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The Governor’s Foreword

By most accounts, 2005 was a very challenging year for the Philippines. Oil prices
reached record high levels. Exports slowed down with a relatively slower global demand.
Agricultural production declined due to the EI Nifo phenomenon. On top of these
economic difficulties, there were also political pressures.

In the face of all these challenges, the economy proved its resilience and underlying
strength. Real GDP grew by 5.1 percent during the year, driven mainly by services on
the output side and consumer spending on the demand side. At the same time,
domestic inflation was kept at an average of 7.6 percent.

The continued resilience of the economy to the various shocks of the past year was not
merely due to chance. It was the result of a demonstrated commitment to a
comprehensive economic reform program involving both the government and the private
sector.

A key development during the year was the implementation of the Reformed Value
Added Tax (RVAT) and the changes in the excise taxes. These revenue-improving
measures were a major step for the Government in ensuring fiscal sustainability over the
long term. Expectedly, this was received with great approval by investors and
international institutions.

The positive sentiment generated by our improved fiscal performance translated into
increased foreign investments, both portfolio and direct investments. The inflows from
these investments and the surge in remittances from overseas workers helped keep our
balance of payments in surplus, despite modest merchandise trade. International
reserves level was built up to a comfortable level.

The improvement was complemented with continued resilience and soundness of the
banking system. Asset quality, in particular, has been improving considerably with
commercial banks’ non-performing loans (NPL) ratio settling at single-digits by the end of
the year. The capital adequacy ratio of commercial banks also remained well above the
international benchmark of 8.0 percent at 17.5 percent as of June 2005. Nevertheless,
lending activity has remained sluggish, mainly because of banks’ generally cautious
attitude toward lending and also because of weak corporate credit demand. The weak
lending activity, of course, also meant that the banking system was awash with liquidity,
which in turn implied falling market interest rates and narrowing interest rate differentials.
Needless to say, such developments in a time of cost-push inflation made things more
complicated for monetary policy.

It became critical therefore for the BSP to work hard in carefully calibrating monetary
policy without collateral effect on economic activity. Our main focus was on ensuring the
achievement of the inflation target, keeping the public’s inflation expectations anchored
and managing the rapid growth in domestic liquidity. These considerations led the BSP
to raise its policy interest rates by a total of 75 basis points and increase its reserve
requirement ratios by 200 basis points. These measures paid off in terms of declining
inflation in the latter half of 2005.
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We look ahead with great optimism that economic growth will be sustained. The main
risk we see for domestic demand is the high oil prices, which have already taken some of
the buoyancy out of consumer spending in the past year. High oil prices also continue to
be the key source of risk to inflation. On the other hand, the RVAT is expected to have
only a short-lived impact on inflation, while the strong peso and the recent easing of food
prices should help balance out the upside risks. Thus, after a brief upward trend in the
early part of 2006, we expect inflation to decelerate as the impact of cost push pressures
subside in the months ahead.

Meanwhile, market interest rates are expected to benefit from ample liquidity, improving
fiscal performance, and better prospects for the country's sovereign credit standing. We
may expect interest rates to remain generally stable at current levels during the year. At
the same time, our external position is likely to continue to benefit from dollar inflows
from remittances and investments. With healthy inflows, the nominal exchange rate is
also likely to remain generally stable in the course of the year.

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. For the BSP, the main task will be to remain
committed to fighting inflation and reforming the financial sector.

To this end, monetary policy will continue to be aimed at responding proactively to the
second round effects of cost-push shocks; potential buildup in demand pressure due to
excessive money growth; and any inflationary consequences of exchange rate volatility
coming from narrowing interest rate differentials. The BSP will therefore be focused on
helping to steer inflation towards the inflation target.

In the area of banking supervision, our focus will be on reducing the stock of non-
performing bank loans which have continued to dampen bank lending activity. Helping
banks dispose of their non-performing assets will also enable the monetary transmission
mechanism to work more effectively by allowing credit to better respond to monetary
action. The Bank will also be working hard to improve its supervision technology and
capacity; enhance the prudential regulatory environment in line with international
standards and best practices; strengthen corporate governance standards and market
discipline mechanisms; and further developing the domestic capital market. Efforts will
also be focused on further enhancing the payments system.

In sum, the near-term economic outlook suggests continued strength in economic
activity, but there are potential obstacles on the way to sustainable growth. The critical
task ahead is for policymakers to focus, not just on macroeconomic stabilization in the
short-term, but also on preserving the momentum for economic reforms to ensure
sustained growth in future years.

AMANDO M. TETANGCO, JR.
Governor

;Al/wm/

March 2006
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INTRODUCTION

ABOUT THE BSP

“The Congress shall establish an independent central monetary
authority... (which) shall provide policy direction in the areas of
money, banking and credit. It shall have supervision over the
operations of banks and exercise such regulatory powers as may be
provided by law over the operations of finance companies and other
institutions performing similar functions.”

Section 20, Article XlI, 1987 Philippine Constitution

“The State shall maintain a central monetary authority that shall
function and operate as an independent and accountable body
corporate in the discharge of its mandated responsibilities concerning
money, banking and credit. In line with this policy, and considering its
unique functions and responsibilities, the central monetary authority
established under this Act, while being a government-owned
corporation, shall enjoy fiscal and administrative autonomy.”

Section 1, Article 1, Chapter 1
Republic Act No. 7653 (The New Central Bank Act)
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The BSP’s Legal Mandate

The Bangko Sentral ng Pilipinas (BSP) is the central bank of the Republic
of the Philippines. It was established on 3 July 1993 as the country’s independent
central monetary authority, pursuant to the Constitution and the New Central
Bank Act. The BSP replaced the old Central Bank of the Philippines, which was
established on 3 January 1949, as the country’s central monetary authority.

A government corporation with fiscal and administrative autonomy, the BSP
is responsible, among other things, for:

e Maintaining price stability conducive to a balanced and sustainable growth
of the economy;

e Formulating and implementing policy in the areas of money, banking and
credit; and

e Supervising and regulating banks and quasi-banks, including their
subsidiaries and affiliates engaged in allied activities.

Powers and Functions

The BSP’s Charter also provides that, as the country’s central monetary
authority, the Bangko Sentral performs the following functions:

e Liquidity management. The BSP formulates and implements monetary
policy aimed at influencing money supply consistent with its primary
objective to maintain price stability.

e Currency issue. The BSP has the exclusive power to issue the national
currency. All notes and coins issued by the BSP are fully guaranteed by the
Government and are considered legal tender for all private and public
debts.

e [lender of last resort. The BSP extends discounts, loans and advances to
banking institutions for liquidity purposes.

e Financial supervision. The BSP supervises banks and exercises regulatory
powers over non-bank institutions performing quasi-banking functions.

e Management of foreign currency reserves. The BSP seeks to maintain
sufficient international reserves to meet any foreseeable net demands for
foreign currencies in order to preserve the international stability and
convertibility of the Philippine peso.

e Determination of exchange rate policy. The BSP determines the exchange
rate policy of the Philippines. It adheres to a market-oriented foreign
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exchange rate policy such that the role of Bangko Sentral is principally to
ensure orderly conditions in the market.

e Other activities. The BSP functions as the banker, financial advisor and
official depository of the Government, its political subdivisions and
instrumentalities and Government owned and controlled corporations.

The New Central Bank Act imposes limitations and other conditions on the
exercise of such powers by the BSP. Among others, it limits the circumstances in
which the BSP may extend credit to the Government and prohibits it from
engaging in development banking or financing.
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PART ONE: THE PHILIPPINE ECONOMY
Domestic Economy

The Philippine economy expanded by 5.1 percent in 2005,

Zggni’:#;,p fcly’lﬁnues buoyed by the continued growth of the services and
to grow in 2005 industry sectors on the production side and sustained

consumer expenditures on the demand side. While the
Gross Domestic Product (GDP) growth was slightly below
the 6.0 percent growth posted in 2004 and the lower end of
the 5.3-6.3 percent target set for 2005, this was achieved
against the backdrop of a number of pressures that
weighed down on the economy, including the volatility of
international oil prices, mild El Niho phenomenon, and
political uncertainties (Table 1).

Real Gross Domestic Product and

Real Gross National Product
Annual growth in percent
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The growth of the domestic economy resulted in a 2.2
percent increase in employment mainly in the services
sector. Based on the old unemployment definition, the
average unemployment rate for 2005 was lower at 11.4
percent compared to 11.8 percent in 2004

On the supply side, increased global oil prices and
domestic supply constraints raised the cost of production
and pushed the inflation rate above the Government’s 5-6
percent target for the year. However, inflation began to
slow down in the second half of 2005 as food prices
eased.

' The old unemployment definition considered only those without jobs and those looking for work. The new

unemployment definition considered the criterion on availability for work. The inclusion of the availability criterion
in the new definition was aimed at fully adopting the international standards prescribed by the International Labor
Organization (ILO). Starting April 2005, the new LFS questionnaire was used to estimate the unemployed, which
included all persons who were 15 years old and over as of their last birthday and were reported as without work,
currently available for work, and seeking work or not seeking work due to valid reasons. The NSO did not provide
comparative year-ago figures based on the new LFS questionnaire.




On the fiscal front, enhanced revenues buoyed by the
implementation of tax reform measures [i.e. sin tax law and
the landmark Reformed Value Added Tax (RVAT) Law]
along with administrative measures to promote efficiency in
the collection of taxes and continued fiscal discipline
enabled the government to improve its finances. The
National Government (NG) attained an improved fiscal
deficit to GDP ratio of 2.7 percent of GDP, outperforming
the programmed ceiling of 3.4 percent of GDP.

Aggregate Output and Demand

Services and
industry drive
economic
growth

The growth of the domestic economy was driven by the
favorable performance of the industry and services sectors
on the supply side. On the other hand, growth on the
demand side continued to be driven by increased personal
consumption expenditure.

Real GDP, By Industry
Annual growth in percent

8
3@ Agriculture, Fishery and Forestry
Clindustry
I/ |ﬂ_| A_H

2001 2002 2003 2004 2005

@

s

8]

=}

The services sector contributed 3.0 percentage points to
the 5.1 percent growth of GDP. The sector’'s growth was
led by the financial subsector which recorded an upsurge
in non-interest income such as trading gains from
government securities. Transportation, communication and
storage subsector also contributed significantly to the
growth given the continued demand for mobile
communication services. Likewise, overseas Filipino
workers (OFW) remittances and tourist arrivals boosted the
trade subsector.




The industry sector, meanwhile, grew by 5.3 percent,
accounting for 1.8 percentage points of the GDP growth.
Despite the oil price hikes, manufacturing surpassed its
year-ago growth rate and was the biggest contributor to
the growth of the industry sector. The growth in
manufacturing was propelled by food manufactures,
chemical and chemical products, footwear and wearing
apparel, petroleum products, and textile and tobacco
manufactures. The mining sector recorded strong growth
on account of increased foreign investment and rising
metal prices in the world market. Construction also grew at
a respectable pace as public construction recovered.
Growth of public utilities, however, weakened with the
rising cost of oil and regulatory uncertainties.

Agriculture, Fishery and Forestry (AFF) comprised 19
percent of total domestic output and contributed 0.38
percentage point to economic growth. The moderate
growth in the AFF sector of 2.0 percent was due to weak
growth in crop production, modest increases in livestock
and poultry output, and a contraction in forestry output. On
the other hand, the relatively strong performance of the
fishery subsector was supported by increased production
of seaweed due to high foreign demand, improved
dispersal programs and better technical and financial
assistance from the Government.

On the demand side, personal consumption expenditure
continued to be the main driver of growth, rising by 4.9
percent in 2005 (Table 1a). Consumer spending was
buoyed by the strong inflow of OFW remittances during the
year. However, spending was also tempered partly by the
higher prices of goods and services. Meanwhile,
investments slipped in 2005 due to the substantial decline
in durable equipment. On the other hand, government
services increased moderately by 2.7 percent in 2005 as
the NG continued to practice fiscal prudence. Public
construction, however, improved in the latter part of the
year due to increased capital outlays.

The export sector grew by 2.3 percent in 2005, lower than
last year’s double-digit growth as merchandise exports
posted a low growth of 2.0 percent from a high of 14.1
percent in 2004. Meanwhile, total imports expanded by
1.8 percent in 2005 following a 5.9 percent growth in 2004.




Labor, Employment and Wages

Overall labor
market
conditions
improve

...as the jobless
rate declines

Prices

Higher oil
prices and a
mild El Nino
phenomenon
drive inflation
higher in 2005

Employment conditions continued to improve in 2005. The
number of employed workers rose by 2.2 percent to a total
of 32.3 million, or an average of 700,000 jobs created per
year. This was lower than the 978,000 jobs created in
2004 but higher than the 573,000 jobs created in 2003
(Table 2).

Average unemployment rate declined slightly to 11.4
percent in 2005 from 11.8 percent in 2004 based on the
old National Statistics Office (NSO) definition. Likewise,
the number of unemployed persons declined to 4.1 million
in 2005 from 4.2 million in 2004. Based on the new
definition of unemployment, the jobless rate as of April
2005 at 8.3 percent was the highest recorded during the
year because of the entry in the labor force of new
graduates and vacationing students looking for summer
jobs. The unemployment rate in July and October of 2005
registered at 7.7 percent and 7.4 percent, respectively.
The total number of unemployed persons under the new
definition ranged from 2.6 million to 2.9 million in the NSO
Labor Force Surveys (LFS) from April to October 2005.

Gains in employment were seen in all major sectors.
Employment in the services sector, which continued to be
the country’s major source of employment, grew by 2.8
percent (423,000 jobs) during the year. The wholesale
and retail trade subsector posted the biggest growth in
employment, followed by hotels and restaurants; real
estate, renting and business activities; and education.
Employment in the agriculture, fishery and forestry sector
rose by 2.2 percent (248,000 jobs) despite the El Nifio dry
weather disturbance, while employment in the industry
sector rose slightly by 0.5 percent (27,000 jobs).

Inflation trends upward

Inflation averaged higher in 2005 compared to its year-ago
level, reflecting the impact of the unprecedented increase
in world oil prices and the occurrence of a mild El Nifio in
the early part of the year. Headline inflation for 2005 based
on the 2000 Consumer Price Index (CPI) series averaged
7.6 percent, higher than the 6.0 percent inflation recorded
in the previous year and the Government target of 5.0-6.0
percent (Table 3). Nevertheless, consistent with BSP’s




Food and non-
food inflation
rise in 2005

Price increases in
energy-related
products lead to
higher non-food
inflation

forecasts, there has been some observed easing in price
pressures beginning in the second semester of the year
due to favorable food prices as weather conditions
improved and prices of imported oil moderated following
temporary declines in world oil prices and the
strengthening of the local currency. Meanwhile, core
inflation sustained its easing trend which started in March,
indicating the absence of demand-based pressures on
consumer prices.

The average inflation for food, beverage and tobacco
(FBT) inched up to 6.4 percent in 2005 from 6.2 percent in
2004. Price increases were recorded for some food items,
particularly rice, sugar, alcoholic beverages, and meals
eaten outside homes. The implementation of higher taxes
for tobacco and alcoholic drinks also contributed to higher
FBT inflation during the year. Likewise, the sharp rise in
world oil prices since 2004 continued to affect food inflation
in 2005, as higher fuel prices led to upward adjustments in
transportation and distribution costs. It may also be noted
that the world market prices of some agricultural
commodities such as sugar and coffee exerted upward
pressure on the local prices of these products.

During the first quarter, the onset of a mild El Nifio affected
agricultural production in many parts of the country. The
resulting supply constraints led to higher inflation for farm
products such as rice, corn, other cereal products and
most seafood items. With improved weather conditions in
the second half of the year, inflation for food items such as
corn, eggs, fish, meat, fruits began to moderate.

Similarly, the average non-food inflation edged higher to
8.6 percent (2000=100) in 2005 from 5.8 percent a year
ago as indices for all major non-food commodity groups
rose. This development was driven primarily by the double-
digit inflation rates of fuel, light and water (FLW) as well as
services. FLW posted an 18.1 percent inflation during the
year. Meanwhile, inflation for services also went up to 11.8
percent in 2005, as transportation and communication
services rose by 18.3 percent. These developments were
attributed to the sharp increases in world oil prices since
2004 which translated into higher domestic pump prices,
transport fares and utility charges.
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Core inflation
also climbs

On a regional basis, the 2005 average headline inflation
for Metro Manila settled at 8.6 percent while that for areas
outside Metro Manila settled at 7.2 percent. These were
higher than the 2004 average inflation rates of 5.8 percent
in Metro Manila and 6.1 percent in areas outside Metro
Manila.

Meanwhile, core inflation—defined as headline inflation
excluding selected food and energy products— rose during
the first quarter but followed a sustained downward trend
beginning March. Nevertheless, core inflation averaged
higher in 2005 at 7.0 percent, compared to 5.7 percent in
2004. Alternative measures of core inflation as estimated
by the BSP likewise rose at the beginning of the year, but
generally declined between July and October and in
December 2005. The trimmed mean, weighted median
and net of volatile items rose at 6.2 percent, 5.6 percent,
and 6.0 percent, respectively, from 5.0 percent, 4.2
percent, and 4.5 percent in 2004.

Core Inflation Measures
Year-on-Year Change

2000 00)

2004 2005
Official Measure 5.7 7.0
Trimmed Mean 2 5.0 6.2
Weighted Median ° 42 5.6
Net of Volatile Items * 45 6.0

" The official definition excludes 18.4 percent of the CPI basket as follows:
rice, corn, fruits & vegetables, fuel items, (gas, LPG, kerosene, gasoline and diesel).

2 The trimmed mean represents the average inflation rate of the (weighted) middie 70
percent in a lowest-to-highest ranking of year-on-year inflation rates for all CPl components.

3 The weighted median represents the middle inflation rate (corresponding to a cumulative
CPI weight of 50 percent) in a lowest-to-highest ranking of year on-year inflation rates.

4 The net of volatile items method excludes the following items: educational services, fruits
and vegetables, personal services, rentals, recreational services, rice, and cormn.




Operations of the National Government

NG’s cash
position posts
lower deficit as a
result of revenue
enhancement and
expenditure
tightening
measures

National Government’s cash position improves

The fiscal deficit in 2005 declined to 2.7 percent of GDP,
lower than the programmed ceiling of 3.4 percent of GDP
and below the 3.9 percent of GDP fiscal deficit recorded in
2004. This affirms the commitment of the NG to attain
fiscal consolidation and achieve a balanced budget by
2008.

The country’s fiscal position strengthened as a result of
revenue enhancement and expenditure-tightening
measures. Revenues increased by 13.7 percent,
exceeding the revenue target by 1.6 percent (Table 4).
Expenditures likewise increased, exceeding year-ago
levels, but were 2.2 percent lower when compared to
program. These developments helped the NG to reduce
its deficit by 21.7 percent from the previous year’s levels,
as it posted a deficit lower than program by 18.6 percent.

National Government:
Cash Operations
In billion pesos
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Tax collections, the main source of revenues, expanded by
14.4 percent, but were lower than the programmed level by
3.1 percent. New tax measures such as the Excise Tax on
Tobacco and Liquor and the RVAT, as well as the
administrative measures adopted by the Bureau of Internal
Revenue (BIR) and the Bureau of Customs (BOC), helped
to improve tax collection. This resulted in the improvement
of the NG revenue effort from 13.5 percent of Gross
National Product (GNP) in 2004 to 13.7 percent in 2005.
Non-tax revenues also increased as the Bureau of the
Treasury (BTr) exceeded its target and 2004 performance
on account of higher investment and interest income.




Total NG expenditures rose from a year ago by 6.2
percent, but were lower than program by 2.2 percent.
Allotments to Local Government Units (LGUs) increased
compared to the previous year and to program levels,
while interest payments, though higher than the previous
year, fell below the program level. With the adoption of
austerity measures which generated savings for the NG,
total expenditures as a share of GDP declined to 17.5
percent from 18.3 percent in 2004.

The deficit was financed mainly from domestic sources,
which covered 60.8 percent of the total financing
requirement, exceeding the targeted 54.4 percent share of
domestic borrowing in the financing mix.

Monetary and Financial Conditions

Growth in domestic liquidity during the year was driven
mainly by strong external inflows from overseas
remittances and foreign investments (both portfolio and
direct), which contributed to a buildup in the net foreign
assets (NFA) of the both the BSP and the financial system.

Given the liquidity condition, the BSP undertook policy
measures to help slow down the rise in liquidity and
contain the potential risks to inflation. These measures
helped bring down the growth in M3 in the latter part of
2005. Nevertheless, ample liquidity among banks led to a
generally declining trend for market interest rates.

Credit activity in the early part of the year mainly involved
lending to the public sector through the government
securities (GS) market, as banks maintained a generally
cautious attitude toward new lending to the corporate
sector due to asset quality concerns. This situation
reversed towards the latter half of the year, as improving
public finances led to reduced borrowing and declining
non-performing loan (NPL) ratios encouraged more private
sector lending from banks.

Meanwhile, activity in financial markets, particularly for
equities and government debt, was supported by ample
liquidity in the banking system and strong market optimism
concerning the government’s fiscal performance.




