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SESSION 7: PANEL DISCUSSION

THE ROLE OF CENTRAL BANKS IN NEW SUSTAINABLE

GROWTH MODEL: THE PHILIPPINE CASE

By

Evelyn R. Santos1

1. Global Growth Conditions: 2011 – 2012

There has been some improvement in global growth prospects in the second

half of 2012 partly due to the easing of financial conditions after policymakers

arrested what could have been an imminent crisis in the euro area.  Meanwhile,

encouraging indicators emerged from the United States, including better

employment numbers and rising business confidence.

Global growth, however, is expected to remain below trend for the rest of

the year.  Europe is still facing its own economic difficulties with interlocking/

overlapping sovereign debt crisis and banking sector weaknesses. The escalation

of the euro zone debt crisis has threatened the credit standing of all European

government bond ratings.  In 2011 and 2012, major rating agencies have made

several sovereign ratings downgrade among Euro zone member states.

Incoming data from the US suggest less robust growth in 2012.  Growth

in the US could possibly be stalled by the excessive fiscal tightening caused by

political gridlock.  In particular, failure to reach an agreement on near-tem tax

and spending policies would trigger a severe “fiscal cliff” in 2012, threatening

the recovery of the US. US recovery may also be threatened by its vulnerability

to contagion from an intensification of the euro area debt crisis.  While US

financial institutions have limited direct claims on the euro area periphery, it has

strong financial linkages with the euro core area.

Growth in Asia slowed in 2011 due to weakening external demand.  Export

growth has been affected by the downturn in economic activity in Europe and

in the United States.  According to the Regional Economic Outlook published

by the International Monetary Fund in April 2012, the region’s trade surplus

continued to shrink in the last quarter of 2011, with China playing a prominent

role in this decline.
________________

1. Deputy Director, Department of Economic Research, Bangko Sentral ng Pilipinas. Presented

during the SEACEN-CemCoA/BOJ High level Seminar on Finding Asia’s New Sustainable

Growth Model Post GFC: The Role of the Central Banks, held at The SEACEN Centre

at Sasana Kijang, Kuala Lumpur, Malaysia on 6-8 November 2012.
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Secondary Source: Regional Economic Outlook, IMF, April 2012.

There were also negative surprises from natural calamities and geopolitical

tensions.  The devastating earthquake and tsunami in Japan’s Tohoku area and

the flooding in Thailand in 2011 have caused disruptions in global and regional

supply chains while unrest in some oil-producing countries has led to oil price

spikes in the second quarter of the year.

2. Global Growth Outlook

2.1 How Do We See the Path of the Global Economy in 2012 and 2013?

The IMF in its latest October 2012 World Economic Outlook (WEO), has

revised downwards its growth projections for 2012 – 2013 to reflect sluggish

economic activity especially in advanced economies as a result of the ongoing

European sovereign crisis, elevated unemployment, and fragile financial conditions

in many parts of the world.  The Fund forecasted world output to grow by 3.3%

and 3.6% in 2012 and 2013.  These are 0.2 percentage point and 0.3 percentage

point lower than its July estimates.

Growth estimate for the US in 2012 increased to 2.2% from 2.1% while

for 2013 the growth has been decreased by 0.1 percentage point to 2.1%.  The

upward projection for the US in 2012 reflects the continued expansion in private



255

credit and stabilisation in the housing market.  For the Euro area, a mild recession

is expected in 2012 with a growth estimate of -0.4%.  This is due to rising

sovereign yields, bank deleveraging and additional fiscal consolidation. Overall,

the advanced economies are projected to grow by 1.3% in 2012 and 1.5% in

2013.  Meanwhile, output in emerging and developing economies is expected to

increase by 5.3% and 5.6% in 2012 and 2013, respectively.

Asia is the bright spot in the world economy.  As the Table on IMF projections

shows, growth in Asia is expected to decelerate but will remain relatively strong.

In China, growth is projected to be at 7.8% and 8.2% in 2012 and 2013,

respectively, as the economy will get a boost from accelerated approval of public

infrastructure projects.

With the help from reconstruction spending, Japan is projected to grow at

2.2% in 2012.  The crisis in Europe and problems regarding energy supply are

likely to dampen Japanese economic activity and exports.

The still rosy outlook for Asia is underpinned by strong domestic demand,

ample credit, strong labor markets and firm consumer and business confidence.

