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" xXecutive Summary

This report is the final evaluation of the Support for Development Program II (SDP i), a policy-
conditioned grant to the Govemnment of the Philippines authorized in 1991. Although the
government has fully complied with all program conditions, the overall goal of the program, which
was to make Philippine exports more competitive, has not been met because of an unanticipated
appreciation of the peso-dollar exchange rate. To a large extent the appreciation of the peso was one
result of the foreign exchange liberalization component, which led to an increase in foreign exchange
inflows from invisible receipts and capital inflows that substantially exceeded the ircrease of the
trade deficit as growth resumed from 1992 to 1994. However, this appreciation and the loss of
competitiveness can be considered short-term phenomena. Over time, if the economy maintains a
growth rate of 5 to 6 percent or higher, the forces of supply and demand in the now well established
flexible exchange rate market should cause the peso to depreciate because

o The overvalued exchange rate is artificially stimulating imports,

« Most of the recent increase of invisible and factor receipts is a one-time shift from the blach
market, and

o Overall capital inflow is already at very high levels.

By having an exchange rate mechanism that is more sensitive to market forces than in the past, the
ultimate policy goal of lonsening the baiance-of-payments constraint on growth will be
accomplished.

Traditionally, the Philippines was a commodity exporier that created an industrial sector through
import substitution in the 1950s and 1960s. In the early 1970s, a second industrial sector emerged,
consisting mainly of electronics and garments firms and operating largely from export enclaves. By
the 1980s, the Philippines had suffered repeated balance-of-paymerits crises. By the time the Aquino
administration took power in 1986, the country was technically bankrupt and the economy was
severely distorted by structural and policy problems.

The Aquino administration undertook to reform and at the same time expand the economy well
in excess of the rate of growth permitted by its domestic resources. Despite massive foreign aid,
another wave of balance-c.-payments problems occurred in 198%-1990. By 1991, the Philippines
had made significant headway toward reducing macroeconomic imbalances but still had a
formidable reform agenda to carry out.

Our conclusions on structural issues bearing on competitiveness at the end of 1991 are as
follows:

« The Philippine peso, relative to most of its competitors in East Asia, bad become more
overvalued since 1975.

« Labor costs were so high that only 1n the more skilled occupations was the country
competitive.

« The country was not attractive as a site for foreign investors in the late 1980s.

« The national investment incentive program did not favor exporting.



« Although the extreme protectionism of the early 1980s had been eliminated, most industrial
and agricultural activity was still shielded by high barriers.

With respect to implementation of the conditions of SDP II, all conditicns have been met. All
conditions except one, value-added tax (VAT) refunds, were met on or ahead of schedule.
Our conclusions concerning the foreign exchange liberalization component are the following:

» The interbank market is much more open to market forces and is more competitive in 1995
than it was in 1951.

» The liberalization of foreign exchange controls has been more extensive than required under
SDP ]I, verging on de facto convertibility for the peso.

« The Central Bank has entered into the spirit as well as the letter of the program, becoming a
principal element in the President's economic policy of opening the Philippine economy to
foreign investment.

¢ Although the decision 1o liberalize was made by the Central Bank and the Philippine
authorities, A.LD. played a strong supporting role in helping to carry out 2 more extenstve
foreign exchange liberalization than was initially envisaged by the government.

With respect to duty drawbacks, VAT refunds, and the establishment of the One-Stop Shop
{OSS), we conclude that

e Ofthe duty drawback claims in 19921994, 99 percent were processed within the GSS's own
target of 30 working days from the date completed applications were received rather than the
SDP II's target of 60 working days.

» Only 90 percent of VAT refunds were processed within 60 days, a compliance rate that was
not reached until mid-1994, a year behind schedule, and then only by transferring the process
to the OSS.

» The OSS is now a permanent unit of the Department of Finance (DOF), the basis for
expecting a continued good performance.

With respect to the small savers instrument (SSI}, a cost-benefit analysis in 1993 found that the
cost of issuing SSIs would have exceeded the interest savings from doing so, given the lower T-bill
rates (12.5 percent) and the rate of inflation (8.3 percent) prevailing in 1993-1994. Therefore, the
program was suspended and the remaining funds allocated to technical assistance for the Freasury
division of the DOF.

The economic impact of the SDP I program: arises mainly from the effects of foreign exchange
liberalization. They may be summed up as follows:

» The unification of the official and parallel markets and the rediversion of almost all receipts
that had been in the paraliel market into official channels;

« A major inflow of foreign private and, to some extent, Philippine capital;

» A rebuilding of foreign exchange reserves to comfortable levels; and

e A loss of competitiveness compared with 1990 as a result of exchange rate appreciation.

With regard to duty and VAT refunds, their acceleration represented about 0.7 percent of the
value of all exports in the 19921994 period. The ne: benefit to society from the streamiining of the
system was equal to P1.25 billion.

To estimate quantitatively the economic impact of the program, simulations of each of the three
aspects of SDP II—accelerated tax refunds, higher capital inflow, and the appreciation of the peso—
as well as of the overall impact, were made for the 7-year period from 1992, when the first measures
were taken, through 1998.



When measured by the impact on growth, exports, and employment, the results indicate that SDP
It bhad a small negative impact on the economy over the period 1992-1994. But even then, prices
were lower, manufacturing capacity greater, and consumnption higher then in the baseline case
without SDP 1. From 1995 onward, the net impact for almost all indicators, especially growth and
exports, is positive. There is no doubt that the net impact effect for 1992-1998 period will be an
improvement in the performance of the Philippine economy and that the favorable impact would be
larger if the projection were extended further into the future.

To take into account the time value of economic costs and benefits, a simple cost—benefit
analysis was used to compare the costs of the SDP II program with projected benefits {(defined as
GNP increases facilitated by the program). Annual costs included the program's direct
implementation costs and also its negative impacts on GNP growth during the period from 1991 to
1994, because for each year, "net benefits” were measured by comparing GNP projections "with"
and "without” the SDP Il program. When the program acted as a brake on GNP growth, from 1991 to
1994, actual GNP growth lagged growth projections based on assumptions that SDP II was not in
place and that estimated shortfalls in GNP growth were shown as negatives or costs. For the period
19951998, projections of GNP with the SDP II project exceed projections of GNP under scenarios
assuming no project. The annual additional increments to GNP were measured by subtracting the
"with” project forecasts of GNP from the forecasts made assuming no project. Undiscounted net
annual benefits for the period were estimated to be P 14.6 billion at constant 1985 prices. Then,
using a 15 percent discount rate [the same rate used by as the National Economic and Development
Authority (NEDA) for economic analysis of projects], a discounted net present value of projected
annual net benefits for each year from 1991 to 1998 was calculated. The overall discounte¢ net
present worth of the SDP II project (19911998} was estimated to be P3.4 billion at 1985 prices.
That equates to a net gain (after deducting for SDP II's direct cost of $60 million) of approximately
US3$248 million using a 1985 exchange rate of 13.9 pesos/dollar, or approximately $140 million ata
1995 exchange rate of 24.5 pesos/dollar. The ratio of gross benefits to program costs was $308/$60,
or about 5/1 at constant 1985 prices. The same 8-year annual stream of net benefits in constant 1985
pesos represents an estimatec internal rate of return of 31 percent.

It is clear that the economy in 19935, compared with that of 1991, has improved in a number of
significant ways. It has grown at a more than 5 percent annual rate, while the rate of infiation has
fallen to more manageabie levels. The budget deficit had been eliminated, at least temporarily, and
interest rates have declined by abou. one-third. Through the combined forces of higher invisible
camings and capital inflow, the effect of the SDP II program has been to finance the much larger
trade deficit that growth required while increasing exchange reserves.

A review of recent history and structural issues as they stood at the beginning of 1995 suggests
the following major findings on export competitiveness and the behavior of exports:

»  Realistically measured, the exchange rate bad appreciated significantly by the end of 1994.

« Labor costs in real terms, on the other hand, had fallen somewhat because anmual nominal
wage increases were smaller than in the late 1980s.

« Although the new freedom for foreign investors to do business should increase competition
and improve technology, the incentives offered by Board of Investments (BOI) of the
Department of Trade and lndustry {DTI) stiil favor investments aimed at the domestic
markei. What favorable impact there has been on exporting is still probably not very
significant.

* Since 1991 there has been a continued but slow reduction in effective rates of protection, that
is, the protection against nmports provided to "value added” domestically. However, current



effective rates of protection are still quite high for imported goods (50 to 70 percent), a
situation that channels domestic as well as foreign investment away from exporting.

» Further tariff reductions are promised ir. the next few years, and a more radical reduction is
promised by 2005. However, even if implemented as promised, the anti-export bias will be
strong at least until the end of tae century.

« The share of Philippine exports in the markets of its trading partners has not declined.
However, that result has depended heavily on electronics, an industry that has only a 1015
percent domestic value-added component and is not, therefore, strongly affected by exchange
rate changes.

« Export competitiveness of Philippine products—particularly when compared with that of the
Philippines’ neighbors, Indonesia, Thailand, and Malaysia-—has not improved since 1991. In
fact, competitiveness has probably fallen. However, the institutional and policy changes cited
carlier should lead to a gradual improvement in the situation.

CONCLUSIONS

On the basis of the preceding findings, we have drawn five principal conclustons about the
effectiveness of this clement of the Philippines’ reform efforts and USAID's contribution to those
efforts. First, USAID/Manila, by choosing export promotion and emphasizing, within that goal,
foreign exchange liberalization, has, independently of other donors, made an important contribution
to the Ramos administration's reform program. Although other donors have expressed some interest
in this subject, none has made it a major condition for the disbursement of assistance.

Second, by concentrating on a few sclected objectives united under the conumon theme of expost
competitiveness, the Mission has create a program that is clearly defined and, in concept at least,
straightforwardly simple to implement and monitor.

Third, because new institutions have been created as the tool for reaching program objectives,
the results are likely to be more permanent than if the Mission had required only adherence to
guantitative targets or legislation as a condition for aid release. The creation of a market for foreign
exchange (in the context of exchange control liberalization) that is responsive to supply and demand
is shaping the behavior of the banks, the Central Bank, and exporters and importers. It has
established a set of interests that reinforces the market's continued operation. On a smaller scale, the
new One-Stop Shop refund center has made duty drawbacks and VAT rxfands effeciive aids to
exporting by shortening the length of time required for ciaims to be processed. Previously delays in
payment had been long enough to effectively nullify the incentive value of the program.

Fourth, although the reorganization of the foreign exchange market did have some negative
consequences for export competitiveness in 19921994 (as the pesw rose in value in response to
significant increases in the supply of foreign exchange), the policy achieved the ultimate goal:
allowing rapid growth of output and employment to occur without balance-of-payments problems.

Finally, the new market will produce a more realistic exchange rate and greater export
competitiveness over time as the import needs that flow from economic growth temporarily draw
down the accumulated supply of foreign exchange.

RECOMMENDATIONS

These recommendations are based on the idea that further improvements in export competitiveness
are essential to sustaining growth and increased employment, and that USAID/Manila car belp by
supporting the analysis that would be the basis for measures to reduce the anti-export bias that is still
built into Philippine laws and practices.



Export competiciveness has three policy legs: a stable macroeconomic situation, a realistic
exchange rate, and a neutral internationa! trade and investment policy. The first leg is the
responsibility of the Philippine authorities working with the International Monetary Fund (IMF), if
the IMF chooses to do so. With regard to the second leg, the results of SDP II, which reflect a basic
shift in Central Bank exchange rate policy, have established an institution that will produce &
realistic exchange rate over time.

But even with inflation under control and a more realistic exchange rate, the disincentives to
exporting created by the trade protection apparatus (ta.iffs, quantitative restrictions, and home
consumption value), the BOI industrial investment incentive structure, and the numerous
institutional and legal obstacles to more efficient investment in agriculture are holding back the entry
of new exporters and the expansion of existing ones. The export policy of the Philippines, where it
pertams to these policy areas, still lacks coherence.

i is also by no means certain that development of exports enjoys a very high priority among
economxc policymakers. There is a tendency to trust that the projected schedule of tariff reduction
will solve the problem despite evidence (such as the "temporary" increase of protection for
agricultvre in 1992) that as soon as political pressure from vested interests is exested there is 2
protectionist reaction. Yet if President Ramos’s new policy of openniess can continne with the
suoccssxthasen;oyedsofarandcanbestmgthmed,nothng is more important than tackling the
problems of anti-export, pro-import biases as soon as possible.

The objectives would be to

» To establish a set of analytical standards by whick to judge what is happening in the export
sector, and

» To explore the current policy environment, sector by sector, to determine the incentives and
disincentives it provides to exponers.

Therefore, the following five-part program is recommended, by which USAID Manila, with a

modest investment, could change the approach 1o the problem:

1. Help NEDA develop an export strategy that would broaden the focus of the DTI secretariat
oftheExponDevclepmcnxC&uneﬁmadbymeExponDevcmmAcﬁmmmﬁar by
identifying the parts of existing laws and regulations that need to be modified to reduce the
anti-export bias.

2. Help NEDA and the Central Bank create an export monitoring system that accurately
measures the competitive sifuation.

3 Mcwhy&eelmmsand@mm:ﬁms,aﬁamadmdestmhm
m&eummhvm&vemhamﬂ@mﬁcvﬁwﬁdﬁcmmtho&wwm
:dmnfythoseelanmtsofthcmdcmdmvmfawsandmgum?mvm'
physically located in the Philippines from deepening their local production processes.

4. Study sectors that have been successful in exporting to determine which factors have been
favorable. For example, the automobile parts sector has been successful, often with the kelp
of foreign investment.

5. Exmmmceﬁmofmvemmxmmmmsmdmdemmﬁnmmm '
agriculture. With its mixture of uncompetitive export commodities, low productivity in basic
foodstuffs, and msufficient concentration in products for which demand is growing in foreign
markets, agriculture is 2 drag on export growth rather than a contributor to it

All these projects could be carried out with a mix of foreign and local consultants, building
the work of the Philippine Development Institute’s economists and the Central Bank's ms:tghtsmta




exchange rmarket trends and behavior. Collectively, the projects could provide the analytical
framework and information necessary i justify remaking the trade and investment regime so that a
level playing field is created, markets are able to send and received unbiased signals about the value
of goods and services, and neither production for sale locally nor production for sale abroad is
favored.

ORGANIZATION OF REPORT

This report is divided into six chapters. Chapter 2 describes the economy and its probiems in 1991 as
a background for explaining choices made in the design of SDP IL. Chapter 3 is divided into four
parts that describe the design of SDP 11, its implementation, related technical assistance, and the
experience of similar projects sponsored by A.LD. and other organizations. Chapier 4 examines the
project’s impact on the behavior of the economy and the private sector using both descriptive and
modeling techniques. Chapter 5 gives an overview of the economic situation in 1995 in order to
identify remaining structural issues related to compstitiveness and analyses export behavior since
SDP 11 was instituted. Finally, Chapter 6 summarizes the lessons of SDP I and makes
recommendations about the information and technical assistance progrars that would be necessary
to continue the type of policy reform begun by SDP I,



1. Introduction

This report evaluates the second phase of the Support for Development Program (SDP IT) grant to the
Philippines, a program that began in 1991 and terminates in 1996. It also reviews current economic
policy issues and proposes options for technicel assistance and studies that A LD. might want to
undertake in the future.

REPCRT OBJECTIVES
The objectives of this report are
« Todetermine whether the SDP 11 has met its goals and objectives;
« To assess the economic benefits and impact of the program; and
» On the basis of the lessons learned, and taking into account the problems that need to be

tackled to further the overall objective of SDP Il, to recomumend appropriate technical
assistzmee and studies.

BACKGROUND

Since 1986, the United States, as part of its aid program, has made grants from development
assistance funds, the Multilateral Initiative, food aid, and the Economic Support Fund (ESF) to the
Government of the Philippines (GOP). The ESF grants served the duzl purpose of providing
resources to the budget and the balance of payments on the one hand and furthering the process of
policy reform on the other, by conditioning their release on the ach’svement of specific measures.
The immediate ancestor of SDP 1, the first Support for Development Program, dishursed $209
million in 1989 and 1990 and had a substantial effect on the balance of payments. There were
numerous conditions and 2 complex monitoring svstemn to enforce them.

In 1991, when SDP II was being designed, the Philippine authorities and USAD/Manila r
a consensus that the program would be more effective if it were focused on one goal. Therefore, the
authorities accepted the goal of assisting the GOP with improving the competitiveness of Philippine
exports. Repeatedly, in the past, growth has been cut off because the growth of exports had been
insufficient to pay for the necessary imports. More competitive products would not enly help solve
this problem but improve efficiency in the economy as a whole, widen opportunities for private
enterprise, and increase employment.

DESCRIPTION OF SDP Ut

The initial design of SDF 11 called for $120 million. However, afier the Mission’s overal! funding
leveis were reduced, the amount was reduced to $60 million to be disbursed in three tranches, the
first two of which would be $18.5 million, and the third, $19 million. The remaining fonds were for
technical assistance and evaluation. This final evaluation is now being undertaken because the



conditions have been met and all but a small part of the technical assistance allocation has been
disbursed.

The broad purpose of the different measures greed to by the authorities was either to increase
the return to or reduce the cost of production of the exporter. The first and most important measure
was to create an interbank market that reflected the supply and demand for foreign exchange and to
liberalize the exchange control system so that businesses and individuals would be freer to make
their own decisions. It was expected that by making the exchange rate more market responsive it
would become more realistic, increasing the price incentive to sell abroad.

The second measure was to accelerate the refund of duty drawbacks and value-added tax (VAT)
refunds from 1 to 2 years to 60 days so that it became an effective incentive to exporters rather t.an
being eroded by the interest paid on borrowed funds while waitiag and by processing costs.

The third measure was to develop a small savers instrument that, by tapping a new source of
funds to finance the >=dget, would tend to lower the overat] level of interest rates. This measure was
never put into effec: for reasons described in Chapter 3. The funds not used in the initi~! study were
realiocated to improve the functicning of the Treasury Bureau of the Department of Finance.

The fourth measure was to mduce more competition in interisland shipping rates to reduce the
cost of bringing z00ds to the export port of embarkation. This last objective will be evaluated in a
separate report.



2. The Economy and its Problems in 1991

This chapter describes the macroeconomic situation in 1991 when SDP 1I was being fornmiated, and
indicates the structural problems relevant, at that time, to the broad issue of export competitiveness
that was chosen as the theme of the new program.

BACKGROUND

The background of Philippine postwar economic history and economic pelicy was examined at some
length in a report prepared by Nathan Associates Inc.' The main points may be summarized as
follows:

1. The Philippines, like much of Southeast Asia in the early postwar period, was a well-
endowed exporter of such commodities as coconuts, sugar, fruit, logs, and minerals.

2. Balance-of-payments crises in the 1950s and 1960s, and the prevailing development ideology
of the time, led to an import substitution program, mainly for consumer goods, protected by
guotas or high taniffs, or both.

3. Inthe carly 1970s the success of Hong Kong, Taiwan, aad Korea inspired the Philippine
government to establish expert processing zones and attractive conditions for foreign
investors to build factories to process electronics and garments for export.

4. Inthe late 1970s, the Marcos government, taking advantage of the availability of medum-
term private foreign credit, undertook 2 massive infrastructure investment program. Much of
this effort was ill conceived and wasted through comruption.

5. Caught up in the world recession of 19801982 and the international debt crists, the
economy made little or no progress in the followmg years.

6. Political unrest leading to the Epifanio de los Santos Avenue (EDSA) uprising in 1986 led to
a further decline.

The consequence of this history is that although the economy grew by about 5 percent per year
before 1980, it has fallen behind its Asian neighbors and accumulated serious structural problems
that have made the balance-of-payments deficit the principal obstacle to sustained economic growth.
This was the legacy of the Aquino administration, which took office in 1986. This administration
decided!opmmotcgmwthandreform,atthemeﬁmc,mﬁthm&ssivcfmei@assistance.‘rhcmﬂts
were mixed.

ECONOMIC SITUATION IN 1991

By 19891990, the Philippines was in the midst of another dual-edged inflation and balance-of-
payments crisis (see Table 2-1). The merchandise trade deficit, which had averaged 2.2 percent of
GDP during 19861988, rose sharply to 6.1 percent in 1989 and to 9.1 percent in: 1990, peaking at

) Evaluation of the Support for Development Pragram, Nathan AssociatesUSAID, 1991.
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Table 2-1. Selected Economic Macroeconomic indicators,
1987-1991 (percent)
1987 1988 1985 1980 1991

1. GNP rz1e of growth £6 7.7 5% 45 g1
2. Savingw/GDP 16 x 19 18 18
3.CA dMGD? 13 1.8 34 g1 23
4. CPSD/GNF® 23 37 43 54 1.6
5. M3 rate of growth 12 % 28 18 15
&. Price increase 3 ] 12 14 19
7 91-day Treasury bilis 11 14 18 3 21

C!.mm accourt of the balance of payments.