Monetary Conditions

Monetary Aggregates

Domestic liquidity
registers double-
digit growth during
most of 2005

Domestic liquidity reflected strong growth

After months of minimal growth, domestic liquidity or M3
began posting double-digit growth rates consistently
starting December 2004 based on data from the BSP’s
Depository Corporations Survey (DCS).? Year-on-year M3
growth peaked in August at 15.02 percent, prompting the
BSP to submit a formal report to the President explaining
the cause of the increase (as stipulated under the New
Central Bank Act).3

Domestic Liquidity (DCS Concept)
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The rapid expansion in liquidity was 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$10.7 billion in
2005, 25.0 percent higher than that posted in 2004.
Meanwhile, renewed investor confidence buoyed strength
in portfolio and direct investments. Foreign portfolio
investment rose by more than threefold to US$ 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.

2

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 Bangko Sentral ng Pilipinas (BSP), commercial banks, thrift
banks, rural banks, non-stock savings and loan associations and non-banks with quasi-banking functions. The
MS concept included only data from the BSP and the commercial banks in its survey.

Under its Charter, the BSP is required to report to the President and Congress 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.




Continued
expansion in
demand and tim
deposits drives
liquidity growth

Credits to the
public sector
increase early
in the year but
decline in the
latter part of the
year

The foreign inflows were absorbed by the financial system
in the form of foreign exchange purchases by both the
BSP and the banks. This was reflected as an increase in
the NFA of both the BSP and 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.

On the liabilities side of 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 remained unfamiliar with the new product
and therefore opted to place their funds in time deposits
instead. At the same time, anecdotal evidence suggested
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.

The growth in credits also contributed to the expansion in
domestic liquidity. Credits to the public sector increased
strongly during the early part of the year, lending to the NG
slowed down in September and October, and declined in
the remaining two months of the year, as its cash position
steadily improved following the implementation of the new
tax measures. On the other hand, growth in credits to the
private sector strengthened in the latter part of the year, as
banks resumed regular lending activity. This was traced
mainly to a decline in the levels of NPLs of commercial
banks, that were able to dispose off their non-performing
loans under the Special Purpose Vehicle (SPV) Law.
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BSP mops up
excess liquidity

Interest Rates

Market interest
rates decline or
ample liquidity

Monetary System (DCS Concept):
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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, it
increased the regular reserve requirement and liquidity
reserve requirement by a percentage point each to 10
percent and 11 percent, respectively. The Monetary Board
(MB) also raised the BSP’s overnight policy rates by 25
basis points on 22 September and on 20 October, bringing
the overnight RRP or borrowing rate to 7.50 percent and
the overnight RP or lending rate to 9.75 percent. These
policy moves contributed to a slowdown in liquidity growth
in the system. M3 growth decelerated from its peak level of
15.0 percent in August to 14.9 percent year-on-year in
October and further to 9.6 percent in December (Table 5).

Interest rates on a downtrend

Despite the monetary tightening by the BSP in the latter
part of the year, interest rates remained on a generally
declining trend in 2005 due to ample liquidity in the
banking system (Table 6). The improving fiscal outlook
with the implementation of the RVAT law in November
reduced the risk premium associated with government
debt, also contributing to the decline in interest rates.
Compared to the beginning of the year, the average 91-
day T-bill rate as of end-2005 was lower by 2.3 percentage
points. The range of bank lending rates likewise declined,
settling at 8.4-10.3 percent in December 2005 from 10.4-
12.5 percent in January 2005.

11
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Domestic Interest Rates
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Real bank lending rates were lower in 2005 compared to

RP’s real lending levels in the previous year, mirroring the decline in the
rates remain one benchmark T-bill rates. Meanwhile, the deceleration of
of the lowest in inflation since June 2005 helped boost real bank lending
Asia rates to an average of 1.8 percent in December from 0.6

percent in May. Philippine lending rates continue to be
among the lowest in the Asian region.

Real Lending Rates: Philippines

Average bank lending rates less CPI Inflation
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2005

Secondary
market yields
reflect lower
primary market
rates

Differentials
between RP
and US interest
rates narrow

The yield curve for Government Securities (GS) remained
upward-sloping but shifted downward in 2005 following the
general decline in market interest rates.

Secondary Market Yield Curve
End-of-period, in percent
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The differential between the BSP’s policy interest rate
[overnight borrowing or reverse repurchase (RRP) rate]
and the US federal funds target rate narrowed to 325 basis
points as of end-December 2005. This resulted from the
cumulative increases of 75 basis points in the BSP’s policy
interest rates and the total increase of 200 basis points in
the US federal funds target rate during the year.

BSP Policy Rate vs.

US Federal Funds Target Rate
2005

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
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2005

BSP RRP US Fed Funds Differential

2005 Rate (%) Rate (%) (basis points)
Jan 6.75 2.25 450
Feb 6.75 2.50 425
Mar 6.75 2.75 400
Apr 7.00 2.75 425
May 7.00 3.00 400
Jun 7.00 3.25 375

Jul 7.00 3.25 375
Aug 7.00 3.50 350
Sep 7.25 3.75 350
Oct 7.50 3.75 375
Nov 7.50 4.00 350
Dec 7.50 4.25 325

Consequently, the differentials between Philippine and US
interest rates narrowed steadily. The differential between
the RP 91-day T-bill rate (net of tax) and the US 90-day
London Interbank Offered Rate (LIBOR) and US 90-day T-
bill declined to -18.1 basis points and 32.8 basis points,
respectively, from 345.8 basis points and 350.6 basis
points at the beginning of the year.

Domestic and Foreign

Interest Rate Spreads
2005, in basis points
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Exchange Rate

Peso gains on
account of
inflows from
OFW remittances
and capital flows

Peso strengthens against the US dollar

The peso strengthened by 1.72 percent to average
P55.09/US$1 in 2005, from an average of R56.04/US$1 in
2004 (Table 7).* The peso’s appreciation was due largely
to the sustained dollar inflows from OFW remittances and
portfolio and foreign direct investments.

Peso Dollar Rate,

Average and Volatility
2004-2005

P/USST Volatility
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The peso strengthened during the first five months of 2005
to average R54.77/US$1, as it appreciated by 2.73 percent
compared to the end-December 2004 level. The peso drew
its strength from the following factors: 1) continued dollar
inflow from offshore markets (into the equities and
government securities markets) following a string of initial
public offerings (IPOs) and the liberalization of the mining
industry; 2) the passage of the sin tax and RVAT laws; 3)
strong inflow of OFW remittances; 4) revaluation of the
Chinese yuan; and 5) the decision of Paris-based Financial
Action Task Force (FATF) earlier in the year to remove the
Philippines from its list of non-cooperative countries in the
fight against money laundering. These factors counter-
balanced the effects of the bombing incidents in February
as well as the sovereign credit rating downgrades by
Standard and Poor’s and Moody’s.’

4

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

® On 17 January 2005, Standard and Poor’'s lowered the country’s long-term foreign and local currency credit
ratings to BB- from BB and to BB+ from BBB-, respectively. Similarly, the Philippines’ short-term local currency
rating was also downgraded to B from A-3, while the country’s short-term foreign currency sovereign credit rating
of B was affirmed. This was followed by Moody's move to cut the country’s foreign and local currency credit
ratings by two notches to B1 from Ba2 on 16 February 2005.
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The peso began to depreciate in mid-June on account of
market apprehensions over the uncertainty on the
implementation of key structural reforms due to domestic
political controversies. The peso continued to weaken in
July due to the Supreme Court’s temporary restraining
order (TRO) on the RVAT on 1 July and the mass
resignation of key Cabinet secretaries on 8 July. These
developments increased market uncertainty and prompted
international credit rating agencies to revise their outlook
on the country’s sovereign debt from stable to negative
expressing concerns on the country’s fiscal sustainability.s

The local currency recovered slightly in August due to
lower corporate demand for dollars, higher portfolio capital
inflows, and market expectations on the possible lifting of
the TRO on the RVAT law. The peso sustained its gains in
the first two weeks of September on the easing of crude oil
prices, the Supreme Court’s favorable ruling on the
constitutionality of the RVAT and the dismissal of the
impeachment case against the President.

During the second half of September, the peso, together
with other Asian currencies, showed a generally
depreciating trend amid expectations of further hikes in the
US Federal Reserve’s federal funds target rate as well as
the increases in crude oil prices on fears that Hurricane
Rita would wreak damage to oil refineries in the Gulf of
Mexico. Higher corporate dollar demand to cover import
requirements and quarter-end foreign exchange
obligations also contributed to the peso’s weakness during
the period.

The peso strengthened beginning mid-October due to
higher inflows from OFW remittances and portfolio and
foreign direct investments, implementation of the RVAT
law, and improvements in the fiscal and external
performance.” It was boosted further by the BSP’s move
to raise policy rates in 20 October, which was meant to
address the risk to inflation and inflation expectations. As a
result of these developments the peso breached the R53
level against the dollar on 29 November and closed the
year at 53.062, its strongest since May 2003.

6

) Standard and Poor’s and Fitch revised their outlook on 11 July while Moody’s followed two days later.

The law widens the coverage of the VAT to include oil and electricity, among other sectors, and allows an increase
in the VAT rate from 10 percent in 2005 to 12 percent in 2006.
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Year-to-date, the peso remained one of only four regional
currencies to strengthen against the US dollar (together
with the Chinese yuan, Korean won, and Malaysian
ringgit). The peso appreciated by 6.01 percent against the
US dollar as of 29 December 2005 versus end-2004.°

Appr (+)/ Depr (-) from

B LS 31 Dec 2004 (in %)

Phiippine peso 6.01°
Chinese yuan 2.58
South Korea won 2.16
Malaysian ringgit 0.54
Singapore dollar -2.04
New Taiwan dollar -3.6
Thai baht -4.9
Indonesian rupiah -5.79
Japanese yen -12.97

a Computed based on the last done deal for the day

Peso’s real The nominal appreciation of the peso in 2005 brought
appreciation about increases in both the nominal effective exchange
leads to a slight rate (NEER) and the real effective exchange rate (REER)
decline in indices of the peso.® In nominal terms, the peso
external strengthened against the three baskets of currencies as its
competitiveness NEER's index rose against the currencies of its major

trading partners (MTPs) by 2.21 percent. Similarly, the
peso’s NEER index rose vis-a-vis the broad and narrow
baskets of competitor countries by 2.65 and 7.04 percent,
respectively (Table 7a).™

On a real, trade-weighted basis, the peso’s external price
competitiveness weakened slightly against the basket of
currencies of the country’s major trading partners and
competitor countries, both in the broad and narrow series.
The REER index of the peso appreciated relative to the
currencies of its MTPs by 7.68 percent and its broad and
narrow baskets of competitor countries by 6.51 and 7.69
percent, respectively (Table 7a). The combined effects of
the peso’s nominal appreciation against the US dollar and
the widening price differentials between the Philippines
and MTPs as with its competitor countries brought about
the decline in the peso’s external competitiveness.

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

°® The REER index represents the 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-a-vis a basket of foreign currencies.

" 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 comprises 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.
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Financial Conditions

Key financial
indicators improve

The equities
market accounts
for nearly two-
thirds of capital
financing

The Philippine financial system posted improvements
during the year, despite weak credit activity, rising global
interest rates, credit rating downgrades and renewed
political uncertainty. The banking sector remained sound,
largely on account of the economy’s steady growth, as
reflected in the relatively strong performance of the
corporate sector, manageable inflation, and declining
interest rates.

In the capital market, both the local equities and
government debt papers benefited from strong investor
demand. The continued cautious lending stance of banks,
combined with ample liquidity in the system, saw investible
funds being channeled to the GS market. The strong
demand was reflected in the substantially high tenders
offered by investors during the regular T-bill auctions.
Trading in the equity market was likewise boosted by
robust corporate earnings, improved fiscal performance
and strong capital inflows, which served to offset the
impact of renewed political tensions on market sentiments.

Of the total capital financing for 2005, nearly two-thirds
was sourced from the equities market, as reflected by the
significant increase in stock market capitalization during
the year. Financing from the debt securities market
followed, contributing over one-fifth to the total fund. Bank
lending provided only about one-sixth of total financing as
loan demand remained weak during the period.

Financial Sector Profile
2004-2005

Equity Market Equity Market
Capitalization Capitalization
57.4% 60.8%

7. ¥

- —r

Domestic Debt Outstanding Domestic Debt Outstanding

Securities Loans Securities Loans

25.8% 18.4% 23.5% 15.7%
2004 2005
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Performance of the Banking System

Philippine banking
system remains
upbeat

Growth of
outstanding
deposits
decelerate

The banking industry showed a moderate increase in its
deposit base, a slight increase in total assets, modest
lending growth, higher capital adequacy ratios, and an
improvement in asset quality. The strong performance of
the corporate sector, the easing inflationary environment in
the second half of the year, the improving fiscal situation
and strong peso helped boost the system’s overall
performance. Policy changes in the areas of capital
adequacy, corporate governance and transparency—to
align existing regulations with international standards—
also helped enhance confidence in the banking system.

Selected Banking Indicators

. Guedth
2004 2005 S REtE (%)

Deposits (P Billion) 2,734.3 2,920.2 6.8
Resources (& Billion) 4,183.0  4,444.0 6.2
KB's Loans Outstanding (P Billion)  1,525.9  1,5639.4 0.9
Banking institutions (number) 893 881 0.5
NPL Ratio of Universal and 13.6 8.7
Commercial Banks (%) (Nov) (Nov)
Capital Adequacy Ratio (%) 18.4 17.5

(June) (June)

P preliminary

Deposit Generation

Outstanding deposits of the banking system registered an
increase of 6.8 percent in end-December 2005, slower
than the 11.6 percent growth posted the year before (Table
8). Commercial banks’ deposits, which accounted for over
four-fifths of the deposit base (88.8 percent), registered a
slower growth of 6.3 percent during the year. This can be
traced largely to the slowdown in the growth in deposits of
the commercial banking sector to 0.95 percent in 2005. For
the banking system as a whole, funds from savings
deposits posted a sluggish 2.4 percent growth in 2005
reducing its share of the total from 55.7 percent in 2004 to
53.5 percent in 2005. The slowdown in time and savings
deposit rates accompanied by the increase in inflation
could have dampened savings mobilization. Average time
deposit rate fell from 6.4 percent in 2004 to 5.2 percent in
2005 while savings deposit rate dropped from 4.3 percent
to 3.8 percent. Inflation meanwhile rose from 6.0 percent to
7.6 percent during the period.
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2005

Lending growth
remains sluggish

Resources

In line with the pace of growth in the deposit base, total
resources of the Philippine banking system grew by a
steady 6.2 percent to reach RP4,444.0 billion in end-2005
(Table 9). The growth in the system’s resources may be
traced to the 1.5 percent expansion in investments and 3.7
percent rise in loans and discounts, which comprised the
bulk of the resources of the banking system (71.3 percent).

Banking System: Total Resources

In billion pesos
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Lending Operations

Commercial bank lending operations inched up by a
marginal 0.9 percent in end-December 2005, despite the
general decline in domestic interest rates and the modest
cleanup in bank balance sheets. The slow pace was
indicative of the private sector's moderate loan demand as
well as the banks’ continued cautious approach to lending.
Banks maintained their prudent lending stance as a result of
reduced lending margins arising from increased competition
and higher provisioning requirements.

Commercial Banks:

Loans Outstanding
Annual growth in percent

2002 2003 2004 2005
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2005

FIREBS is the
main driver of
loan growth

Exposure to the
real estate sector
increases but
remains below
prescribed ceiling

The main driver of loan growth was the financial
institutions, real estate and business services sector
(FIREBS), which accounted for 27.3 percent of total loan
volume and grew by a substantial 15.4 percent in 2005. In
contrast, loans to the manufacturing sector, which
accounted for more than a quarter of total commercial
bank loans, tempered overall credit demand as it dipped
by 1.6 percent.

Commercial Bank Loans by Economic Activity
December 2005

KB IGans P t Annezl
(illich > efl?"-;“l Growtn
pesos) L Rate /)

Agriculture, Fishery and Forestry 94.7 6.2 25

Mining and Quarrying 1.4 0.7 -6.7

Manufacturing 412.5 26.8 -1.6

Electric, Gas & Water 70.1 4.6 9.2

Construction 26.1 1.7 -12.7

Wholesale & Retail Trade 193.4 12.6 9.7

Transportation, Storage &

Communication 69.2 4.5 -8.2

Financial Institute, Real Estate &

Business Service 420.4 27.3 15.4

Community, Social &

Personal Service 241.6 15.7 0.2
TOTAL 1,539.4 100.0 0.9

Source: BSP

The ratio of commercial banks’ real estate loans to their
total loans increased as of end-September 2005 compared
to its level for the same period in 2004. Commercial banks’
real estate exposure went up to 10.1 percent in September
2005 from 10.0 percent a year ago. Nonetheless, the ratio
continued to remain below the BSP’s 20 percent ceiling on
bank lending to the real estate sector.

Commercial Banks:

Real Estate Loans/Total Loans
In percent
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About three-fifths of the loans to the sector were for the
acquisition of residential properties and the acquisition and
development of commercial properties. The development
of subdivisions for housing (12.8 percent), construction of
infrastructure projects (9.9 percent), construction of office
condominiums (4.8 percent), construction of residential
condominiums (3.2 percent), and the development of
industrial parks (1.1 percent) and memorial parks (1.1),
among others, accounted for the balance of the lending to
the real estate sector during the year.

Meanwhile, the KBs’ credit card receivables (CCRs) as of
end-December 2005 grew by 19.8 percent to £79.9 billion
from the end-December 2004 level of R66.7 billion,
reflecting heightened consumer spending as well as
aggressive marketing of their credit card products. Of the
total KBs’ CCR, R56.5 billion was due to the bank proper,
while the remaining amount was due to subsidiaries. The
ratio of CCRs to total loan portfolio remained steady at 4.7
percent. KBs’ past due accounts improved to about 19.8
percent of total CCRs from the 21.0 percent recorded a
year ago.

Similarly, total auto loans were up by 25.1 percent to R55.9
billion as of end-December 2005 from the end-December
2004 level of R44.7 billion. As a ratio to total loan portfolio,
auto loans stood at 3.3 percent. Thus far, only 4.2 percent
of total auto loans were past due.

Institutional Developments

The BSP’s continued efforts to establish a more robust
financial system and encourage healthy competition within
the industry sector encouraged greater consolidation in the
banking industry. The number of banking institutions
declined from 893 in 2004 to 881 in 2005 (Table 9a), which
consisted of 42 commercial banks, 84 thrift banks and 755
rural banks. However, the operating network of the banking
system increased by 41 to 7,653 as of end-2005, 12 of
which were head offices and branches of microfinance
banks. The BSP partially lifted moratorium on bank
branching in 2001 to encourage the establishment of
microfinance-oriented banks.

22



2005

Banks’ asset
quality
improves...

Number of Financial Institutions

7700 915
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Commercial banks asset quality improved in 2005 as its
Non-Performing Loan (NPL) ratio — the ratio of NPLs to the
total loan portfolio — dipped to 8.7 percent as of end-
November 2005 from 13.6 percent a year ago. This ratio is
the lowest in more than seven and a half years and the
sixth in a series of single-digit NPL ratios that began in
June 2005.

Commercial Banks:

Non-Performing Loans
In percent
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The improvement largely reflected the progress in the
implementation of the SPV Act, which was enacted in 2002
to address the system’s high level of bad loans. Under the
law, banks were able to unload a total of R96.7 billion
involving various transactions. Of the total peso
transactions, R79.1 billion involved the sale to an SPV
while the remaining amount involved the sale of real and
other property owned or acquired (ROPOA) to individuals
and dacion en pago transactions. The unloading of an
additional 100 billion worth of non-performing assets
(NPAs) may be expected with the extension of the
effectivity of the said law.
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... but remains
relatively higher than
neighboring countries

Loan-loss
provisioning rises
substantially

CAR remains
above statutory
level

Despite the improvement in Philippine banks’ asset quality,
the country’s NPL ratio remains relatively high. Compared
to those of other countries in the region, the Philippines’
NPL ratio was below that of Thailand’s 10.3 percent but
higher than Malaysia’s 6.7 percent, Korea’s 1.7 percent
and Indonesia’s 7.9 percent.11 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.

Loan-loss provisioning also improved during the period in
review. The coverage of commercial banks’ NPLs, in
particular, increased substantially to 72.7 percent in
November from 53.4 percent the year before. The
coverage for commercial banks’ NPAs similarly expanded
from 28.7 percent in November 2004 to 32.9 percent a
year after. The increase in coverage ratios reflected not
only banks’ improving asset quality but also their cautious
provisioning stance against possible losses.

The banking systems’ risk-based capital adequacy ratio
(CAR) in 2005 remained well above the 10 percent
minimum CAR prescribed by the BSP. Compared to year-
ago levels, however, commercial banks’ CAR was lower at
17.5 percent in June 2005. This decline can be attributed
to the slower build-up in bank capital relative to the
increase in risk-weighted assets during the period. The
introduction of hybrid Tier 1 capital will help shore up
banks’ capital position. Hybrid capital instruments have
equity-like features that will enable debt instruments to
absorb losses like common equity. In December 2005,
BSP approved the regulations that allow banks to use
hybrid instruments to beef up their Tier 1 or core capital.

Capital Adequacy Ratio
In percent

20
18
. 17.5

BIS: 8%

Statutory floor: 10%

Mar Jun Sept Dec Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun
2002 2003 2004 2005

" Source: ARIC Financial Indicators, ADB website. Financial system’s NPL, Thailand (July 2005), Malaysia (July
2005); Korea (KBs, March 2005); and Indonesia (June 2005).

24



The Philippines’ CAR was higher than that of Malaysia
(13.2 percent), Thailand (13.5 percent) and Korea (11.3
percent)12, except for Indonesia which posted the highest
CAR in the region at 19.5 percent as of June 2005.