The key downside risks for the region are the continued deterioration in the

external environment.
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3. Main Risks to the Outlook

Emerging economies in Asia remains focused on the political and economic

developments in Europe.  While markets appear to have regained confidence

in the policy framework in Europe, the euro zone is expected to contract slightly

in 2012 and uncertainties remain elevated. As a result, a European-led downturn

– possibly brought about by a political misjudgment, policy backing back-sliding

or an unforeseen negative economic shock – and a prolonged recession cannot

be discounted.

As European banks continue to cope with sovereign risks, weak economic

growth, high rollover requirements, and the need to strengthen capital cushions

to regain investor confidence, they would be put under pressure to reduce the

size of their balance sheets.  These could have an adverse impact on Asia in

terms of trade finance and tighter funding source.
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Meanwhile, incoming data from the US suggest a less robust growth and

the looming fiscal “cliff” in 2013 could stall US economic recovery, in turn weigh

down on world trade and investor confidence.

Weaker external environment and a sharp deceleration in domestic demand

in response to capacity constraints and policy tightening, led to the slowdown

in growth in China, India, and Brazil.

4. State of Affairs: Domestic Economy

4.1 The Philippines Faces External Challenges from a Position of Strength

l The Philippine economy is growing despite a fragile economic

environment.  Real gross domestic product (GDP) registered a 5.9% growth

in the second quarter of 2012, faster than the 3.6% expansion recorded in

the second quarter of 2011.  On the production side, the services sector

continued to drive economic growth, while growth on the expenditure side

was spurred by the positive outturn in household consumption expenditures

and the recovery of exports.

l Inflation dynamics is manageable.  Year-on-year headline inflation slowed

down to 3.9% in September from 3.8% in August.  The resulting year-to-

date average of 3.2% was also within the Government’s inflation target

range on 3-5% for 2012.

l Monetary policy promotes non-inflationary growth.  The monetary

authorities deemed it prudent to adopt a more accommodative policy stance

to support economic growth given a benign inflation environment.  The

Monetary Board has reduced the policy rates by a total of 100 basis points

since January 2012 to 3.5% for the overnight borrowing rate and to 5.5%

for the lending rate from 4.5% and 6.5%, respectively, early this year.

l The country maintains a favourable external payments dynamics

supported by ample gross international reserves which reached USD

81.9 billion as of end-September 2012, and sustained growth of overseas

Filipino remittances at 5.3% for January-July 2012. Total external debt as

a% of GDP was a 26.6%, a significant decline from a few years back

when the external-debt-to-GDP ratio went as high as 60%.

l  The Philippine banking system remains sound and stable.  The banking

system is characterised by: solid asset growth, improved loan and asset

quality, continued good returns on equity, and strong capitalization that is

above international norms.
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l Financial markets have been buoyant, with an upbeat equity market, and

narrowing debt and emerging bond market index spreads, reflecting the

improvement in economic prospects. Likewise, the exchange rate has

remained broadly stable and competitive with respect to its trading partners’

currencies.

l The country’s fiscal position continues to improve borne out by the

good governance efforts of the Government. The National Government’s

fiscal deficit stood at P71.2 billion for the first eight months, which is P112.1

billion below the P183.3 billion programmed deficit for the first to third

quarters of 2012.

l In the last year and a half, the Philippines has had successive positive

ratings actions from all major credit rating agencies.

l The figures indeed suggest that the Philippines is pushing forward on

all fronts:

o Sustained economic growth driven by strong domestic demand and

growing investment

o An effective monetary policy which has ensured price stability

o A strong external position backed by our large dollar reserves

o Prudent fiscal management which enabled the Government to keep budget

deficit within target and on track with the fiscal consolidation objectives

o A sound banking system supported by strong prudential ratios

o Improved investor sentiment backed by the solid performance of the

Philippine stock exchange index

o Growing third-party recognition with several credit rating upgrades over

the past two years.