PConsoiidated public sector deficit {oudget + govemment corporations + Central
Bank.,

Source: Nationa! Statistics Office, Central Bank,

more than $4 billion. Similarly, the current-account deficit, which had averaged 1.2 percent of GDP
during 1987-1988, worsened to 3.4 percent in 1989 and 6.1 percent in 1990. This deterioration was
attributable primarily to (1) external shocks, especially tae sharp rise in oil prices, which worsened
the country’s terms of trade by 10.4 percent in 1989 and by another 4.5 percent in 1990; and (2)
excessive stimulation of domestic demand arising from the public sector deficit, which reached 5.4
percent of GNP in 1990.

A.lthough money supply growth reached a peak annual rate of 28 percent in 1989, the full impact
on prices was delayed until 1991 (19 percent) for several reasons—cumulative excess liquidity, a
minimum wage increase, andanezceattmportEevy An attempted coup and an earthquake delayed
the start of the stabilization program. Only in January 1991 did the Philippine government establish a
mechanism for coordmanng fiscal disbursements and monetary management among concerned
government agencies, especially the Department of Finance, the Central Bank, and the Department
of Budget and Management. The macrocconomic managers were able to reduce the consolidated
public sector deficit to 1.6 percent of GNP in 1991. This achievement reflected declines in the
deficits of both the national! government (from P37 billion in 1990 to P26 billion in 1991) and
government corporations (from P20 billion in 1990 to P2 billion in 1991}, as well as a turnaround in
the Oil Price Stabilization Fund (OPSF) from a deficit of P3 billion in 1990 to a surplus of P12
billion in 1991.

The decline in the budget deficit in 1991 is attributabie to both increased tax effort and a
moderation of the increase in expenditures. Tax revenues increased from 14.5 percent of GNP in
1990 to 15.0 percent in 1991, mainly because of a sharp increase in import duty collections (from
special import levies in addition to regular tariffs) and increased business income taxes.
Expenditures increased by i4 percent in 1991, well below both the inflation rate of 19 percent and
the 17 percent increase of GNP at current prices.

The decrease in the combined deficit of government corporations reflects primarily the cutback
in their planned capital expenditures, whereas the tumaround in the OPSF balance resulted from the
government's decision to raise domestic oil prices.

The country’s external balances also improved in 1991. The merchandise trade deficit declined
from 9.1 percent of GNP in 1990 to 7.0 percent in 1991. The improvement arose from the effect on
imports of the special import surcharge, the depreciation of the peso, and the slowdown of the
Philippine economy. Exports continued to rise. The current-account deficit also declined, to 2.6
percent. And the overall balance of payments turned in 2 surplus in 1991 equivalent to 3.1 percent of
GNP, in sharp contrast to the balance-of-payments deficit of 0.4 percent in 1990. Interest rates
declined slightiy.
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The macroeconomic stabilization program, the worsening power cutages, and the explosion of
Mt. Pinatubo combined to send the Philippine economy into a recession in 1991. GDP, in real terms,
declined by 0.8 percent, and even with large-scale inflows from overseas workers, GNP was virtually
stagnant. Reflecting a population increase of nearly 2.4 percent, real per-capita GNP declined by 2
percent in 1991, so that it was nearly 10 percent below the average level of 1980-1984. Gross
domestic capital formation, in real terms, declined by 16 percent, and imports of goods and services
(also in real terms) decreased by 2 percent.

Unemployment rose from 8.4 percent in 199¢ to 10.6 percent in 1991. The number of
unemployed in 1991 (2.7 million) was one-third greater than in 1990. The only sector in which
employment increased significantly was overseas contract work, placements of which reached about
620,000 in 1991, a 38 percent increase over 1990.

By end of 1991, the Philippines had made significant headway toward reducing macroeconomic
imbalances, but at the cost of an economic recession. Continuing the reform of major poiicies and
consolidating macroeconomic stability as a foundation for sustainable economiic growth, as is

discussed in the following sections, was the primary policy challenge facing the Philippiue
government in 1991, as it had been S years before.

STRUCTURAL ISSUES CLOSELY RELATED TO EXPGRT COMPETITIVENESS

The theme of SDP 1I is export competitiveness. In principle, most aspects of the economy bave some
bearing on the subject. To make the subject manageable we will concentrats on the following topics:

o The realism of the exchange rate and related issues of productivity and labor cost,
The legal framework governing foreign investment as a source of resource mobilization and
technology, and
» Trade protectionism.
We omit discussion of the prospects for stabilization, which are implicit in the analysis of the
exchange rate, and of the rates of national investment and savings, which are important for sustained
export growth but go well beyond it

Exchange Rate Realism, Productivity, and Labor Cost

medmlmmmemmondcmmmmof&wmmm%mwm 1991
can be illustrated by (1) the appreciation of the peso in real terms compared with currencies of
competitor countries and (2) the sluggishness in the growth of productivity during the 1980s
compared with significant increases in productivity in key competitor countries. Poor allocation of
resources, technological obsolescence, market demand shocks, and infrastructural bottlenecks (e.g..
power outages) contributed 1o the sluggishness in the growth of productivity.

Estimates of real effective exchange rate (REER) indices in 1991 relative to 1975 for several
Asian countries are presented in Table 2-2. The estimates show that although the peso did not lose
ground against Thailand and Singapore, Malaysia made significant gains and China and Indonesia
transformed their situation. They succeeded in carrying out major real depreciations of their
currencies diring the 1980s and thereby improving the price competitiveness of their exports, as well
as their import substitutes, during the decade.

An important explanatory factor, also illustrated in Table 2-2, is the differential trends of the
indices of labor productivity. The table shows that in every case except Malaysia, the behavior of
productivity and the REER is paraliel. The cases of China and Indonesia are particulariy striking.
The Philippines has the worst REER and labor productivity performance.
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Table 2-2. indices of REER and Labor Productivity

(1975 = 100)
REER Productivity, 1980
1888 1991 Al Sectors  Manufacturing
Phiippines 113 108 104 118
indonesia 242 6 140* xr
Mataysia 112 136 163 161
Smgapore 109 0] 187 185
Thadand 116 114 167° 165
China 21 275 205" NA
;%93%’1976.
1889,

Although Table 2-2 indicates the decline in the relative international competitive position of the
Philippines over time, it does not show the jevel of costs in the Philippines relative to other countries
at a given point in time. An indication of the differences in the labor costs in the textile industry
among selected countries in Asia is presented in Table 2-3.

Table 2-3. Hotrrly Wages
in the Textlie industry,
1991 (US$)

Couniry Wage
Japan 84
Taiwan 58
South Korea k11
Maiaysia 10
Thaitard 133
Phiippines 87
indonesia a3
China 03
Indiz g8
Paigstan 04

Scurce: Inta and Jovellanos.

The figures in Table 2-3 indicate that wage costs in the Philippines were lower than those in
Malaysia and Thailand but significantly higher than those in Indonesia, China, and Pakistan. They
imply that in 1991, assuming that higher Philippine productivity did not offset the wage differences,
the economy was not competitive as compared with these last three countries in commodities and
product lines that rely heavily on cheap, unskilled labor.

Given this situation, the Philippines is likely to do better in industries where Thailand and
Malaysia are the logical competitors, that is, in skilled-labor intensive industries like electronics,
midrange garments, metal products, and jewelry. As Table 2-2 indicates, however, labor productivity
m Thailand and Malaysia grew faster than in the Philippines during the 1980s. In addition, both
Malaysia and Thailand had better infrastructure facilities, resulting in lower internal transport costs
and 2 more reliable power supply. In short, taking into consideration labor costs, labor productivity,
quality of infrastructure, the exchange rate, and other factors affecting international competitiveness,
bothMa!aysmandThmhndwmcim}ymemmmpeﬂmemmmmaﬁdmm
than the Philippines in 1991.

In summary, the picture is of an economy that has partly priced itself out the low-wage, low-

skilled segment of manufacturing while only partially qualifying for the semi- and high-skilled



I3

sectors, mainly because of an overvalued exchange rate and a tendency to push up wages for political
reasons.

Legal Framework Governing Foreign investment

In this section, we will discuss the investment incentive system as it affects the profitability of
export-oriented activities, comparing the system with incentives directed at the domestic market and
restrictions on foreign direct investment.

In view of the low domestic saving rate and the large investment needs of economic growth, the
Philippines needed a large infusion of foreign investments. However, it missed out on the movement
of capital from Northeast to Southeast Asia during the late 1980s. When the foreign chambers of
commerce and industry in the Philippines compared the country’s relative attractiveness as an
investment site with that of other ASEAN countries (FCC} 1990), they concluded that a sluggish
economy, policy uncertainty, poor infrastructure, peace and safety problems, and restrictions on
foreign investments were major obstacles 1o investing in the country.

Investment incentives

The Philippines has long had a system of investment incentives. It was formally institutionalized in
1967 with the enactinent of the Investment Incentives Act of 1967. Priority areas were selected and
"measured capacity” established for these areas. Incentives were geared mainly toward the
production for the domestic market. Priority arcas were given further incentives in the form of tariff
and/or import control protection (an import licensing requirement or an outright import ban).

In 1970, incentives were extended to nontraditional exports with the passage of the Export
Incentives Act (RA 6135). Since then, the act has been amended and codified three times,
culminating in Executive Order 226 (EO 226) or the 1987 Omnibus Investment Code (OIC). EO 226
superseded Batas Pambansa 391 (BP 391), which was passed in 1983. BP 391 introduced an
mnovative form of incentives—a tax credit equivalent to a certain percentage of net value added
earned (for domestic producers) and local content (for export producers). This was replaced by the
income tax holiday for a duration ranging from 3 to 8 years under EO 226.

The effect was to substantially reduce the advantages to firms imvesting to export compared with
those serving the domestic market. The effect was to reduce the percentage of exporier investments
benefiting from the incentives from 72 percent in 1986 to 14 percent in 1994. Because export firms
are less capital-intensive, the number of firms receiving incentives declined to about 50 percent.
Finally, the BOI's Investment Priority Plan (IPP), which determines which sectors are aided, seems
increasingly oriented 1o domestic market enterprises, another factor that worke against exporters.

The conclusion of the experts who have studied this issue is that by making the incentive system
more neutral and directing it to production sold locally, exporters are at a disadvantage because they
already suffer from the impornt-substitution bias of trade protectionism (see Appendix D).

Foreign Investment Restrictions

Until passage of the Foreign Investment Act of 1991, the Philippines had one of the most restrictive
foreign investment regimes in Southeast Asia. Foreigners were prohibited or were limited toa
minority share in banking, natural resource development, utilities, and in almost every area of
activity that the government believed was being adequately served by Filipino investors. The one
general exception consisted in those enterprises that exported most of their output. That provision
contributed to the growth of the electronics and garment industries. It may have also been a factor in
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their "enclave” style of operation in which few of the inputs, other than labor, are produced locally.
in the past, the investment regime was certainly a factor in the country’s lack of competitiveness.

The 1991 Act fundamentally changed the legal framework and opened up an entire series of
sectors to foreign investment. This should contribute to a more efficient and competitive economy in
the future. (See Chapter 5.)

Trade Protactionism

The best measure of trade protection is the effective protection rate (EPR). Unlike the tariff, which
measures the additional markup a domestic producer might charge while remammg competitive with
a foreign manufacturer, the EPR takes into account the effect on local selling prices of domestically
produced products in competition with imports, of quantitative restrictions (QR), and of other
marketing barriers. It calculates the degree to which domestic value-added is protected by comparing
domestic and foreign prices of inputs with those of final products. Therefore, a 20 percent taniff
might be equal to an EPR of 30, 50, or even 75 percent depending on the circumstances.
Domestically produced exports may suffer negative protection because some of its inputs have to be
bought on the local market at higher than world prices. A combination of a high EPR on
“importables” and negative protection on “exportables” obviously inclines firms, whether locatly or
foreign owned, to sell domestically rather than abroad.

The object of the Philippine trade regime begun in the early 1950s was to promote import-
substitution industries. Through the extensive use of quotas and high tariffs, the trade regime caused
the manufacturing sector to provide very high effective protection for imports and negative or zero
protection for exports. The policy created serious distortions. Artificially making certain import-
substitution industries relatively more profitable through tariffs and quantitative restrictions has
made potentially profitable exports relatively less attractive. As a consequence, manufactured
exports have been highly concentrated in garments and semiconductors, which have enjoved
privileged access to foreign inputs at world prices, whereas other products that have to depend on
high-cost domestic inputs have had a more difficult time competing.

Agriculiure enjoyed lower but still high rates of protection except for the old traditional staples
such as sugar and coconuts and coconut by-products. Partly for the same reasons, exports from this
sector have largely stagnated and only a few new product lines have expanded significantly.

Trade reform has been on the policy agenda since the early 1980s but only made significant
progress after the change in government in 1986. The most urgent issue was the reduction of
quota restrictions because they were so extensive that tariffs became redundant in most commodity
categories. The elimination of tariffs would lead to more reliance on the market, foster competition,
and encourage the development of industries with a real comparative advantage to the extent that
tariff protection permitted. From 1986 to 1989, import restrictions on some 1,471 PSCC lines
{commodity categories) were lifted. This reduced the number of regulated items as a percentage of
the total number of PSCC lines from 34 percent in 1985 to 5.2 percent in 1991.

There are two ways to measure the effects of these measures. The first is the EPR described
previously. In Table 2-4, exportables are products that are mainly exported and importables almost
exclusively imported. The results of this table can be summed up as foliows:

+ There was a sharp reduction in import protection as a result of the elimination of QRs

between 1985 and 1988, but little progress between 1988 and 1991 except for machinery.

« Domestic production competing with imports still enjoyed very high protection in 1991, an

average of 50 percent for agriculture and 74 percent for manufacturing.
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Table 2-4. Changes in Effective Rates of
Protection, 1985-1990 (percent}
1885 1988 1681

Al sectors
Expostables -8 & -5
importables g7 75 70
Agncuture
Exportables -7 -1 -1
importables & 43 51
Marutacturing
Exportables - -5 -4
irpontables 102 i 74
Food
Bxportables -7 -1t ~11
importables 53 & 43
Toxties, Garments and FW
Exportablus g 8 3]
importables 338 12 88
Paper, rubber, esc.
Exportablas 18 -22 24
impoetabies 353 136 150
Basic metais
Exporiables -12 ] -15
impontabies 180 74 80
Machinery
Exportables (1 o ]

97 64 58

e A number of manufacturing subsectors continued to benefit from protection so high that mast
imports in these categories {e.g., paper, base metals) were essentially excluded.

« Exports throughout suffered from negative protection, i.e., value-added is lower than it
would be if some inputs were available at world prices.

For the period 1985-1988 another measurement of change is available from the Philippine
Institute of Development Studies Development Incentives Assessment (DIA). It shows that for the
whole manufacturing sector, the domestic resource cost (DRC} as a ratio to the shadow exchange
rate (SER) declined from about 1.7 in 1983 to about 1.5 in 1988, clearly an indication of an increase
in the overall level of competitiveness of the manufacturing sector. To illustrate further, the share of
establishments whose DRC/SER ratios fall between the range of zero and one (i.c., those with
allocative efficiency) rose substantially between 1983 and 1988, in terms of both value of output and
number of firms. In terms of value of output, the share of efficient firms increased significantly from
18.8 percent in 1983 to 39.5 percent in 1988. Furthermore, there was significant correlation between
the change in EPR and the change in DRC/SER between the 2 years.

%&mofcﬁidmyumdh%ﬁspmjeﬁhﬁcmﬁoofﬁedoms&cmw&{ﬁk@&&
shadow exchange rate (SER). The former indicates the value of domestic resources used to produce a unit of
net foreign exchange, whereas the Jatter indicates how society truly values foreign exchange. Thus, 2 ratic of
one, or less than one, indicates efficiency because the activity is using domestic rescurces, whose cost is lower
than the value of the net foreign exchange it earned or saved. The lower the DRC/SER ratio, the higher the
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CONCLUSIONS
Our conclusions on structural issues bearing on competitiveness at the end of 1991 are as follows:
« The Philippine peso, in relation to most of its competitors in East Asia, more

overvalued during 1975-1991.

« Labor costs were high enough to make Jow-skilled manufacturing relatively unprofitable and
therefore uncompetitive compared with some Southeast Asian economies.

» The Philippines was not atiractive in general as a site for foreign investors in the late 1980s,
and its investment incentive program made domestic market-oriented investments more
interesting than export projecis.

« Although the extreme protectionism of the carly 1980s, based on QRs, had been eliminated,
most industrial and agricultural activity remained shielded by high barners.



3. Implementation of SDP II

The object of the SDP 1l program was to develop a series of measures that the Philippines
government could put in place to improve the competitiveness of the country’s exports. Essentially,
the approach was 1o climinate barriers to the operation of market forces—barriers that the
government itself had put into place specifically or inadvertently. The tactic was to cither improve
the return to sales or reduce the cost of production by eliminating or modulating legal or regutatory
mechanisms that stood between the producer or trader and selling prices or the cost of inputs. All the
measures proposed in this project affected one or the other for those directly involved in exporting.

The project did not address the problem of the structure of protection and its effect on the level
of costs. It has been argued that the high levels of effective protection (i.e., tariffs, quantitative
restrictions, and barriers to entry) are a major reason why Philippine exports are not more
competitive. This issue was part of the conditionality of another USAID program as well as of a
World Bank loan.

The emphasis has been on the export of commaodities rather than services. The rationale was that
long-run growth potential is greater for goods than for services (¢.g., tourism}, but that in the mediom
term this may not be the case. We believe this rationale was correct.

The remainder of this chapter is divided into four sections.

« The first section, “Design,” summarizes the rationale and the mechanism chosen for each
area: liberalization of foreign exchange, improving the refund process for VAT and duty
drawbacks, and the influence of the SSI ¢n the retumn to small bank deposits. It also describes
what technical assistance was proposed to beip each of the implementing agencies carry out
its tasks.

 The second section, “Implementation,” describes what was done and how it compared with
the program proposals for both the policies and the technical assistance.

« The third section, "Technical Assistance,” describes the operation of the technical assistance
contracts helping participants carry out the projects.

« The fourth section, “Related Projects,” summarizes both aspects in other projects and
indicates their relationship to SDP 1L

DESIGN

Foreign Exchange Liberalization
In 1991, before the SDP I program was initiated, the foreign exchange market consisted of three
loosely related submarkets:

» The official interbank market, which produced a daily “reference rate™;

« A bank-customer market in which transactions took place at different prices loosely reiated

to the "reference rate”; and
» The parallel, or “black,” market.
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Because the commmercial banks were instructed by the Central Bank to balance their customers’
demand for and supply of foreign exchange with as little recourse to the interbank market as
possible, its volume was tiny and totally dominated by Central Bank intervention. For the same
reasoxn, their customer transactions, through rationing or special corunissions, created a range of
more depreciated effective exchange rates compared with the reference rate. The banks could not
influence the market by going long or short on dollars because they were required to keep their
foreign exchange assets and liabilities approximately in balance.

The most depreciated rate was in the parallel market, where residual supply and demand met.
The supply arose from overseas worker carnings, remittances, tourist exchanges, and unrecorded or
understated commodity and service exports. Demand came from the need to spend more on travel,
send more remittances, and pay for smuggled imports, as well as from capital flight.

The foreign exchange controls consist of two basic components: requirements to surrender
foreign exchange receipts, whether from eamnings, remittances, or capital inflow; and restrictions on
paymenis, remittances, and capital outfiow.

The rules were strict, comprehensive, intricate, and changeable. Just as the organization of the
exchange market was designed for Central Bank dominance, the administration of exchange controls
place it at the center of the system. In a regulatory framework requiring all receipts to be declared
and converted through the official market and all payments and transiers to be authorized, the
commercial banks were delegated relatively little discretion. They approved most import
transaciions and the small allowances for business and tourist travel but had to refer the wansfer of
profits, dividends, interest, royalties, and insurance to the Central Bank. Short-term investments were
difficult because both their receipt and repatriation had to be approved by the bank, meaning that the
exchange rate could change significantly while waiting. In short, participation in international trade
and finance was neither user-friendly nor inexpensive.