Stock Market Developments

Upbeat market The local stock market performed strongly in 2005
sentiment buoys compared to the preceding year. The average Philippine
stock trading in Stock Exchange (PSE) composite index (PHISIX) rose by
second half of the 22.3 percent from 1,621.7 index points in 2004 to 1,983.1
year index points in 2005. Total trading volume went up to

317.6 billion shares during the year, 11.7 percent higher
than the year-ago level. Trading value surged by 85.7
percent to R383.5 billion from R206.6 billion (Table 10).
Foreign investors continued to account for more than 50
percent of the market’s value turnover.

Philippine Stock Market Transactions
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Total market capitalization of listed firms at the exchange
also rose significantly by 24.8 percent to £5.95 trillion in
December 2005 from the R4.77 trillion capitalization
recorded a year ago. The increase can be traced to the
general uptrend in market prices as well as the listing in
March of 2.5 billion shares of two major companies namely
Manila Water Company and SM Investments Corporation.
The mining sector registered the highest growth rate in
market capitalization, benefiting from the December 2004
Supreme Court ruling that upheld the constitutionality of
the Philippine Mining Act of 1995, the financial and
technical assistance agreements between the Government
and foreign mining firms; and the more liberal listing
requirements for mining firms applied by the PSE. In terms
of size, the banking and financial services sector (70.9

'2 Source: ARIC Financial Indicators, ADB website. Commercial banks CAR: Malaysia (July 2005); Thailand (July
2005); and Korea (March 2005).
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percent) and the commercial and industrial sector (24.3
percent) remained the two biggest sectors in the
exchange.

Behind the overall positive picture, however, concerns
were reflected in the uneven, but generally rising trend of
the monthly PHISIX. While the local bourse started the first
two months of the year on a positive note, share prices
began falling in the middle of March as investors either
took profits or stayed on the sidelines amidst the lack of
fresh positive news. The rising trend was renewed in May
and carried forward in June with the passage of the
expanded VAT bill and reports of another budget surplus in
the same month. August saw the stock market index
retreat, dragged down by the TRO suspending the
implementation of the expanded VAT, the impeachment
proceedings against President Arroyo, and the record high
oil prices. The next three months from September to
November saw share prices increasing anew as positive
developments such as the lifting of the TRO on the RVAT
and its implementation in November, the better-than-
expected corporate earnings, and the peso's continued
appreciation boosted market sentiment. December saw the
index adjust slightly lower as the weakness in the foreign
markets and renewed political tensions overshadowed the
peso’s strength and dampened investors’ optimism.

The PSE’s continued implementation of reforms helped lift
market sentiment and boosted investor confidence. These
reforms include, among others, the adoption of global
industry classification standards; revision in the criterion
used in the selection of companies to comprise the index;
and issuance of PSE Rules on Securities Borrowing and
Lending & Short Selling and its Implementing Guidelines
for public comment. Listing and details of the PSE reforms
are in Annex 1.

Debt Securities Market Developments

The domestic debt securities continued to be dominated by
government issuances. Rough estimates indicate that
about 94.8 percent of total outstanding domestic debt
securities consisted of T-bills and T-bonds while the
remaining 5.2 percent is accounted for by private debt
issuances.'

'® Sources: For outstanding private debt securities, PhilRatings; for outstanding government securities, the Bureau of
the Treasury
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Banks continue to
lend mostly to the
Government sector

Domestic Debt Securities
Outstanding

By Issuer
As of end-December 2005

Corporates
5.2%

/A

N————

Government
94.8%

Ample liquidity and banks’ cautious lending stance
continued to make investments in government securities,
the banks’ preferred activity over lending to the private
sector. This was reflected in the substantial amount of
oversubscription during the regular auction of T-bills and T-
bonds throughout 2005, despite the declining trend in the
benchmark 91-day T-bill rates and renewed political
concerns.' The inflow of foreign capital and remittances
from overseas Filipino workers contributed investible funds
to the system and kept demand for the risk-free
government securities high. Total oversubscriptions for the
year amounted to R706.1 billion for T-bills and T-bonds.
The Auction Committee tempered increases in T-bill rates
by exercising its option to reject excessively high bids.
Total rejections for the period reached R767.3 billion.

Results of GS Auctions, 2005

wffering fenders  Accepted Hajected Cwersubsoription

Bids Bids
T-bills 282.0 T340 231.4 503.5 452.9
1" Quarter 20.0 171.5 T4.5 870 B1.5
2™ Quarier TE.0 2450 B7.4 iTr.T 167.0
3" Quarier T80 1577 54T 1029 7.7
4" Quarter 36.0 1607 34.B 1258 124.7
T-bonds 182.0 4352 171.5 2638 253.2
1" Quarter 52.0 1208 52.0 GB.E G53.8
2™ Quarier 56.0 132.3 51.5 ED.E 8.3
3" Quarier 54.0 113.3 48.0 653 58.3
4" Quartar 20.0 G58.9 20.0 489 43.9
TOTAL A64.0 11701 402.9 T6T.3 TOEA

Souce: Bureau of the Traasury

“ An oversubscription means that there was much more demand than supply of the instrument being offered. It is
measured as the difference between the amount offered and the amount tendered or bid.
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Opening of the FIE
helps improve
secondary market
liquidity

External Sector

Balance of Payments

Net inflow in the
capital and
financial account
leads to a BOP
surplus

The inception of the Fixed Income Exchange (FIE) in
March 2005 helped improve liquidity in the secondary
market. Around PR1.38 billion worth of government
securities were transacted during the first day of operation
of the virtual, inter-dealer trading platform that offers
government securities. The daily volume of transactions
has since surged to R300.5 billion as of end-August 2005.
The gradual increase in turnover indicates that the FIE is
achieving its purpose of enhancing market liquidity as the
trading platform has enabled active trading of government
securities in the secondary market.

The second phase of the platform rollout — public trading
on the exchange that will allow retail investors to transact
deals through their brokers — commenced in the third
quarter of 2005. The exchange is envisioned to provide
the platform for the secondary trading of both public and
private fixed-income securities.

The country’s overall external position yielded substantial
improvements. The overall balance of payments (BOP)
position reversed to a surplus, as both the current and
capital and financial accounts improved. The increase in
the current account surplus reflected rising current
transfers from OFW remittances, which offset the deficits in
the trade and income accounts. The capital and financial
account reversed to a surplus due mainly to net inflows of
direct and portfolio investments. As a result, gross
international reserves (GIR) as of end-2005 rose from the
previous year’s level and exceeded the GIR target level for
the year.

Meanwhile, the country’s external debt as of end-
September 2005 rose from the end-December 2004 level
due to the increase in net loan availments, particularly by
the NG and local banks.

Overall BOP yields a surplus

The country’s BOP registered an overall surplus of
US$2.407 billion in 2005, a reversal from the US$280
million deficit recorded in 2004 (Table 11). Underpinning
this positive development was the strong performance of
both the current account and capital and financial account.
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The current account registered a surplus of US$2.354
billion in 2005 as against a US$1.626 billion surplus in
2004. The significant rise in the current account surplus
was traced primarily to the strong inflows of OFW
remittances which offset the higher shortfall in the trade-in-
goods and income accounts.

The shortfall in trade-in-goods amounted to US$7.546
billion in 2005, higher by 32.8 percent from its level in
2004. Total exports grew by 3.7 percent while imports
accelerated by 7.4 percent (Table 11a and 11b). The
slower-than-expected growth of total export in 2005 was
traced to the weak performance of electronics. This,
notwithstanding, electronic products and other electronics
remained the top export of the country accounting for 70.8
percent of total exports.

Meanwhile, the significant increase in the prices of
petroleum crude and other products contributed largely to
the expansion in imports. Imports of mineral fuels and
lubricants rose by 33.2 percent in 2005 from its year-ago
level of US$4.714 billion to reach US$6.277 billion.

The trade in services recorded a smaller deficit of
US$1.396 billion in 2005, narrowing by 21.4 percent from
the 2004 level (Table 11). The improvement in trade in
services was brought about by higher net inflows from
computer and information services as well as construction,
communication, travel and passenger services. Other
services such as personal, cultural and recreational
services, miscellaneous business, professional and
technical services, royalties and license fees and other
business services also contributed to the reduction in the
trade in services deficit.
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Higher dividend
and interest
payments result in
higher income
account deficit

Capital and
financial account
reverses to a
surplus

Transaction in the income account resulted to a higher
deficit of US$107 million in 2005 compared to its year-ago
deficit of US$73 million. This was brought about by
increased net outlays of dividends and profits to direct
investors and rise in interest payments by the general
government on its bond and notes issues.

The net inflow in current transfers for 2005 exceeded its
level in 2004 by 24.5 percent to US$11.403 billion as net
receipts by sectors other than the government improved
substantially. Transfers in the other sectors were largely
comprised of workers’ remittances from overseas Filipino
workers (OFWs) which reached US$10.7 billion in 2005.
The rise in workers’ remittances was ascribed to the
continued deployment of Filipino workers overseas. The
consistent efforts by financial institutions to direct
remittances through the banking channels equally
contributed to the higher level of remittances channeled
through the banking system.

OFWs Remittances

Top Destinations

of OFWs
January-December 2005

By type of workers
January-December 2005

Other Saudi Arabia ?;e;j}ﬂased

49.2% 19.8%
\ o, 1 \_/
9.6%

Japan

Kuwail  Tajwan yAE Land-based
40% 489 g3 % 84.4%
TOTAL DEPLOYMENT: 981,677 TOTAL REMITTANCES: $ 10.689 billion

The capital and financial account reversed to a net inflow
of US$860 million, a turnaround from the net outflow of
US$1.630 billion posted in 2004. This development
resulted from the recovery of both the direct and portfolio
investment accounts, which more than offset the higher
outflows in the other investment account (Table 11).

'® Under the BPMS, the residency of seasonal workers such as OFWs is classified according to the length of their
stay in the host economy. OFWs who are working for less than one year are classified as Philippine residents and
their gross earnings reflected under the Income Account. Meanwhile, OFWs who are working for one year or more
are classified as non-residents (or migrants) and their remittances are reflected under the Current Transfers

Account.
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capital transfers
buoy the capital
account

Increase in non-
residents’ equity
capital investments
leads to net inflow
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investment

Higher placement
equity securities
and GS

boost portfolio
investments

International Reserves

The capital account registered a net inflow of US$40
million in 2005, more than double the US$17 million posted
a year earlier. The increase was mainly on account of
higher receipt of capital transfers by the general
government.

The direct investment account surplus widened to US$970
million in 2005 from US$109 million in 2004. This eight-fold
increase in direct investments was due to the combined
effects of higher non-residents’ net investments in the
country and lower residents’ investments abroad. Non-
residents’ net investments grew by 64.5 percent to reach
US$1.132 billion in 2005 following the reversal in the other
capital account from a net outflow to a net inflow. In
addition, positive investor sentiments continued as
reflected in the rise in net equity placements by non-
residents by 37.3 percent to reach US$1.030 billion in
2005. A large share of the equity infusion by non-residents
came from the U.S., Hong Kong and Japan and absorbed
mainly by the manufacturing and real estate sectors.

Also exhibiting marked improvement during the review
period was the portfolio investments account which posted
a surplus of US$2.835 billion in 2005 as against a net
outflow of US$1.665 billion last year. Underpinning the
increase in portfolio investments were the non-residents’
increased placements in equity securities and increased
subscription to the bond and note issuances by the NG.

Meanwhile, the deficit in the other investment account
widened to US$2.942 billion in 2005 from US$64 million in
2004. The significant decline in the other investment
account resulted largely from: (1) the higher currency and
deposit placements abroad by banks and other private
entities; (2) higher loan repayments by the NG; and (3)
placement to higher receivables of resident banks from
foreign banks.

Gross international reserves (GIR) level ends higher

The BSP’s GIR, including the reserve position in the
International Monetary Fund (IMF), ended the year at
US$18.50 billion. This level was 14.0 percent or US$2.27
billion higher compared to the end-December 2004 level of
US$16.23 billion. The end-2005 GIR was also considerably
higher than the preliminary reserve target for the period of
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US$17.3 billion. At this level, the GIR was adequate to
cover about 3.9 months worth of imports of goods and
payment of services and income. This level was also
equivalent to 3.0 times the country’s short-term debt based
on original maturity and 1.6 times based on the residual
maturity (Table 12)."°

NG’s deposit The increase in the end-December 2005 GIR level was

boosts GIR mainly on account of the deposit by the NG of its loan
proceeds as well as the BSP’s income from investments
abroad and foreign exchange operations. These inflows
were, however, offset partly by payments of maturing
foreign exchange obligations of the NG and the BSP.

Gross International Reserves
In billion US dollars

2001 2002 2003 2004 2005

As of end-2005, a sizable share of total reserves was in
the form of foreign investments (83.0 percent), with the
remaining balance accounted for by gold (13.9 percent),
foreign exchange (2.4 percent), and the combined Special
Drawing Rights (SDRs) and reserve position in the Fund
(0.7 percent).

'® Short-term debt based on residual maturity refers to outstanding short-term external debt on original maturity plus
principal payments on medium- and long-term loans of the public and private sectors falling due in the next 12
months.

32



External Debt
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debt
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The net international reserves (NIR) level likewise rose to
US$17.66 billion as of end-December 2005, US$3.1 billion
or 21.3 percent higher than the end-2004 level of
US$14.56 billion.

External debt increases

The external debt of the country rose by 1.2 percent as of
end-September 2005 to US$55.5 billion from US$54.8
billion in end-December 2004. The increase in the debt
stock resulted largely from the 2.7 percent increase in net
loan availments, particularly by the NG and local banks
(Table 13). This was narrowly offset by the foreign
exchange revaluation losses amounting to US$2.1 billion,
as the US dollar strengthened against most major
currencies, particularly the Japanese yen.
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Bulk of external debt
continues to have
long maturities
spread out over a
period of 17.4 years

Major foreign borrowings for the end-September 2005
period were used primarily for budgetary support and
funding of development projects for power and energy, as
well as communications, transportation, and other
infrastructure.

Liabilities to non-residents remained dominated by
medium- and long-term (MLT) debt, which accounted for
88.7 percent of the total debt stock. These MLT loans, with
original tenors of more than one year, had a weighted
average maturity of 17.4 years, with public sector
borrowings averaging almost 20 years and private sector
borrowings averaging 10.5 years. Almost 63 percent of
MLT liabilities carried fixed rates, 34 percent had variable
rates, and the remaining 3 percent were non-interest
bearing.

Weighted Average Based
On Original Maturity of MLT Debt

ol

er 2005

Total MLT Debt 174
Public sector 20.0
Private sector 105

By creditor profile, official creditors (consisting of
multilateral and bilateral institutions) represented 40.4
percent of the total external debt, followed by foreign
holders of bonds and notes at 32.1 percent, and foreign
banks and other financial institutions at 22.0 percent. The
rest of the creditors (5.5 percent) were mostly suppliers
and exporters.

By currency mix, the country’s external borrowings
remained denominated largely in the currencies of its
major trading partners, namely, the US dollar (55.9
percent) and the Japanese yen (26.2 percent).
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External Debt

By currency, percent share, end-September 2005
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Debt servicing The country’s debt service burden for the period January to
capacity December 2005 increased but external debt ratios
Improves managed to show improvements due to higher foreign

exchange inflows from exports of goods and receipts from
services and income. Total debt service burden as a
percentage of aggregate output or GNP was lower at 7.2
percent in 2005 from 7.8 percent last year, reflecting
improvements in the country’s capacity to service its
maturing obligations on a continuing basis. Likewise, for
the period January to December 2005, debt service ratio,
computed as the percentage of debt service burden to total
exports of goods and receipts from services and income,
declined slightly to 13.3 percent from 13.8 percent during
the same period in 2004. This level is well below the 20
percent international benchmark, indicating that the
country’s debt service burden remains manageable.

PART TWO: THE BANK’S OPERATIONS

Monetary Stability

BSP raised its The BSP raised its key policy interest rates three times by
policy rates thrice a cumulative 75 basis points in 2005. Currently, the
during the year overnight borrowing or RRP and the overnight lending or
RP rates stand at 7.50 percent and 9.75 percent,

respectively.
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The BSP undertook monetary action in the early part of
2005 to keep inflation expectations from spiraling away
from the target and prevent ongoing supply shocks from
generating second-round effects. Further measures were
undertaken in the latter half of the year in response to
expected price pressures and the risk of a sustained
breach of the inflation target as well as the surge in liquidity
growth.

Policy interest rates

During its meeting on 7 April 2005, the MB decided to
increase the BSP’s policy rates for the first time since
October 2000 by 25 basis points to 7.0 percent for the
overnight RRP rate and 9.25 percent for the overnight RP
rate.

At the time, although demand-driven inflationary pressures
remained limited given fairly high unemployment, modest
credit growth, and spare capacity in manufacturing, the MB
noted that the upside risks to the inflation outlook had
become more pronounced. There also appeared to be
some evidence that supply-side developments—
particularly the increases in oil prices—were already
feeding into inflation expectations. With the prospect of
renewed cost-push pressures from rising oil prices and
other supply-side factors, combined with falling real wages,
authorities believed that a modest increase in policy
interest rates could help prevent rising inflationary
expectations from spiraling away from the target and
prevent ongoing supply shocks from generating second-
round effects.

Concerns about liquidity prompted an increase in the
regular reserve requirement and liquidity reserve
requirement by one percentage point each to 10 percent
and 11 percent, respectively, on 7 July 2005.17 This move
was aimed at mopping up the excess peso liquidity in the
financial system and stemming its inflationary impact. The
MB observed that the excess peso liquidity appeared to be
finding its way into the foreign exchange market and may
be contributing to the depreciation of the peso, which
would further add to inflationary pressures.

7 Regular reserves refer to that portion of deposit and deposit substitute liabilities which must be held as deposits
with the BSP, with the balance kept in banks’ vaults as cash or as reserve eligible government securities (REGS).
Liquidity reserves refer to the proportion of deposits and deposit substitute liabilities that may be kept in the form
of market-yielding GS purchased directly from the BSP.
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forecasts of
above-target
inflation in 2006
and 2007 are the
main factors
behind increase in
policy rates

OMO is consistent
with the monetary
policy stance

Additional quarter-point interest rate increases followed in
September and in October. The decision to further raise
policy rates was based on the assessment that the
expected price pressures and the risk of a sustained
breach of the inflation target required a timely response
from the BSP. Emerging forecasts by the BSP indicated an
above-target average inflation rate in 2006 and potentially
in 2007 as well. The MB was of the view that the
possibility of a sustained deviation of the forecast from the
target over the policy horizon posed a considerable risk to
inflation expectations, in that the public may begin to
expect inflation to remain persistently well above
announced government targets.

The MB’s decision to raise policy rates also took into
consideration the continued strong growth in domestic
liquidity. Authorities were primarily concerned about the
adverse effects of excess liquidity on inflation and inflation
expectations, either through increased demand-based
pressures on prices or through volatility in the foreign
exchange market due to narrowing interest rate
differentials. Data suggested that the financial system
remained very liquid despite the April increase in the policy
rates and July hike in the reserve requirements. The
members of the MB also considered that the strong growth
in the money supply did not appear to be providing support
to consumption and investment spending, given that
growth in bank lending had remained moderate in past
months and aggregate demand has been slowing down.

The subsequent slowdown in liquidity growth in the latter
months of 2005, along with the observed easing in both
headline and core inflation, gave the BSP room to keep its
policy settings unchanged in the remainder of the year.

Open Market Operations

Open market operations (OMOs) were conducted in line
with the BSP’s monetary stance aimed at ensuring that
liquidity in the financial system is consistent with the
economy’s growth and inflation paths. Such operations
consisted mainly of outright purchases/sales of BSP’s
holdings of T-bills as well as lending and borrowing under
the RRP and RP facilities of the BSP. The BSP’s conduct
of OMO in 2005 mopped up a total of R101.2 billion from
the system.

37



Press statements
on policy
discussions and
the Quarterly
Inflation Report
aim to help the
public better
understand BSP
actions

Open letter
explains reasons
behind the

deviation of actual

inflation from the

Government target

Transparency Measures

The monetary policy responses to the various risks to
inflation during the year were accompanied by a strong
emphasis on greater transparency and communication with
the public as a means of managing inflation expectations
in the face of supply side shocks. The BSP’s various
disclosure and reporting mechanisms, such as press
statements on policy decisions, publication of the
highlights of the MB meeting on monetary policy and the
Quarterly Inflation Report, were aimed at helping the public
better understand the BSP’s policy decisions and the
overall thinking behind them. In addition, these provide a
detailed view of the BSP’s assessment of the future
inflation path.

Communications with the public concerning the monetary
policy stance emphasized the dominant role of
international oil prices and their feed-through impact on
domestic prices, as well as of the expected price
adjustments arising from the RVAT implementation. The
BSP's policy pronouncements continued to emphasize to
the public that the impact of the RVAT will consist mainly of
one-off increases in prices, and thus unlikely to fuel a
sustained rise in inflation. Such a policy message would
help ease public expectations about the price increases
from RVAT, particularly when combined with mitigating
measures to stabilize commodity supply through imports
and enforcement of regulations against unreasonable price
increases.