5. Sustaining the Growth Path

There are headwinds that if left unmanaged could push the economy off-

track on its path to sustainable growth.  Against the backdrop of global economic

uncertainties, policymakers in EMEs including the Philippines, need to adopt

policies that will support noninflationary growth, maintain financial stability, and

remain responsive to weaker-than-expected outcomes. Refocusing structural and

fiscal reform efforts toward sustained and more inclusive growth remains a

priority.
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The first challenge that needs to be addressed at the global level is

macroeconomic imbalance. The way forward requires Asia’s emerging surplus

economies to gradually rely more on domestic demand as a driver of growth.,

whether through an accommodative monetary policy stance or through prudent

fiscal spending. Such transition could be supported through structural reforms in

areas such as the passage of social safety-net laws.  For EMEs that rely on

the strength of export commodity prices and on traditional external trade linkages,

it maybe necessary to diversify the export portfolio by looking into other markets.

A second issue is managing global liquidity, as it has important implications

for financial stability. The global liquidity situation has implications for capital

flows. The current volatility is a concern, and the G20 initiative to support

emerging economies in strengthening intermediation by developing domestic bond

markets was created to combat the volatility of capital flows.

The third challenge is for policy makers in EMEs to build buffers to maintain

their resilience against both external and domestic shocks.  In this regard,

policymakers need to focus on structural reforms, such as financial market

deepening, to complement the sound macroeconomic policies in nurturing domestic

sources of growth.  Macro prudential policies may also need to be enhanced

to help ward off the potential destabilising impact of volatile capital flows on the

exchange rate and asset prices.

5.1 How Can Policies Counteract the Slowdown in EMEs and Sustain

Growth?

EMEs should use the policy space available to them in addressing the

downside risks to growth.  More macroeconomic stimulus by advanced economies

can be the solution in revising and sustaining growth.  However, the available

policy space may already be limited in advanced economies where interest rates

are already near zero.  This is in contrast with EMEs which have substantial

policy space for stimulating growth in the short run with generally stronger public

finances and adequately contained inflationary pressures than the advanced

economies.

The weak outlook, in fact, has already led some central banks to ease their

respective monetary policy setting to help support growth. Aside from the Bangko

Sentral ng Pilipinas (BSP), The Reserve Bank of Australia decided to reduce

its policy rate to 3.25% from 3.50% as the growth outlook for 2013 turned

weaker with inflation expected to be consistent with their 2-3% inflation target.

Likewise, the Bank of Korea reduced its base rate by 25 bps to 2.75% on the
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back of weak economic growth combined with a low inflation forecast owing

primarily to easing demand-side pressures.  The Bank of Thailand also decided

to reduce its policy rate by 25 bps to support domestic demand and hold off

potential negative effects from external headwinds.

Moreover, while advanced economies continue to prioritize fiscal reforms,

EMEs have greater fiscal space to support domestic demand over the near

term.

5.2 Over the Medium Term

l EMEs should prepare for fiscal challenges associated with population aging

and growing demand for social welfare.

l As to financial regulatory reforms, the BASEL III framework will be able

to set a platform for a safer financial environment conducive for sustainable

growth,

l Increased financial integration by EMEs can help improve resource allocation

within and across countries and offer greater liquidity and risk hedging.
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l Improved oversight of capital inflows and macro-prudential regulations will

help to address the danger of global liquidity surges, as well as, the risk of

asset price bubbles.

l Structural reforms that promote domestic demand will help in diversifying

sources of growth and will also make growth sustainable for EMEs.

Empirical evidence indicates that economic growth in EMEs is not related

to the size of the trade surplus, or even to the volume of exports, but rather,

to the output of industrial products.  And as long as domestic demand is

sufficient to accommodate it, EMEs can attain sustainable growth by

expanding their industrial economic activities.

l In the near term, the sensible approach is to continue to focus on

strengthening domestic demand and building up buffers against external

shocks. It is no small comfort that the Philippine economy has remained

resilient thus far against the continuing headwinds. The priority for economic

managers, therefore, is to continue building up these buffers and ensure that

appropriate policy measures are in place to address remaining potential threats

to the economy.

6. Policy Responses: The Philippine Case

BSP responded to macroeconomic risks with conventional policy, i.e., interest

rates accompanied by operational adjustments.

Recently, with the assessment of a benign inflation outlook and weaker

global growth prospects, the BSP has reduced its policy interest rates by four

(4) times since January 2012, bringing the cumulative reduction in policy rates

to 100 bps.  The Monetary Board believed that a reduction in policy rates can

serve as a preemptive move against the risk associated with the global slowdown.

While the Philippine economic can rely on the resilience of domestic spending

to sustain growth, additional policy support would serve as buffer against strong

global headwinds.