The Philippine peso was not fixed to an external standard and thus could be changed without a
formal devaluation. But it also was not govemned by a crawling peg where periodic, expected small
adjustments are made to compensate for a national rate of inflation superior to that of trading
partners. Technically, it was a floating rate but barely responsive to market forces because supply
and demand was heavily filtered by an artificial market and comprehensive exchange control
regulations. It moved essentially when the Central Bank thooght it appropriate.

An exchange rate affects the export and import of goods and services, the domestic price level,
and the cost of servicing, in national money, of foreign liabilities. Judging from its behavior since
1972, the Central Bank, when it has had the choice, has chosen to keep the peso as unchanging as
possible against the U.S. doliar. In other words, the Central Bank tended to be more concemed with
the rate's impact on inflation through the cost of imports and the consequences for public and private
finances of foreign debt than with any disincentive effect on exports.

In a world in which the dollar and other principal trading currencies are floating, and Philippine
inflation has usually been faster than almost all its trading partners, the tendency to cling to the dollar
has usually led, over time, to an effective appreciation of the pese and a loss of trading position
compared with its competitors in East Asta, and therefore, a balance of payments crisis. The peso
then has to be abruptly and steeply devalued against the dollar to restore the position and the process
begun again.

The proposed policies, put forward as conditions under the second and third ranches of SDP 11,
were designed to persvade the Central Bauok to dismantle its proteciive system so that market forces
were reflected more promptly in the formation of the exchange rate and the traumatic crisis avoided.

t was hoped that in this situation the exchange rate would be more realistic and contribute to a better

equilibrium in the balance of payments by promoting exports and discouraging imports.




The conditions were as foliows:

o Tranche2
—  Completing a comprehensive review of foreign exchange regulations,
~  Substantially expanding exporters’ foreign exchange earnings retention limits, and
—  Initiating off-floor trading among commercial banks.
e Tranche3
—  Broadening participation in the foreign exchange market and
—  Eliminating licensing of foreign exchange brokers and dealers.
The objectives of these five conditions can be summarized as follows: (1) broadening the official
interbank market so that commercially motivated transactions played a larger role and Central Bank
interventions 2 smalier one; and (2) liberalizing the exchange control system so that business could
react more quickly, more efficiently, and less expensively to economic signals.
To put this objective into perspective, two points are critical:

1. Athomghgohgfmdgncxchmgﬂibaaﬁmﬁmwmﬁdmabandmingmeﬂhe
Pﬁﬁppines’moﬁpmasiwwnﬂuim.ﬂ&mghtﬁ&ehavehemepk@d&i&tﬁt
postwmﬁﬁowof:he?hiﬁppm&eémingwﬁch&cfomandadmﬁﬁismﬁonaffmign
mcmgcmkwmm!mmmemmmwmﬁa,mgm
objmﬁvcofclhnhaﬁngmaf&cmkwmubmmﬁsage& Although the Ramos
administration and the new head of the Central Bank appointed in 1992 supported the goal in
gm-m,mymmmwmmﬁsamwmeB&km
prepared to comumit itself to, initially, was a "comprehensive review.”

2. UnﬁkcmyclmmgfmcmfmmmisgodwaSMWMUSAmMmﬂz
shared with other major donors. USAID was practically alone in emphasizing the importance
of the new policy. Although the IMF has traditionally sought to climinate restrictions on
current payments such as imports and repatriation requircments, its focus in its agreement
Mmthe?mﬁppm&hasbemm(l)mbﬂizethcmytmmghcm&smthcbwga
deficit, credit creation, and appropriate interest rate policy and (Z) manage and finance the
mefwmmmwmmmmmmmmwm
quota reductions and privatization.

Accelerating Value-Added Tax and Outy Drawbacks to Exporters

SDPHW&MWIW@@WT&XCMMMWW@:
One-Stop Shop. The objective of the OSS was to reduce to 60 days or fewer the processing time
req&mdforatlm%pacmtofcompiﬁed&nydmbackappmméﬁﬁpﬁmaf
completed VAT credit claims.

The rationale for streamlining the duty drawback and VAT credit systems is to provide exporters
amstahwﬁmwoﬁdmkm&m%ewmmmmm&ewm
competitiveness of Philippine exports by reducing the interest and transa hon charges associated
withthetmdulylmgpeﬁodofﬁmcﬁmkmmmomappﬁmﬁmfwmw«e&imfmm
taxes paid on their raw material and other inputs in the past.

Before the establishment of the OSS on May 8, 1992, four government agencies separately
processed exporters’ applications for duty drawback and VAT credit. The Board of Investments
(BOI)processcdtheuscoftaxereditanddmymmkef

« Direct and indirect exporters registered under the Omnibus Investments Code (Executive

Order 226),



+ “Internal exporters™ under the Order Regalo Program (Letter of Instruction 1355), and
e Local suppliers under the RP-US Military Bases Agreement.

The Bureau of Customs (BOC) attended to exporters’ applications for duty drawback under Section
106 of the Tariff and Customs Code. The Bureau of Internal Revenue (BIR), pursuant to Section 106
of the National internal Revenue Code, handled rebate claims of exporters for VAT paid on their
locally sourced inputs {including raw materials, supplies, and intangibles). Finally, as provided unde:
Executive Order 765, the Department of Finance administered the processing of duty drawback and
VAT credit claims of domestic manufacturers selling goods to foreign-funded government projects.

Although both the Tariff and Customs Code and the National Internal Revenne Code mandate
that the processing of rebate claims for duty and VAT be compieted within 60 days, many exporters
reported that actual processing time in these agencies was on average | to 2 years. As a result, the
input costs faced by exporters rose relative to their price in the world market because of

« The transactions cost associated with their compliance with the administrative and
documentary requirements and
« The cost of working capital used to pay the duty and tax on their inputs (for the period
between the time they paid said duties or taxes and the time they received their rebates).
It has been estimated that these costs resulted in implicit tariffs on imported inputs that are 9 to
20 percent higher than that implied by the nominal tariff rate. In turn, this high implicit tariff on

inputs gave rise to negative cffective protection rates on exportables.
The specific commitments made bry the government were the following:

« Tranche 2: effective operation of the OSS and the implementation of the procedures for the
prompt processing of 40 percent of the VAT credit claims of exporters, and

» Tranche 3: reduction of the length of the processing time of 80 percent of completed duty
drawback and VAT credit applications to 60 days or less for at least 3 months.

improving Small-Savers’ Access to Government Debt instruments

The SDP II grant agreement called for the adoption of an action program and the design of
mechanisms that would improve the ac.ess of small savers to government securities. This provision
directly supports the SDP Il policy objective of improving efficiency in mobilizing financial
resources. It was envisioned that the mobilization of additional savings by giving small savers access
to government securities, particularly in secondary cities and rural areas, would foster improved
management of public debt financing, including lower domestic interest rates on public debt.

Many studies have pointed out that small savers are largely limited to savings accounts that pay
low nominai mmm(abm&ipm}auiﬁﬁme&mgaﬁwmmm They are
effectively excluded from the government securities market beczuse it is open only to large, mostly
instinutional investors who buy Treasury, or T-, bills, the smallest denomination of which is P50,000,
through a limited number of authorized dealers. Thus, an earlier study suggested that the feasibility
of tapping the large potential pool of resources from small savers through the issuance of correctly
structured and marketed small denomination T-bills should be studied.

An additional benefit of such an initiative would be the increased competition gencrated by small
savers among government securities dealers and the . oncomitant reduction tn the yields on
govermnent securities. Interest payments on domestic rublic sector debt are the largest single
expeudditure item in the national government budget, accounting for roughly 23 percent of the
national budget in 1987-1992. Moreover, in 19901991, the average interest rate on T-bills was
high, exceeding 20 percent for 91-day biils.



In view of this background, any reduction ir. the average T-bill rate would tend to reduce the
national government deficit and, consequently, benefit private investments. A reduction in the
average T-bill rate could also force bank interest rates down, benefiting exporters in need of local
financing. These effects form the rationale for the SDP 1I policy reform in financiaf resource
mobilization.

The specific conditions were the following:

+ Tranche 2: the adoption of an action program for improving the access of small savers to
goveromer! securities; and
« Tranche 3: the design of mechanisms to allow small savers access to government securitics.

IMPLEMENTATION

This section summarizes the progress of each component of the reform program and determines the
degree to which the measures taken conform to their respective goals.

Foreign Exchange Liberalization

Foreign exchange liberalization can be divided into three parts:
« Broadening the interbank market,
o Liberalizing exchange restrictions for business and individuals, and
e The role of USAID.

Broadening the interbank Markst

The Philippine Dealing Sysiem (PDS), an electronic moritor listing quotations and transactions, was
created in April 1992. It ties together all the traders, giving them, along with nontrading subseribers,
an up-to-the-minute picture of markut dweimmthrwghamthcbwmsday Technically, the
Philippine foreign exchange market is now entering the stage at which better deveioped markets in
other countries have been for some time. The trading "floor™ that had been opened for only 36
minutes per day was closed in August 1992, As a result the "reference rate” is the weighted average
for daily trading in the PDS. In 1994, Citibank/Manila developed 2 local dollar-clearing system to
substitute for the eatlier arrangement of clearing in dollar/pesc transactions in New York. This
reduced exposure to credit and exchange nisks from several days to several hours.

All restrictions on the sale of foreign exchiange by nonbank institations were lified, and all
licensed banks may operate as Authorized Agent Banks (AAB]) in foreign exchange trading. The
only requirement for nonbanks is a municipal business license. But the participants in the official
mtabankmmkﬂmam!mﬂed&thembasof&cﬁmkm&mm&maﬁh&?h&w
(BAP), the organization of which manages the market BAP has resisted opening
of the lack of reciprocal credit lines with nonbanks. The membershi hase@medby4 mma
total of 35 since 1992, because some savings institutions have converted to commercial banks and

account for more than haif the vohmme.

The market has also widened, nevertheless, with the entry of investment houses, finance
companies, and some former bankers who have contacts and knowledge of client requirements and
believe they can make money from arbitrage. These new entrants compete for the clientele that



previously had to deal with banks—but now they have a choice. Although they are relatively small
and tend not to take positions in foreign exchange, their presence has forced banks to establish
brokers to compete. The bank-owned brokers are now the major players in the brokering segment of
the nonbank market. The best indication that the market offers new opportunities is the
establishment in Manila, in March 1995, of a London-based broker.

There are, of course, large foreign exchange dealers, as well as the ubiquitous street correr shops
that opcrated in the parallel market before the liberalization reforms. On the one hand, both these
ncnbank intermediaries must now compete more strenuousiy with the banks for overseas worker
remittances as a resuit of the reforms. On the other hand, the reforms also allow foreign exchange
dealers te compete with the banks for the repatriated earnings of exporters. Because of continging
Central Bank restrictions on the way banks make payments in foreign exchange, the nonbank market
still commands a nomira! premium (as of early 1995). The nonbank market also avoids the
docurnentary tax on transactions levied in the bank market.

Greater competition between the banks has brought down commission rates from 1 peso (100
besis points) between bid and offer on the interbank market to 10 basis points currently. In the bank—
customer market commissions have dropped from 25 to 15 basis points. Commuissions that averaged
30 basis points in the old paraliel market have been reduced to 10 cusrently.

To sum up, the market is broader, more competitive, and more immediately susceptible to the
forces of supply and demand. However, the principal traders are still a smail number of banks, either
in their regular capacities or through their nonbank companies.

Liberalizing Exchange Restrictions

The changes in the exchange control system ars more sweeping. An earlier report by Nathan
Associates lists the specific measures that were taken from January 1992 to April 1993.° The current
state of the exchange control system is described in Central Bank Circular No. 1389 of April 18§,
1693. Since then it has been shghtly modified, but not significantly altered, by a number of decisions
of the Monetary Board (chaired by the governor), which is the ultimate anthority on this subject.

The peso is now de facto convertible for all current transactions, namely, exports and imports of
goods and services, the payment and receipt of interest, end salaries and remittances. This means that
any foreign exchange received as a result of these activittes may be retained in that form or
converted depending only on what the holder wants to do. For purchases o« foreign exchange,
however, the Central Bank regulations distinguish between bank-customer and nonbank-customer
transactions. Bank—customer transactions need justification-—for example, the payment for an
import, a reguircment for a remittance, a “reasonable™ amount for travel—whereas in the nonbank
market there is no specific documentation or limits.

There continue to be extensive restrictions on capital movements, with two exceptions: {1}
foreign loans and portfolio transactions of iess than ! year's duration and (2) foreign divect
investment, which need only be registered because the Central Bank continues to make the same
distinction referred to in connection with current payments—that is, the repatriation and servicing of
foreign invesiments and loans can draw on the banking system’s foreign exchange only if it
originated in 2 transfer that passed through and was registered by a bank. Although foreign investors
need not register, appareatly they all do.

3Me:ziforing and Assessment of Tranche 3 of the Philippines Suppert for Develapment Progrem II,
Kathen Associates and Louis Berger Internatiopal, August 1993,



As part of its responsibility for management of the external debt, the Central Bank requires prior
approval for borrowing by the public sector as well as any private borrowing that benefits from a
public guaranty and all borrowing with maturities greater than 1 year.

Outward investments by Philippine residents that require purchases of foreign exchange from the
banking system are also regulated. However, the automatic limit is now $6 million, which is fairly
substantial by local standards.

Roie of USAID and Outiook for Current Policy

The Mission's strategy for reform has two aspects: (1) encouraging greater liberalization and (2)
providing technical assistance wherever necessary to implement specific measures. The latter is
discussed later in the section "Technical Assistance.” The positive gap between the comprehensive
achievement of exchange control liberalization and the generalized nature of the commitments is in
part the result of the patient negotiations of the USAID project officers building un the success of the
first step as well as the dedication of Philippine authorities to the policy.

What is the outlook for continuation of the current policy, which represents 2 fimdamental shift
from the orientation until 19927 The Philippines has had other episodes of liberalization since
independence in 1946, but all succombed to balance-of-payments crises. The last episode occurred in
the early 1970s when restrictions were light, foreign investment was being encouraged, and there
were many foreign brokers operating in the exchange market. These liberalization eflorts ended with
the balance-of-payments crisis caused by the worldwide surge in oil prices later that decade.

To date no balance-of-payments problem has arisen to plague the most recent liberalization
program, mainly becanse the new program began, in large part because of its success in diverting
camings back into official channels and attracting new sources of foreign capital. But as economic
growth picks up, the current account deficit can be expected to widen again and place new pressures
on the Central Bank.

Alhough no definitive forecast is possible, the probability is that liberalization will continue
hecause

I has been very effective in azgmenting the country’s foreign exchange resources;

It fits well with the president’s overall economic policy;

The Philippine government is negotiating with the IMF to give the Philippines Article VIIL
status, which carries with it recognition by the IMF, the authority on this subject, that there
are no exchange restrictions on current transactions; and

« Although the legal apparatus of exchange control remains in place, the number of personnel

assigned to enforcement has declined from 550 to 100.

It is clear that the authorities, by virtue of their connection with the IMF, do expect to make the
policy permanent. Once they do so their prestige and credibility would be involved in keeping it
permanent. Nevertheless, by documentation requirements over payments and controls over capital
movements and other reports required from the banks, the authorities cau follow very closely what is
happening and retain the option to reimpose controls if they thought it necessary.

To sum up, our conciusion is that

« The interbank market is much more open to market forces and is more competitive
was in 1991; and

+ The liberalization of foreign exchange controls has been more extensive than required by
SDP 11 conditions.




In fact, the way the Central Bank has entered into the spirit as well as the letter of the prograin
has made it a principal element in the president's economic policy of opening the Philippine
economy to foreign mvestment.

More Efficient Processing of Tax and Duty Refunds by the One-Stop Shop

On February 7, 1992, Philippine President Corazén Aquino issued Administrative Order (A0} 265,
creating the Interagency Tax Credit and Duty Drawback Center, or One-Stop Shop. The purpose of
the OSS was to facilitate the processing of applications for duty drawback and tax credit that were
then handled by various agencies, namely, BIR, BOC, BOI, and Department of Finance (DOF}. AO
266 mandated the OSS to issue tax credit centificates (YCC) within 30 working days of the date of
acceptance of completed applications for duty drawback and tax credit.

The OSS formally started operations on May 8, 1992. The audit and verification division of the
OSS, which is responsible for the actual processing of duty drawback and tax credit claims, is
divided into four groups: the Duty Drawback Group (or BOC group), the Investment Incentives
Group (or BOI group), the Tax Refimd Group (or BIR group), and the Goverrment Transactions
Group (or DOF group).

In the 32 months between May 1992 and December 1994, the OSS performed well, reducing
significantly the processing time for duty drawback and VAT credit claims. During this period, the
OSS issued 6,580 TCCs worth P10.5 billion. On the average, the value of tax—duty rebates given:
represented 6.3 percent of the value of associated export receipts {(see Table 3-1}.

At the same time, the OSS made significant gains in expediting the processing of duty drawback
and tax credit applications. From May 1992 to December 1994, the average processing time of
saims for duty and tax rebates at the OSS was reduced to 23.3 days in 1992, 29.3 days in 1993, and
26 days in 1994, compared with 1-2 years in the period before its operation (see Table 3-2).

Of the TCCs issued in 1992-1994, 99.3 percent were processed within the OSS's own target of
30 working days from the date completed applications were received. Moreover, processing of the
remaining 0.7 percent of TCCs was completed within the SDP IT's target of 60 working days. Thus,
0SS met the letter as well as the spirit of the performance indicators under Tranches 2 and 3.
Although the data presented here show accomplishments of the OSS up to the end of 1994, the Third
Tranche Monitoring Report (Nathan Associates 1993) indicates that the Philippine government had
fully complied with the SDP I performance indicators on the OSS as early as June 1993.

Table 3-1. Number and Value of TCCs Issued by the 0SS,
May 1992-December 1994

Ratio of Grotip:
Vaiue of TCCs Valve of Exports Value of TCCs 10
Number of TCCs {miion pesos} {miliion pesos) Value of Exports

BOI Growp 4707 4330 68546 638
"5 415) (414)

BOC Growp 1,471 5.666 53815 1113
(24) (54.2) (306}

8iR Group % rn 45470 0.60
6.0 {26} (27.3)

DOF Growp 76 1378 1,676 823
{12) (1.3} (1.0}

Total 6,580 10457 165,608 628

Note: Numbers in pasertheses represent parcentage shares of totals.
Source of basic data: OSS.



Tabie 3-2. Age of TCC lssuances for Non-VAT Claims,

May 1382-December 1894
Number of Days 1o Process 1982 1953 1994 19921994
Fewer then or equal 15 30 1032 2635 2553 821
(99.5) {88.2) {98.2) {89.3)
316l 5 21 x 45
{5} 0.8} {08 o
bore then 60 0 134 g ¢
{0.0) (@0} {0} (6.0}
Total 1,037 2.646 2373 £.256
Average number of days 1o prmcess B3 283 89 62
Nota. Numbers in parentheses represent percentage shares of iotals.
Source of basic data: OSS.

In August 1991, the BIR issued Revenue Administration Memorandum Order (RAMO) 3-91.
The intent of RAMO 3-91 was to speed up the processing of exporters’ VAT credit claims filed with
the VAT Division of the BIR. The order prescribed guidelines on the issuance of tentative TCCs
equivalent to 40 percent of the amount being claimed by zero-rated or effectively zero-rated VAT
payers within 20 working days of the scheduled test-checking of ZG percent of the input taxes paid
and 20 percent of the export sales reported. The TCC for the remaining 60 percent of the amount of
VAT credit being claimed is given when the full audit is completed.

The BIR began implementing RAMO 3-91 in February 1992 However, VAT payers were given
the option of choosing to have their claims processed under either RAMO 1-91 or RAMO 3-91 4

When the OSS was established, the processing of applications for tentative tax credit certificates
{covering 40 percent of the claim) under RAMO 3-91 was transferred to the OSS. However, VAT
Division of BIR continued to administer applications filed under RAMO 1-91 and the full audit
before the release of the remaining 60 percent of the claims filed under RAMG 3-91.

There was some evidence that taxpayers prefer to apply for their VAT credits under RAMO 1-
91. In the year between May 1992 and April 1993, the OSS received only 36 applications for VAT
credit under RAMO 3-91. In contrast, the VAT Division received 86 applications in the 3-month
period covering January-March 1993. This was traced to the refuctance of taxpayers to subject
themselves to audit twice under RAMO 3-91 when RAMO 1-91 required only a single audit.