Other public communications discussed the BSP’s
commitment to its inflation objective and its responsibilities
concerning monetary stability. Early in the year, on 25
January 2006, following the release of official data
confirming that the 2005 average inflation rate exceeded
the 5-6 percent government target, the BSP submitted an
open letter to the President to explain the reasons behind
the uptrend in inflation during the year and the resulting
deviation of actual inflation from the government target.
The letter clarified the considerations behind the BSP’s
monetary policy decisions and highlighted the BSP’s
continuing efforts to ensure price stability. On 6 October
2005, the BSP also sent a letter to the President when the
growth in domestic liquidity or M3 in August breached the
15.0 percent ceiling prescribed in the BSP Charter. The
letter apprised the President on the factors that contributed
to domestic liquidity growth and the policy actions taken by
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the BSP to forestall possible inflationary fallout from
excess money supply.

As part of its transparency measures, the BSP continued
the conduct of countryside information campaign to
increase the public’s awareness on the role of monetary
policy in the country’s economic development.

39




Box Article
TRANSPARENCY AND COMMUNICATION IN MONETARY POLICY *
I. Why Transparency and Communication are Important for Monetary Policy

Over the past decade or so, there has been a trend toward increased transparency and
greater communication in the conduct of monetary policy among central banks.
Indeed, transparency and communication have increasingly taken on both a central
role in modern monetary policymaking and being part of best practice in monetary

policy.

The trend toward greater transparency and better communication was driven by the
increasing recognition that they make monetary policy work more effectively. It is
possible to think of central bank communication strategies as having two main goals:
(1) to allow financial markets to anticipate the policy decisions as well as the future path
of monetary policy; and (2) to reduce the uncertainty surrounding these expectations.
As Ehrmann and Fratzscher (2005) observe, “Central banks have direct control only
over a single interest rate, usually the overnight rate, while their success in achieving
their mandate requires that they are able to influence asset prices and interest rates at
all maturities.” Effective communication as much as credible policy actions is of
fundamental importance for achieving central bank objectives.

The emphasis on transparency and communication was also spurred by the growing
interest in the greater accountability of central banks, as an increasing number of them
were accorded greater independence from political authorities. The responsibility over
money and banks by an unelected central bank can be established if it were to make its
targets and policies known to the general public.

The increasing popularity of inflation targeting, with its emphasis on transparency and
accountability of the central bank, has also helped in improving the disclosure and
openness of central banks. Inflation targeting as a framework attempts to establish an
explicit link between monetary decisions and the central bank’s assessment of future
inflation, and thus places an emphasis on the release of timely information about the
views of the central bank on the inflation outlook." Recent converts to inflation
targeting, including the Philippines, have also had to develop disclosure and
transparency mechanisms along these lines.

Il. Central Bank Communication in an Emerging Market Context:
The Philippine Case

A. The Communications Strategy of the BSP

The BSP’s shift to inflation targeting in 2002 prompted an increased emphasis on
transparency in the conduct of monetary policy. In the early stages, the change in
approach required the familiarization of the public with the concept of inflation targeting.
Thus, the most important component of the preparatory blueprint for the new policy
framework was the series of public hearings and discussions in 2000 and 2001 held by
the BSP in key cities around the country. The objective was to introduce the concept of

* Speaking notes of Diwa C. Gunigundo, Deputy Governor, Bangko Sentral ng Pilipinas for the Regional
Seminar on Central Bank Communications, Mumbai, 23-24 January 2006.
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inflation targeting to the E)ublic and increase public understanding of the monetary
policy process in general.” The public information campaign has continued well after
the formal start of inflation targeting and the BSP presently holds public briefings on a
regular basis in various locations around the country.

The BSP also developed various disclosure and reporting mechanisms to help the
public understand what the Bank is doing and the reasons for its monetary policy
actions. The seven-member Monetary Board, which is the policymaking body of the
BSP, meets every four weeks to discuss the monetary policy stance. The results of
each meeting is accompanied by a press statement, which is released immediately
afterwards, and an account of the highlights of the discussion, which is published after
a predetermined lag of six weeks.

Publication of the Quarterly Inflation Report. The BSP Inflation Report provides a
longer discussion of the assessment of monetary conditions. The release of the Report
each quarter is accompanied by a briefing for the media. The Report is considered a
key document in the monetary policy process. It conveys to the public the overall
thinking and analysis behind the BSP’s decisions on monetary policy, so that monetary
policy will be easier to follow and understand. It is essentially a survey of the various
factors affecting inflation—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 over the two-year policy horizon. This is followed by
a discussion of the implications of the analysis on future monetary policy stance of the
BSP. Box articles on selected topics offer more detailed analysis and information
concerning issues relevant to monetary policy.

Issuance of Open Letter. In addition to the periodic reports and policy
pronouncements, the BSP issues an open letter addressed to the President whenever
the BSP fails to achieve the inflation target. The Open Letter explains the reasons why
actual inflation did not meet the target, and discusses possible measures to be adopted
to bring actual inflation back in line with the inflation target. The Open Letter is typically
issued in January following the release of the full-year inflation data for the preceding
year and is published on the BSP website. So far, the BSP has had to issue four Open
Letters since the start of the inflation targeting regime: two for achieving inflation below
the target and two for inflation above the target.

Collegial Approach to Communication. The BSP’s communications with the public
emphasize portraying the consensus or majority view within the Bank, so that officials
speak in one voice, rather than conveying the diversity of views within the Monetary
Board. This is similar to the approach of the Bank of England and the European
Central Bank and is in contrast with the individualistic or dispersed approach of the US
Federal Reserve. The collegial approach is intended to prevent confusion on the part
of market players arising from multiple signals concerning the direction of monetary
policy. In practice, views on the monetary policy stance are typically articulated in the
media by the BSP Governor. Monetary Board members seldom make public
comments on the likely path of monetary policy.

The BSP’s communications with the public have also been aimed at the very broadest
audience possible, with the policy stance articulated in general terms and difficult
technical details omitted as much as possible in order to bring the policy message
across more clearly to the wider base of informed laymen.® This general-audience
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approach to central bank communication has thus far served the BSP in good stead,
and has generated positive feedback from various quarters.

B. The Challenges in Communicating Monetary Policy

In the initial phase of the shift to inflation targeting, the task of improving transparency
and communication at the Bank posed a number of challenges to monetary authorities.
One such problem was the general state of economic literacy. Outside of financial
market professionals, academics and economists, the public had relatively little
familiarity with central bank functions. The BSP’s initial attempts at greater
transparency through briefings and awareness campaigns were generally well
received. The public were appreciative of the authorities’ efforts to expand general
public awareness and understanding of the monetary policy process and explaining
what inflation targeting is. Three years on, the awareness campaign has helped partly
overcome the public’s unfamiliarity with inflation targeting and monetary policy in
general.

Increased public awareness has paid dividends for the BSP in its conduct of monetary
policy, particularly in terms of managing public expectations about future inflation in the
face of the recent oil price shock. For example, the BSP exerted efforts to make the
public aware of the lag of monetary transmission and of the fact that the assessment
process for the monetary policy stance gives less weight to current and past inflation
than to future or forecasted inflation.° This helped the public better understand the
reasons for monetary action even in the face of favorable data on current inflation. In
addition, the Bank’s efforts to explain the difference between cost-push and demand-
side sources of inflation have made it considerably easier to explain the policy
responses to the recent run-up in inflation due to oil prices.

Challenges in the operating environment for monetary policy also pose problems for
the content of central bank communications, which after all consist mainly of the
assessment and responses of the central bank to its environment. Some economists
have argued that the operating environment and practice of inflation targeting are quite
different in emerging market economies compared to developed economies. A central
bank in an emerging economy, for example, is likely to face larger hurdles in terms of
credibility, typically because of a history of double-digit inflation and exchange rate
crises. In the same way that fiscal consolidation efforts may be hampered by a history
of fiscal slippages, a poor inflation record leads to skepticism about the probability of a
secular disinflation, and about the central bank’s ability to engineer such a process.
Perhaps the only means by which this can be truly addressed is to make sure that
pronouncements are backed by action and that actions are based at all times on the
tight logic and discipline prescribed by inflation targeting.

lll.Concluding Remarks

Judging merely from the numerous transparency mechanisms currently in place, the
monetary policy of the BSP is certainly more transparent now under inflation targeting
than previously. More importantly, there is a greater conscious effort within the
policymaking circle to properly communicate the policy impulses to financial markets,
the media and the public. Greater transparency and communication, in turn, have not
only enabled financial markets and the public to better anticipate the direction of
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monetary policy, but have also made the task of explaining the stance of monetary
policy, and the rationale behind it, easier for authorities.

Nevertheless, there continues to be plenty of room for improvement in the
communication strategy of the BSP. The Bank, for one thing, remains very much in the
process of educating the public and the local press, whom it would like to familiarize
with important concepts such as core inflation, changes in the CPI base year, and so
on through the continued conduct of regional briefings and other means. Future efforts
to increase economic literacy will center on these and other issues, including the
importance of looking at the forecasted path of inflation over the policy horizon, not just
the forecasted figure for the month ahead. In time, increased public understanding of
the basic concepts will allow the BSP to employ greater nuance in communicating its
monetary policy stance with greater assurance of better public appreciation and
support.

Efforts to familiarize and educate the public about the nature of inflation, monetary
policy and other economic issues will also be complemented with measures to improve
transparency in monetary policy. Such measures may include, among other things,
documenting and publishing the range of views aired during the Monetary Board
discussions on monetary policy, in order to emphasize that BSP monetary decisions
are the product of intensive debate and discussion, and more generally to help
stimulate public debate on monetary policy. Transparency efforts may also include
providing more details on the Bank’s inflation forecasts, in order to allow the public to
better gauge their reliability. However, the disclosure of such information will be
conditional on the progress the Bank makes with improving its forecasting process.

Endnotes:
! As Fracasso, Genberg and Wyplosz (2003) argue, “merely announcing IT and publishing inflation
forecasts is not enough: the benefits from IT only accrue to central banks that convince the public that
their decisions are rooted in the relatively tight constraints imposed by a process that starts with
forecasts, considers the optimal responses and ends with decisions which, year after year, appear as
derived from the same logic.”

The public hearings also enabled the BSP to gather views on a number of operational issues, such as
the choice of inflation target (headline or core inflation; range or point target), the target-setting body
(government or the BSP) and other key issues. Headline inflation, for example, emerged as a clear
choice for the basis of the inflation target, mainly on account of its familiarity to the public.

BSP Press Release dated 08 January 2003. Available on the BSP website at http://www.bsp.gov.ph/
archive/news_2003/2003-01/news-01082003a. htm

The top 10 among all 20 countries in the sample, based on the unweighted average of ratings across
categories, were as follows: (1) United Kingdom; (2) New Zealand; (3) Brazil; (4) Thailand; (5) Chile;
(6) Czech Republic; (7) Iceland; (8) Norway; (9) Sweden; and (10) South Korea. The BSP Inflation
Report for the Third Quarter 2002 was used as the basis for the evaluation. The authors asked five
different readers to read a recent inflation report from each central bank and give each of these
reports a rating of between 1 and 10 (1=bad, 10=good) on a number of characteristics. The readers
were graduate students in economics who are familiar with the broad principles of IT but not
necessarily all “central bank watchers”. The ratings per criterion were averaged for each country.

®  Guinigundo (2005)

¢ Ibid.
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Financial System Stability

BSP issues
policy
measures to
strengthen
the financial
system...

...align
prudential
standards
closer to
international
standards

BSP sustains financial system stability

The BSP’s efforts to strengthen the financial system
focused on encouraging banks to dispose their non-
performing assets (NPAs) through the Special Purpose
Vehicle (SPV) Law. This led to a significant improvement
in the banking industry’s asset quality with NPA and NPL
ratios falling to single-digit levels. To further sustain this
development, the BSP is supporting the proposed two-year
extension of the SPV law to allow further asset cleanup
and bring down the banking industry’s asset quality ratios
to pre-crisis levels.

Other policy measures to make the banking system
stronger were aimed at preparing banks for the adoption of
internationally-accepted standards and best practices.
Regulations were issued to align existing accounting
standards for Philippine banks with the International
Accounting Standards (IAS) and the new international
capital accord—the Basel 2 accord.

Prudential regulations were also strengthened to address
three vital areas of concern: enhancing risk management,
strengthening corporate governance, and intensifying the
fight against money laundering. In addition to banking
reforms, the BSP continued to actively support the rapid
development of the capital market to provide an alternative
pillar to the financial system.

Aligns banking practices with international standards

Various initiatives were undertaken to enhance the
prudential regulatory environment by aligning existing
banking practices with international standards. This is
consistent with the BSP’s thrust of making banks compliant
with the IAS by end-2005 and with the Basel 2 capital
accord by 2007.

The BSP continued to prepare the banking system for the
phase-in implementation of the modified local capital
adequacy framework compliant with the provisions of the
Basel accord. The exposure draft for the new risk-based
adequacy framework was issued for comment by financial
institutions under the supervision of the BSP. The
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exposure draft contains the implementing guidelines for
the local adoption of the Basel 2 accord.

Existing provisions on the adoption of the current risk-
based capital adequacy framework were revised to
gradually phase in the new framework. Amendments were
issued to allow the lower risk weighting of highly rated
private enterprises and impose a higher risk weighting for
non-performing accounts. Guidelines were also amended
to include Hybrid Tier 1 capital as part of qualifying capital
and to rationalize the minimum requirements for eligibility
of unsecured subordinated debt instruments that qualify as
Upper or Lower Tier 2 capital. The BSP also issued the
guidelines for the capital treatment of banks’ investments
in: (a) structured products or financial instruments where
the return is a function of one or more underlying indices,
such as interest rates, equities and exchange rates; and
(b) securities overlying securitization structures, both
traditional and synthetic.

During the year, the BSP also approved the adoption of
the Philippine Financial Reporting Standards (PFRS) and
Philippine Accounting Standards (PAS) which are based
on the International Accounting Financial Reporting
Standards (IFRS) and International Accounting Standards
(IAS) issued by the IAS Board. The standards were
adopted to promote greater transparency in financial
reporting and instill market discipline consistent with
international best practices and will be effective beginning
1 January 2005 for the annual financial statements. This
year, implementing guidelines to align the existing
regulations with the provisions of PAS and PFRS to the
greatest extent possible were issued.
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Box Article 2:

Implementation of Basel 2 in the Philippines

In 2005, the BSP issued policy guidelines to signal the start of a key reform in the
banking industry — the adoption of the Basel 2 Capital Accord. Basel 2 is the new
international standard set by the Basel Committee on Banking Supervision (BCBS) to
replace the original Basel Accord agreed in 1988 (and amended in 1996)." It will be
recalled that the 1988 Accord helped strengthen the soundness and stability of the
international banking system by requiring higher capital ratios.> Basel 2 revises the
original Accord to make the capital adequacy framework more risk sensitive to
ensure that the financial resources held by a bank are commensurate with the risks
associated with their business profile and the control environment within which they
operate.

Background on Basel 2

On 26 June 2004, after several years of consultation with regulatory/supervisory
agencies and financial institutions across the globe, the BCBS issued the document
“International Convergence of Capital Measurement and Capital Standards: A
Revised Framework,” also known as Basel 2. While Basel 1 set minimum capital
requirements based on credit risk and market risk, the new Accord is more sensitive
to the risks that banks face. More specifically, Basel 2 includes an explicit measure
for operational risk and more risk sensitive risk weightings against credit risk. It takes
into account improvements in the banks' risk management practices, and the use of
internal ratings-based approach that allows banks to rely to a certain extent, on their
own estimates of credit risk. Moreover, the new framework provides incentives for
banks to improve their risk management practices, with more risk sensitive risk
weights as they adopt more sophisticated approaches to risk management.

Basel 2’s approach to risk-based supervision is supported by three mutually
reinforcing pillars: minimum capital requirements (Pillar 1); supervisory review
process (Pillar 2); and, market discipline (Pillar 3). Pillar 1 sets out the detailed
guidelines for computing regulatory capital for credit, market and operational risks,
providing a range of options/approaches in computing the minimum capital
requirements.’® Pillar 2 prescribes sound principles that should be followed in the
process of supervisory review of a bank's own assessment of capital adequacy.
Under Pillar 2, banks and supervisors have to take a view on whether a bank should
hold additional capital against risks not covered in Pillar 1. Pillar 3, meanwhile,
proposes an extensive list of bank disclosure requirements recognizing that markets
contain disciplinary mechanisms that can reinforce supervisory efforts. The aim of
Pillar 3 is to improve market discipline by requiring banks to publish certain details of
their risks, capital and risk management.
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Approach

Following the circulation of the Basel 2 document, the BSP became one of over

100 banking supervisors worldwide that signified their intention to adopt Basel 2 in
their respective jurisdictions.

BSP Implementation Plans and Timetable

In December 2005, the BSP announced, in a Memorandum to All Banks, that it plans
to phase in Basel 2 between 2007 to 2010.

Commercial/Universal banks (KBs/UKBs) are expected to comply with the
standardized approach for credit risk and the basic indicator or standardized
approaches for operational risk by 2007. By 2010, these banks may move to the
implementation of more advanced approaches such as the IRB and advance IRB
approaches for credit risk and advance measurement approaches for operational
risk. This will allow banks to build up reliable historical database to estimate
default probabilities and other variables as important inputs to the more
advanced models.

Foreign banks whose head offices use the advance approaches will be allowed
to use them provided that they can show that their models are suited to domestic
conditions.

Small thrift banks are expected to be subject to an enhanced Basel 1-type
approach by 2007, while thrift banks affiliated with KBs/UKBs are expected to
use the same approach used by their parent KBs/UKBs.

Rural/cooperative banks are expected to be subject to an enhanced Basel 1-type
approach by 2007. *



BSP Timetable
U UG pic U Urf AL raUus 2010
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of certain Basel 2 -standardized -FIR B and AIRB
provisions approach allowed
(Securitization SA, Operational Risk Operational Risk
past dues, highest -basic indicator or -AMA allowed
credit quality standardized
corporates) approach

Pillar 2 (Supervisory Review) ing process
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Between now and 2007, certain provisions of Basel 2 will gradually be
incorporated by the BSP into the current risk-based capital adequacy framework
under Circular Nos. 280, 360 and 400. These would include: giving lower risk weights
for highly-rated corporate exposures; giving higher risk weights for past due claims
(net of specific provisions); adopting the standardized approach for investments in
securitization structures (i.e., risk weights would depend on external ratings);
implementing a standard computation of liquidity risk and interest rate risk in the
banking book; and issuing broad guidelines on operational risk management.

The rest of the provisions of Basel 2 standardized approach for credit risk,
and basic indicator and standardized approaches for operational risk will be
implemented by 2007. Under the standardized approach for credit risk, risk weights
would mainly depend on the external rating of the counterparty. Under the basic
indicator approach for operational risk, capital charge is 15 percent of the 3-year
average of a bank’s gross income. Under the standardized approach for operational
risk, on the other hand, banks will compute capital charge separately for each
business line. Business line operational risk charge is a fraction (between 12
percent-18 percent) of the 3-year average of a business line’s gross income. Total
operational risk charge is the sum of the operational risk charges for all business
lines. The expanded disclosure requirements prescribed under Basel 2 will also be
implemented by 2007.

The draft implementation guidelines containing all the provisions under the
new framework were issued by the BSP in April 2005 (exposure draft) for comments
by the banks concerned. These comments are now under evaluation.

Conclusion

Once adopted, Basel 2 is expected to have a profound impact on Philippine
banking. The onset of positive effects should start well before 2007 as banks are
beginning to strengthen their risk management processes and improve their
efficiency. It is important to note, however, that the adoption of Basel 2 may also
compound capital charges. The higher risk weights on bank assets as well as the
provision of operational risk apart from credit and market risks in the new framework
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may stretch banks’ finances. Hence, compliance with the new capital adequacy
regulatory framework, as well as the new set of accounting standards, will likely be
the banking industry’s biggest challenge in the near term.

The more stringent regulatory regime, combined with tougher global
competition and the more rigorous demands of modern banking and international
benchmarking of financial standards is expected to further contribute to the
consolidation of the Philippine banking industry. Down the road, the BSP foresees a
composition of few big, globally competitive mega banks complemented by small
niche players.

Endnotes:
' The Basel Committee on Banking Supervision is a committee of banking supervisory authorities that
was established by the central bank governors of the Group of Ten countries in 1975. It consists of
senior representatives of bank supervisory authorities and central banks from Belgium, Canada, France,
Germany, ltaly, Japan, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the United
Kingdom, and the United States. It usually meets at the Bank for International Settlements in Basel,
Switzerland where its permanent Secretariat is located.

Regulators require a bank’s capital adequacy ratio (CAR) to be above a minimum (“adequate”) level so
that there is little risk of the bank failing. CAR is measured as the ratio of a bank’s unimpaired capital to
its total risk-weighted assets.

® For credit risk, Basel 2 presents 3 options: the standardized approach, the foundation internal ratings
based (FIRB) approach and the advanced internal ratings based (AIRB) approach. The standardized
approach assigns risk weights to exposures depending on the external credit risk ratings. The FIRB
approach, on the other hand, allows banks to use their internal ratings assessment to determine the
appropriate capital charge of their exposures. Banks under this approach are required to compute the
corresponding probability of default (PD) of their exposures using their internal ratings model.
Meanwhile, the AIRB approach requires banks to compute not just the PD but also the loss given
default (LGD), exposure at default (EAD), and effective maturity (M) of their exposures using their
internal ratings model. For operational risk, Basel 2 presents 3 options: the basic indicator approach, the
standardized approach, and the advanced measurement approaches (AMA). Under the basic indicator
approach, a bank’s operational risk charge is computed as a fraction of its gross income. Under the
standardized approach, banks’ operations are divided into business lines. Operational risk charge for
each business line would just be a fraction of gross income attributed to each line. Lastly, operational
risk charge under the advanced measurement approaches would depend on statistics-based advanced
measurement models developed by banks themselves or by outside vendors. For market risk, capital
treatment remains generally unchanged except that Basel 2 required that specific risk weights under the
standardized approach depend on the external ratings of the issuer.

