the production slump in a major coffee supplier country, and the uptrend
in the demand for and price of shrimps and prawns in Japan. Furthermore, in
the domestic scene, the increased production of phosphatic fertilizer made possi-
ble a rise in export shipments of chemicals while the continued implementation
of a flexible exchange rate policy, the lifting of the export ban on copra and the
lifting of export duties on all export products (except logs) provided an environ-
ment conducive to export growth. Meanwhile, depressed demand for semi-
conductor devices in the world market coupled with financial difficulties and
labor problems confronting the domestic industry continued to affect the
performance of the country’s electronic exports. Morcover, low free market
price of sugar discouraged export shipments to countries other than the U.S.
where the price was relatively high. '

In the case of imports, a significant decline was posted by mineral fuels and

" lubricants which, at $869 million, represented a 40.2 percent drop from the 1985

level of $1,452 million following the sharp reduction in the price of petroleum
crude from an average of $26.90 per barrel in 1985 to $14.74 per barrel in 1986.
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Figure 1. CURRENT ACCOUNT AND MERCHANDISE
TRADE SURPLUS/DEFICIT
Million US$ 1975-1986
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Figure 2. FOREIGN TRADE BY PRINCIPAL COMMODITIES
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Figure 3. FOREIGN TRADE BY AREAS AND COUNTRIES, 1986
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Imports of consumer goods similarly decreased by 9.8 percent. In contrast, raw
materials and intermediate goods rose by $473 million or 21.5 percent to $2,671
million during the year indicating some restocking in preparation for an upturn
in economic activity. Imports of capital goods particularly electrical and non-
electrical machinery similarly increased to $864 million during the review period
from $788 million in 1985 (Table 3).

The net terms of trade index in 1986 improved to 82.1 (1972=100) from 55.9
a year ago (Table 4) as import prices declined at a faster pace than export prices
(40.5 percent as against 12.6 percent).

Non-Merchandise Trade

The surplus on non-merchandise trade widened considerably to $783 million in
1986, from $26 million a year ago. The notable improvement was brought about
mainly by the growth in service receipts by 15.3 percent to $3,791 million on
account of increases in foreign government expenditures in the country (by 95.7
percent), travel receipts (by 27.9 percent), and operating expenses of foreign
companies (by 25.1 percent). The increase in foreign government expenditures,
accounting for nearly three-fourths of the $503 million expansion in service re-
ceipts, was traceable principally to the rise in the Economic Support Fund (ESF)
provided by the U.S. government from $62 million in 1985 to $300 million in
1986. At the same time, payments for services dropped by 7.8 percent to $3,008
million due mainly to the decline in interest expense to $2,046 million from
$2,250 million a year ago, reflecting the continued softening of international in-
terest rates.

Transfers

Transfers netted $441 million during the year, up by 16.4 percent from the 1985
level. Inward transfers went up by $57 million, the bulk of which came from pri-
vate transfers, particularly personal remittances.

NON-MONETARY CAPITAL ACCOUNT

In 1986, there was a notable reduction in the net inflow of non-monetary capital
from $1,685 million in 1985 to $14 million. The single factor behind the weak-
ening of the capital account was the decline in MLT loan availments, particularly
loans deemed rescheduled, from $2,846 million to $1,110 million as the Paris
Club rescheduling in 1986 covered only the period January through June. With
MLT loan outflows rising by almost half from the year-ago level owing to higher

. amortizations on loans from multilateral financial institutions, the net inflow

from MLT loans dropped to $815 million, from $2,787 million in 1985.

The short-term capital account, on the other hand, improved substantially,
registering a net outflow of $814 million which was 53.0 percent lower than the
1985 record of $1,731 million. While transactions under DAs and OAs recorded
larger net repayments, those under short-term loans, particularly the Trade Facility
where a large amount of trade credit was converted into CB deposits, recorded a
lower net outflow of $138 million.

Significantly, too, there was a turnaround in direct investments from a net
outflow of $9 million in 1985 to a net inflow of $114 million as a result of
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higher net inward remittances of head offices of foreign banks to their local
branches, increase in technical fecs and other expenses converted into equity,
and the sustained inward repatriation of capital invested abroad by residents.
There was also a noticeable decline by 45.9 percent to $72 million in invesrment
outflows, particularly capital for investment abroad.

INTERNATIONAL RESERVES

The Central Bank gross international reserves improved substantially after the Feb-
ruary Revolution, reaching $2,459 million at the end of 1986. At this new level,
reserves were higher by $1,398 million or 131.8 percent than the level prevailing
a year ago and were sufficient to fund about 3.7 months’ imports of goods and
services.!

Central Bank reserves improved to $1,244 million at the end of March, after
posting slippages in the first two months of 1986. An upsurge of sales of foreign
exchange to the CB and the second drawdown of $175 million from the New
Money Facility boosted reserves. At the end of the second quarter, reserves grew
further by $358 million to $1,602 million from the end-March level, chiefly
owing to net foreign exchange purchases from the general public and the financial
sector which were even more substantial than in the previous quarter, and the
purchase by the Central Bank of the proceeds of the government’s Asian Develop-
ment Bank loan and the Economic Support Fund from the US. Reserves con-
tinued to climb by $108 million during the third quarter reaching $1,710 mil-
lion at end-September, due mainly to continued net purchases of foreign ex-
change from the banking system, the decline in net withdrawals against deposits
with the Central Bank under the Trade Facility, an increase in primary gold pur-
chases and proceeds from the Eighth RP-Japan Commodity loan and the last draw-
down from the Economic Support Fund. At the close of the fourth quarter, CB
reserves totalled $2,459 million, up by $749 million or 43.8 percent from the
end-September level. Contributing to the substantial increase during the quarter
were the third and last drawdown of $350 million from the New Money Facility
with foreign commercial banks; the drawdown from the IMF's Compensatory
Financing Facility (equivalent to $269 million) and the first tranche of the
existing standby arrangement (equivalent to $6 million); proceeds of the RP-
Japan Ninth Commodity loan ($161 million); and the notable increase in CB
primary gold purchases.

The Central Bank's international reserves at year-end consisted of foreign in-
vestments (65.2 percent), gold (32.5 percent), and foreign exchange holdings
and special drawing rights (SDRs) which together accounted for 2.3 percent
(Table 5).

EXCHANGE RATE’

After coming under heavy pressure in the first two months of 1986, as a result
of speculation caused by a very rapid expansion of government spending and
political uncertainties surrounding the presidential election, the exchange rate of
the peso against the US dollar exhibited significant stability for the remainder of

1Based on the level of goods and services for 1986.
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1986 159585

Commodity Group Volume Price Value Volume Price Value

IV. Consumer Goods 398 441
Food & Live Animals for Food 271 320
Dairy Products 106 928 98 83 867 72

Fish & Fish Preparations 33 265 9 5 259 1

Rice - - 7 538 205 110

Corn - - - 281 119 34
Others A 164 103
Beverages & Tobacco 72 76
Miscellaneous Instruments 55 45

V. Special Transactions 242 232
Total Imports 5,044 5,111

Net Purchasilig
Exports Imports Terms of Power of
Period Volume Prices! Volume Prices? Trade Exports
1983" 204.2 210.0 156.9 342.4 61.3 125.1
1984 199.4 231.4 112.0 386.8 59.8 119.3
1985 195.0 203.2 100.8 363.8 55.9 108.9
1986 233.4 177.5 167.9 216.3 82.1 191.6







































































































































































































































































