Scrutinizing the length of processing time of VAT credit claims at the VAT Division, it was
observed that although 97.3 percent of the 75 TCCs issued in January—March 1993 were processed
within 60 working days of the date the last required document was received, only two TCCs were
completed within 60 working days of the date of the issuance of the Letter of Authority to audit. In
fact, it took the VAT Division 294 days on the average (figured from the date of issuance of the
Letter of Authority) to process the 75 TCCs in question.” From this information, it was unclear
whether the specific requirements of the Tranche 3 performance indicator for the VAT credit system
had been met as of June 1993.

In response to this problem, the Philippine government, specifically the DOF, undertook
remedial measures. It transferred the evaluation of direct exporters” applications for VAT credit from
the BIR to the OSS effective October 1, 1993. At the same time, the BIR issued RAMO 2-93, which

“RAMO 1-91 govemed 2ll applications for VAT credit claims before the issuance of RAMO 3-91_ Under
RAMO 1-91, the TCC for 100 percent of the approved amount of VAT credit claim is awarded only afiera
ﬁ:!!audltxscomp!eted.

mmﬁmmmmmofmngATBmsmmss
traced to the down-time involved when the BIR does not work on the application while waiting for the
taxpaver to submit additional documents.



prescribed the guidelines for the processing and issuance of TCCs for VAT credit claims filed at the
OSS.
RAMO 2-93 streamlined the two-step processing mandated in RAMO 3-91 by

Introducing a one-step, fuil processing of VAT credii clatms;

Not requiring a Letter of Authorisy issued by the BIR Commissioner before the audit of the
claim;

Simplifying the evaluation reports to be prepared by the examiners;

Reducing the number of reviewers from 7 to 5; and

Reducing the number of signatories on the TCCs from S to 2.

These changes represent significant procedural improvements in shortening the time required for
VAT credit claims.

Between October 1, 1993, and August 31, 1994, the OSS received 470 applications for VAT
rebates worth P584.7 million (see Table 3-3). By the end of this period, 296 VAT credit claims
worth P350.4 million had been accepted (i.c., checklisted and found to have comiplete
documentation) and 70 of these applications have been issued TCCs worth PE8.8 million.
Conversely, three claims worth P0.6 million were denied during this period.

Table 3-3. Status of Applications for VAT Credit,
October 1, 1993 4> August 21, 1394
Numberof  Amount of Claims
Claims (million pesos}

Processed 128 1833
Signed/Relagsed 70 838
Deniad 3 06
ReportedFor 13 414
For Report 2 525
in Process 158 167.1
Feld Acdit €6 £20
Olfice Audit 102 120.1
Subixal 296 3564
Fled/Under Checidisting 174 2343
Total 470 584.7
Source of basie data: OSS.

For the periods ending April, May, June, and July 1994, more than 90 percent of the applications
that were approved or denied were completely processed in 60 or fewer working days. However, in
August 1994 the OSS's performance registered a slight deterioration. Thus, for the period ending in
August, only 88.2 percent of the VAT credit claims that were approved or denied were processed
fully within the prescribed time. Thus, it is apparent that the OSS had complied with the Tranche 3
VAT credit indicator by August 1994,

The slowdown in the OSS's pace in August resulted from constraints on the sustainability of 0SS
operations. These constraints were primarily rooted in the staffing, budgetary, and procedural aspects
of the OSS. However, the issuance of AQ 138, which makes the OSS a permanent unit of the DOF,
augurs well for its continued good performance.

Reducing Debt Seevicing Costs by Mobilizing Small Savers
On June S, 1992, the Secretary of the DOF signed 2 Department Order creating the Interagency
Committee on Small Savers Instrument (IACSSI) to manage the implementation of the Small Savers
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Instrument Program. The Department Order also implicitly approved the action pian (largely on the
basis of a study supported by the Technical Support Component of SDP II) for improving the access
of small savers to government securities.

There were indications that in early 1993 the DOF planned to pursue the issuance of SSIs in the
second half of that year. For instance, the 1993 financing program prepared by the Bureau of
Treasury during this time contained an entry of P1 billion from SSIs. However, when Secretary
Emest Leung assumed office in June 1993, he raised four reservations conceming the use of SSIs:

1. Security of marketing, holding, and redemption of the instrument;

2. The financial feasibility of SSIs in view of the decline in T-bill rates in 1993;
3. The appropriate denomination of the bond; and

4. The appropriate means of marketing and distribution of the SSL

With regard to the financial feasibility of the SSI, for the government to benefit from the issue,
the gap between the interest rate paid to purchasers of SSIs and the T-bill rate should be large
enough to yield savings in interest payments that are greater than the cost of issuing the SSIL From a
cost-benefit analysis conducted along the lines suggested by the SSI study, it was found that the cost
of issuing SSIs would bave exceeded the interest savings from doing so given the lower T-bill rates
(12.5 percent) and the rate of inflation (8.3 percent) that actually prevailed in 1993—1994.
circulate among unsophisticated investors, creating the danger that counterfeiting might become
widespread and destroy the credibility of the paper. Whatever the mix of reasons, the project was
suspended.

Our carlier assessment (see report on Tranche 3 rmplementation) was that a good faith effort had
been made and that the Philippine government should not be penalized under the circumstances for
not proceeding with test marketing.

me:mlmem&cxﬁngwmwmmcmmwaamoﬁe@mg&&mm
costs is what time horizon to employ. The official can be justified under the current circumsts :
but over a longer period he or she may not be. hmmwemznﬂlymmupaﬁmmmimaﬁ:m

distribute and service a small denomination security, but it may be worth it as a long-term project
because

« Inflation and high interest rates in the future cannot be ruled out in view of the country’s
history;

« If the sccuritics prove successful, the initial costs can be amortized over a long period; and

» [Ina country with a very undeveloped financial system outside the major citics, a Treasury
security may be the best vehicie to aftract savings.

TECHNICAL ASSISTANCE
Technical assistance was provided in four areas:
Assisting the Central Bank in managing the expanded interbank foreign exchangs market,

Streamiining tax and duty refunds,
Establishing a small savers instrument, and

PN
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Foreign Exchange Market Management

Assistance to the Central Bank consisted of providing computers and associated help to enable the
bank to monitor the expanded market. In addition, the bank (1) sent three officials to a seminar in the
United States to broaden their perspective on economic and trade policies that relate to foreign
exchange and the exchange rate and (2) financed an assessment of the Philippine Dealing System.
The bank believes that the help it received was effective in facilitating its new role in the foreign
exchange market. However, according to the head of the Research Department, the emphasis on
monitoring the forcign exchange market meant that the bulk of computer support went to the
operational division doing that work. His department feit shortchanged as a result. He hopes for more
support under the more recent agreement between USAID and the Central Bauk to strengthen the

capabilities of the new Central Bank, on the basis of its position as one of the best sources of
economic data in the country.

Streamlining of Tax and Duty Refunds
The OSS and the VAT Division received various types of technical assistance during SDP H.

1. The OSS acquired four personal computers under the Technical Support Component (TSC)
in the early part of SDP I1. This assistance was deemed to be particularly timely because it
came when the budgetary and logistics support to the OSS from the government was still
uncertain.

2. Senior officials of the OSS were sent on a study tour of the agencies handling duty and tax
refunds to exporters in New Zealand, and the Chief of the VAT Division of the BIR went to
Indonesia with SDP II support tc observe VAT administration there.

3. The TSC funded a study on the management information system requirements of the OSS.
Both the VAT Division and the OSS received technical advisory services on the needed
procedural improvements in processing duty drawback and VAT credit claims.

4. A number of seminars attended by OSS personnel were sponsored by the TSC, namely, a
strategic planning workshop, 2 team-building workshop, a strategic review seminar, and a
VAT strategic management seminar.

Establishment of Small Savers Instrument

A study on small savers instruments was undertaken under the technical assistance component of
SDP 11. The objectives of this study were to

o Devise a workable way to further the mobilization of small savings, particularly in secondary
cities and rural areas;

« Provide a positive real rate of return on savings;

« Encourage the promotion of a savings mentality; and

« Make available to the government a new poo! of funds that could be used to finance the
public debt at rates iess than those of T-bills and with a tezm of more than one year.

The study identified the following minimum sequential action plan for the issuance of small
savers instruments:
1. Appoint a relatively senior official who has relevant experience with countrywide
responsibility and full authority to oversee the project;



2. Choose two test markets for conducting controlled experiments, one a secondary city and the
other a frontier city;

3. Use the following institutions as testing institutions: the post office (in both Cebu and

General Santos); VICTO, a federation of cooperatives in Cebu; a selected rural bank In

General Santos; and a selected commercial or thrift bank in Cebu;

Establish the interest rate and front-ead discount;

Design the mechanics of the small savers instrument;

Identify and define the distribution system;

Identify and define the audit and control procedures; and

Identify and appoint a team to design and oversee the implementation of an educational

promotion program.

As mentioned earlier, the IACSSI generally agreed to the recommendations of this study.
Although there were indications that the Philippine government seriously considered the use of SSI
on experimental basis in early 1993, lower interest rates prevailing from 1993 onward prompted % to
reconsider the financial feasibility of the SSI. Thus, no SSI test marketing was conducted.

%N A

improvement of Management information Systems

Improvements in the management information system at OSS were noted earlier. The situation at the
National Economic and Development Aunthority (NEDA) was different and more complex. The
management information system was to be improved to let NEDA and DOF monitor closely a whole
host of factors and events that could affect the progress of exports. The contractor chose to interpret
this mission as revolving around the Philippine Institute of Development Studies’ (PIDS) forecasting
model. it took credit for modifications in the model that it felt were sufficient to establish the
monitoring system. NEDA objected that the changes to the model had already made before the
contractor had begun work and that the modcl alone was insufficient to improve the monitoring
system to the point at which NEDA wor!Z consider it to be sufficiently vseful to do its work.

RELATED PROJECTS
Two other projects relate to the areas of policy reform under consideration here: A1D.'s Private
Enterprise Policy Support (PEPS) program and the World Bank Economic Integration joan.

ALD. Private Enterprise Policy Support Program

The major purposes of the $79 million PEPS grant in balance-of-payments support were to assist in
the implementation of reforms for tariff reduction and restructuring and to encourage foreign
investments by limiting the excluded categories and liberalizing foreign equity participation. The
grant was scheduled to be disbursed in two tranches of $39.5 million each, originally to be
completed in 1991 and 1992, each tranche conditional on progress achieved in the specified reforms.
Monitoring, evaluation, technical assistance, and policy studies in pursuit of the same goals was also
provided in the amount of $828,000.

Two scts of objectives were included in the grart agreement entered mte by A.LD. and the
Government of the Philippines in August 1991:

e Encouragement of Investments—ito stimulate forcign mvestments by clearly specifying
areas in which foreign equity investments are limited, and by liberalizing foreign equity
participation for the other areas, including export-oriented ndustry; and
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« Zariff Reduction and Restructuring—to encourage imternational competitiveness and
improve taniff administration by reducing the average protection in the economy, improving
the protection structure, and simplifying the tariff structure.

During Tranche 1, actions taken in accordance with these taniff and investment objectives
included (1) a tariff reduction and liberalization program implemented with the issuance of EO 470
and EO §; and (2) a new foreign investment law passed by Congress and implementing rules and
regulations issued with provisions compatible with the agreed policy objective.

During Tranche 2, although the grant was scheduled to be fully disbursed in 1992, actions taken
by the Philippine government that year were setbacks to import trade reform, and payment of the
grant was delayed to enable new measures to be taken. Specifically, the first of two actions that
USAID/ Manila judged to be contrary to the spirit and letter of the agreement was the passage and
implementation of the Magna Charta for Smal! Farmers, which greatly increased the import duties
on several agricultural products. The second action was the globalization of a new “home
consumption valus” (HCV) method (see next section, "World Bank Economic Integration Loan™} of
calculating the value of imports, which in effect increased the average protection in the economy,
offsetting tariff reductions made under EC 470.

Because the last two actions were not medified, $15 million of the PEPS grant was deobligated
and not transferred as scheduled.

World Bank Economic indegration Loan
In the last several years a series of loans have been made by the International Bank for
Reconstruction and Development (IBRD) as part of the internationa! donor commumity’s broad
Structural Adjustment Program for the Philippines. In particular, the World Bank's $20¢ million
Economic integration Loan (EIL), concluded in 1991, was the most recent IBRD project that clearly
linked conditionality to 2 number of broad ecoromic policy reforms and targets. The broad
objectives were (1) the strengtheaing of the country’s industrial base by fostering trade regime
reforms and (2) increased domestic and foreign invesiment to achieve export-oriented economic
growth in the pattem of the so-called Asian Tigers. This IBRD loan was matched by a loan of $200
million from the Export-Import Bank of Japan, linked to the same objectives.

The major policy objectives related to the EIL have been

Improved macroeconomic management to foster a more stable business climate,

Broad reduction in import duty rates,

Reform of the customs valuation system,

Reduction leading to elimination of reliance on import quotas,

Reform of BOI and investments laws and regulations to focus on investment promotion
rather than regulation and to encourage foreign direct investment, and

» Privatization of the state-owned sector and maritime and land transport reforms.

The first tranche of the EIL, $160 million, with a similar amount from Japan, was extended in
1993 following an initial set of reforms related to the criteria listed carlier. The concluding tranche,
$40 million, has been released by the IBRD and should be paid out shortly, as will the remaining
Japanese government credit. The IBRD acknowledged that the governiment has not yet fully satisfied
the criteria, particularly with respect to trade liberalization and the home conswmption value (HCV)
method of customs valuation. However, with the Philippines’ adherence to the Uruguay Round

agreements, including participation in the new World Trade Organization (WTQ), thereisa
commitment to further reduction of tariffs and quotas and abandonment of HCV gver the next
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several years. The EIL is anticipated to be the last of the broad structural adjustment loans by the
Bank 1o the Philippines.

IMF Extended Fund Agreement

In 1994, the IMF agreed to an extended fund agreement providing for phased disbursements through
1997. Although the monetary and fiscal targets are the primary objectives, the accord also calls f?r
continued progress in the reduction of tariffs after 1995 and the eventual elimination of quantitative
restrictions.



4. Economic and Policy Impact

The purpose of this chapter is to measure the economic and policy impact of ths SDP II program. We
will examine both the effect of specific economic variables (such as the exchange rate, exports, and
growth) and the way in which policies related to export competitiveness are conducted. We can
approach this measurement problem from two perspectives:

1. Measuring the impact of the transfer of resources provided for by the grant, and
2. Assessing the economic impact of the policy reforms acually implemented.

The first perspective was important in the evaluation of the first SDP program because almost
four tirnes as many dollars were spent in one-half the elapsed time. For SDP 11, however, the effect
on the overall Philippines economy (853 billion GDP in 1992) of the expenditure of $60 million over
3 years is more difficult to trace. Nevertheless, some resulis are included in the following discussion,
along with other conclusions of the simuiation.

Our impact analysis will be conducted mainly from the second perspective, that is, assessing the
impact of the policy reforms that were implemented. This analysis will employ two techniques. The
first technique is to examine the sectoral impact, iliustrated to the extent possible by statistics.
Examples would be the behavior of the interbank exchange market or the improvement in the return
to exporters brought about by the One-Stop Shop (OSS). The second technigue is to make use of the
PIDS-NEDA Macroeconomic Model to provide simulations of the potential effect that SDP I
policies could have on growth, the balance of payments, and the rate of inflation.

On the basis of this analysis, an assessment of overall impact is made along with order-of-
magnitude estimates of the costs and benefits of the SDP H program.

IMPACT OF POLICY CONDITIONALITY
Foreian Excl Liberalizati
The impact of this program, which was the principal condition attached to SDP 11, has been evident
in the balance of payments, the volume of transactions in the interbank exchange market, the Central
Bank's intervention policy, and exchange rate behavior.

Table 4-1 sums up the principal elements of the balance-of-payments current account. The
economic backdrop is the resumption of Philippine growth in 1992 and 1993, culminatingina §
percent increase of GNP in 1994. At the same time, the Philippines’ principal export markets, the
United States, Europe, and finally Japan, were also reviving.

On the one hand, the elimination of most restrictions on current receipts, payments, and short-
term capital movements, aided by growing political stability and relatively high internal interest
rates, led to a major increase in invisible receipts, inward portfolio investment, and a general
preference for peso over dollar assets. On the other harnd, the consequent upward pressure on the
peso resulted in higher appreciation than would have occurred under the old regime of restrictions,
even despite the Central Bank's interventions to stem the tide.

Trevicus Pomm M ewm?s



Table 4-1. Curreni Account ($ billion)

1861 1992 1993 1894
Exports 88 68 11.4 134
kmpons 121 145 176 2.3
Trade balance -32 47 -2 ~79
Invicible receipts 58 5 75 108
nvisible payments 4.3 -4.6 -£3 66
Balance of invisibility 14 29 22 38
Net ranslers 13} 08 6.7 68
Currertt acoowrd balence -1.0 =10 «3.3 -3.1
S Esimated on the basis of 11 months' data.
Source: Certral Bank.

We have not attempted to disentangle the effects of liberalization from the economic conditions
in which it took place. The fact that the authorities were carrying out 2 stabilization program that was
keeping interest rates high, restraining inflation, and depressing growth and the demand for imports
would by itself have improved the balance of payments and reduced the gap between the official and
black-market exchange rates in 1991-1992. Exchange contre! liberalization bolstered confidence.
This positively affected expectations and made the peso relatively more attractive, compared with
the doliar, than it had been—not only temporarily but for the longer term. The supply of doliars in
the black market increased, and demand fell. The gap disappeared, making most transactions official.
By 1993 the stabilization policy had relaxed and demand for foreign exchange increased; however,
inward capital movements, stimulated by liberalization, continued.

In addition, the role of interest rates as an independent force has been exaggerated. Most
invisible current receipts, such as the repatriation of overseas earnings and tourist spending, are not
particularly sensitive to relative interest rates. In addition, Philippine interest rates are always higher
than those in the principal money markets. When interest rates are important, as in the case of short-
term capital movements, liberalization made it possible for the first time to arbitrage and take
advantage of the gap. Even then, much arbitrage would not have taken place without the combined
effect of the inflow from all sources and policies giving the arbitrageurs the expectation that
exchange-rate risk was low.

Therefore, we believe that the impact of liberalization can be measured by looking at changes in
invisible receipts and capital movements whose magnitude allowed the country to reswene a
respectable rate of growth without suffering from a balance-of-payments crisis. For example, with
respect to invisible receipts, the improvement was sufficient to offset $3 billion of the 35 billion
deterioration in the trade balance between 1991 and 1994 {sce Table 4-1 for details).

The two most important items in the category “invisible receipts™ are “wages and s~laries” and
“tourism." To a large degree, althouzh no accurate quantitative measure 1S possible, the increase
represents the fact that the large number of Philippine workers abroad are using banks instead of the
parallel market to send home their camings. As the banks have extended their services overseas and
workers have realized that official channels are more reliable, this trex d has continued. There has
also been a substantial increase in the number of workers abroad.

Tourism receipts, for which the statistic: of arrivals is more reliable, are affected both by
increased numbers and by the use of the official market now that the premnium in the paraliel market
has disappeared. These two types of carnings, in addition to personal remiitances, added $1.3 billion
to receipts from 1991 to 1994, Withdrawals from Foreign Currency Deposit Units (FCDU) represent
all types of current earnings that were deposited first into dollar accounts before being converted into
pesos. The FCDU accounts allowed legal hiolders of foreign exchange, wiho were in the past non-




residents, to defer conversion of their dollars when it was preferable. The much larger volume of
conversions since 1992 is an indication that expectations of peso depreciation had diminished.

The most significant short-term capital movements are portfolio investments. The freedom afier
¢arly 1992 1o move in and out of the treasury-bill and stock markets inspired large-scale arbitrage
between relatively low dollar interest raies and the higher peso returns as well as increased purchase
of local stocks. This is a trend that can be seif-reinforcing, that is, an inflow tends to cause the peso
to appreciate, making past inflows even more profitabie. This can attract more inflows from
investors who expect the trend to continue. But even when the peso was depreciating in 1993, capital
inflow in these categories continued to gather strength.

In the long term, the rapid growth of foreign direct investments after 1992 in part reflects the
advantage of having a more market-oriented exchange rate, but it also reflects fewer restrictions on
the type of investments permitted in the 1991 investment act, as well as greater political stability.

Although the new exchange control regime has made Philippine investment abroad through legat
channels much easier, it has also encouraged the repatriation of Philippine investments abroad, a
trend that only became important in 1994. It is striking that while forsigners were investing in
Phitippine securities, Filipinos were using their new freedom—up to $6 million without special
authorization—to buy foreign currency—denominated securities.