An enhanced Basel 1-type approach is basically the same as the existing framework (Circular No. 280
dated 29 March 2001, as amended) but with certain elements of Basel 2 already incorporated (such as
higher risk weighting for past due claims, lower risk weighting for retail portfolio, etc.) as well as
additional disclosure requirements.

2
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Enhances banks’ risk management

During the year, the BSP issued regulations to further
enhance the capability of banks to effectively manage the
various risks attendant to its operations. Consistent with
safe and sound banking practices, the BSP required that
banks, in providing credit accommodations, grant loans
only in amounts and for the periods of time essential for
the effective completion of the operation to be financed.
Banks are also expected to obtain adequate information on
the borrower’s credit standing and financial position before
granting loans.

The BSP allowed universal and commercial banks without
expanded derivatives authority to invest in foreign-currency
denominated structured products issued by banks and
SPVs without need of prior Monetary Board approval. The
regulation was intended to encourage banks to diversify
their investment portfolios in order to stabilize earnings,
control maturity mismatches and minimize
overconcentration of exposures.

Guidelines for the Currency Rate Risk Protection Program
(CRPP), a non-deliverable USD/PhP forward contract
(NDF) between the BSP and a universal/commercial bank
were also revised. This was in response to requests of
bank clients desiring to hedge their eligible foreign
currency obligations.

Strengthens corporate governance

Various guidelines were implemented to further enhance
the corporate governance framework in BSP supervised
institutions. These measures were intended to safeguard
against excessive risk-taking, ensure fair exercise of
business transactions, promote consumer protection and
make the board of directors fully accountable to its
shareholders and the public.

The rules and regulations governing independent directors
were strengthened. Independent directors are now
required to submit a certification under oath that he/she is
compliant with BSP’s rules and definition of an
independent director. Said certification is submitted to
BSP together with the bio-data of the independent director.
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Rules on bank lending to directors, officers, shareholders
and other related interests (DOSRI) were tightened,
providing stringent penalties for bank officials who violate
the rules. Guidelines were also issued outlining the
approved rules of procedure on administrative cases
involving directors and officers of banks, NBQBs and trust
entities.

To further discourage BSP-supervised financial institutions
from following unsafe and unsound practices, the BSP
issued the monetary penalty guidelines for banks/quasi-
banks, their directors and/or officers for violations/offenses
with sanctions falling under Section 37 of the New Central
Bank Act. The schedule of penalty is categorized based
on the nature of offenses and the assets size of the
institutions

Recognizing the importance of the internal auditors on the
governance processes of an organization, the BSP
strengthened the rules and regulations governing the
internal audit function. The new guidelines stressed that
the internal audit function should be independent of the
activities audited and independent from the day-to-day
internal control process. The rules likewise set out the
scope of internal audit and the qualification standards of
the internal auditor.  Additionally, the Audit Committee
was enjoined to establish and maintain mechanisms by
which officers and staff may raise concerns about possible
improprieties or malpractices in matters of financial
reporting, internal control and auditing to persons that have
the power to take corrective action.

Intensifies the fight against money laundering

The BSP implemented guidelines to intensify its support for
the global fight against money-laundering.  Foreign
exchange dealers, money changers and remittance agents
were placed under the effective supervision of the BSP
with the adoption of the rules governing the registration of
such institutions with the BSP. Under said rules, officers
and staff of foreign exchange dealers, money changers
and remittance agents involved in foreign exchange
operations are required to attend a seminar on the
requirements of the anti-money laundering law prior to the
issuance of their Certification of Registration by the BSP.
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...widen the array
of available
financial
products

...pursue full
implementation
of risk-based
supetrvision

Furthermore, the BSP required universal and commercial
banks to adopt a monitoring system for electronic money
laundering transaction. The system should at least be able
to: (1) perform statistical analysis and profiling of covered
and suspicious transactions; (2) check transfer parties and
existing customer database for any unlisted undesirable
individual or corporation; and (3) provide for a complete
audit trail.

Accelerates the development of domestic securities
market

The BSP continued to pursue various reform initiatives to
speed up the development of the country’s domestic
capital market development. Initial efforts included the
active nurturing of domestic rating agencies which play an
important role in guiding the public in their investment
decisions and in enforcing effective market discipline on
issuers. The BSP issued regulations recognizing, for bank
supervisory purposes, internationally accepted credit rating
agencies (CRAs) that will undertake local and national
ratings provided that said CRAs have at least a
representative office in the Philippines.

Procedures to be observed in investing in credit-linked
notes, structured products and securities overlying
securitization structures were issued to widen the array of
available financial products in the capital market.
Furthermore, reform efforts to fully implement the third
party custody system bore fruit when the third party
custodians were finally allowed to open an account in the
Reqistry of Scripless Securities (RoSS) of the Bureau of
Treasury (BTr).

Procedures and framework for a consolidated and
risk-based supervision

Consistent with the Basel 2 committee recommendations
on effective banking supervision, the BSP pursued the full
implementation of the consolidated and risk-based
supervision framework. @ The new process provides
examiners the flexibility and discretion in developing the
appropriate examination strategy that will respond to
existing and emerging risks of the institution.
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During the year, the BSP reinforced its existing framework
and technology through various initiatives such as
examiner training, institutional reorganization and
enhanced risk rating systems. A structured training
program for BSP’s examiners and supervisors were
developed and implemented with the support of the IMF
and FIRST Initiative. The training program was aimed at
enhancing the capacity of the BSP examiners in the
conduct of risk-based supervision.

A separate risk rating system aligned with the existing
CAMELS rating system was developed and implemented
for foreign bank branches.'® The new risk rating system is
called the Risk Management, Operational Control,
Compliance and Asset Quality (ROCA).

To complement its efforts in implementing risk-based on-
site examinations of banks, the BSP continued to improve
its off-site surveillance functions. In the first quarter of the
year, the BSP initiated the set-up of a central data
repository system under Phase 1 of the Data Warehouse
project to provide the necessary infrastructure for financial
and non-financial data. The Data Warehouse Project is
envisioned to centralize the handling and exchange of
information on financial and non-financial data of BSP
supervised institutions.

In addition to existing regulatory reports, the BSP relied on
early warning tools in its off-site surveillance activities.
Bank Performance Reports (BPR) and comprehensive
bank folders, which contain key performance indicators,
trends and peer group comparisons, were used in
monitoring the financial performance of supervised entities
in between on-site examinations. The BSP also used a
statistical model, the Bank Early Warning System (EWS),
that generates one-year ahead forecasts of key bank
performance variables, especially solvency and asset
quality, to help prioritize on-site examinations.

'® CAMELS stand for Capital Adequacy, Asset Quality, Management, Earnings, Liquidity and Sensitivity to Market

Risk

54



Payment and Settlement System

In 2005, the BSP, as operator of the country’s Philippine
Payments and Settlements system (PhilPaSS) continued
to take various initiatives to further improve the system’s
delivery and transfer of financial transactions.'® The system
enhancements during the year included:

Computerization of the Trust Fund Accounting;

Conduct of a Business Continuity Plan on RTGS in its
remote site at the Security Plant Complex, Quezon
City;

Direct sending of settlement of PCHC clearing results
via PhilPaSS to the Central Accounting System (CAS)
instead of passing through AS400 (a mid-range
business computing system);

Automation of the PhilPaSS Biling System which
facilitated the BSP’s collection of daily transaction fees,
monthly access or connectivity fees and annual license
fees from participant banks, non-banks and Third Party
Option System Providers;

Updating of the mailing address data base of
participants so that the Statement of Accounts (SOAs)
of participating banks are now sent in sealed
envelopes without accompanying transmittal letters,
thus, eliminating the manual preparation of transmittal
letters which could be prone to errors;

Use of PhilPaSS Front-End System (PPS-FES) which
allowed real time broadcast advisories to thrift banks
during business hours;

On-line settlement of BTr-Bond Sinking Fund’s outright
sale of secondary trade government securities holdings
to Government Securities Eligible Dealers (GSEDs)
and Non-GSEDs which is consistent with the objective
of providing real-time settlement;

'® Transactions accepted for processing by PhilPaSS include: interbank transactions (call and term) among banks,
and non bank financial intermediaries performing quasi-banking functions; purchase and sale of government
securities under outright and repurchase agreements between and among banks and NBQBs and BSP in
connection with the latter's OMO; settlement of the peso leg of foreign currency transactions and government
transactions; high value customer payment instructions; interbank settlement of Automated Teller Machines (ATM)
transactions; and other payment instructions under Delivery vs. Payment (DvP), Payment vs. Payment (PvP).
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= Enhancement of the Electronic Funds Transfer
Instruction System (EFTIS) Demand Deposit Account
(DDA) Module to provide on-line access of banks with
details of quarterly interest payments credited to their
DDAs; and

= Improvement in the DDA Statement of Accounts
(SOAs)—which now reflects the description of the
nature of transaction that banks entered into—an
improvement over the previous practice wherein only
the reference codes of the transactions were reflected.

The continued effort to enhance the country’s payments
and settlements system yielded favorable results.
Compared to 2004, the number of transactions through
PhilPaSS in 2005 rose by 42.5 percent to reach 368,138.

The value of transactions rose similarly to R53.9 ftrillion in
2005, an increase of 60.4 percent from last year’s value of
P33.6 trillion. Meanwhile, the transaction fees collected
during the year rose by 72.8 percent from the previous
year to amount to R42.5 million.

Transaction

Number of Value Fees Collected

Period

Transactions (in trillion pesos) (in million pesos)

2004 258,394 £33.6 P24.6
2005 368,138 $53.9 P425
Percent Change (%) 42.5 60.4 72.8

The Bank’s Other Key Operations

Loans and Credit

The BSP continued to extend rediscounts, discounts, loans
and advances to banking institutions in order to influence
the volume of credit consistent with the objective of price
stability, as provided under Section 81 of the BSP Charter.

The BSP supported the delivery of credit to all productive
sectors of the economy through the banking system under
the regular and special credit windows.
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In particular, the BSP’s credit policies included: strict
compliance with the rediscounting budget; enhanced credit
risk management; periodic examination of borrowing
banks; implementation of a new credit rating system for
determining the rediscounting capabilities of borrowing
banks; and continued setting of market-based prices of
rediscounting loans.?°

As of 31 December 2005, the total loan portfolio of the
BSP reached R114.7 billion, 7.9 billion or 6.4 percent
lower than the previous year’'s R122.6 billion. Total loans
granted in 2005 amounting to R34.0 billion were also lower
than those granted in 2004 at R38.9 billion. The bulk of
loans granted were directed to regular peso and dollar/yen
rediscounting. Meanwhile, loans utilized to assist banks
with liquidity problems amounted to £0.5 billion.

Of the total loans granted, regular peso rediscounts
reached R26.7 billion, which were channeled to the
following sectors: export/import financing (R12.8 billion);
commercial/industrial and quedan loans (R10.9 billion);
production credits (R2.5 billion); housing (R0.4 billion); and
microfinance (R0.1 billion).

By institution, commercial banks got the biggest share at
£20.0 billion or 58.8 percent of the regular rediscounts,
followed by thrift banks at 212.2 billion or 35.9 percent and
rural banks at R1.8 billion or 5.3 percent. Rural and thrift
banks obtained liquidity assistance amounting to RO0.1
billion and 0.4 billion, respectively.

Total gross income from the BSP’s loans and credit
operations reached £5.0 billion in 2005. This represented
a B0.2 billion or a 4.2 percent improvement from the
previous year’s level. The increase in the BSP’s income
from lending despite the decline in its loan portfolio was
due in part to improved loan collections as the past due
ratio of rediscounting loans declined to 7.0 percent in 2005
from 7.5 percent in the previous year.

2 As approved by the Monetary Board on 6 January 2005
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Asset Management

The BSP acquired, through foreclosure proceedings or by
virtue of dacion en pago agreements, real property assets
of banking institutions that were used as collateral loans.
The BSP likewise ensures that the foreclosed assets it had
acquired through its loans and credit operations with banks
are administered, preserved and disposed of properly.

As of end-December 2005, the book value of acquired
assets increased by 11.8 percent year-on-year to R12.8
billion compared with the end-December 2004 level.
Similarly, the number of real property titles acquired
increased by 24.2 percent or 4,199 titles to 21,557 titles
due to additional acquired assets turned over by the
Department of Loans and Credit.

To improve the administration of foreclosed properties, the
BSP implemented new and modified existing guidelines on
managing acquired assets in 2005. The new guidelines
defined the wholesale disposal of acquired assets and
granted appropriate discount for such transaction. The
modification of existing guidelines included the revision of
existing guidelines on the appraisal of real properties to
consider the latest appraised value as the basis of disposal
and amended the procedural guidelines on the appraisal of
properties and the disposal of acquired assets thru public
auction.

International Reserve Management

In 2005, the BSP continued to adhere to the Bank’s policy
of managing the country’s GIR at a level and mix that
would allow the BSP to meet any foreseeable demand for
foreign currencies. The BSP adhered to a strategy of yield
enhancement, optimal utilization and diversification in the
management of the country’s international reserves as it
took advantage of the significant increase in gold prices, to
improve its income position in 2005.
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During the year, the BSP implemented a number of new
measures that aimed at enhancing the yield and improving
further its operational efficiency. These included the
following: (1) rationalization of gold reserve holdings and
management; and (2) increased utilization of foreign
currency swap transactions.

International Operations

The BSP continued to ensure that the county’s external
debt level is sustainable. As part of its debt management
function, the BSP continued to evaluate foreign borrowing
proposals from both the public and private sectors. The
BSP’s external debt management is guided by the
principle of allowing borrowed funds to be channeled to
priority areas for development, giving due consideration to
the country’s capacity to meet maturing obligations in a
timely and orderly manner. As in previous years, the BSP
actively participated in loan negotiations of the
Government, provided advisory services to both public and
private sector borrowers on relevant regulations, and
assisted them in securing reasonable terms and conditions
on their loans.

In 2005, the medium- and long-term foreign loans
approved by the BSP aggregated US$5.75 billion, 30.8
percent lower than the previous year's approvals. Public
sector loans amounted to US$4.91 billion, representing
85.4 percent of total approvals while the rest were
accounted for by private sector loans. By creditor type,
bond/noteholders accounted for the bulk (77.9 percent) of
public sector loan approvals, banks and financial
institutions provided 14.6 percent of new loans while
official creditors accounted for 7.2 percent. Loan proceeds
for public sector loans were used mainly for budgetary
support, refinancing and relending.

Meanwhile, private sector loans of US$839 million
approved for the year declined by 59 percent from last
year’s total. Banks and financial institutions provided 43.7
percent of the loans, with official creditors and
bond/noteholders providing 38.4 percent and 17.9 percent,
respectively. The loans  were intended  for
telecommunication projects, relending to clients and
refinancing of maturing obligations.
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Foreign Investments

Key Policy Initiatives

Inward foreign investments (both direct and portfolio)
registered by BSP for the year totaled US$7.96 billion, an
increase of US$4.08 billion or 105 percent from the
previous year’s total of US$3.88 billion.

Registered foreign direct investments (FDls), posted a 19
percent decline from US$680 million in 2004 to US$552
million in 2005 due to a sharp drop (US$197 million) in
applications for registrations of FDIs in the transport,
storage and communication sectors. In contrast,
registered foreign portfolio investments rose by 131
percegt from US$3.20 billion in 2004 to US$7.41 billion in
2005.

By type of instrument, 56 percent of the registered foreign
portfolio investments were in PSE-listed securities,
followed by government securities (23 percent), and peso
deposits (20 percent).

The following initiatives were approved by the Monetary
Board during the year:

« Grant of R10.5 million to the Export Development
Council to help fund selected export promotion and
development projects.

= Revision of the Foreign Currency Declaration (FCD)
Form to comply with the FATF's Special
Recommendation IX. Said recommendation requires
countries to have in place measures to detect the
physical cross-border transportation, including a
declaration system or other disclosure obligation, of
currency and bearer negotiable instruments. The
revisions in the FCD form consist of the inclusion of
additional information pertaining to the transport of
foreign currency and the expansion in the scope of the
declaration requirement to include, in addition to
foreign currency notes and coins, other foreign
exchange-denominated bearer monetary instruments.

2 Includes foreign investments in equities listed in the Philippine Stock Exchange that were registered by custodian
banks on behalf of the BSP based on delegated authority.
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Notes and Securities Printing

Mint and Refinery

The BSP printed a total of 987.0 million notes for 2005
representing 105.2 percent of the year’s target of 937.8
million pieces. The total delivery to the Cash Department
(CD) for the year was 868.3 million pieces equivalent to
87.9 percent of the total notes produced.

The BSP sustained its mint and refinery operations in
2005. It produced circulation coins as well as special
coinage and medals in the most economic, efficient and
secure way. It also manufactured and supplied presidential
medals and state decorations; purchased gold from small-
scale miners in accordance with Section 17 of R.A. No.
7076, “People’s Small-Scale Mining Act of 1991” and from
other sources; and refined the gold purchased to forms
acceptable in the international bullion markets. In 2005, the
BSP purchased 1.04 million troy ounces of panned gold,
which contained 1.02 million troy ounces of fine gold.
Gold purchases increased by 4.2 percent in 2005 from one
million troy ounces in 2004. The BSP has five existing
buying stations located in Quezon City, Baguio City, Davao
City, Naga City and Zamboanga City.

The production of refined gold totaled 2,616 “good
delivery” gold bars which contained 1.04 million troy
ounces of fine gold. Each bar had a minimum assay of
99.5 percent. The refined gold production in 2005 was
higher than the target for 2005 by 49.2 percent.

The BSP Mint produced 674.874 million circulation coins in
2005, consisting of 10-Piso, 5-Piso, 1-Piso, 25-Sentimo,
10-Sentimo and 5-Sentimo denominations. The output in
2005 was lower by 43.5 percent compared to the previous
year’s output of 1.195 million coins.

The BSP also produced and delivered 95 sets of medals
and state decorations to Malacanang.
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Currency Issuance and Retirement
Currency Issuance

The total stock of currency notes and coins issued by the
BSP as of end-December 2005 amounted to P336.55
billion, 4.36 percent higher than the previous year’s total of
P322.47 billion. New and fit notes issued in 2005
amounted to P314.18 billion, or an increase of 10.04
percent from the P285.51 billion in new and fit notes
issued in 2004.

Currency Retirement

Processed/verified canceled notes, which were retired
through the Security Engineer Machine (SEM)
Disintegrator and on-line thru the Currency Verification,
Counting and Sorting (CVCS), totaled 523.4 million pieces
amounting to P59.18 billion in 2005. This was 22.1 percent
lower in value compared to the P75.96 billion notes retired
in 2004.

Economic Research, Statistical, and Information Dissemination Activities

The BSP continued to conduct economic research and
policy studies to assist the Monetary Board in the
formulation, implementation, and review of monetary,
credit, financial and foreign exchange policies as well as
the determination of the appropriate monetary policy
stance of the BSP. During the first quarter of 2005, the
Department of Economic Statistics (DES) was created to
generate relevant, accurate and timely economic and
financial data. Likewise, the Center for Monetary and
Financial Policy (CMFP) was established to develop a
comprehensive and integrated research program that will,
among others, address gaps and issues on the inflation
targeting framework and conduct rigorous empirical and
theoretical researches on economic and financial matters.
The Department of Economic Research (DER) which used
to handle the tasks assigned to these newly-created
Departments will now be afforded greater focus in
conducting in-depth economic research and policy studies
in the formulation, implementation and review of monetary,
credit, financial and foreign exchange policies.
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Inflation Targeting

Outside of the regular monetary assessment process,
Bank activities on inflation targeting centered mainly on
efforts to improve the existing operational framework for
monetary policy. This consisted mainly of engaging outside
experts to review and evaluate the operational
arrangements for inflation targeting and the inflation
forecasting models being used by the BSP. The
international experts were asked to identify key areas in
the BSP’s conduct of monetary policy which can be
improved further in line with the best international practice
in inflation targeting to ensure that its operational aspects
are geared towards the attainment of the BSP’s inflation
objective. Dr. Paul D. McNelis of Fordham University
began working with DER on various methods of estimating
the output gap in the Philippines. Meanwhile, Dr. Bennett
T. McCallum of Carnegie-Mellon University and Dr.
Kenneth F. Wallis of the University of Warwick were asked
to review the BSP’s IT framework and forecasting models.
A third expert, Dr. Peter Sinclair of University of
Birmingham is scheduled to undertake a similar review in
early 2006.

The BSP also conducted semestral Environmental
Scanning Exercises (ESE) in line with the continuing
efforts to further build a broader framework for analyzing
economic and non-economic factors in the formulation of
monetary policy under the Inflation Targeting framework.
In February 2005, the ESE entitled “Supply-side Shocks
and Implications for Monetary Policy” brought together
resource persons from the energy and agricultural sectors
sharing possible scenarios on the supply side that could
have implications for monetary policy. In August 2005, the
ESE on emerging socio-political issues and its implications
on monetary policy gathered political science experts who
discussed political developments and the impact on
economic policies.

The BSP also developed the Early Warning System (EWS)
for the macroeconomy which is part of the BSP’s strategy
to fully institutionalize the process of managing the risks
involved in policy formulation. The objective of the strategy
was to ensure that risks to the attainment of the inflation
target are properly considered and incorporated in the
monetary policy recommendations to the Monetary Board.