At the same time, the BSP implemented the operational adjustments in the

reserve requirement (RR) framework effective 6 April 2012 to simplify and

strengthen the RR policy as a liquidity management tool. This was complemented

by a 2-percentage point increase in reserve requirements to ensure a neutral

impact on domestic liquidity conditions.

The measures adopted by the BSP have supported sustained credit growth.

Bank credit has been growing steadily at double-digit growth rates since January
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2011.  Meanwhile, the steady growth in domestic liquidity indicates that overall

liquidity conditions continue to support the economy’s growth requirements.

Banks have also continued to pass on the reduction in the policy rates through

lower lending rates.  Average bank lending rates as of August is at 5.4%, lower

by 80 bps compared to the December 2011 average lending rate of 6.2%, shortly

before the BSP started easing policy rates in January 2012.

The BSP continues to employ a menu of instruments in managing capital

flows.  This includes:

l Exchange rate flexibility;

l Reserve accumulation and associated liquidity management;

l Financial sector reforms to deepen financial markets;

l Macro prudential measures to strengthen the health of the banking system;

l Reform of the foreign exchange regulatory framework; and

l Adjustments in monetary policy, when necessary.

Macro prudential regulations have been implemented to guard against

unwarranted expansion of credit to the private sector including the property

market:

l The statutory limit of 20% on the share of real estate loans to banks’ total

loan portfolio;

l Maximum loan-to-value ratios for real estate collateral;

l Statutory limits to single entities or large borrowers; and

l Introduced a new set of guidelines for the expanded report on real estate

exposures of universal and commercial banks as well as thrift banks.

To help guard against speculative capital inflows, the BSP implemented the

following:

l Raised the associated capital charges for market risk on banks’ net open

positions on non-deliverable forwards (NDFs);

l Disallowed funds from foreign sources from being placed in the BSP’s

Special Deposit Account (SDA) Facility, and thereby avoiding the situation
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where the BSP’s open market operations (OMO) instrument becomes the

recipient of capital inflows;

l The spread of the SDA rates over the RRP rate was also reduced to fine-

tune the pricing of the product consistent with the decline in global interest

rates.

The BSP has put in place measures to assist the export industry, including

those intended to increase access by the export sector to financing.  These

include:

l The Peso Rediscount Facility as well as the Exporters Dollar and Yen

Rediscount Facility to allow banks to rediscount their existing loans;

l Contribution of P 50 to the Export Promotion Fund of the Export

Development Council (EDC), which aims to provide supplemental financing

for the promotion and development of Philippine exports;

l Establishment of the Credit Surety Funds (CSFs) which aims to increase

the credit worthiness of small exporters (i.e., micro, small and medium

enterprises (MSMEs) which  are experiencing difficulty in  obtaining  loans

from banks2; and

l Promotion of the use of hedging products that are being offered by banks

to reduce foreign exchange risks, particularly through the foreign exchange

insurance and forward foreign exchange rate protection products.

As a necessary complement to sound macroeconomic and financial stability

policies, specific financial sector reforms are being pursued by the BSP:

l Enhancement of supervision to maintain sufficient capacities and tools to

measure, detect and react to these emerging risks;

l Support the development of debt securities in the region to enable better

market access for SMEs and to enhance it for larger-sized firms; and

l Further financial inclusion of the household sector could be improved by

promoting financial education at the household level.
________________

2. The CSF Programme is a credit enhancement scheme by the BSP which aims to increase

the credit worthiness of micro, small and medium enterprise (MSMEs) which are experiencing

difficulty in obtaining loans from banks for the expansion of their business due to lack of

acceptable collaterals, lack of credit knowledge and lack of credit track records.  Under the

programme, a Fund shall be created at the provincial and city level that, thereafter, will

be used to secure the loans of MSMEs from banks, in lieu of the usual collaterals required

by banks.
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Finally, the Philippine Development Plan for 2011-2016, adopts a framework

of inclusive growth, defined as rapid and sustainable economic growth that

generates mass employment and reduces poverty.  To achieve inclusive growth,

government will focus on four critical strategies:

l Ensuring  a stable macro-economic environment and fair competition;

l Investing massively in infrastructure;

l Developing our young population to ensure that our labor force is competent,

well-trained and globally competitive; and

l Investing in rice and food self-sufficiency.