The net quantitative result of both the improvement of current invisible earnings and the increase
in capital inflows by 1994 is an increase of $4.5 billion, or more than a doubling of the 1991 level.
This inflow has enabled the Philippines to finance a much larger trade deficit (see Table 4-2).

Wages ard sadaries 1,549 222 2276 2940

Personal remittances 320 as 3t 434
Towrism 57 843 1,178 75
FDCU withdrawals” 865 1,263 1,680 2855
Subtotal 3415 4,744 5445 7,204
foreign portfolio investment 227 366 g 3037
Foreign portfolio disinvestmant -102 411 ~1,360 2083
Subtotal 3 255 a7 944
Foreign diroct investment 130 23 324 &z
Reinvestad samings 34 2 43 25
Subtotai 184 2re arr 827
Philippine portfolio invesiment -5 -115 -1, 061 ~1,335
Phiiippine direct investment - -8 -106 ~&t
Rmiﬁd Philippine invastment 15 P4 112 852
-2 108 -1,05¢ ~T44
TM 3.608 5165 5.665 8051
“&:mw on the basis of 11 months’ data.
©347/547 doliar amounts.
a smal amount of foreign direct investment.
Source: Central Bank.

Table 4-3 summarizes the evolution of the interbank market since 1991, the year before the PDS
was established. First, as was hoped, the volume of transactions has risen sharply. More important,
transactions by commercial banks have risen from $10 million a day in 1991 to $50 million 2 day in
1994. Central Bank intervention remains important, but the rate is now formed by the interaction of
the commercial banks and the bank rather than being dominated by the bank.

By international standards, the volume of transactions is still very small. Speculative inflows and
ovtflows of $100 or 200 million can destabilize the market and require Central Bank intervention.



Table 4-3. Transactions in the Interbank Foreign Exchange Market,
19511994 ($billion)

{1 {2} K] {4) {5}
Total Voime  NetPositon® __ Bank Voiume® _ Average” _Exchange Rate
1989 22 18 23 10 215
1992 39 23 5.1 2t 285
1993 50 N 84 B TR
1:: 75 28 12.1 50 %4
Opurchases pius sales.
irt this column are obtained by dividing preceding figures in colurmn 3 by 240 working days.

Source: Central Bank.

Although always based on a floating rate, the peso was devalued from about 25/1° to 28/1 in
November 1990. From that point the peso appreciated to 24.5/1 in August 1992. In most months in
that period, therefore, the Central Bank intervened to siow appreciation by purchasing foreign
exchange. Its net purchases for 1991 and 1992 totaled $4.1 billion. After September 1992 the peso
depreciated, reaching a low of 29/1 in October 1993. The bank bought doliars until it reached 26/1 in
April,andstaﬁadtoscllﬁemaﬁcr.Ovcrthispaﬁodmimmcnﬁmwascmt@zcm—m&ﬁw
bank made gross sales and purchases of about $1 billion each. Afier November 195 the peso
appreciated.reachingahighof%fﬁ.mmim.mwmmmmmm
doliars exclusively in 1954, bringing its net purchases to $7 billion for the 4 years. The average
exchange rate for the whole period was 26.6/1.

Inthepastfcwymﬁmebehavioroftbepesohasdiﬁ'mﬁmmﬁoﬁh&mﬁcxhﬁsﬁm.
Before, it depreciated at various rates of speed. Since 1991—if we take the average rate of 26.6/1 as
a hypothetical "parity“—the pesa's extreme movements have been confined within a band of about
iﬂpemcamneithersidc.Bmsemccmmmﬁeﬁcithasbemmgmmeiﬁviewﬁcapi@i
inflow (except in ﬁ%S),thcbankkwmme&inﬂzsmkcam’ybyBuﬁngéaﬂmisﬁﬁng
pesos), which slowed the appreciation of the peso. The bank sold dollars in substantial amounts only
from April to Ncvember 1593, «w brake the depreciation of the peso.

Mﬁthﬁmh@WsM@ifwmg@mmhmm&is
limited in its ability to purchase doilars because such intcrventions bave an expansive impact on
intma}liquidity,whichoonﬂ?'-tswiththcpoﬁcyobjectiveofredmingthcmaﬁnﬂmm&e
sp&iﬁcwmﬂ@mmmemhasmadzwthcmﬂ’fwthﬁmmm&mﬁmm
dollars,itmiwﬁywldmmﬁesmmapmmmaﬁmwmmmwm
liquidity injected when buying foreign exchange. Because dollar interest raies were lower than
domestic rates, the Central Bank suffered a loss of interest income and, frequently, an exchange loss
mewmmmmmmmef@mmmg&mmcmmM
burdened with cxchange losses of old government foreign debs, this process simply increased the
lmgeammlloss.ThcmbﬁshmmtofmemuﬂBmkm&}mmm
ccmbined with the transfer of debts to the government, have given the bank greater freedom to
maneuver in the exchange market. Nevertheless, from the point of view of a monetary palicy
ta:getedonreducinginﬁaﬁon,thebankis,aﬁmthﬁzgshdngcquai,bimeéinfamrof
Wimonof&epm—abhsmmsa&@mmgcﬁeamm

The other weapons the bank possessee are the control of short-term interest rates and further
modifications in exchange controls. Raising interest yields in the maney market provides an
incentive for the conversion of dollars into peso assets; conversely, lowering yiclds makes doilars

ORatios are expressed in terms Y pesos per dollar.



more attractive. Lowering interest rates to fend off excessive capital inflows fits in with the policy
since 1991 of promoting domestic investment. Raising interest rates sharply to defend the peso for
any length of time conflicts with that objective. The presence of so much short-term investment may
also require that the bank use interest rates to convince these investors that the peso will ot drop too
sharply ana precipitate their abrupt withdrawal.

Finally, the bank still has direct controls that it can modify to encourage or discourage the inflow
of foreign exchange. For example, in 1994 when the problem was excess inflow, the bank increased
the ability of Philippine izivestors to send money abroad. The bank also curbed forward transactions
with nonresidents and started the process of lifting a public form of forward exchange guarantees to
oil imports, causing the companies to enter the market to buy their own cover.

The history of the past three years leaves little doubt that the exchange system is much more
open and reacts more g..iskly to demand and supply than it did before 1991 and that the Ceniral
Bank can only manage these forces, not dominate them, even briefly. The expectation, when the
program was launched, was that liberalization would lead to a depreciation of the exchange rate. So
far that has happened only briefly. Consequently, the exchange rate has effectively appreciated. An
estimate of the effect of that appreciation on exports is inciuded in the section, later in this chapter,
describing the results of the simulation.

The economic impact of foreign exchange Eiberalization may be summed up as follows:

A more competitive foreign exchange market, less dominated by the Central Bank;
Elimination of the paraliel market and the rediversion of a large guantity of invisible receipis
into official channels;

A major inflow of foreign and 1o some extent Philippine capital;

A rebuilding of foreign exchange reserves to comfortable levels; and

A loss of export competitiveness compared with 1990 as a result of exchange rate

improving the Retum to Expurters by Accearating Refunds

It is difficult to isolate the impact on expons of the sweamlining of the duty drawback and the VAT
credit systems ur Jer SDP II from the impact of other policy reform measures, such as the
liberalization of foreign exchange regulations. However, two things are clear. First, relative to the
oid set-up, the streamlined procedures for the processing of duty drawback and VAT credit clamms at
the OSS allowed the government to issue more TCCs, which benefit more exporters. Second, a more
expeditious rebate system on the net yields to exporters bas a positive impact.

The average value of exports associated with duty and tax refunds in 19921994 increased 3.7
times over the value in 1985. In that year, duty and tax refunds given by the BOI and the BOC
covered&.QpemmtoftotaiMWM&O&M&WWOSSWMQSMM&M
exports in 1992-1993.

The intent of duty drawback and VAT credit systems is to free inputs to exports from taxes and
duties and, conseq-ntly, to put Philippine exporters on a par with their foreign competitors by
giving them access to inputs at world market prices. However, even if mechanisms to handle rebates
of duties and taxes on inputs into exporis are in place, these systems still imply additional cost to
exporters becanse such refunds are not giver instantaneously. This additional cost is equal to the cost
of working capital used to pay the tariffs and taxes on said inputs, and its magnitude is 2 function of
the rate of interest and the length of time it takes th~ OSS to issue the TCC covering the claim. Thus,
by reducing the time it takes to process the applications for duty drawback and VAT credit, the



establishment of the OSS reduces the capital holding cost of exporters and makes them more
competitive.

For example, between May 1992 and December 1994, the OSS issued TCCs covering P10.3
billion of exports. If the processing of duty drawback and VAT credit claims takes I year, and if the
rate of interest is 13.5 percent (the average rate of interest on 91-day T-bills), the capital cost of
wosking capital required to pay the P10.5 billion in duties and taxes on inputs to exports would have
been equal to P1.4 billion in 1992-1994. However, because the duty drawback and VAT credit
claims covering said the P10.5 billion of exports were actually processed by the OSS in 1.2 caiendar
months, the capital holding cost after the establishment of the OSS equaied only PO.1 biltion. Thus,
the gross saving to exporters arising from the prompt processing of the P10.5 billion worth of TCCs
actually issued by the OSS in 1992-1994 was P1.3 billion. After deducting P72 million in fees paid
by exporters to the OSS, the n2t saving to exporters is equal to P1.2 billion. This represents about 0.7
percent of the value of associated exports.

Because the cost of operating the OSS during the period under study was only P22 million (P50
million less than the amount of fees collected by the OSS), the net benefit to society from the
streamlining of the duty drawback and VAT credit systems was equal to P1.25 billion.

On a more anecdotal level, a smail survey of exporters revealed that exporters themselves
perceive a considerable improvement in the processing of their duty drawback and VAT credit
claims with the establishment of the OSS. This observation was further validated during a public
hearing recently conduc.ed by the Task Force on Tax and Taniff Reform, when the confederation of
semiconductor firms expressed their satisfaction with the OSS's record to date. However, in that
meeting they also pointed out that the limited negotiability of TCCs severely limits the gains arismg
from their expeditious processing.

The economy experienced no direct effect from the SDP H SSI performance indicator because the
small savers instrument was not implemented. Although it is possible that a small effect from its
announcement could have occurred, this is unlikely.

The reduction in T-bill rates in 19931994 was traced to other factors, including the decline in
interest rates in the maior industrial countries, the decline in domestic rates of inflation, and the
larger inflows of foreign capital as a resuit of the liberalization of the foreign exchange market.
Meanwhile, the increase in deposit rates of interest during the period came about as the government
exerted moral suasion on the banking sector.

SiMULATION OF THE BENEFITS OF THE SDP it PROGRAM
Using the PIDS model, four aspects of the SDP Il program are simulated:

I. Tax/duty refunds,

2. Additional inflow of capital,
3. Appreciation of the peso, and
4. Combined effects.

Appendix E contains a description of the model, along with assumptions and supporting tables.

The original premise of SDP I was that a depreciating exchange rate resulting from exchange
market reforms and accelerated tax and duty refunds would promoie exports and growth. The reality
was that the reform initially caused the peso to appreciate but stimulated greater capital imflow than
expecicd, whereas the refund mechanism worked about as expected.



The technique of the simulation is to measure deviations from an expected trend. For the period
for which data are available, 1992—1994, that means the difference between what happened and what
was expected to happen. For the future, 19951998, the results reflect only the difference between
two hypotheses. Therefore, the result should be regarded as illustrative of tendencies, and specific
measurements as subject to a considerable margin of error.

The year 1992 was picked as a starting point because some of the SDP I measures were put into
effect then. The end-year (1998} was chosen to allow most effects to be worked out, while not being
so distant as to make the assumptions unrealistic.

Essentially, the simulation indicates that in 1992-1994, the depressing effects of the appreciation
of the peso (compared with the baseline assumption) outweigh the stimmulus of accelerated refunds
and capital inflow, with exports and growth lower than the baseline. In 1995-1998, when both
scenarios have the same exchange rate, the negative effect is reversed and growth rises above the
baseline.

Accelerating Duty Drawback and VAT Refunds

The establishment of an efficient duty drawback system is calculated by Dr. Rosario Manasan {a
member of the project team) to be equivalent to a 20 percent reduction in the implicit tasiff on
imported inputs. The VAT credit-claimirg procedure is assumed to be equivalent to a reduction of
10 percent in implicit export tax on the domestic value-added component. These would tend to
reduce the costs of production of exporters and, consequently, decrease export prices.

Findings of the evaluation team indicate that only about 10 percent of total exports were covered
in 1992-1994. As the procedures become better known to exporters, it is assumed that the coverage
will increase to 15 percent in 19951996 and 20 percent in 19971998, and that the effective
stimulus to exports will increase proportionally. (See equation for this section in Appendix E.)

The cost of setting up the OSS is incorporated in the simulations. Initial estimates indicate that
the government incurred P4 million in capital octlays comresponding to the cost for the physical
infrastructure and equipment.

Simulations show that lower export prices increase exports over the baseline projection by
amounts ranging from 0.17 percent in 1992 to 1.07 percent in 1998. Although imports increase
because of the important import content of exports, the latter rise faster, resulting in an improvemen
in the trade balance and current account balance.

In the same period, GNP increases over the baseline, from 0.04 percent in 1992 to 0.21 »orcent
in 1998.

increased Capital infiows

The reforms implemented toward liberalizing foreign exchange, together with the improved
economic performance of the economy, brought about an increase in capital inflows in 1992-1994.
The impact of the net capital flows is calculated by deducting the levels based on historical patierns.
Although the additional capital may not be entirely due to SDP 1L, it is difficult to quantify the
contribution of other factors (e.g., political stability) that could also have influenced foreign investors
in their decision to bring in their capital. The simulation assumes it is used to purchase equity in new
or existing firms.

The results indicate that the additional foreign capital leads to higher domestic investment. The
expanded production capacity of the economy results in exports increasing 0.8 percent annually on
the average. However, imports grow faster at an average rate of 0.9 percent, to accommodate the
higher demand for imported capital equipment and raw materials. Consequently, the trade balance



worsens. The inflow of additional foreign capital, however, more than compensates for the
deterioration in the trade balance, resulting in a positive impact on the balance of payments. Higher
production capacity leads to higher output growth, with agriculture growving « an average of 0.2
percent annually and manufacturing at 0.8 percent. GNP grows on the average by 0.6 percent
annually.

Appreciation of the Peso

The influx of foreign capital led to an appreciation of the peso, which tends to reduce the
competitiveness of Philippine exports. The results of the simulation this conclusion.
Merchandise exports declined annually on the average by 1.64 percent in 1992-1994. Merchandise
imports, made relatively cheaper by the appreciation, grew by 1.32 percent over the same period.
This led to a deterioration in the trade balance and current account deficit. GNP declined by 1.15
percent, whereas employment contracted by 0.28 percent over the same period.

For 1995-1998, the simulation resuits in an average annual decrease in GNP of 0.7 percent.
Exports decline by 1.03 percent, whereas imports increase by 0.5 percent. The smaller differences
observed for 1995-1998 stem from the assumption that the exchange rate projection affected by SDP
H will converge after 1995 with what would have been the projection in the absence of SDP H.

OVERALL IIPACT

The overall impact of SDP I is evaluated by camying out a simulation incorporating the impact of
the improved duty drawback and VAT systems and the foreign exchange liberalization.

As observed carlier, SDP 11 has both positive and negative impacts on the key macroeconomic
variables. The negative effects on growth and exports are concentrated in 19921994, Exponts fall
about 3 percent while GNP declines 0.85 percent. This is because the appreciation of the peso
overwhelms the acceleration of duty drawback and VAT refunds that have a positive imspact on the
economy primarily through lower costs for exporters. When the difference between the two assumed
exchange rates disappears after 1996, this dpressing factor is eliminated and growth increases, fora
net gain of 1.5 percent for 1992-1998. Employment rises after 1993 for a net merease of 1 percent.
The initial adverse impact on exports is offset by the end of the pericd when exports grow at 1.5
percent per annum faster than the trend.

The exchange rate assumption for 1996--1998 is that higher foreign exchange demand as a resalt
of more rapid GNP growth offsets the more ample supply contributed by capital inflow, There is no
net effect on the exchange rate, therefore, in this period.

However, even in the early years, the liberalization of the foreign exchange market, with its
accompanying higher capital inflows, has the beneficial effects of increasing investment and,
therefore, productive capacity as well as employment, afier 2 short lag.

The positive impact increases for the 19951998 period. Value added in manufacturing is
assumed to rise 7.5 percent over trend for a 7-year period, with a positive impact on exports, total
output, and employment. One highly favorable effect of the appreciation of the peso in the first four
years of the forecast period is its depressing impact on consumer price increases. For the whole 7-
year period prices are 8 percent lower than they would be otherwise. This trend bencfits exporters by
lowering their costs and consumers by cutting the prices they bhave to pay.

As measured by the impact on growth, exports, and employment, the results indicate that SDP I
has a small negalive impact on the economy in 1992-1994. But even in this period prices are lower,
manufacturing capacity greater, and consumption higher than the baseline. After 1995, the net
impact for almost all indicators, especially growth and exports, is positive. There is no doubt that (1)
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the net effect for 1992—1998 is to improve the performance of the Philippine economy and (2) the
favorable impact would be larger if the projection were extended.

A COST-BENEFIT ANALYSIS
Employing to cost-benefit analysis, the calculation uses constant prices for 1985, the base vear for
ihe national income accounts series. The direct cost of the SDP Il program is $60 million, or P§34
million, at the 1985 exchange rate (P13.9=51.00) over the 4 years from 19591 to 1994, The "benefits”
in this case are defined and measured by the incremental annual increase in national income for
1991--1998, which is P15.4 billion. The undiscounted net benefits for 19911998 amount to P14.7
billion. Because net benefits continue to grow after 1998, extrapolating the series further into the
future would increase total net benefits, but expected benefits in the next four years are already
substantial. Projected annual benefits are presented in Table 4-4. The negative entries reflect both the
program costs and the negative impact on GDP, both of which are concentrated in the period
1991-1994.

Table 4-4. Projected Annuai Benefits
(millions of pesos at constant 1965 prices)

Net Annual Berefits”

Year O0pcart @ 15 percent. @20 percent IRR
L] 355 -5 -296

1982 2573 -2252 2,068

1993 ~1.567 -1 253 -1,138

1994 -1.420 ~812 -85

1995 1,174 583 42

1896 5600 2421 1875

1867 7067 2658 1872

1998 7481 2448 1.742

Toal 14,612 345 1874 31 percent

¥For 19511954, Net Anrcal Benelits ~ Achual National Income: with
S0P  program less Projacted National income without SOP I peogram:
less direct costs of SDP [ program. For 19651998, Net Annua! Benefits

= Projectad National income with SOP | program less Projected
mmmwam

®45 percant = Opportunily Cast of Capital used by Phifippines National

Econnmic Deveiopmant Authority (NEDA]
Sourcs: Corsuitant caicidations.

Even over the brief 8-year projection period, estimated net benefits for SDP I are quite high.
Using a 15 percent discount rate, which corresponds to the opportunity cost of capital used by
NEDA, the discount net present worth (projected anmual benefits less projected annual costs)
amounts 10 P3.44 billion, at 1985 prices, or the equivalent of $248 million dollars, net of SDP's $60
million costs. From 19911998, the Philippine economy is expected to show S dollars of incremental
increase in national income for each dollar of SDP II's program: cost. A simple IRR calculation on
the stream of net benefits from 1991 to 1998 yields an IRR of 31 percent.



5. The Economy in 1995 versus 1991

Having evaluated both the implementation and economic and policy impact of SDP 11, we can now
take stock of where the Philippine economy is now and what progress has been made since 1991 in
ameliorating problems closely related 1o export competitiveness. The chapter is divided into three
parts:

1. The state of the economy;

2. The current position on the four policy issues anslyzed in Chapter 2—exchauge rate realiom,

labor cost, foreign and private investmeat policy, and protectionism; and
3. The overall behavior of exports and sectoral trends.

STATE CF THE ECONOE

At the beginning of 1995, the economy was in a far healthier state than it was at the end of 1991 (see
Table 5-1). It is more stable—inflation and interest rates are noticeably lower and exchange reserves
higher. At the same time the cconomy is growing faster than it has im 3 years. mmm-ef
payments curent account deficit has widened, but it has been financed without difficulty mostly
mcmﬁowof!wg-mdmmimdm&fmmmvmgmmmmwaf
Philippine capita! from abroad. Although this inflow has been 2 benefit, there is an element of
vulnerability that underiies increasing dependence on inflows of portfolio investment to finance
current account deficits. Porifolic investment contains some “hot money™ that can leave as quickiy as
it arrived.