63



Towards this end, the BSP developed an EWS for the
macroeconomy, with focus on currency crises. The model
allows the BSP to monitor the movements of key economic
variables when these tend to depart from the normal trends
in a given period to a crisis. Deviations of these variables
from their normal threshold levels are taken as warning
signals of a possible crisis occurring within a specified time
frame. The model alerts the BSP on a possible impending
period of serious difficulty so that prompt preemptive
measures could be undertaken.

Preparation of Policy Papers and Conduct of Special Studies

The BSP prepared monthly policy papers and special
studies for the Advisory Council which, in turn, makes
recommendations to the Monetary Board on the
appropriate monetary policy stance. Special studies on the
sources of liquidity growth, the impact of BSP policy
interest rates on market rates and interest rate differentials
under inflation targeting were prepared during the year.

The BSP likewise prepared/updated comments and
positions on pressing monetary and financial issues,
proposed legislation and other proposals/papers from
government/regulatory/private agencies. It provided special
reports, updates and compilation of various information on
the developments relating to the Philippine economy
requested by various local and foreign agencies. These
papers and studies included perspectives and outlooks on
capital flows, interest rate differentials under inflation
targeting, domestic bond markets and implications to
central banks, export promotion fund, financial market
conditions, OFW  remittances, foreign exchange
intervention, external debt sustainability, REER rebasing,
macroprudential surveillance and indicators framework,
bank distress index, impact of BSP policy interest rates on
market interest rates, apparent disconnection of Treasury
Bill rates and bank lending rates, role of the central banks
in the promotion of small- and medium enterprises,
securities borrowing and lending practices in selected
countries, domestic liability-management exercises and
determination of the appropriate measure of the output
gap, among others.
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The BSP also prepared position papers on various
issues/matters that emanated from international and
financial institutions and multilateral/international and
regional institutions/fora including the IMF, the World Bank
(WB), Bank for International Settlements (BIS), the South
East Asian Central Banks (SEACEN), the Executives
Meeting of East Asia and the Pacific (EMEAP) and the
Association of South East Asian Nations (ASEAN) as well
as from bilateral arrangements with partner central banks,
namely, Bank of Japan, People’s Bank of China and Bank
of Korea.

Participation in Inter-Agency Discussions on Economic, Monetary and
Financial Development Issues/Negotiations on Multilateral, Regional and
Bilateral Financial and Economic Cooperation

The BSP participated actively in various inter-agency
committees tasked to draw the country’s macroeconomic
programs and formulate the stance of the Philippine
Government on various proposals under the World Trade
Organizations (WTQO), the ASEAN and bilateral economic
and financial matters, among others. These inter-agency
committees were as follows: Development Budget
Coordinating Committee (DBCC), the Committee on Tariff
and Related Matters (CTRM), the Philippine Council on
ASEAN and APEC Cooperation (PCAAC), the Inter-
Agency Committee on Trade in Services (IAC-TCS), the
TRM Inter-Agency Sub-Committee on Trade and
Investment  Agreements (IAC-TIA) the Philippine
Coordinating Committee on the Japan-Philippine Economic
Partnership Agreement (PCC-JPEPA), Joint Coordinating
Team of the JPEPA, Inter-Agency Working Group on the
quarterly macroeconomic model. The BSP also
participated in negotiations on financial services
liberalization under the ASEAN Framework Agreement on
Services (AFAS) and the proposed Japan-Philippine
Economic Partnership Agreement.

Statistical Management Activities and Data Generation Capabilities

The BSP continued to enhance its monitoring activities to
provide more relevant, accurate and timely data for the
guidance of the Monetary Board in the formulation of an
effective and appropriate monetary and financial policies.
The BSP also worked continuously towards enhancing the
efficiency and flexibility in the processing, analysis and
presentation of data series as well as developing data
generation capability. Among the statistical management
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activities executed in 2005 were: (1) compilation and
preparation on a regular basis of statistical
series/tables/reports, on various economic and financial
indicators; (2) flow of funds; (3) processing and evaluation
of bank reports pertaining to Consolidated Statement of
Conditions (CSOC)/Credits; (4) monitoring and preparation
of bank reports pertaining to international transactions. In
terms of enhancing BSP’s data generation and information
capability, the BSP continuously conducted periodic
surveys e.g. Business Expectations Survey, Consumer
Expectations Survey, Monthly Survey on
Intercompany/Offsetting Accounts with Non-residents for
member companies of the semiconductor and electronics
industries of the Philippines, Inc. (SEIPI), Monthly Survey
on Positions and Transactions on Accounts with Non-
resident Banks, and Monthly Surveys on Transactions of
Build-Operate Transfer (BOT) companies, processed the
results of monthly Cross Border Transactions Survey,
prepared and processed the Foreign Direct Investment
Survey and the Balance of Payments Compilation.

Information Dissemination Activities

In line with the BSP’s thrust to foster greater transparency
in its operations and to enhance the awareness of the
public on the role of the BSP in promoting price stability,
the BSP continued to publish the regular and special
reports on economic and financial developments in the
country. These included the quarterly BSP Inflation Report,
the quarterly Report on Economic and Financial
Developments, Status Report on the Philippine Financial
System and the BSP Annual Report. Other BSP
publications and reports included the monthly selected
Philippine economic indicators, quarterly balance of
payments reports, quarterly business expectations reports,
quarterly consumer expectations reports, updated primers
on inflation targeting and microfinance as well as updates
on frequently asked questions (FAQs) on economic and
financial issues.

The Bangko Sentral (BS) Review continued to be
published as a major vehicle for in-depth research output.
The research articles in this publication are also intended
to increase public awareness of the activities of the BSP
and its view on relevant economic and financial issues.
The January and July 2005 issues of the BS Review
covered such topics as tracing the impact of world oil
prices on inflation, promoting greater use of formal
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remittance channels by Overseas Filipino Workers, early
warning system for macroeconomic vulnerability, an official
measure of core inflation for the Philippines, asset price
bubbles on and approaches to monetary policy and
financial stability, survey on the disclosure practices of
Philippine universal banks and the efficiency of fiscal and
monetary policies in the Philippines.

Supervisory Policy Development and Banking Statistical Activities

Policy Issuances

The BSP continued its efforts to develop supervisory policy
and enhance banking data management, through the
Office of the Supervisory Policy Development (OSPD) and
the Supervisory Data Center (SDC). The OSPD conducts
studies/researches on the dynamics of financial system,
monitors and analyzes developments in the financial
sector, determines potential crises affecting the system,
and develops and reviews policies, standards and
guidelines on the governance of financial institutions. The
SDC specializes mainly in banking data, validation, storage
and reporting.

In 2005, the OSPD formulated regulatory issuances
geared primarily towards attaining strong corporate
governance, improving risk management systems in
banks, promoting safe and sound banking practices,
strengthening regulations, improving banking services, and
requiring electronic monitoring systems for money
laundering. Circular letters were also issued informing
banks, other financial institutions, and the public on various
scams and terrorist activities. The BSP likewise released
reports on the status of the Philippine financial system;
implementation of the barangay micro-business enterprise
act; performance of Foreign Currency Deposit Units
(FCDUs) and Offshore Banking Units (OBUs); NPLs by
type of bank; and exposure of the banking industry to the
credit card, automobile and real estate sectors. The BSP
also conducted periodic stress tests to anticipate potential
problems in banks.
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Banking Statistical Data Activities

Branch Operations

Among the major projects on banking statistics undertaken
by the SDC during the year were the following: 1)
implementation of the first three phases of the data
warehousing project which is intended to be the main
repository of financial and non-financial data collected by
BSP from its supervised institutions; 2) simulation of the
BSP reporting services portal (FI Portal) that will allow
entities supervised by the BSP to submit/upload their
reports to the BSP via the FI Portal and retrieve/download
the reports already processed by the BSP through said
portal; 3) implementation of the General Ledger (GL)
reporting system for all Rural/Cooperative and
Microfinance-Oriented Rural Banks (RBs); 4) systems
development and enhancement of existing projects which
include  the  transmission program  of  rural
banks/cooperative banks database files for the PDIC, the
application system designed to electronically extract and
transmit reports to PDIC, and the modified financial
institutions library system (FILS); and 5) issuance of
certificates of eligibilities that will allow banks to sell their
non-performing loans to prospective investors availing of
the incentives under the Special Purpose Vehicle Act.

The three (3) regional offices of the BSP (i.e. La Union,
Cebu and Davao) and eighteen (18) branches (i.e.
Zamboanga, Tuguegarao, Tacloban, Ozamiz, Naga,
Lucena, Legazpi, Kalibo, lloilo, General Santos,
Dumaguete, Dagupan, Cotabato, Cagayan de Oro,
Cabanatuan, Batac, Bacolod and Angeles) continued to
upgrade the delivery of vital central banking services in the
regions in 2005. Regional offices and branches serviced
the cash deposits from 477 provincial cash centers and
cash withdrawals of 406 branches of banks. The BSP
regional offices and branches also played a proactive role
in the conduct and implementation of the various
advocacies of the BSP, particularly, the public information
campaigns which included topics on recent economic
developments and the role of the BSP in the Philippine
economy, inflation targeting and core inflation,
microfinance, anti-money laundering, salient features of
the Special Purpose Vehicle Act, Clean Note policy, anti-
counterfeiting, anti-pyramiding and text messaging scams,
good governance and year-end economic briefing. These
offices were also involved in the users’ forum and the
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Advocacy Programs

Microfinance

processing of the business expectations survey and the bi-
annual report on regional economic developments.

The year 2005 was declared as the International Year of
Microcredit by the United Nations and Philippine Year for
Microfinance under Presidential Proclamation No. 719.
This highlighted the important role of microfinance in
poverty alleviation and economic development.

Microfinance has been the flagship program of the BSP for
poverty alleviation since 2000. BSP initiatives in
microfinance followed a three-pronged approach: (1)
providing the enabling policy and regulatory environment
to promote micro finance activities; (2) increasing the
capacity of the BSP and banking sector on microfinance
operations; and (3) promoting the development of sound
and sustainable microfinance operations.

Policy and Regulatory Environment for Microfinance

The BSP continued to work to create an environment that
would allow banks to have wider scope and outreach for
microfinance operations as well as maintain soundness
and sustainability in their operations. In 2005, the
Microfinance Committee of the BSP was reconstituted to
provide overall policy direction for microfinance in the
banking sector. The BSP likewise issued directives to
address emerging issues regarding certain types of
microfinance products and regulatory/prudential issues,
namely: (1) micro-agri products; (2) housing microfinance;
(3) remittances; (4) e-banking; (5) revised branching
guidelines. To further complement the changing
microfinance industry, the BSP has undertaken policy
initiatives, such as (1) modifications in the Manual of
Regulations for Banks to include microfinance operations;
(2) creation of a comprehensive credit information system;
(3) adoption of performance standards for all types of
microfinance institutions to create more transparent and
sustainable microfinance institutions; and (4) support for
commercial banks, rural and thrift banks engaging in
microfinance on a wholesale and retail bases.
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Training and Capacity Building

The BSP continued to work towards increasing the skills,
knowledge, understanding and appreciation  of
microfinance by BSP officials and staff tasked to oversee
the microfinance operations of banks and by practitioners
of microfinance in the banking sector. In particular, some
124 BSP examiners participated in workshops on
microfinance operations organized by the BSP Institute in
2005. Likewise, key BSP officers participated in
microfinance courses held in local and foreign training
institutions. Meanwhile, bank officers and bookkeepers
from the private sector in Regions IX, X, XI and XIlI
participated in trainings on microfinance best practices,
specifically on portfolio at risk and provisions for banks with
microfinance operations. In 2005, a total of 1,364 staff and
officers of banks attended the Basic Rural and Thrift
Banking Courses conducted by the BSP Institute.

Promotion and Advocacy

The BSP continued to promote increased awareness on
microfinance and pursued advocacy program on sound
and sustainable microfinance operations as well as
supported linkages for microfinance development in the
country.

The centerpiece of BSP’s advocacy effort for 2005 was its
leadership in the Philippine National Committee (PNC) for
Microfinance which was organized by the government in
support of the United Nations declaration of 2005 as the
International Year of Microcredit. The PNC, chaired by the
BSP was awarded and recognized as an Outstanding
National Committee by the United Nations and the
Consultative Group to assist the poorest (a consortium of
28 donors). The award was given during the culmination of
the International Year of Microcredit (I'YM) last 8 November
2005 at the United Nations Headquarters in New York,
U.S.A. The PNC in celebration of the IYM undertook
several notable initiatives such as the search for
outstanding national microentrepreneur of the vyear,
conferences and seminars, policy dialogues, a trade fair of
microfinance products, the launch of a complete
communication campaign and the search for outstanding
microentrepreneur’s product.
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Economic Information

The BSP also hosted delegations from six countries to
learn about microfinance in the Philippines. These were:
Vietnam, Afghanistan, Nigeria, Kenya, Ethiopia and Sri
Lanka. The BSP likewise organized lectures on
microfinance in various fora for members of the academe,
chambers of commerce as well as microentrepreneurs and
relevant government agencies.

In 2005, the BSP received technical assistance from donor
institutions for the training of BSP examiners and hiring of
a consultant to develop a business plan for a credit bureau
in the Philippines. The BSP was also a part of the team
which negotiated a loan for microfinance development in
the Philippines.

In 2005, the BSP continued its public information
campaigns (PICs) outside Metro Manila in line with the
continuing effort to increase awareness on the role of the
BSP in the country’s economic development and to further
enhance the transparency of monetary policy. The topics
of the PICs included the BSP’s role in the country’s
economic and financial system, recent economic
developments in the Philippines, inflation targeting as a
framework of monetary policy in the country, concept of
core inflation, implementation of the Anti-Money
Laundering Law, rediscounting facility of the BSP,
microfinance program and the Special Purpose Vehicle Act
and its implementing guidelines. The BSP conducted PICs
in the cities of Cabanatuan, Legazpi, Dagupan, Cagayan
de Oro, San Fernando (La Union), lloilo, Tacloban,
Tuguegarao, Lucena and Bacolod. In October 2005, the
BSP also conducted the Users’ Fora in the cities of
Angeles, Kalibo and Zamboanga. The fora served as a
regular venue for the presentation of the BSP-produced
statistics among various data users and agencies in the
country to coincide with the celebration of the National
Statistics Month held every October. The topics covered in
the forum include monetary and financial statistics, balance
of payments, core inflation and business and consumer
expectations surveys.
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Financial Literacy

The BSP continued to take a proactive stance in
embarking on a consumer education program that aims
to improve the basic financial literacy of the public. In the
sixth meeting of the Financial Sector Forum (FSF) held
on 14 December 2005, it noted significant progress on
initiatives aimed at deepening consumer financial literacy
and further strengthening coordination arrangements
between and among the member agencies (Securities
and Exchange Commission (SEC), Bangko Sentral ng
Pilipinas, Office of the Insurance Commission and
Philippine Deposit Insurance Corporation). As a result,
the Consumer Protection and Education Committee
would be mounting a consumer protection and education
campaign plan to equip consumers with adequate, timely,
and relevant information about financial products and
services, not only for their protection but also for
maintaining the stability of the financial sector. In line with
the BSP’s advocacy on financial literacy, the presidents
of the Bank Marketing Association of the Philippines,
Bankers Association of the Philippines, Chamber of Thrift
Banks, Rural Bankers Association of the Philippines and
the Credit Card Association of the Philippines launched
the “Service code for consumer banking in the
Philippines” in October 2005. This code standardizes the
delivery of service in the banking industry. Similarly, the
FSF, through its Reporting, Information Exchange and
Dissemination Committee (RIED), has also moved to
supplement its current Memorandum of Agreement
(MOA) covering bilateral information exchange among
FSF members.

In 2005, the BSP likewise hosted a forum on credit cards
to discuss salient points on BSP directives which address
common credit card problems and promote the welfare of
cardholders.
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Institutional Building

Corporate Planning

Moreover, the BSP continued to promote consumer rights
awareness and protection through its linkage with an inter-
agency group, ConsumerNet.?

The BSP put forward several initiatives on enhancing
strategic management in 2005. Foremost among these
initiatives is the BSP Strategic Planning Conference (BSP
Strat Planning) which was facilitated by the Corporate
Planning Office (CPO). The objectives of the BSP Strat
Planning were as follows: 1) re-assess the overall strategic
direction of the BSP; 2) determine the progress of the
implementation of the BSP’s medium-term operational
plans; and 3) provide an enhanced mechanism for
performance measurement.  Prior to the conduct of the
planning conference, a total of 22 pre-conference meetings
were facilitated for the seven working groups participating
in the BSP Strat Planning conference. These pre-
conference meetings provided the working groups the
opportunity to assess the operating environment, formulate
strategies and prioritize projects. Furthermore, the working
groups reviewed the existing operational plans and came
up with a Medium-Term Plan 2005-2011 that coincides
with the term of office of the new set of MB members.
Indicative budgets of the projects for the year 2006-2011
were likewise identified. In cascading the results of the
annual planning activity to the BSP employees, a General
Assembly (GA) was coordinated and facilitated. The BSP
employees were informed of the major directions and
initiatives that will be embarked on for the next six years.
The GA was replicated subsequently at the Security Plant
Complex (SPC) in Quezon City. The General Assemblies
in the three Regional Offices (La Union, Cebu and Davao)
are slated to be conducted in early 2006.

2 n an effort to protect consumers from unscrupulous businessmen, a group of national government agencies

worked together to facilitate the resolution of consumer complaints and disseminate information regarding
consumer rights. These government agencies are as follows: (1) DTI thru Bureau of Trade Regulation and
Consumer Protection (BTRCP) of the DTI; (2) Department of Education (DepEd); (3) BSP; (4) Department of
Agriculture; (5) Department of Interior and Local Government (DILG); (6) Energy Regulatory Board (ERB); (7)
Department of Health (DOH); (8) Securities and Exchange Commission (SEC); (9) National Telecommunication
Commission (NTC); (10) Housing and Land Use Regulatory Board (HLURB); (11) Insurance Commission (IC);
(12) Bureau of Internal Revenue (BIR); (13) Land Transportation Office (LTO); and (14) Department of Justice
(DOJ). The ConsumerNet website is www.i-reklamo.ph.
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In June 2005, a three-year project was launched to
promote strategic management thinking with topics on
leadership and emotional intelligence. The talk on
leadership, with the theme “Visionaries at the Helm: The
Growing relevance of Inspiring Leadership,” was held
during the same month with well-known Filipino leaders as
guest speakers. On December 2005, the talk on emotional
intelligence, with the theme “Emotional Intelligence:
Stepping Up to Effective Leadership”, was conducted with
distinguished professionals as resource persons.

An Ad-Hoc Committee on Standardization of Common
Capital Expenditure (CAPEX) Requirements and Other
Asset Acquisitions was created as a means to achieve
operational efficiency through the rationalization of
procurement activities and streamlining of the procurement
process that will result in cost savings, reduced processing
time, as well as enhanced budget preparation process.
This Ad-Hoc Committee is primarily tasked to formulate the
standard specifications of common CAPEX requirements
and other asset acquisitions of the different
departments/offices of the BSP. The CPO website was
also launched in 2005.

Information Technology

Major accomplishments were made in the area of
information technology in 2005. These are in keeping with
the BSP Medium-Term Strategic Plan for Information
Technology 2005-2011. Among the projects which were
completed during the year were: a) Human Resource
Management System (HRMS); b) Real Time Gross
Settlement System (RTGS) linkages; c¢) Acquired and
Other Assets Management System; d) Document
Management System (DMS); and e) Financial Reporting
Package (FRP). Systems linked with the RTGS which
were completed in 2005 are: 1) Intraday Liquidity Facility
(ILF); 2) Electronic Cash Withdrawal; and 3) Philippine
Clearing House Corporation (PCHC) transactions.

The ILF is used by the BSP to supply liquidity to banks
through repurchase agreement facility to replenish
temporary fund shortages arising from payments of RTGS-
based interbank transactions. The system is set for
another pass of User Acceptance Test (UAT) after the first
pass done from 20-22 July 2005. The draft Memorandum
of Agreement (MOA) is also scheduled for discussion with
the RTGS-participating banks. The Electronic Cash
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Withdrawal System eliminates check transactions with
participating banks. Testing with 47 (out of 58)
participating commercial and thrift banks was completed
on 28 July 2005. It is scheduled for a parallel run in the
first quarter of 2006. Direct posting of clearing transactions
was also implemented on 5 January 2005.

Other projects which have been partially completed
include: a) Data Warehouse (DW) — Phase 1; b) Provident
Fund Management System (PFMS); c¢) Unified
Rediscounting and Special Lending System — Phase 1; d)
Integrated Regional Information System (IRIS); e) TIVOLI
system; and f) BSP Regional LAN.

In improving the procurement process, the Financial
Institutional Portal has been set-up. The portal is a web-
base system that will serve as gateway and delivery
system for all bank reporting requirements by facilitating
receipt, validation and processing of reports to be
transmitted electronically to the BSP. The proof of concept
for the system was pilot tested with selected commercial,
thrift and rural banks

Human Resource Management

In 2005, the BSP’s activities on human resource were
geared towards improving employee benefits and
enhancing effective superior-subordinate relations. During
the year, the BSP implemented fully the System
Application and Products (SAP) Human Resource (HR)
System that integrated the HR Information System to
provide real time and accurate data viewing.

The BSP carried out programs pertinent to the
enhancement of systems and methods in recruitment and
selection including updating assessment tools, systems
and processes.

Competency-based programs were also pursued, including
team-building activities and lecture series for professional
enrichment of staff covering work attitude, grief and crisis
management, Philippine culture, food, painting, sports,
yoga and medical updates.
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The BSP continued to recognize and encourage
excellence in the performance of one’s duties with the
grant of Program Awards and Incentives for Service
Excellence (PRAISE), the Outstanding Department Award,
Outstanding Regional Award, Academic Achievement
Award, Perfect Attendance and Punctuality Award and
Loyalty Awards to deserving employees.

Conferences, Seminars and Workshops

In line with the mandate to establish professionalism and
excellence at all levels of the hierarchy, the BSP, through
the BSP Institute, provided training programs
benchmarked against global practices. The BSP not only
upgraded the knowledge and technical skills of both
officers and staff through their participation in local and
foreign development programs/courses but also promoted
positive values among its personnel.

In-house training programs accounted for the most number
of training participants and were conducted through
partnerships with local and foreign experts, including
training accomplished through technical cooperation with
the Bankers Association of the Philippines, Board of
Accountancy, Bearing Point Consultants, Banque de
France, Deutsche Bundesbank, to name a few.

Meanwhile, the in-house courses covered topics on
economic statistics, international trade, financial risk
management, loans and credit, supervision and
examination, anti-money laundering, management
services, procurement, property and supply management,
and mechanical/electrical and building maintenance.

The BSP participated in international conferences and
seminars organized by multilateral and regional bodies and
financial institutions, such as IMF-Singapore, IMF-
Washington, The SEACEN Centre, Federal Reserve
System and Centre for Central Banking Studies (Bank of
England). These conferences and seminars covered
mainly core banking functions, such as monetary policy
and macroeconomic management, payment system,
financial programming and policies, financial markets and
services, reserve management, market risk management,
bank supervision, cash management, human resource
management and counterfeit detection.
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As part of its international commitment, the BSP also co-
hosted two regional training events, namely: 1) SEANZA-
FSI Regional Seminar on Risk Modelling and Basel Il; and
2) SEACEN-IMF Institute Course on Balance of Payments
Management.

In addition to its regular in-house, local and foreign training
programs, the BSP launched a scholarship program called
BSP Educational Scholarship and Training (BEST)
Program. The program is aimed to provide the long-term
requirement for technical experts in the fields of
Economics, Finance, Statistics, Law, Information
Technology and Human Resource. The program provided
funding to send employees as scholars to pursue graduate
and post-graduate courses in recognized schools here and
abroad. Through the BEST Program, the BSP has
deployed 10 scholars at prestigious universities: three at
Georgetown University Law Center and Fordham
University; three at the University of Machester; one at the
University of Pennsylvania; one at the University of lllinois;
and at the New York University.

Participation in training events whether local or foreign
trainings/seminars, workshops, conferences and meetings
provided Bank personnel the opportunities to be kept
abreast with the latest information, developments,
technology and systems and more importantly allowed
them to network with professionals in similar fields, as a
continuing source of updates way beyond the training
event.

International Economic Cooperation

The BSP actively participated in international cooperation
initiatives particularly on monetary and financial matters
under the various programs and activities of multilateral
and regional bodies and foreign financial institutions.

Association of South East Asian Nations (ASEAN)

Pursuant to the country’s commitment in the ASEAN to
promote closer economic and financial cooperation in the
region, the BSP participated in various ASEAN and
ASEAN-+3 initiatives on finance cooperation as follows:
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Expansion of the ASEAN Swap Arrangement (ASA).?
During the ASEAN Central Bank Forum (ACBF) meeting in
April 2005 in Vientiane, Lao PDR, the ASEAN central
banks agreed to expand the size of the ASA from US$1
billion to US$2 billion. This is to enhance further the
credibility and usefulness of the ASA in providing short-
term liquidity assistance to its members as well as to
further strengthen the commitment among ASEAN
member countries towards regional financial cooperation.
A Memorandum of Understanding was signed by the
Governors of ASEAN central banks and monetary
authorities to reflect the expansion in the size of the ASA.

Meeting of the ASEAN Working Committee on Financial
Services Liberalization under the ASEAN Framework
Agreement on Services (AFAS). The BSP co-chaired with
the Department of Finance (DOF) the Meeting of the
ASEAN Working Committee on Financial Services
Liberalization under the AFAS held on 25 August 2005 in
Manila, Philippines. The meeting discussed the progress of
the activities of the Working Committee and finalized the
guidelines for the negotiation of financial services under
the positive list approach modality.

Renewal of the Bilateral Swap Arrangement (BSA)
between the BSP and Bank of Korea (BOK).** The BSP
and the BOK agreed on the renewal of the BSA on 17
October 2005 for a period of two years. The agreement
reflected the measures adopted by the ASEAN+3 Finance
Ministers during their meeting in May 2005 in Istanbul,
Turkey, to enhance the effectiveness of the Chiang Mai
Initiative (CMI) as a foreign exchange liquidity support
mechanism. The size of the two-way swap was increased
from US$1 billion to US$1.5 billion. The size of the swap
that could be withdrawn without the IMF-support program
was also increased from 10 percent to 20 percent of the
total swap amount.

% Established in August 1977 by the five founding members of the ASEAN (Indonesia, Malaysia, Philippines,
Thailand and Singapore), the ASA allows member banks to swap their local currencies with major international
currencies for a period of up to six months, and for an amount up to twice their committed amount under the
facility. The primary objective of the ASA is to provide short-term foreign exchange liquidity support for member
countries experiencing balance of payments difficulties.

% The BSA is intended to provide short-term financial assistance in the form of swaps to the participating party that
is in need of balance of payment support or short-term liquidity support and shall supplement existing international
financing facilities such as those of the IMF and the ASA.
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Review of the Chiang Mai Initiative. The BSP is actively
involved in the 2™ phase of the review of the CMI which
started in May 2005 in order to implement the decision at
the 8" ASEAN+3 Finance Ministers’ Meeting (AFMM+3)
held on 4 May 2005 in Istanbul, Turkey, to enhance the
effectiveness of the CMI as a liquidity support mechanism
by: (1) integrating an enhanced ASEAN+3 economic
surveillance into the CMI framework; (2) elaborating the
swap activation process and adopting a collective decision-
making mechanism for the current network of bilateral
swap arrangements; (3) increasing the size of swaps; and
(4) increasing the non-IMF linked portion of the swap from
the current 10 percent to 20 percent.?®

Informal Meeting of ASEAN-6 Central Bank Deputies. The
BSP hosted the 3™ Informal Meeting of ASEAN-6 Central
Bank Deputies on 26 August 2005 in Manila, Philippines.
The central bank deputies from Brunei Darussalam,
Indonesia, Malaysia, Philippines, Singapore and Thailand
met to discuss the progress of activities on ASEAN and
ASEAN+3 initiatives on regional monetary and financial
cooperation.

Preparation of the 10™ ASEAN Surveillance Report (ASR).
As part of the ASEAN Surveillance Process, the BSP
prepared the following for the 10™ ASR: (1) country report
on the Philippines; (2) discussion of policy issues on the
Philippines; and (3) updates on the ASEAN Surveillance
Template.

In 2005, the BSP participated in other ASEAN and
ASEAN+3 meetings as follows: (1) 13" ASEAN Central
Bank Deputies Meeting (ACDM), 2 April 2005, Vientiane,
Lao PDR; (2) 9" ASEAN Finance Ministers’ Meeting
(AFMM) and related meetings, 2-6 April 2005, Vientiane,
Lao PDR,; (3) Meetings of the ASEAN+3 Working Group on
the Review of the Chiang Mai Initiative held on 29 June
2005 (Yogyakarta, Indonesia), 29-30 September 2005
(Hong Kong), and 7-8 November 2005 (Seoul, Korea); (4)
Meeting of the ASEAN Working Committee on the Capital
Account Liberalization, 7-8 September 2005, Jakarta,
Indonesia; (5) 2™ ASEAN Finance Ministers’ Investor
Seminar, 20-21 September 2005, London, UK; (6)
ASEAN+3 Asian Bond Markets Initiative (ABMI) Working

% The CMl is a regional financing arrangement through currency swaps adopted by the ASEAN+3 Finance Ministers
in Chiang Mai, Thailand in May 2000. The CMI includes the following components: the ASEAN Swap
Arrangement, bilateral swap and the network of repurchase agreement faciliies among the ASEAN countries,
China, Japan and Korea.
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Group Meetings, 18-20 October 2005, ADB, Manila,
Philippines; (7) Kick-off Meeting of Researchers/Institutes
for the ASEAN+3 Research Group, 19 October 2005, ADB,
Manila, Philippines; (8) ASEAN+3 ABMI Focal Group
Meeting, 7 November 2005, Seoul, Korea; and (9) Informal
ASEAN+3 Finance and Central Bank Deputies Meeting, 30
November-1 December 2005, Nara, Japan.

South East Asian Central Banks (SEACEN) Research and Training Center

As part of its commitment to the SEACEN Centre, the BSP
participated in the 3 SEACEN Executive Committee
(EXCO) Meeting on 29 January 2005 in Colombo, Sri
Lanka and the SEACEN EXCO Ad-Hoc Meeting on 22
April 2005 in Bali, Indonesia. The meeting aimed to
discuss the SEACEN program of activities and budget for
Operating Year (OY) 2005-2006, and to deliberate on
operational and policy matters of strategic importance to
the SEACEN Centre. The BSP also participated in the 40™
SEACEN Governors’ Conference and the 24™ Meeting of
the SEACEN Board of Governors on 31 May-3 June 2005
in Nadi, Fiji to decide and finalize the programs and
activities of the SEACEN for OY 2005-2006.

On 21-23 November 2005, the BSP Directors of Research
and Training attended the 27" Meeting of SEACEN
Directors of Research and Training in Bandar Seri
Begawan, Brunei Darussalam. The meeting reviewed the
progress of research and training activities for OY 2005-
2006 and discussed the proposed program of activities for
OY 2006-2007.

The SEACEN Expert Group (SEG) on Capital Flows
continued to monitor developments in capital flows in the
Asian region through the exchange of data on capital flows
via a standard set of templates. The SEG also held a
meeting on 24-25 March 2005 and a teleconference on 12
December 2005 to discuss developments of capital flows
and their outlook.

To facilitate cooperation among central banks and
monetary authorities in the area of training, the BSP co-
hosted the SEACEN-IMF Course on Balance of Payments
on 14-25 November 2005 in Manila.
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The BSP continued to provide inputs to the annual
SEACEN Trends and Outlook as well as in the annual
Guide to SEACEN Bank Watch — a collation of how
monetary policy is formulated and implemented in the
SEACEN member banks.

Executives’ Meeting of East Asia Pacific Central Banks (EMEAP)

In support of the EMEAP’s primary objective of enhancing
regional cooperation among Asia Pacific central banks, the
BSP continued to actively participate in the various
activities of the organization in 2005.

The BSP participated in the following EMEAP meetings:
(1) the 10th Governors’ Meeting in Bali, Indonesia in June
2005, which discussed among others, the important role of
central banks in maintaining financial stability under an
integrated financial environment as well as in banking
consolidation as an integral part of its financial stability
objective; (2) the 2nd Informal Governors’ Meeting held on
8-9 November 2005 in Frankfurt, Germany in conjunction
with the High-Level EMEAP Eurosystem Seminar; (3) the
28th EMEAP Deputies’ Meeting in Sydney in April 2005,
where Deputies tackled issues on commodity prices, the
ITC cycle, and volatility and risks in financial markets; and
(4) the EMEAP Working Group (WG) meetings (i.e., WG
on Financial Markets; WG on Banking Supervision; WG on
Payments and Settlement System and IT Directors’
Forum).

South East Asia New Zealand and Australia (SEANZA)

Central banks from the SEANZA held a meeting in 1956 to
jointly run a course that would develop promising officers in
central banks for further advancement. From just five
members, SEANZA’'s membership grew to 20 member
countries. Since 1956, members have taken turns in
hosting the central banking course and the Governors’
Symposium every two years. The Philippines hosted the
two-week Central Banking Course in November 2004 but
the Governors’ Symposium and Meeting, which is
traditionally held right after the course, was postponed for
February 2005 in view of the inclement weather. In
connection with Malaysia’s hosting of these events in
2006, the BSP attended the SEANZA Advisors’ Meeting on
25-26 November 2005 in Malaysia to discuss and share its
experience in the conduct of the Central Banking Course
and the Governors’ Symposium.
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Asia Pacific Economic Cooperation (APEC)

The BSP participated in the 12" APEC Finance and
Central Bank Deputies’ Meeting on 6-7 September 2005
and the 12" APEC Finance Ministers’ Meeting on 8-9
September 2005 in Jeju, Republic of Korea. The Meetings
focused on the following themes: (1) Free and Stable
Movement of Capital; and (2) Meeting the Challenge of
Ageing Economies.

As part of the commitment of the Philippines as an APEC
member country, the BSP participated in the updating of
the Individual Action Plan (IAP) required under the APEC
Peer Review Process. The IAP is updated annually by
each member recording therein specific actions that are
deemed important in realizing the APEC goals, set down in
Bogor, Indonesia, of free and open trade and investment in
the APEC region by 2020 for developing economies. The
BSP handled the financial services portion of the Chapter
on Services of the IAP.

Bank for International Settlements (BIS)

The BSP took part in high-level meetings initiated by the
BIS in 2005 as a member of the international organization.
The BSP became its member in 2003. These meetings
provide a venue for the review of current economic and
financial developments and the exchange of views on
issues that are of particular interest to central banks
including Basel 2, payment system issues and assessing
the weaknesses of financial systems.

BIS top officials conducted a Mission Visit in the
Philippines on 3-4 February 2005 to discuss with their BSP
counterparts research, treasury and supervisory concerns
handled by the BIS. Among the topics proposed by the
BSP for joint research were: (1) transparency and
effectiveness of monetary policy; (2) microstructure of
foreign exchange; and (3) technical trainings on
international regulatory standards for the formulation of
supervisory policy and conduct of examination.

The BSP participated in the Special Governors’ Meeting in
Hong Kong on 6-7 February 2005, which discussed Basel
ll-related issues. The BSP also participated in the Deputy
Governors’ Meeting in December 2005.
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International Monetary Fund (IMF)

Following the end of a stand-by arrangement in December
2000, the BSP, as the representative of the Government of
the Republic of the Philippines in the IMF Board of
Governors, maintained a close dialogue with the IMF within
the framework of Post-Program Monitoring (PPM) and the
annual Article IV Review Consultation Mission. The PPM
arrangement involved program assessments by the IMF,
based on a regular review of economic developments and
policies rather than on the attainment of specific
quantitative targets. The arrangement does not involve a
financing program. The annual Article IV consultations are
held by the IMF staff with Philippine economic managers to
review economic developments and policies and assess
the impact of policies on a member’s external accounts.
Two IMF review missions were conducted in 2005. The
PPM review was held on 9-22 June 2005 while the annual
Article IV consultations/PPM review was conducted on 10-
22 November 2005. Technical meetings on statistical
issues were conducted to improve the compilation of
banking and balance of payments data. To strengthen
technical discussions, the IMF representatives made
presentations on selected relevant topics.

The BSP and IMF jointly hosted a seminar on capital
market reform and government bond market development
on 10 May 2005 in Manila, Philippines.

Bilateral Meeting between the BSP and the Bank of Thailand

The BSP held its 4th bilateral meeting with the Bank of
Thailand (BOT) on 22-23 February 2005 in Bohol,
Philippines as part of efforts to promote greater
cooperation between the two central banks. The
Governors of the two central banks and other BSP and
BOT officials exchanged views and experiences in areas
such as asset prices and transmission mechanism of
monetary policy, business cycles and accumulation of
private sector debt, developments and strategies for capital
market development, and Basel 2 implementation.
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PART THREE: FINANCIAL CONDITION OF THE BSP

Financial Condition

BSP Balance Sheet

Based on preliminary and unaudited financial statements,
the resources of the BSP as of end-November 2005
reached R1.296 trillion, while its liabilities amounted to
P1.042 trillion. Consequently, this resulted in a BSP net
worth for the same period of 253.8 billion, 14.2 percent
higher than the year-ago level.

The BSP assets expanded by R34.8 billion or 2.8 percent
due to an increase in the BSP’s holdings of international
reserves. The rise in international reserves was traced to
the deposit by the NG of its loan proceeds as well as the
BSP’s income from investments abroad and from foreign
exchange operations. International reserves were
channeled to foreign investments (US$86.5 billion) and
deposits with foreign banks (US$39.2 billion). Meanwhile,
domestic securities declined on account of the net sales in
BSP’s holdings of T-bills in the course of BSP’s liquidity
management operations, as an increase in liquidity
reserves by one percentage point was implemented in
July. Similarly, net loans and advances decreased as
banks settled their loan obligations through the Philippine
Deposit Insurance Corporation (PDIC) and under the
repurchase and liquidity loan facilities with the BSP.

During the same period, BSP liabilities expanded by R3.2
billion or 0.3 percent compared to their year-ago level. The
increase in liabilities came mainly from the R48.6 billion
rise in the BSP’s borrowings under the reverse repurchase
facility. The expansion was likewise supported by higher
balances in the reserve deposits of banks and other
financial institutions, partially reflective of the two-
percentage points increase in reserve requirements that
took effect in July. These expansionary trends were
partially tempered by the decline in bonds payable and net
revaluation of international reserves.
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Results of Operations

BSP Net Income

Based on preliminary and unaudited data, the BSP’s
financial operations yielded a net profit of 4.1 billion for
the period January-November 2005, 2.0 billion lower than
the net income recorded during the same period in 2004.
Total revenues amounted to R52.8 billion or 16.3 percent
higher than the P45.4 billion reported in the previous year.
The bulk of the income came from interest earned on
international reserves (R27.5 billion) and on investments in
domestic securities (R8.4 billion) due to higher foreign
interest rates.

Total expenses reached R45.0 billion, or 5.3 percent
higher than the expenses recorded during the period under
review. This was due to higher interest expense as BSP
borrowings under the reverse repurchase facility almost
doubled during the period. The increase in expenses was
slightly offset by the decline in the cost of minting and
printing currency during the period.

Meanwhile, taxes and licenses remitted to the government
amounted to £1.25 billion for the first eleven months of
2005. This amount includes final taxes on interest and
discount on domestic securities and dividends on other
securities totaling P1.1 billion.
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2005

4 CASH OPERATIONS OF THE MATIONAL GOVERNMENT

Actual We, HAnmual
Pragram Program  Change

o=l | (%)
Fogrearus i THRTOT TiEd 166 1460 13
Tax Revanues 586,074 i, 418 TG 206 =508 14.45
Bareau of Irtemal Revenus 46H 177 534 455 S BOG 227 14,16
Baraai of Cusiams 122,471 141,668 151,185 .28 15.68
Dithear Officias T.36E B.363 8122 1.74 12.18
Maon-tas Rietaris 101,754 11,229 75,950 44 53 5.37
ol wic: Burgaid ol the Treasary 4,650 ThEZZ 5,063 Sa2d 247
Expandilures 666,825 B ERS 53,156 217 6.25
o which
Alicirments o Local Govermmeni Unils 147,524 160,550 120,183 Faa8 8.83
Iriaresl Faymanis 260,804 209807 e 434 14.91
Bty and Mel Lending 5,720 FA .19 880 -6 60
SuplusDeficit (- AT E5F -146.528 -180, 006 -186.60 -21.87
Firancing 242 843 208 S 215,604 B2 -3 ¥
Exiamal Borrowings (Mal) 81,167 9F.58 BE.433 .28 13.66
Domastic: Borowings [Mat) 161,375 14T 1725 224 -11.18
Tolal Changs in Cashe Daposivitherrsal [-) -84z 5,750 ey 1437 23265
Buadgatany 55 485 HE055 A5.E85 149.56 E0.ED
Man-Budgetany -Td ¥ 3,308 =24, BaE 15652 ~15.48

! Aefere io svcows i nchised i e G bodgel B0, 280 peTchase v reaieTahion of poeTIREN secorres Del ivcloces! n e cash
SMCHSE SENGH F0 ENGH [he ampisie PN in e movemels of the cash BeoLTs
Sourca: BT
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5 DEPOSITORY CORPORATIONS SURVEY "™
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2005

6 SELECTED DOMESTIC INTEREST RATES
i s i e

1 d

Hominal Interesl Rales

o3 inna 2005
Bisrnk; Boymeorsing Rates
Iriaitan k. Call Loans 70058 T3 T 3448 3 5058 1.0473 402552
savings I:!El:ltl:lll'l-l-.I £330 & I 3Te50 aTi20 -1.7380 -3. 8450
Timnia Deposils, All Balinias J B 4020 4270 52580 29080 L4370 -2.3420
Wainia Rialerance R, A Wt tes 7 2500 81350 3925 37500 21250 07125

Bank Lendirg Rales

Al Manurities! BATHE 1630 101470 SETE0 RAL L5470
High" LR 120784 11060 T4 E.0TEE FanlE
Low’ 8153 T B0 S48 A.087F 14531

Banghko Sentral Rales

R [Chramight] ® B0z B B35 S8 B0 1.MES
R (Teem) ™ B pRes L kel SET0E L0036 1HIF
RSP (Chmmight) * iR ot 6T F 04 FTz 07500 550
RRP (Teem) * G257 6E429 T.0GoE 24697 [=R-TF) 06302
Resdiscourting 2 500 65400 GEZ60 14050 =R ) «0.9T40