Table 5-i. Selected Economic Indicalore (percent}
1861 1882 1983 ]

1. W 07 14 25 g1
2 SavingsGNP 173 188 179 157
3. caeDet 23 20 60 55
4. CPSO/GNP” 18 20 30 o3
5. W3growh 15 11 % -
8 COL i) g 8 &
7. 8%-day Treasury bils 2 18 12 i4
Note: The OOL arv’ Treasixy bill series are annual aversges.

= CLEVaN: acourt.
PCPSD = consciidated public sacior defics.
Sources: NEDA, BSP.

With respect to inflation, copsumer prices in Jenuary 1995 were 6.2 percent higher than in
Jannary 1994, 2 major improvement compared with the situation in 1991, when averege consums

prices rose by nearly 19 percent. This rate represents the continuation of & downward mﬁé that
tended to level off in 1994 when price jumps early in the year raised amzmi average inflation
percent. The slowing of price increases was due in part to the tumaround 3

Government budget, which registered a sanplus of PI18.1 bitlion i i% or 1.0 peycen: of GNP. This

frevious P



compares with a peak deficit of P37.2 billion in 1990 and an average deficit of P21.4 billion in
19911993, The consolidated public sector continued to show a deficit in 1994, but at P9.1 billion,
or 0.5 percent of GNP, it was by far the smallest in a decade. The privatization program—which has
accelerated in the past two years by increasing sales of government assets to the private
sector—accounts for some of the improvement. Interest rates declined to 12.8 percent for 91-day T-
bills for the first five months of 1995.

As noted in Chapter 4, the trade account deficit increased by $5 billion from 1691 to 1994, but
the balance on invisibles improved by $3 billion, leaving a net deterioration in the current account of
US$2 billion. Exports rose from about P9 billion to more than P13 billion, and imports grew from
P12 to P21 billion.

Real GDP in 1994 increased by 4.3 percent, rising from: a decline of -0.2 percent in 1991 and
increases of 0.3 percent in 1992 and 2.1 percent in 1993. Growth in 1995 is forecast to be between 6
and 6.5 percent. Real GNP, because of expanding net factor income from overseas workers, grew
faster in all years, attaining an increase of 5.1 percent in 1994. All sectors shared in this growth:
agricultural output rose by an estimated 2.5 percent in 1994, and industrial production grew by 8.1
percent, with the manufacturing component growing at a lower rate of 5 percent. Construction
expanded in 1994 by an impressive 10.8 percent, and utilities 13.9 percent, largely as a result of the
surge in electric power construction stimulated by the Philippine government’s decision to allow
private investment in thic area. The service sector also expanded by 3.8 percent, which was more
than double the 19911993 average annual increase but still well below the high growth rate of the
late 1980s. Per capita real GNP increased in 1994 by 2.6 percent, a substantially better figure than
the negative per capita performance of the preceding three years. Gross investment continued its
upward trend since 1992, reaching (as a percentage of GNP) 23.6 percent. A significant portion of
the mcrease is atiributable to private investment in the electric power sector.

The economic recovery did not translate immediately into a reduction in the unemployment rate.
Instead, the unemployment rate actually increased from 9.3 percent in 1993 to 9.5 percent in 1994,
The average number of new jobs created in 1994 was lower than in 1993. However, whereas industry
was a net loser of exaployment in 1993, the m@mﬂmmamﬁmmmm

The contribution of the SDP II program to this favorable result is twofold: primarily, through its
promotion of higher invisible eamings and capital inflow, which has financed the much larger trade
deficit that GDP growth has required while increasing exchange reserves; and secondarily, through
its moderating effect on price increase.

STRUCTURAL ISSUES RELATED TO EXPORT COMPETITIVENES!

Reaiism of the Exchange Rale

As discussed in Chapier 4, aithough it was expected that more market-oriented exchange rate
pelicies would lead to a depreciation, the contrary has occurred. In Table §-2, this movement is
measured by the real effective exchange rate (REER) using three different formulas. The dollar/peso
exchange rate is inadequate as 3 guide to competitive changes because it takes into account neither
the variable relation of the doliar to other major currencies in 2 wosld of floating rates nor the
difference in the rate of inflation between the Philippines and the relevant foreign economies. A rise
in the index means an appreciation of the peso (i.e., a loss of competitiveness), a f2ll implies the
gconverse (i.c., a gain in competitiveness) during the base period.

Because the index can measure only relative movement, an understanding of the competitive
situation mn the base period is essential to understand what is going on. The onginal base of this




Table 5-2. Real Effective Exchange Rate of the
Philippine Pesc (1980 = 100)

Yoar &?::uasm Broad” Nammow~
1830 106 100 100
19 99 87 101
1992 119 107 17
1943 108 105 1331
1954 115 111 121
Uritad States, Japan, Germany, United Kingdorm.

Suwxe South Korea, Taiwan, Malaysia, Thailand, Indonesia,
WMM&

Source: Centrad Banik.

series is December 1980, not a very competitive period. To measure the change in the years relevant
to this study we rebased the annual results on the vear 1990. The peso recovered nuch of its
competitiveness in that year, depreciating more than 25 percent against the dollar. There has been a
deterioration in competitiveness (i.c., an appreciation of the REER) since 1990 in ali three columns
of Table 5-2, a deterioration that averages 16 percent by 1994. Without liberalization, the exchange
rate would almost certainly not have appreciated to this extent and exports would probably have
grown faster that they actually did. These reasonable expeciations were confirmed by simulation
runs as we showed earlier in the resu’ts of the simulation.

The result, while disappointing in the short term. is not evidence that an exchange market more
open to supply and demand is not the best mechanism in the longer run for producing a more
realistic exchange rate. The point is that the Central Bank has shown that it is able and willing to
work with, not against, market forces. The bank does not appear to be determined to fix the rate
artificially, nor in fact does it have the resources to do so. Over the next couple of years, an economy
growing at 5 to 6 percent per vear will put constant strain on th trade balance. The additional
demand for imports and the likelihood that portfolio investment and interest arbitrage will diminish
imply a drawdown on exchange reserves likely to exceed the level of new direct investment in the
near future. Finally, the Philippines’ net borrowing capacity is limited in view of existing debt
servicing requirements.

There is little doubt that the peso will depreciate eventually; the questions are how fast, how
soon, and how much. These will depend not only on market forces but the often implicit assumptions
about what a proper exchaage rate should be. The rate that will keep existing exporters or central
bankers happy and in business may be too high to stimulate new or more marginal operators,
particularly those that do not have privileged access to inputs at world prices. The appropriate rate
may be quite outside the range that those two groups would regard as acceptable. Yet it is the
entrance of new firms and new products that makes for steady growth.

The Trend in Labor Costs

Table 5-3 indicates that the trend of productivity is rather irregular. Wages, on the other hand, surged
37 percent in the late 1980s, as the initial reading for 1990 shows. The encouraging news, in terms of
export competitiveness, is that real wages are falling back to their levels of scme years ago. The
“cost” column in the table combies the indices from the "productivity” and "wages™ colenms to
form a rough indication of iabor cost in manufacturing—in this case, an irregularly declining trend.



Table 5-3. Indices of Productivity and
Wages in Philippine Manufacturing
{at constant prices, 1985 = 100)

Procuctivity ___Wages Cost
1990 12 137 122
1681 102 114 112
1982 84 112 119
1983 93 105 106

Sources: intat and Jovellanos {1965}, ADB, 1961 Yearhook of

Foreign and Private Investment Policy

The scope for private sector activity has widened in four ways since 1991. First, the government has
accelerated its sales of public companies, partially or wholly. Second, it has opened areas that were
public monopolies. Third, it has loosened up private monopolies and cartels to greater competition.
Finally, it has greatly broadened access of foreign investors so that foreign investors are on the same
footing as domestic ones in many more sectors.

Privatization is best exemplified by the BOT (build-operate—transfer) and similar schemes that
have been instrumental in hamnessing foreign and domestic private investments in infrastructure.
Most of the BOT investinents have so far been power projects because they were the most urgent to
address the crippling power outages during the early 1990s. Recent BOT proposals and approvals
include transportation projects (expressways; light rail transit). Private participation primarily
through the BOT law, has helped to significantly address the infrastructural constraints facing the
Philippines.

Liberalization of foreign equity constraints as well as liberalization of the regulatory climate (i.c.,
competition policy) in the utilities, transportation, and comnmunication sectors have contributed to
the increased interest in foreign investment recently. The opening up of the telecommunications
sector has sparked joint ventures between Philippine and foreign firms. The sharp rise in activity in
1993 and 1994 reflects the large investients put into the sector during the past tweo years. The
mmMMvaﬁmmmSMy,%wmm:m
and rates for both land and water transportation has seen marked increases in investments—primarily
local—in upgrading and expanding the existing transport stock.

Implementation of the Foreign Investment Act of 1991 has been outward-oriented. Strategic
industries were opened to 100 percent foreign ownership. No industry was included in the negative
list C of the Act, which restricted foreign entry into areas "adequately served by domestic firms.” In
banking, where there had been no new foreign entrants since independence in 1946, 10 foreign banks
have been allowed to open up to é branches for each bank under a2 new law that was passed in eazly
1994,

Tke more than doubling of the actual inflow of net foreign investment in 1994 over 1993 reflects
the improved policy environment for foreign investment in the country as well as greater political
and economic stability. Investment intentions, as indicated by the project cost and equity investments
in BOl-registered firms, show even sharper increase: the total project cost of approved BOI projects
rose fourfold from 92.5 billion peseos in 1993 to 485 billion pesos in 1994; foreign cquity mvestments
in BOl-approved projects increased more than threefold during the same period. BOI estimates that
implementation is equal to about 60 percent of proposals on the average.

These developments potentially assist export competitiveness by improving the efficiency of
resource allocation and lowering costs of production. But if the incentive structure stiil produces
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higher profits in domestic activities only remotely related to exporting or in import-substitution
activities, the ultimate effect on exports may be quite small.

In a few cases the relationship is quite direct. In nearly all the industries that registered dramatic
increases in export growth, (e.g., semiconductors, electrical equipment, wiring harnesses,
transmissions), the rise in foreign investment led to an increase of production capacity geared for
exports. The investment in these industries reflects the shift in comparative advantage in the region
where the Philippines is increasingly finding its niche in skilled labor-intensive industries, but with
labor representing a small share of total cost of production.

As noted in Chapter 2, the 1987 Investment Act has shifted incentives relatively away from
exporting to domestic production and sale. By 1990, only about 25 percent of the cost of all the
projects approved by BOI were aimed at export. It has fluctuated about that level since but fell to 14
percent in 1994, when the peso appreciated sharply. Because export-type firms are generally smaller,
the percentage of the number of companies has fallen from only 70 to 60 percent.

Looking only at foreign direct investment, the share of project cost directed to exporting was 47
percent in 1990, 3540 percent in 19921993, and finally 21 percent in 1994. (See Appendix D for
more details.)

The conclusions are (1) that the relative interest in investing for exporting has continued to
decline on the part of both Filipino and foreign investors, despite the great increase in the total
volume of investment; and {2) within that trend are fluctuations refated to the perceived long-run
stability and competitiveness of the exchange rate.

Protection

The Ramos Administration has maintained the trade liberalization goal of its predecessor, making it
part of the Medium-Term Development Plan. Two separate processes were in operation in
1991-1994. The first is the phased tariff reduction through 1996, authorized by EQ 470 in 1991. The
second is the continued elimination of QRs and their replacement by initially quite high tariffs,
embodied in Central Bank Circulars 1347 and 1356 and EQ 8. Thus, during the first year of
implementation, tariffs on affected commeoditics were geperally raised—most to 60 percent, some (0o
100 percent. The effect of the EO 8 modification and the more recent decision to establish a
minimum tariff on all imports is projected by the Tariff Commission to reduce rate classes to
between 3 and 30 percent (seven classes) by 1996, except for 211 items that will be assessed at 50
percent.

A further exception to this process was made by EO 61 and Memo Order 95. The EOQ sets the
tariff rates, whereas the Memorandum Order imposes quantitative restrictions. They affect four
sectors in general: com (input—output matrix sector 3 in 1983), poultry (sector 16}, hogs and posk
(sector 34), and meat and meat products {sector 35).

Tariffs on poultry and poultry products and meat and meat products were untouched by EQ 61,
which means that raising tarifts on these products under EO 8 remains effective while their
importation has been re-restricted. Thus, no Iiberalization occurred on these sectors {except for beef
and beef products) and their book rates have been raised (although scheduled to go down to EO 470
level by 1996). If tariffs were redundant (and/or the taniff equivaient of the QR were lower than the
tariff rate), nominal and effective protection would remain the same. In this context, it is not
surpnising that demands for protection were loudest from the agricultural sector during the Senate
deliberations of the GATT Uruguay Round Agreements in 1994.

Another complicating factor is the use of home consumption value as a basis for assessing rariffs,
instead of the invoice transaction value (ITV). Although the legal authorization for this procedure




goes back several years, it has only been seriously enforced since March 1992, when Customs asked
the Société Générale Suisse (SGS)}—which did the pre-inspection of exports to the Philippines—to
inspect all of them (except items worth US$500 or less) rather than just a sample. It is estimated that,
on the average, that the ratio of HCV to ITV is 1.1. In about 50 percent of the cases, transaction
value is accepted, which means that it is considerably and, it appears, arbitrarily higher for other
mmports, Therefore, the effective rates of protection shown below underestimate the real levels. The
government has promised to abolish this procedure, which is unique to the Philippines, but even with
its entry into the WTO, it has up to 5 years to do so. (See Appendix G fo: details.)

As explained in Chapter 2, Table 5-4 reflects not tariffs but the effective rates of protection that
tariffs (and, in a few cases, quotas) give to imports. The Philippine protection system enables
manufacturers to buy raw materials, semimanufactures, and, in some cases, machinery at world
prices at low tariff levels while putting a much higher tariff on the finished product. This creates
effective protection rates that substantially exceed the actual tariff rate, as the data in the table
indicate.

Tabile 5-4. Changes in Effective Rates

of Protection, 1991-1984 (percent)
1891 1994
Rl seciors
Sxpontables 7 5
imaortailes it} 63
Agricuitre
Exportables -t -6
imponables 50 4
Manchacturing
Exportables ] -7
importables 74 67
Foad

Exportables -1 -G

Textiles
Expartables -19 -17
brgortables 8 &7
Paper, nidber, etz

Basic metais
Exporiables ~15 ~15
kmportabies 80 &t
Machinory
Exportables -2 -2
knportables 58 48
Nota: Fgures are based on pecs comparisons
without iaking into account the dity deawrback
except texdiles, garments and semi-conductors
{exportables),
Source: Tan 1954,

Our conclusions on the progress in eliminating protectionism, its current incidence, and the
outlook for further improvement are the following:
+ Effective protection levels on imports, including agriculture, were significantly
across the board from 1991-1994.




The bias against products that are primarily exported is practically unchanged.
Import quotas have been eliminated as a general protective instrument and confined to 2
small number of special cases.
= Two other factors affect the current level of protection:
~ The Customs use of HCV as a basis for assessing tariffs rather than transaction value
(TV), raising effective rates by about 10 percent in general but with a very uneven
sectoral application; and

— The overvaluation of the exchange rate, which lowers effective rates of protection on
imports (conceivably by as much as 15 to 20 percent) but raises them by the same
proportion on exports.

« Further progress in the reduction of tariffs and the elimination of quotas has been announced,
programmed, and piedged to donors. Although the intent of official policy is to continue
liberalization beyond complction of SDP-HI, and the Tariff Task Force's ambitious goal of 2
more uniform tasiff structure of 5 percent by the year 2004 is to be announced shortly, the
history of the past five years suggests that progress will be slow.

o If the last conciusion proves correct, Philippine growth will continue to be held hostage to
the balance-of-payments constraint unless it can manage an extraordinary real devaluation of
the peso.

OVERALL BEHAVIOR OF EXPORTS AND SECTORAL TRENDS

The purpose of this section is to am..yze the behavior of Philippine exports since 199¢—both in
overall terms and with respect to the trends in the leading subsectors—to determine, if possible, how
competitive factors influence them.

The value of Philippine exports has grown fairly rapidly in the past four years. Recent expansion
continues the shift toward manufactures, which grew from 47 percent of the total in 1983 to 70
percent in 1990 and 80 percent in 1994. With a few notable exceptions, traditional Philippine exports
such as sugar, coconut products, and other agro-based commodities; forest products, and minerais
have stagnated or declined. There remain several natural resource-based sectors—mainly fishery
products (primarily shrimp) and bananas and other fruits—that are doing weil.

Within the manufacturing category of exports, the share of electronics and garments has risen
from 46 percent in 1990 to 55 percent in 1994. Other branches of manufacturing are stagnating or
growing slowly except for machinery and transport equipment, shoes, processed foods and baby
camages, foys, and games.

Table 5-5 provides data in four main series that track growth in Philippine exports and growth in
imports by countries that are major trading parmers of the Philippines.

o Series 1 tracks percentage growth in export sales in dollars.

Series 2 tracks percentage change in the constant-price national income series for exports,
deflated for Philippine inflation.

e Series 3 also tracks percentage change in merchandise exports deflated using an IMF
methodology of inflation in Philippine partner countries’ import prices to deflate the value of
Philippine exports in doliars to estimate real potential demand for Philippine exports.

e Series 4 is an IMF series that tracks growth in non-oil im irts (constant prices) by major
trading partners of the Philippines.

The following conclusions may be drawn from this table:



The rise in exports is heavily concentrated in electronics, which increased its share of all
sales from 24 percent in 1990 to 37 percent in 1994,

The Philippines has been favored by rising foreign demand since 1992 (line 4).

The extent to which the volumne of ?hxi:ppme exports has increased as a result of foreign
demand depends on the constant price series that is used: in 19901994 foreign markets

increased about 35 percent, whereas the national accounts series expanded about one third;
but the other series rose 50 percent.

Table 5-5. Export Growth in the Philippines and Growth in
Foreign Demand for Philippine Exports, 19901934

{annual change in percent}

1990 1981 1992 1963 1994

Export sales in curment dollars 5 ¢ 1 16 19

of which electronics 12 17 20 2 46
Meschandise exports (NIAPR 13 75 12 79 144
Merchandise exports (B4F methodologyl® 57 &0 60 181 131
of which masdacnxing g 10 1 195 174
_Foreign markets demand® 32 1.7 80 78 123

ENational accounts in constant prices, fixed weights.

Dolkar export sales deftatad by trading parmer import price incices, variable weights (IMF mathodology).
“Philippine parmer coustry non-cf import volume (IMF serias).

Source: NEDA, Central Bank.

A percentage gain equal to the increase in foreign demand means that the Philippines held s
market share, which is what the national accovnts indicate; however, on the basis of the
Central Bank data series, market share has risen.

In one case, competitiveness seems to be vonchanged; in the other, it seems to improve.
Either interpretation depends on the behavior of electronics, which are produced in an
enclave benefiting from duty-free mputs. Having the least value-added (1015 percent) of afl
the important export sectors, the electronics sector is relatively immune from all but the most
violent swings in the exchange rate.

In order to understand what has happened, a look at specific sectors will be necessary. Table 5-6 has
the basic information.

Electrical and Electronics indusiry

In the Philippines’ electrical and electronics industry, the processing of semiconductors and refated
electronic components makes up a major portion of the export market. Total exports of this group of
companies was $2 billion in 1992, of which more than $1.2 billicn was from materials imported on
consxgnmeut. Ihce}ectromcscomponcmsmdustry masméymg 1992 data, was made up of 28

companies in two categories: 13 captive m

oM

als, mainly affiliated with major

Us., Jm@ﬁmmmm&mﬁyd@mﬁmmfwﬁx
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processing service on components, mainly for overseas markets per job or contract. By 1994, 34
firms in both categories were registered at BOIL several large compantes such as NEC (Japan) and
National Semiconductor (United States} were not registered. Most of these plants are located in
w@mﬂmgm@&ym@mof%?ﬂmmm&ew
and clectronics sector is estimated at 75,000, with about 28,000 employed by the semiconductor

industry.
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growing, but relatively less imporiant, portion of the Philippine clectrical 2ud electronics :
terms of exports: (1) computers and related equipment, involving more zssembly and manufacturing
and greater value-added; (2) telecommunications equipment; and (3} consumer ¢lectronics
equipment. All three subsectors inchude major foreign companies, including a growing presence of
msmgmmmmmmmmmmmmmmm
These include subsidiaries of a number of major foreign multinationals (such as Seny, General
Electric, and Goldstar), mvolved in part in the mannfactare or assembly of consumer goods for the
Philippine market, that in the carly 1990s also began to use the Philippines for their own and third
markets.