Gaossgrnmeni Secwrfies Ralos

Troasury Bils (Al Maturities) 66510 BAZTD Ti5280 31640 Z12Ta {00720

A1-Darys G.0Z80 T.3400 &.2380 23280 1.3400 «1.2420

182 Darys G.Si5300 B.3EN0 TETID 34830 230 0070

35-Davgs T 48250 az180 BER30 35880 32180 1.0830
B FLERT Y PECTTL PR

T R A0 A e UL L0505 04 (KR iR RITRS (1) B REOHTS A BEOVESI NS Of I Tes DAtk

n'ﬁnn'ﬂ.llhlH;Mummﬂlthu'lhumuﬂwmmm:mmm
pEF-thmeTe e s

¥ P A0 1 avvigs of B8 Tegha qutded Sp s Corevie el Danks

" Mty do v erage o BN e oucler' &y ezoriog commacoal bereo

¥ Winiphred puwregs o rensaced rriss

* paoraan! viurvad e s crCaken ata

Source JL5F
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2005

Ta EFFECTIVE EXCHAMGE RATE IMDICES OF THE PESO

W periods indicated

1580 = 100
HOMINAL REAL
Major Compating Countrias "li_":'f Compating Countrias
P:m 1 Broad Marrow * F-H 1 !.I 1 Broad * Narrow *
2004 11.30 27.94 54,72 5468 105.92 146,14
Jan 1132 2764 52 85 53T 101.66 137.80
Fah 1119 27.36 5255 5303 1025 136.06
Mar 1130 27468 5d.94 53,38 101,11 137 86
Apr 1143 27.60 5346 £4.15 109.17 137.51
May 11.55 28,249 56.18 5483 104,64 144,88
Jun 11.41 28.54 5665 5492 108.85 152,36
Jul 1138 28.26 35.39 25.52 109.00 150.85
Aug 11.48 28.58 58.33 5508 111.00 154 .68
Sep 1138 28.26 5877 5508 109,66 152.20
Oct M125 28.05 5531 2330 10826 148.7F
Mo 11,02 2781 5483 54,66 107 48 148,72
Dac 10.92 2763 58 41 54 &7 10762 151.07
2005 11.5% 28,68 5857 54.88 112,42 15T.28
Jan 11.05 27.74 55.78 85.T8 108.15 150.32
Feb 1132 28.14 5.0 7. 10 108.63 18213
Mar 1.4 28,38 5761 57.01 109,81 163,598
Apr 1145 28.70 58.54 &7 60 110.79 154.78
May 11.53 28,54 5441 S8 2T 111.71 157,94
Jun 11.56 28.49 58.33 £8.88 1133 160,19
Jul 1151 28.47 3435 59,00 113.87 160.70
Aug 1142 28.91 534.74 5464 114.65 162.54
Sep 1128 28.83 59 58 kg ar 115.25 163.02
Oct 11,65 20.02 59.52 5974 ® 11350 * 15534
Miow 12.08 20,58 60,54 g2.am " 16684 *  18ED1 °
Dac 12.26 20974 G080 6378 ° 1728 * 18463 ¢

" UE, dapan, Ewopean Monstany Liman, Uaifed Kingaom

* Singapone, South Kores, Tawan, Makipsks, Thailand, Indonasks, Hangkang
* idhanesin, Maiaysia, Thatand

* Extimates wsing the average inflation rate of the previous Bwo monfis.
Soumw, B5F
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2005

Ga NUMBER OF FINANCIAL INSTITUTIONS®

Institutions

Total 19,306 19,243 T
Head Offices. 8212 TaEE 1.8
Bramchas/Agancass 12,424 12818 iz
A Banks T.E1Z T.E53 0.5

Haad COMficas ok &5 -1.3
Branches Aganiies 6719 BT 0.8
Coenenancial Banks 4,389 4382 0.2
Haad Ofices 42 42 a4
Branchesihgencies 4, F&T 4,280 4.2
Theth Banks 1,380 1214 0.1
Hed Ceffices a7 ] -34
Branthasihgancias 1,983 1,195 0.2
Earvings and Morgage Banks i 0 26

Head Offices xu e LIk ]
Brarchesfgences TE2 Kir 27

Private Devedoprmend Banks g G -1.3

Hisand CHficatss o4 s -.3
Branchas/&gancas -] 1] 4.7

Erock Smings and Loan Associalions 191 162 =182

Hed OHficoies. z 28 -10.3
BranchesAgences 162 136 -16.0
ManoFinanss Banks 3 15 0

Head Offices 2 4 10040
Branches/dgences 1 1" 1.0030.4

Rural Banes 2,000 2052 24
Hed Defficas TEA 755 -1.2
BranthasiAgancias 1,229 1297 &7

B. Wom-Bank Finaneial Instittians © 11,724 12,156 4.0
Hoad CiMficss E.019 E.152 2.2
Branches'Ageniies 5,705 S 5

' Ewthshag the Baspho Santre' ap Paipioas

! ingisgias invasimand Hooses, Finance Companias, imasiment Companias, Fecorias OeavsBroten, Pasnetops.
L Metarors, Mod- S0k Sieaons asvd Loen dssn, Wurs! Buwdeag ond Logn Assn, Wstws Cavil Com. 4o s,
a0 FOeE PYTeike 0 Covimaby Wiraoos Compdives Lo, 555 ang GE575]. Boghving Stianibor 2003 Croal Cos'
& [T

* A5 of pro-Saproier 2005

Laurea- BEP
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2005

11 BALANCE OF PAYMENTS
for pericds indicated

L5, dollars

Curninl BoLaunl 1828 2554
G and Serecas -T AK1 T
Exupazri 42 a3y &4 553

1= | 50203 5%R15
s 05 7, 6

Creal Expois 3B TEd o 2H

Dasbi: imports 44 4TE T T

SETALES AT 1,356

Creddi: Exporis & S Pl

Ceehit:  Impaoris LY ke EX ]

e -T3 S lery
Cmchl Hecaipls AT 10T

Dot Dsbursemenis a.7ea 4,044
Cusraed Traro ks 0, 163 11 40%
Credi Recaipls 8420 1,708

Ot Debursssacls 260 3a
Capital ad Finamiad S ooy A a3 0]
Capital Arcount ¥ FTi
Credit Foosps &5 ta

Chidsin Deshirsisminis 28 18
Eirancol sccaurd -1 Gy Bz
Diiracd Irreaslrmei 10 arm

Db Ak, Fligindbinbi' Pasaslimsants Al £ 1&2

Cresdic Linhities, Mon-Residems’ nwasimants in it Phil ;1) 1132

Portiolie: iewsasd st -1 BES T RIS

Dbl Asseis. Resdenis’ ssesimants Abroead a6z 1,153

Crpadic Lishities, Mon-Recidens’ Wsisimasnis i i Phil A0 1028

Firareal Derwwives -2 41

Duebiil: Assots, Residenis’ Pwesiments Abroad o] -]

Crgdi Lisbdiias, Mei-Rasaei’ Wivis sanls @ Pral -BES 141

Ciher Ireessimeni - -Z.Bd2

Dbl Aciiiats, Ricidkiniti’ Baaslimants Aol S 3,532
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15 BALAMCE SHEET OF THE BANGHO SENTRAL NG PILIPINAS

A ds indicalod

2008 * —
Naw Change (%]}

Assols 1,261,061.8 1,295 8057 b}
Inbarrational Rasares BB3B503 BED 084 .3 BE
Fonegn Exchange Reoeivabio TARLS 13,166 4 TE4
Daomestic Sacuries 110,219.0 EIT -15.49
Lesans and Acvancas 122457849 1085317 -1na
Bark Premses and Other Ficed Asseis 11,657.1 11, 5568.4 1.0
Cither Aszsts 135 4020 104 0450 =170

Liadilitias 10387548 1,041,8763 3
Cumency |ssue 216025 T 288 G005 4.9
Daposits A0, 744 1 350354 7 1509

Ressre Deposits of Banks & Other Fis BT G5 120,604 3 arE
of which

CMBs B1.204.T7 12.283.2 g3

Special Daposit Acosunts o -1
Oither Deposils of Banks & Other Fls 10,0486 11,075.7 102
Traasurar of tha Fhilippines ! el 1217 40 8 05
Qither Foraign Currency Depodila 15.261.2 13,0707 -B8
Faresagn Firancial Inglilulions 87 .804.0 51,4871 167
Cither Dwposits © araT 1,807.1 BEG
Faresgn Loans Payable 177 4808 147 8107 ST
Mai Boreds Payabla BS 1658 465 BE3 1 450
Alliacation of S0DRE 100572 - R B Ve
Ml Revalualion of Intsmational Resarmes B2 5841 572358 -38.2
BSF Debt nstuments Toa0e0 12844140 GOG
Cither Liabilitkes 13,8501 13,6580 1.4

Mat Worth 2223000 253,829 4 14.2
Capiial 10,0000 10,0000 ol
Surplus/Hasanas 2923000 F43RF9 4 14 9

Moks: Braakaiem My 000 B D 1 Ik dead M AU

Ik i I
W

? MinsNy GOCC depnsir
* Based on (e wneutied B5F bafsre shest 35 of ang-Movambar 2004 prapaned by Me Comploiiorship Depsmand of o B5F
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16 INCOME POSITION OF THE BANGKO SENTRAL NG PILIPINAS

= T

2004
Jdan-Hay
Riwanies 45.38
lnlareal Ficoms 2544
Inlernational Reserves 21.22
Oomastic Securitias 9.56
Loans and Advances .58
Cahers .23
Miscallanacus INCome BTT
Met incoma from Branches 12
Expamnses 42. 78
Inlerest Expenses 28.685
Lagal Reserve Depasis of Banks 237
Special Daposil Accounls 000
Matonal Governmant Deposils B3
BSP Dabl nelnuimenis 3194
Loans Payabls 14.27
Caher Faraign Currency Deposils 008
Caher Linbdities b
Gt of Minding .85
Oeher Expensas 13,948
Hat Incoma Batons Gaini{Loss) on FXR Fluciuations .62
Gan/Lossi-] on FXR Fluchstions 417
Provigion for Incams Tax e
Mot Income B.1G
Capital Reserves
Hat Incama Awvailable Tor Distribution B.16

Mila” BremcaT Ty COf S0 S0 40 10 s o mlnding

2005 "
dan-Moy

52.78

2754
8.5
3.81
1.53

1121
11

2208
2.58
0.00
T.ET
7.7

13.42
0.19
.04
215

10.63

T.74

<033
3.3

412

412

Pareant
Change: (%)

1959

1078
4234

=331

-331

Y Barasoa i Liamedies A50 romev mweran A of ans Wooweber S0 preaared by fhe Comopieiacear Cepatrian of fa #5010
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17 CONDEMNSED STATEMENT OF CONDITION
OF THE BANGKO SENTRAL NG PILIPINAS

i ivousand pesos

Fareign Currency Financial Asseis
Deposil with Forsign Banks
{thiar Cash Halances
Foreign Invesimanis
Gold in Bulion Yaull
Gold with Forsign Financial Iesliafions
Imemational Monelary Fund Specal Drawing Rights
Acoried Inlenast

Gross Inlemational Reserdes

Laares and Acdvanoes - red

Accrued Inlaresl

(ther Foreign Cumency Recsivables
Todal Foreign Curency Financil ssats

Local Currency Financial Assats
Goysmmenl Securtiss
Laans and Advances [ret]
Acoried Inleres]
Due trom Administrator ol Funds
Acoouris and Moles Hecsivables
Cthar Retaivabias {nal)
Tedal Lecal Currency Financial Asswls
Todal Firancial Assels

Cribser Bannts
Bark Premizes, Fumriture, Frlures and Equipment - nast
Acquired Asmsis - net
Imveniones
Wi oo laineei g5 05 500
Todal Other Assels

Tedal Asiils

224 §i12 0BG
230,178
50,502 731
&, 727 181
A7 325 622
8,770
6,680,759
68,084,277

T2Tr.581
54645
21,254 153
81,120,656

BB 321 728
108,804 127
1,468 881
20,138,385
24, TAT 843
7,071,388
262585183
1,263,673,809

11,858, 385
11,845,525
18 6T 421

158,600
42,131,305

207,388 674
282133
GO8 R4S 5TH
30,287 582
145 040 614
5l 203
1,534 356
BaG A8 720

1,304,718
2051 452
33,798 Gl
BI2600.518

108,222 161
115,845,005
5, 3TA 407

24 583,719
26,048 57T

1 626 476
202 BDE TS
1,216,407 253

11,824, 242
12,226 528
18830, FES

154,334
43,726,193

1|EISE5|'.I'1-1 1&5"1-”&
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17T CONDENSED STATEMENT OF CONDITION
OF THE BANGHO SEMTRAL HG PILIPFINAS

[T ol

[eampinuation

Foreign Currency Fimancial Liabilities

Shorl-termn Disposils 18,156 564 2A2ET. T4
Laans Payatda 147 510555 1781352 491
Boreds Payabls &40 BE3 02 BE 443 570
Allacation of Imematicna Menalary Fund Spacial Drawing Rights HAT2 545 10,167 853
Acooinits Payabla RRR 355 EL TN -1
Aconied Inleres] 2.41F 95¢ 28rh2m
Actrusd Esperaas 147 481 1 ATT
Cahaar Liabillies 2458 101 3,855 025
Total Fanmsign Curmarscy Finarncisl Liabilities 23T BEL 1S S04 ERE AT
Local Cunmensy Financial Liabilites
Geven mimant Dapoaits 117,187,858 02 T2 405
Deposils of Banks ard Other Instbutions 214 935247 2040021 533
Securilies Sokd urder Agressrents 10 Repurchass 126,516,000 AT, 191 000
Aaoriad Inlanest 4 311,583 araar
Todal Local Currency Fimancial Liakilities AlGd 350 685 304925 510
Total Fimancial Liabilities B892 B35 500 ETEE
Otver Liabilities
Curmancy in Circulaton 288 600 505 J22 ARG SRS
Mesosllansouns Listblities 3,504 504 5,200 638
Ravalualion of fraiyn clumansy acooinis 57 235 801 100,012 F22
Total Other Liabilities &9 140,810 AIT T ATS
Total Liakilidies 1,041 A6 310 1,037 530838
Capital Accounts
Caphal 10 00 G0 1600 0 i
Sarpho AT 542 215 T 24 EES
Capfal Hesenaps 185 487 1859 174 47T 5%
Todal Capétal Accourds 253 BZ8 404 221 602 518
Tistal Liakilitios and Capitsl Aseaunts 1. 285,505,714 1. 259,133 448
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18 CONDENSED STATEMENT OF INCOME AND EXPENSES
OF THE BANGHKO SENTRAL NG PILIPINAS

with Budget Information ’

In thoussad psans

Faars ercted Docambar 11
Cyperrating Wrelodmia:
Incomi fnom Foreign Currenay Finamn: sl Assals
Flaiisl Pt 24 497 400 P AE M5 23 2238 851
Feme & Minmmlprsous Foreign Curmncy Incomas 12,704 146 100, 268, B RLS0HR 150
Tekal Incame fram Forsign Curmancy Financial Assets a7 291 55T 19,358, 195 33 436001
Engeditsins o Forukgn Currery Finamzial Liabilities
Irdizrasl Expaiss 18501773 14,351,831 16 966 460
Diher Foreign Dumency Expenses 232240 TR 14T T 1318
Todal Expanses on Foreige Currency Liabilities 20,334,113 15,110, 044 23007 478
Formign Cwrrency Incoma 16,957 444 24,25, 147 1036 32 E
Inzomi from Lacal Currenay Feand s Assals
Flarml Poamie 16,194 ETS 12 258 255 15 310 171
Toetal Income from Local Curency Financial Assels 16184 675 12,2885, 285 FEITEAT
Enpsensies o Local Cuwrency Finan<ial Liabllinies
Intaret Expanes VA, 106 925 1T RET OF 13 2T Sak
Firal Tax on inlemel incomafisccunts 1001 328 1,104,573 1,201 4491
Tolal Expenane om Local Cuarrercy Finsmcial Sxsats 20338 250 18, 7af 644 1347R 03T
Lacal Currancy IncomailLeas) 4T ETE) (8,475,254 1,841 134
Tatal Operating Income 128135 380 17,783 TE4 1 ATRASE
Currancy Prisding and Minting Cost 2502 8N 2,150,080 3aAB81T
Qiperating Expensas:
Parsirinig Saraiis, Divalizpsai and Tranisg 5302 922 4.5%4 317 3707 988
Trarwaling 34,195 D0, 108 36 G4
Taxae and Licensas 137 402 TR SR
Curmency arad Gold Operations 38430 0,155 Booar
Cther Sandcae 2080 444 1,341, 30% 1ART 106
Depraciation 6 NG a7 ana Ba52AT7
Fujelfy Insrance B2 A o, A KLE ER
Light, Fuesl & Veler 70,280 202, 807 21,650
Fapairs & Kanionanio 26A,16T a1, 4E 165,720
Comerdinication Eandoes 143 67 102, 8M5 B58.383
Supebas 63,340 43223 613320
OFsirs E36 486 30 08 258 EOD
Torlal Dperating Exponses 734431 o, 2405, 08 GOS1.TTT
Mt Cparativeg Income befong FX Gaings 936 428 9,355, T 2 5TE0GEZ
Hat Raalized Calng an Flestaiben in FX rifles - (325 44E) FRE=E ri/]
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Annex 1

Philippine Stock Exchange (PSE)
Reforms in 2005

1. Adoption of global industry classification standards effective 1 December
2005 (moved to 2 January 2006). In an effort to bring the local equities
market at par with global standards, the PSE adopted a new industry
classification scheme that shifts the criteria in classifying listed companies
from the “primary purpose” stated in the firms’ articles of incorporation to that
of the business that is generating the bulk of the listed companies’ revenues.

2. Revision in the criterion used in the selection of companies to comprise the
index beginning April 2006. To capture more accurately demand and supply
conditions in the stock market, the PSE approved the shift from full market
capitalization to free float market capitalization as criterion in the selection of
companies to comprise the benchmark composite index. Companies in the
current index have large market capitalization, but a considerable percentage
of the shares are not being traded as they are not compelled to disperse
shares. As a result, a recent review revealed that the current index is
understated and did not reflect true market movement.

3. Issuance of PSE Rules on Securities Borrowing and Lending & Short Selling
and its Implementing Guidelines for public comment. As a result of extensive
discussions among the BSP, PSE, BIR, Securites and Exchange
Commission (SEC) and private institutions comprising the PSE Technical
Working Group on Securities Borrowing and Lending, the PSE has come up
w ith the revised PSE Rules on Securities Borrow ing and Lending and Short
Seling and its implementing guidelines. The BIR has posted the BIR
Revenue Regulation w hich prescribes the guidelines and condition of a tax-
free treatment of securities borrowing and lending transactions involving
securities listed in the Philippine Stock Exchange, Inc.

4. Adoption of a new index composition effective 1 December 2005. Follow ing a
review of its compositions, PSE decided on a new set of companies to
comprise the Philippine Stock Exchange Composite Index beginning 1
December 2005. The new index composition is expected to track more
accurately the real movement of the stock market and thus attract more
investors. New inclusions in the 30-company composite index are Banco De
Oro Universal Bank, Manila Water Company, SM Investments, Pilipino
Telephone Corporation and Philex Mining Corporation. Himinated from the
current composition are Ginebra San Miguel, Inc., lonics Circuits, JG Summit
Holdings, Inc., Music Corporation, and Philippine National Bank.
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5.

Liberalization of listing requirements to accommodate more mining firms. In
support of the government’s policy to revitalize the industry, the PSE
announced in August the more liberal interpretation of its listing rules,
specifically on the matter of compliance w ith the track record and operating
history requirements of an applicant mining company. How ever, under the
revised listing rules of the Exchange, the said applicant is still expected to
comply w ith the suitability rule and the general requirements for initial listing.

Tie-up with local governments to spur stock market aw areness. To spur
investor education and awareness on the stock market and to motivate
existing as well as potential market participants, the PSE forged an
agreement with the City of Makati to, among others, allow the display of stock
market information (including stock indices and corporate logo) on the
electronic board strategically located along Guadalupe Bridge on EDSA. At
present, stock quotes are being displayed on electronic billboards in five
strategic locations in Metro Manila: SM Megamall, La Salle Greenbhills,
Equitable-PCl Bank in Paseo de Roxas and the entrance of Ayala Alabang
Village in Muntinlupa City.

Joint venture with FTSE to create Regional Index Series. In July 2005, the
PSE joined four other regional exchanges (Bursa Malaysia, Jakarta Stock
Exchange, Singapore Exchange, and the Stock Exchange of Thailand) in
signing a Memorandum of Understanding (MOU) w ith the FTSE Group for the
creation of internationally recognized indices for the Association of Southeast
Asian Nations (ASEAN) equity markets as a regional grouping.* Under the
MOU, the FTSE Group will create a set of indices for the trading and
benchmarking of financial products such as institutional and retail funds,
Exchange Traded Funds, and the derivatives contracts.

The FTSE Group is a joint venture between the Financial Times and the London Stock Exchange (which
may have been the basis for the acronym). The FTSE Group is a world leader in the creation and
management of indices. With offices in London, Frankfurt, Hong Kong, Madrid, Paris, New York San
Francisco and Tokyo, FTSE Group services clients in 77 countries world wide. Its indices are used
extensively by investors world wide for investment analysis, performance measurement, asset
allocation, portfolio hedging and for creating a wide range of index tracking funds.
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