Important objectives of the government and the Philippir dastry
capamyforthepmdmﬁoaofmadvamedpm@ctsmthemmﬁer
drives, printed circuit boards, mdmmr&asweﬁaSQZ)Mwmgm@mehemof
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reduction of import duties on imported components for these products while continuing eff
protection for finished products manufactored in the Philippines.

Major product lines that have begun to be exported fom the Philippines include televisions,
refrigerators, car stereos, and washing machines—but in 1992 the volume was still low, totaling less
than 1 percent ($41.6 million) of total electronic exports, according to one repost. However, by 1993
NSO Export Trade data show apparently substantial growth in 2 number of categories:

Exports of automobile radios and tape decks (530 million);

Other radios and tape decks (839 million);

Sound recording and receiving equipment (326 million); and

Radio and telephone transmission and receiving equipmeni ($174 million, of which
telephone sets were 361 million).

* % 8 e



No datas ere yet available on the extert of manufacture of components compared with assembly of
imporied parts from elsewhere.

Two recently expanded consumer electronics operations of Fujitsu and Sony of Japan are said to
be 100 percent export-oriented and taking advantage of recent changes in investment rules tha: atlow
higher levels of foreign ownership.

Another phenomenon noted in 19901993 is the wide variability from year to year in products
and product mix among the processed semiconductor products, particularly for consigned goods.
This is presumably a reflection of the rapidly changing needs of the foreign firms and the fast-
cvolving worldwide computer industry. The United States was by far the largest recipient of
Philippine electronic exports overall and in most of the individual categories. However, Japan,
Singapore, Malaysia, Thailand, and the European Union were all significant destinations for many
products and components for further assembly into finished goods. Exports to nearby ASEAN
destinations have recently shown particularly high rates of growth.

Nearly one-half of new and expansion investment projects approved by the BO!I in 1993 and
1994 were in the clectrical and electronic products field; plans totaled about P30 billion (1.2
billion), with projected new employment of some 30,000 workers. A Central Baek industry study in
993 projected continued ranid growth of this export industry to 1998, with total export eamings of
ncarly $8 billion. However, the proportion between "regular” and “consigned” electronics was
forecast to remain about the same, with only a modest decrease in the “consigned” - ategory.

Computer Software

In 2 Philippines 2000 report from the Confederation of Philippine Exporters (Philexport),” a good
case was made for the Philippine computer software industry to have excellent prospects for growth
domestically and even more on the world market. This report claimed a count of 30,000 software
professionals in the Philippines and 10,000 more Filipinos employed abroad in the industry, $40
million in export fees registered in 1992, and a projecred $60 million in 1993. It stated the industry's
strengths to be a large pool of educated and trainable manpower, inexpensive labor costs, English
proficiency, and a large number of training facilities. In this field, the study pointed to the great
comparative advantage of Philippine professionals’ labor costs, which were about 35 percent of those
in the United States, 29 percent of those in Germany and Switzerland, and about 50 percent thase of
Singapore and Hong Kong.

If the study’s estimates are correct, there are almost as many Philippine sofiware professionals in
the export enclave industries that process the integrated circuits, transistors, and diodes as there are
low-skilled workeis. Although data are not available on this point, it is almost certain that the value
added by software employees is much greater than that added by low-skilled workers. It should be
noted that this is the largest expert sector, by product value, in the country.

Garments

Although the Philippines has been 2 significant supplier of many kinds of embroidered goods and
baby and other clothing for many decades, this industrv has grown considerably more slowly than the
electronics industry. However, taking advantage of long-developed skills, garmest manufactrers in
various paris of the world have established or made extensive use of consignment plants for
assembling garmenis that are often cut and sometimes finished clsewhere. As late as 1994,
significantly more than one-half of the garment exports were in the category of appare! and paris

"Philexport, The Philippine “omputer Software Industry—Philiopines 2000, no date.
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imported on consignment for processing and re-export, of a total of $2.3 billion. Nonconsignment
articles of apparel and clothing accessories for men, women, and children were the other major
category, accounting for more than $800 million in foreign sales in 1993.

Major items of consignment goods re-exports in 1993 were gloves {3117 million), brassieres
(397 million), women's wear of textiles ($428 million), men's and boys' wear (3383 million), and
children's and babies' wear (3391 million). Major nonconsignment goods were mer’s and boys' coats,
suits, and other - les ($135 million); women's and girls’ coats, pants, dresses, and other articles
($125 million); wuded and crocheted goods ($191 million); and other textile apparel including
children's ($348 miilion).

In terms of destinations, the United States has traditionally accounted for about 60 percent of the
export market for garments, with the European Union and Canada together accounting for 20
percent, mainly under Muiti-Fiber Agreement (MFA) quotas. The other approximately 20 percent
was divided rather widely in non-MFA markets throughout the Asian region and beyond. Growth of
the markets in the United States, Canada, and the European Union has clearly been greatly
constrained by the MFA, and it is too soon to know how the phasing out of this agreement will affect
the opportunitics for expansion of Philippine garment markets.

The garment industry, unlike its electronics counterpart, is made up of many small firms There
were 1,038 garment manufacturer—exporters registered with the Garment and Textile Export Board
(GTEB) in 1991, with 2,923 subcontractors registered in 1990, There were an estimated 400,000
workers directly employed by the industry, plus an unknown but important group of thousands of
small contractors and homeowners also employing workers.

In the early 1990s, 60 percent of total garment exparis were manufactured from imported and
consigned raw materials. One of the weaknesses of the garment industry as a source of growth is this
reliance on foreign textiles, which exists because domestic textiles have not been very competitive.
Philippine competitors such as Thailand, Indonesia, and Malaysia are said to be stronger in this
respest.

Domestic textile production is largely geared to local consumption. Of the 1990 total, 72 percent
of domestic production was consumed locally, 11 percent was exported directly, and 17 percent went
to garment manufscturer-exporters. The textile industry is also not concentrated—in 1989 there were
at least 210 companies, with a total of 90,000 emplovees. Export earnings were estimated at $520
million in 1990, of which textile content in garments was $500 million.

A Central Bank study in 1993 projected an annual 15-20 percent growth rate for garment exports
through 1998, and an even greater advance of up to 30 percent for textiles in the same period.
Overall garment exports grew at a considerably slower pace, however—slightly more than § percent
per year from 1990 through the first 10 months of 1994.

Future of the Enclave Industries

The problem of the lectronics and the garment industries as potential engines of broader growth and
employment in the Philippine economy is that they are both largely foreign-enclave industries,
established In consicerable measure in special export zones. In both cases, the unfinished product is
usually shipped in, processea by low-paid employees (with relatively little iocal value-added content
other than labor), and re-exported. One source in Philexport indicated that the value-added in
electronics might be about 15 percent, whereas that of garments is somewhat higher, 26-30 percent.
Although these two "enclaves® generate perhaps one-third of total Philippine exports by export
value, the impact on the economy is oaly some fraction of the $3 billion or so. Aside from the
question of value-added and net export camings, the total number of employees working on



consignment products is only several hundred thousand, mostly in garments, and most wages paid
are at unskilled or at best semiskilled levels.

There is mainly anecdotal evidence of a trerd to higher value added. There is evidence of
employment of some more highly skilled and more highly paid staff being employed in thie computer
component industry. The Timex watch company is an American firm that reportedly has moved its
entire manufacturing operation to the Philippines, and some Japanese firms are beginning to export
consumer electronic gocds. In the case of the garment industry, there is probably a shift to the use of
more Philippir: woven cloth and other textiles. Exports of textile varns and fabrics have also
expanded substantiaily in the last few years.

Resource-Based Exports

The wood and furniture industry is a traditional one. The main problem for the furniture mdustry,
desyite skilled craftsmen, has been the decline of forsts for wood and rattan, and the necessity of
cither importing wood products or developing new tree plantations with fast-growing varieties. The
recently imposed strict restrictions on the export of logs and on the barvesting of forests because of
historic overcutting and environmental degradation have essentially ended lumber, plywood, and
veneer exports. Moreover, the shoriage of quality wood places great Emits on the eatire wood-based
industry-—including furnitare, where the Philippines would appear to have great comparative
advantage in skills and labor costs.

Although the traditional agricultural exp. " like sugar and associated products have been
declining, coconut products bave remained apps. ximately level for 20 years, in the $500 to $600
million range. The most significant upward trends in agro-based products are in fresh and processed
fruits (8439 miilion in 1993) and fresh and processed fish, mainly shrimp ($476 million in 1993).
These two categorics grew at a healthy rate of 35 percent and 17 percent, respectively, from 1990 to
1993. Fresh bananas are the most impostant in the fruit category, growing to $226 million, up 48
percent. There ic a growing regional market.

The weak performance of agricultural exposts is a reflection of low productivity and slowly
growing domestic production. For example, per capita food production in the Philippines in 1991
was 10.9 percent lower than in 1981. In contrast, the per capita food production figures for
Indonesia, China, Vietnam, and India in 1991 were 27 percent, 35 percent, 22 percent, and 18
percent bigher, respectively, than in 1981. The Philippines became a net importer of agriculture,
fishery, and forestry products in 1990, probably for the first time in the country’s history. In contrast,
Thailand, Malaysia, s Indonesia increased their level of net exports during the 1980s. In addition
both China and Vietnam turned from being net agricultural importers in the early Egsﬂswbmgw
agricultural exporters in the late 1980z,

Am@%swmmmﬁvm(mmmm&mmmof
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virtually all export crop categories, the Philippines lost market share in the world. The gap between
the coconut and sugar industries and their foreign competitors, in texms of cost competitiveness, has
been widsning.

Jt is not yet clear whether the fishories resources in cearby waters are sufficient to allow
increased production. Morcover, with increased population and standards of living in the Philippines,
substantial growth of ocean fisheries exports is doubtful. Shrimp growr it large-scale onshore fish
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farms offer new opportunities for growth in a lucrative foreign market, but there is competition for
use of the land.

Minerals (copper, gold, and iron ore} have traditionally been important export products of the
Philippines. However, this t0o is a sector that has remained largely level as a source of expost
carnings for 20 years. Its total share of exports was $633 million in 1983 (13 percent), $723 million
(S percent) in 1996, and $686 million (6 percent) in 1993. The only important change was the shift
from copper concentrates to copper metal as refining facilitics were built in the Philippines. Copper
products accounted for 54 percent ($373 million) of mineral exports in 1993 and bave shown
considerable fluctuation in recent years, presumably as a result of shiftiag copper prices in the worid
market.

Apart from jow world metal prices, a major reason for the secular de-line of the mining sector
during the 1980s and carly 1990s has been the lack of new investments i the sector, even though the
Philippines is among the countries best endowed with minerals. Uncerininties in the wake of the
1987 Constitution with respect to the new government—private sector profis-sharing arrangewaenis
and equity rules in mining—have discouraged a number of foreign investors from coming in. Foreign
investment interest has stanted to increase because of the finalization of terms and rules on financiat
and technical assistance agreements (which allow for 100 percent foreign ownership}. Approval of
the new Mining Code—which would formalize the new arrangements of cooperation between the
government and the private sector and liberalize foreign direct investment under specific financial

By 1992 a growing, but still small, portion of the elecironic export market was dedicated to the
production of finished consumer electronics products, including televisions, refrigerators, car stereos,
and washing machines.

Tourism: Invisible Eamings
As an actual and potential source of mpon’mmw,%maaﬁbmwmwgﬁhﬁmkeup
one of the top carners of foreign exchange in the Philippines. Among nonmerchandise trade items,

income from travel was nearly $1.2 billion in 1993. This was a 25 percent increase over the previous
year and more than 1% times the 1990 figure. As a major source of foreipn earnings income from
travel now ranks lower than only (1) exports of clectronics and ready-made garments and (2}
mm&omovml’ﬂm Pabapsmmpeﬁm@ﬁchmt&mpﬁoyMoﬁ

sz:toramvalsmcxmsedby%mfmmi?%toiﬁS from approximateiy 1.0 miilion to
1.4 miilion, and rose snother 16 percent in 1994 {10 months). Roughly iﬁpacentefthewmm
returning Filipinos resident abroad. Travelers from East Asia (including members of the Associatins
of Southeas: Asian Nations [ASEAN]) numbered 627,000 in 1993, etSOpercentafmﬁtota!(efm
Filipino visitors), with 83 percent of these from Japan, Hong Kong, Korea and Taiwan; other mam
origins of tourists in 1993 were the United States (22 percent) and Europe (13 percent}. All areas
showed substantial increases from 1990 to 1993 except Australia and New Zealand.

Because available figures do not distinguish between business and tourism arrivals, it is assumed
that a significant share of the increase is accomnted for by business travelers as a result of the
substantial improvement in the business climate and increased trade and investrent, particularly
from the East Asian region.

The Philippines has for many years been an important {ourist destination for Americans and
Europeans. Asian visitors began coming in greater numbers in the last two decades, but the political
and economic disruptions of the 1980s dealt a serious blow to the industry. As Philippine tourism
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largely stagnated, there was a vast increase in travel to almost all of the nearby Asian destinations in
the last decade, particularly to Indonesia (Bali), Thailand, and Malaysia. With a substantial inventory
of first-class hotels (though overwhelmingly in Manila) and a growing availability of good resort
facilities in the Visayas and eisewhere, the Philippines has achieved a significant increase from a low
base in the last several years. Clearly the country today is a much more attractive and stable tourist
destination.

The challenges and problems of Philippine tourism today would still seem to center or how to
sell the country as a unique and different destination, or on making it more of a stopping off place for
cruises and others tours through Southeast Asia.

Currently, to many, Manila has not yet buiit a reputation as a comfortable and attractive enough
place to justify the extra ravel required to get there from nearby countries. There is still 2 perception
of violence and substantial poverty in some places, and Manila has not quite lived down its
reputation for attracting a certain class of tourists coming mainly fortbcmghtirfe. Tbccuuntty

clearly has not taken full advantage of what its friendly, hospitable, talented, English
peopic can offer.

A number of new resorts and many additional isiand and beach areas have the potential for
further development. However, curreatly the Philippines does not attract large numbers of tourists
traveling out from Manila, where most tourisis asrive. The outer islands and other tourist destinations
ouiside Manila do not seem as well publicized and as well known internationally as they should be.
The Philippines might aiso fry to emphasize budget tourism: it certainly has lower labor costs than
many necarby competing countrics.

CONCLUSION

Examination of the policies affecting export competitiveness and the bebavior of expornts suggesis
the following conclusions:

« The exchange rate, realistically measured, had appreciated signi

» The labor cost of production, however, has fallen somewhat.

» Although the new freedom for foreign investors to do business should increase competition
and improve technology, the incentives offered by BOI still favor investments aimed at the
domestic market. What favozable impact there has been on exporting is stilt probably not
very significant.

» Although there has been a continued {albeit slow) reduction in effective rates of protection
from 1991 to 1994, protection levels are likely to remain high enough for the rest of this
decade to maintain the anti-export bias.

s Although exports have risen as fast or slightly faster than foreign import demand in
199501994, that result has depended heavily on efectronics exports, whose domestic value~
added content ranges from 10 to 15 percent. Because their domestic content is so low,
exports of electronics are littie affected by exchange rate changes but, for the same reason,
produce little net foreign exchange to pay for imports.

+ Therefore, overall export competitiveness has probably declined compared with 3 years ago,
particularly when compared with that of the Philippines’ neighbors, Indonesia, Thailand, and
Malaysia.




6. Lessons Leamed and Recommendations for

Future Action

This chapter presents the lessors learmned from the successiul implementation of the SDP II program;
determines what can be done, with US AT0/Manila's limited resources, to further SDP I's goal of
export competitiveness; and recommends studies whose purpose is to change the way export
promotion po!my is made and cwried out.

The recommendations build on the receat positive and moere optirsistic atmosphere for economic
mmhandtﬁemmgaﬂiﬁ M@Wmmmmywmmwm Eﬁ’maby
ali levels of governmet, inclhuding President esshill 2

the “Year 2000" goal and the need im' mﬁch M ariention
and the building of a more competitive economy.
aware that substantial refonw is reguired if the nation is o povide employeasnt 1o its burgeoning
popalation and begin o keep up with s more prosperons and wealthy ASEAN mgm %m
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different from that of Korea, Malsysia dones Eash cmm has W
endoonnents and difftent physical and bman compartive adventas
world economy, the Philippines must idennfy wﬁy wﬁem it wms %a be in the decades ahead, t
develop the competitive niches and coherent expornt policy thet will help the country gﬁﬁw@;

The object of SDP 1l was to make Philippine exports more compentive thropg!
concentrated on a few objectives that would increase the retum o expe :
not dollar) prices and reducing costs. It was expecied that foreign excha
working capital, a new secumy for smail savers (the Sﬁz}mm ,u._,.f et
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government establishment, to accelerate refunds has accomplished much more than an executive
order to existing bureaucracies to do the same thing. On a iazger scale, the new exchange market,
operating in the framework of foreign exchange liberalization, has rade trading more responsive to
supply and demand and basically modified the behavior of traders, 2xporters, importers, investors,
and especially the Central Bank.

Once under way, the rules and procedures take on a life of theiz own. Participants develop vested
interests in carrying out their roles. The consequence is that the intended policy develops a
momentum that it would not have possessed without the institutional framework to support it.

A second lesson is that concentrating on a small number of objectives united under a single
theme is more effective than a multiple-goal program. There is less bureaucratic proliferation
required by both recipient and donor. In this case, the Philippine authorities and USAID/Manila have
designated small groups that have been able to concentrate on real problems. Finally, the single
theme allows the results to be more easily evaluated.

RECOMMENDATIONS
Rationale
The recommended study projects that follow rest on three assumptions:

1. An export promotion strategy is essential to a sustained rate of growth that generates
employment and rising standards of Living and the appropriate framework for a fimctioning
democracy.

2. The Philippines still lacks an overall export policy, as distinct from specific policies that
promote some aspect of exporting or that have indirect effects on exporting in the pursuit of
other chbjectives.

3. With limited rescurces at its command, USAID/Manila can in the Philippines play the role in
which it has often cast itseif elsewhere: helping the authorities to rethink the premises of
aspects of their economic policies.

An export promotion policy has three legs. The first leg is a stable economy. The Philippines has

accomplished much in this area in the past four years and is working with the IMF to do more.

The second leg is a competitive exchange rate. The peso exchange rate is not currently
competitive, but the institutional mechanism is in place that will produce a competitive rate as
continued growth puts 3 strain on the economy and encourages more imports.

Thcthndlegmcompasm&cmcmﬂv&tbatmamdatpmmoﬂngmermmﬁ
otherpohmesthataﬁ’ectthepmﬁtabﬂﬁyofexpmﬁng.lkfeﬁamng recommendations are all
directed to improvements in this area:

1. Many existing policies are inconsistent with a thoroughgoing export prosaotion policy. The
approach to thinking about exports needs to be updated and a more precisc information
system needs to be put into place to measure progress. Although politicians today endorse
export promotion almost as frequently as they stand up for motherhood, the thinking and
reactions inspired by more than 40 years of import substitution policy are aot easily
climinated. The following are examples of inconsistency:

— The BOI system of incentives encourages private investment generally, but the choice of
sectors to promote tends to favor production for domestic sale.

—- For the same reason, opening new areas to foreign investors tends to attract the investors
to the internal market.



— The current protective system works in the same direction by favoring import
substitution, and the proposed general reduction in tariffs to take place after 1996 wiil
not, even if implemented, reduce protection enough to change the situation until after
the year 20600.

— Increased protection for corn production since 1992 simply delays the conversion of
Philippine agriculture into a more efficient contributor to exports.

— A congressional initiative to give subsidies to exports ic accepted even though its
approach and costs may not be appropriate.

2. An example of outmoded thinking is the conventional view—based, it seems, on exporter
reactions-—that 26 or 27 pesos per dollar is an appropriate exchange rate. This approach can
amount to a self-fulfilling prophecy: althcugh the major existing exporters, who make the
most noise, will be content, others that are more marginal will not be, and enterprises that
might have considered exporting at a more depreciated rate will not export. The mark of a
really competitive exchange rate is that new enterprises and new products are constantly
drawn into the international market.

3. An example of the lack of adequate tools to analyze and measure the competitiveness of
actual Philippine exports is the absence of one office in the government that looks at (2) data
from the national accounts, (b) the results of Central Barnk calculations matching exports to
the growth of foreign markets, and (¢) product marketing information to obtain a global
estimate buttressed by sectoral information.

institutional R tati
Consistent with the lessens learned from SDP 1 is the conviction that further reforms and new
policies in support of increasing exports will require an institutional vehicle for implementation and
support. The Export Development Act (EDA) passed at the end of 1994 potentially gives to the
Export Development Council, a cabinet level body with private representation, the power to establish
a comprehensive export plan. It also provides established exporters with 2 forum in which to express
their views. (See Appendix H for details.) Combined with a think tank——either NEDA or its affiliate,
PIDS—with the collaboration of the Central Bank, it could become the policy planning forum.

Project Recommendations

Four projects are recommended. The role of outside consultants is in part technicai but more
importantly to provide external perspectives independent local policy views and bureaucratic
politics.

i. The first project to consider would involve assisting NEDA in drawing up an export strategy.
This would supplement shorter-term concentration on marketing problems by staff of the
Export Development Council's Department of Trade and Industry by
— Determining which strategic factors affecting export growth (e.g., the protection system,
investment incentives) should be changed on a priority basis;

-— Deciding on the types of information necessary to measure the global and sectoral
competitiveness of Philippine exports, and establishing an appropriate information
collection system:;




- Establishing a timely public report on export trends and the factors behind them to
educate other officials, businessmen, and politicians on how to think about exports.

The Philippine government is quite decentralized, especially with the new independence
of the Central Bank. No one department dominates. NEDA has the most global view and is
probably in the best position to influence opinion, but its talents are more properly strategic
than tactical.

There is also a real need for information. In this study, for exampie, we have found two
different ways to calculate the volume of exports, with results that sometimes differ
conside.nbly.

This project could initially be established by a small team of U.S. and Filipino
macroeconomists and trade specialists over a period of a coupie of months. It might mvolve
the supply of some computers and software toc NEDA, the Central Bank and other refevant
agencies like the statistics office, customs etc. that are important sources of information. It
would probably require other specialisis as it developed. The object would be to shape the
laundry list in the EDA into something pragmatic and feasible.

. The second project would be to examine, for selected industries, the bias against exporti
the trade protection system and BOT's incentives and how it might be eliminated. Examp!es
might be the electronics and garments sectors. It seems fairly obvious that value-ad? «d is so
low because manufacturers, given duty-free privileges, find it cheaper to import rather than
procure locally. The technique would be to sample businesses to find out what they would
buy in-country if prices were competitive and then determine from potential focal suppliers
how trade and investment restrictions raise their costs.

This would be a 2- to 3-month assignment for a team of three professionals (both local
and expatriate}—an industrial expert in each of the two sectors together with an industriat
ecoromist, aided by some local statisticians and clerks to carry out the surveys.

. The converse approach would be to lock at export sectors that have done well (such as
automobile parts for U.S. and Japanese comrpanies and footwear) to see how they have
avoided the anti-export bias. It would look primarily intc the policy environment that seemed
to favor these sectors, such as competitive factors in nearby ASEAN nations and the
decisions of foreign companies to establish major plants in the Philippines.

A team of two, possibly a2 macroeconomist and a trade economist or expost specialist,
should be assigned to carry out 2 2-month survey on export growth in selected sectors other
than garments and electronics.

. Finally, agriculture has been sadly neglected. Discussion of the sabject of exports is often
seen 10 be confined to manufactures. A country like the Philippines could have a comparative
advantage in many specialized branches of agriculture derived from its climate and
manpower. This project would identify actual or potential products (from the experience of
similar countries) and determine the barriers in the policy environment.

The team would be a combination of economists and agricultural and trade specialists
who, given the lack of development in this area, might require several months to develop the
necessary data.
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CONCLUSION
To sum up, the objectives are

« To establish a set of analytical standlards by which to judge what is happening in the export

sector, and

» To explore the current policy environment sector by sector to determine the incentives and

disincentives it provides to exporters.

This is hardly the whole export problem: it omits training, technology, infrast , marketing,
and other areas. It assumes, however, thmmuvmmthoscmmﬁmbes&fﬁcmm
effective unless the policy framework allows market forces to operate without distortion.

The stakes are high. Export competitiveness is a major element in the government's economic
program. On its success depends the feasibility of a growth rate high enough to reduce
unemployment and poverty. To achieve that goal much remains to be done. USAID/Manila can belp

by assisting the authorities in formulating some of the policy questions as well as appropriate
answers.




Appendix A
SCOPE OF WORK

Specific tasks of the Contractor inciude the following:

Task 1: Evaluation of SOP i Objectives and Implementation

1.

S

Develop the methodology and approach for conducting the evaluation, with particular

emphasis on the following:

~ Assess achievements of SDP II purpose and policy obiectives;

—  Assess cffectiveness of SDP II policy conditions and technical assistance activities; and

— Assess economic impact of SDP Il on the Philippine economy, including employment
generation and income distribution effects.

Collect and apply economic and social data bearing on number one above.

Review SDP Il implementation.

Anmalyze the effectiveness of the SDP I policy reforms and technical support activities vis-d-

vis planned objectives and determine if the SDP 1} policy objectives were achieved. For

example, the evaluation should attempt to answer questions such as the following:

— Did the SDP I policy conditions influence liberalization of the foreign exchange market?
of the streamlining of duty drawback and VAT tax credit systems? of savings
mobilization?

— Did the policy conditions achieve SDP II's purpose of competitive exports in world
markets? Of SDP II's objectives of market determined exchange rate, access to inputs at
world prices and efficient financial resource: mobilization?

— Did the technical assistance activities provide the GOP with the empirical and analytical
basis or tools to allow them to evaluate the need for liberalization, streamlining and
resource mobilization?

~ Were the foreign exchange study and Philippine Dealing System study useful to the
Central Bank’s decision to free up the foreign exchange market?

— Was IPC helpful to the Bureau of Internal Revenme (BIR) and the OSS in streamiining
theM&awbackdeATﬂaedﬁsyﬂems*W&lPCeﬁmemﬁsmwthe
National Economic and Development Authority (NEDA)?

— Was the small savers study of help to the Department of Finance (DOF) and the Central
Bank in drawing up resource mobilization policies and programs?

— Was the commodity support, in terms of computer equipment and system software,
effective in enhancing the foreign exchange liberalization policy of the Central Bank?

- Was the commodify support, in terms of computer equipment, effective in helping the
OSS streamline its duty and tax rebate operations?

— Was the training of Central Bank staff at the economics Institute effective in enhancing
the staff's capability i economic analysis and monetary policy formulation?

Assess facilitating as well as constraining factors (both external and intemal to the GOP),

administrative problems arnd implementation bottlenecks which mfluenced the results and

effectivencss of SDP I policy reforms and techmical assistance.
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6. Assess the degree of complementarity/overlap of SDP II with other policy-based, BOP
support programs of A LD. (e.g. Private Enterprise Policy Support (PEPS} program} and with
other donor projects/programs (e.g. World Bank, IMF, ADB) impacting on the
macroeconomic policy agenda of the GOP.

7. Identify lessons learned in SDP Ii policy reform and technical assistance.

8. Assess whether the effects of SDP I are likely to be sustained in the future.

Task 2: Determination of SDP li Economic Impact

1. Develop the methodology and approach for conducting the economic impact analysis of SDP
IL

2. Analyze and estimate, qualitatively and quantitatively' the economic impact of SDP I policy

reform actions on the economy as a whole:

— Itis expected that the impact analysis will contain estimaies and/or validation of
previously prepared projections of the short term and long term effects of SDP H, in
conjunction with other donor projects/programs, on GNP growth, inflation, exchange
rate, interest rates, export performance and other pertinent macroeconomic variables and
GOP targets. The quantitative assessment will include an economic benefit—cost analysis
of the SDP Il resources vis-a-vis the economic benefits of the GOP implementation of
SDP I policy reform actions.

Assess the employment and income distribution impacts of SDP I policy reform actions.

Analyze the economic contribution of SDP II technical assistance activities on the capability

building of and the institutional changes in the GOP.

3. Conduct and overall review and assessment of the status of Philippine development,
structural adjustment and economic prospects, macroeconomic and policy interventions by
other major donors (c.g. IMF/WB/ADB) just before and during the period of SDP H design
and implementation. This general review and assessment of the Philippine policy
performance and the country”s short and long term economic prospects will serve as
background for the SDP II impact analysis and measurements of benefits.

aow

Task 3: Recommendations for Future Assistance

1. Based on the lessons learned and implications derived from the SDP IT evaluation, prepare
recommendations on how tc sustain SDP 1 supported policy actions.

2. Identify other policy reforms that are of critical importance and specific technical assistance
Mwnamusmmwmmmmmgmwmw

"The quantitative measurement of SDF I economic impact will be based on the PIDS econometric model.
It is expecied that PIDS wili collaborate with the coatractor for the use of the model as was done under the
SDP evaluation.




Appendix B
PERSONS INTERVIEWED

GOVERNMENT OF THE PHILIPPINES

Central Bank of the Philippines

Rico Alfiler, Director, Foreign Exchange Department

Sery .0 Gonzalez Edeza, Officer in Charge, Treasury Department

Wilheimina C. Manalac, Deputy Director, Department of Economic Research
Mrs. Santos, Departtnent of Economic Research

Amando Tetangco, Jr., Managing Director, Department of Economic Research

Department of Finance (DOF)

Uldarico Andutan, Director, One Stop Shop (inter-Agency Tax Credit and Duty Drawback Center}
Romeo Bemardo, Undersecretary

Majid John R. Bola, Chief Tax Specialist, One Stop Shop

Rosz .a V. Deleon, Planning Officer V, International Finance Group

Christopher B. Gomez, Chief Economic Development Specialist, Internationai Sconomic Research
Roberto Tan, Deputy Undersecretary

National Economic Development Authority (NEDA)
Ofelia Templo, Director Planning and Policy

University of the Philippines
Ruperto P. Alonzo, Professor, School of Economics
Jose Encamacion, Jr., Professor, School of Economics

MULTILATERAL AGENCIES

Asian Development Bank
Rahul Khullar, Economist (Philippines),

Dr. Wemer Schelzig, Program Manager
Thomas P. Walsh, Senior Program Officer

Worid Bank

Lant J. Azarcon, Economic Analyst, Manila
Sanjay Dhar, Principal Country Economist, East Asia and Pacific Region, Washington
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Hisanobu Shishido, Senior Country Economist. East Asiz and Pacific Region, World Bank,
Washington

international Monetary Fund
Howard P.G. Handy, Senior Resident Representative, Internationai Monetary Fund

PRIVATE SECTOR REPRESENTATIVES

Topper Coronel, Executive Secretary, Bankers Asscciation of the Philippines
Richard A. Curry, Construction Manager, ICF Kaiser Engineering and Construction Group
Gilbert D. Gardner, Vice President, ICF Kaiser Engineering and Construction Group

Phil Gielczyk, Executive Director, U.S. ASEAN Business Council/Philippines

Vaughn F. Montes, Vice President/Senior Economist

Sergio Ortiz-Luis, President, Confederation of Philippine Exporters (Philexport), Manila
Nilo L. Pacheco, Jr., Senior Vice President, United Coconut Planters Bank
Cesar C. Sanatos, Jr, Vice President. Cittbank

Robert M. Sears, Executive Director, American Chamber of Commerce of the |

agr a
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U.S. AGENCY FOi INTERMATIONAL DEVELOPMENT

John C. Chang, Assistant Program Economist, OFE
James L. Mudge, Director, Office of Program Economics
Brad Wallach, Deputy Director, Private Enterprise

OTHER U. S. GOVERNMENT AGENCIES

Jeff Cunningham, Economic Officer, American Embassy, Manila

Cinnamon Domseife, Deputy U. S. Executive Director, Asian Development Bank, Manila
August Maffry, Jr, Commercial Counselor, American Embassy, Manila

Donald McConville, Economic Minister, American Embassy, Manila



Appendix C
DOCUMENTS CONSULTED

ALD. AND OTHER U.S. GOVERNMENT AGENCIES
AlD.

General

Evaluation of the Philippines Support for Development Program, Nathan Asscciates and Louis
Berger International, May 1991.

Private Enterprise Policy Support Program (PEPS): Policy Actions, A.1.D. Memorandu
1991.

Monitoring and Assess ~en: ./ Tranche 2 of the Philippines Support for Development Frogram II,
Nathan Associates and Lcuis Berger Intemational, September 1592,

Monitoring and Assessment of Tranche 3 of the Philippinzs Support for Development Program I,
Nathan Associates and Louis Berger International, August 1993.

Progress on Policy Reform under Ramos, final repott, Virata Associates, October 1993.

Description of Projects, January 1994.

Tezhnic_; Assisiance

IMCC, Foreign Exchange Liberalization, 1992.

Cesar Saldana, The Philippine Dealing System, 1992.

Beniamm Diokno, Study of a Small Savers Instrument, 1992.

iPC, Harry Gameti et al., “Implementing Policy Change in the Philippines: Support for Development
I¥ Program”, draft final report, May 1994.

IPC, Harry Garnets et al., MIS Guidelines, May 1994.

MCC, Policy and Operatianal Coordination Issues Among the Bangko Sentral ng Pilipinas, the
Bureau of the Treasury and the Department of Budget and Managgement, September 1994,

IMCC, 4n Assessment of the Capabilities of the Bango Sentral ng Filipinas, September 1994.

Fﬁe@!' n Commaercial Service fFGS}, Amesicar iam?! Maniia

Indusiry Sub-Sectar Analysis: The Market for Capaciiors, Resistors and Semiconductors, September
1991.

industry Sub-sector Analysis: The Market for Semicon Manufacturing and Test Equipment, July
1992,

Irvectment Climate Statement, June 1994,
Philippine Ecencmic Outlook, December 1954,



GOVERNMENT OF THE PHILIPPINES

Board of investments (BOi), Department of Trade and Industry

Foreign Investmenis Act of 1991- RA 7042, 1991,

Developiag Exports as a Key Towards the Achievement of National Goals Towards the Year 2000:
Republic Act No. 7884, Congress of the Philippines, July 29, 1994,

Philippines 1994 Investment Priorities Plan, IPP, 1994,

Primer on Investment Policies in the Philippines, Manila, March 1994,

Bangko Sentral ng Pilipinas (Central Bank)

Circular # 1389, "Consolidated Foreign Exchange Rules and Regulations,” March 1993.
Selected Philippine Economic Indicators, abridged ed., February 1995.

Selected Economic and Financicl Indicators, March 8, 1995.

Philippine Exporis of Electronics, 19901993,

Value of Philippine Garrent Exports by Source of Raw Materials Used 1950-1993.
Balance of Payments 1990-1993 and Jan—Nov. 1993 and 1994.

National Statistical C

The National Accounts of the Philippines, CY 1992 to 1994, Jannary 1995.
The National Accounts of the Philippines, First Quarter 1992 to Fourth Quarter 1994.

The 1992 Philippine Yearbook.
Export Statistics, 1993 and January-October, 1994, Printouts of Computer Records, 1994 and 1995.

Economic Performance and Outlook, December 1994,

INTERNATIONAL MULTILATERAL AGENCIES
International Monetary Fund
Philippines - Recent Economic Developments, SM/94/149, June 14, 1994.

Worid Bank

Philippines - Recent Macroeconomic Develooments and Reform Efforts, No. 13109-PH, June 30,
1694,
The Philippines: An Opening for Sustained Growth, v_ I, April 1693,

Asian Development Bank
Asian Development Outlock 1994.
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RESEARCH AND CONSULTANT REPORTS

Alburo, Florian A., Pelitical Economy of Liberalizing Foreign Trade: Philippine Experience,
Philexport, February 1994,

Alburo, Florian et al., Progress on Policy Reforms wader Ramos, C. Virata and Associates, 1993.

C. Virata and Associates, Private Enterprise Policy Support: PEPS Progress Monitoring.

Ferrer, Francis and Julius Labrador, Philippine Electronics  Industry and Philippines 2000,
Philexport, 1992.

Lamberte, Mario B., "Managing Surges in Capital Flows," Philippine Institute of Development
Studies, Discussion Paper Series # 94-20, December 1994,

Manasan, R.G., "An Assessment of Fiscal Policy under the Aquino Government,” 1986-1988, PIDS
working paper 90-06, PIDS, 1990.

Medalla, Erlinda et al., Catching up with Asia’s Tiger, Parts I and I, Philippine Institute for
Development Studies, 1994.

Philexport, "Export Winner Profile: Electronic Components and  Product Assembly.”

Philexport, Enhancing the Investment Climate: Overview and Recommendations, AYC Consultants,
Inc. Study Team, Updaied, July 1994.

Philexport, Optimizing Philippine Gains from Regional Trade Arrangements: Executive Summary,
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Appendix D
PHILIPPINE INVESTMENT
INCENTIVE SYSTEM

HISTORICAL BACKGROUND

Investment incentives were available as early as 1946. The earliest version offered exemption from
all internal revenue taxes for a period of 4 years to "new and necessary” industries, the same set of
industries the ensuing trade and exchange controls would protect. In the 1950s, incentives in the
form of liberal importation of rew materials and intermediate inputs were added. In the 1960s,
exemption from duties on imported equipment was made available to "basic” industries.

The system of investment incentives was formally institutionalized in 1967 with the enactment of
the Investment Incentives Act of 1967. Priority areas were selected and “measured capacity”
established for these areas. Incentives were geared mainly towards the preduction for the domestic
market. They were additionally given further incentives in the form of tariff and/or import control
protection (impost licensing requirement or outright import ban).

In 1970, incentives were extended to nontraditional exports with the passing of the Export
Incentives Act (RA 6135). Since then, the investment incentives act has been amended and codified
three times, culminating with the Executive Order 226 or the 1987 Ommnibus Investment Code (OIC).
EO 226 superseded Batas Pambansa 391 (BP 391) passed in 1383. BP 39! introduced an innovative
form of incentives—a tax credit equivalent to 2 certain pecentage of net value-added eamed (for
domestic producers) and locai content ( for export producers). This was replaced by the income tax
boliday for a duration ranging from 3 1o 8 years under EQ 226.

Remaining issues

A review of the investment incentive system by Manasan (1980) examined the effects of the OIC on
profitability of hypothetical firms. Manasan estimated the impact on the internal rate of return of the
important provisions of BP 391 and EO 226 on a hypothetical BOI registered firm. Her results show
that the increment on the IRR of exporters is three to four times as large as that of non-exposters
under BP 391 while EO 226 differentiates only between pioneer and non-pioneer enferprises.
Consequently, the inducements given to exporters is reduced by half while benefits made available to
non-exporters almost doubled under the new OIC.

The income tax holiday and the tax-free importation of capital equipment rank as the key
incentives in the new Code. As already noted, these are uniform for exposters and non-exporters
atike. This contrasts with the 1983 Code which explicitly aimed incentives at mitigating, if not
overcoming, the bias against exp_rts from the protection system. Thus the pew Code, insofar as iax
incentives are concerned, is virtually neutral between exporters and non-exporters. The duty-free
importation of imported inputs serves as the only advantage of exporters which is available to all
exporters, whether registered or not with the BOL

Looking at some statistics on BOi-approved projects provides some insights on the impact of the
changes in the investment incentive system. The first major observation is the declining share of
export-oriented firms in BOI-approved projects. Between 1983 to 1986 (the BP 391 era), export
producers accounted for more than 70 percent of project cost. This went down to 25 percent in 1993

i,
N
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and further down to only 15 percent in 1994 (see Tables D-12 and D-1b). The figures are not as bad
in terms of number of firms, where exporters still account for more than 50 percent, because
exporting firms are much smaller in terms of project cost. Nonetheless, these figures show that the
removal of the preference for exports, brought about by the change in the incentives system from BP
391 to EO 226, has had a corresponding impact in the types of proiects approved by the BOL

Table D-1a. Percentage Share in Tota!

Project Cost of BOl-Approved Projscts,
by Type of Producer
Typa of Producer

1881 B3 311 43 83
1983 64 684 252 00
1885 183 9.1 al 0.0
1950 09 %8 6.0 a2
1991 80 512 14.7 b7 43
1932 00 1 2ne 87
1983 00 26 %56 ey
1934 o) %40 14.1 520
Vaiue {P miion}
1981 2550 3534 5151 K7}
1954 0 183,223 63625 234506

Notes: "Others” inciudes servics, agricallural irm services,
infrastructureindustrial service faciiiies, public ttiiities, export
mmmmmm
projects, Sourtsm-oriented projects. and coemarce. For 1988-1954,
egriculnal producers are incladed in domesiic produsers,
Source: Soard of investments.

Tath-'!h.PermgeS!memmof

Firms Approved for BO! Ragi
by Type of Producer
Tyre of Producer

Year Agricinge = Domestic Expont Others
1981 21 17 & 1
1883 13 2 & )
1685 4 4 & o
1930 0 13 70 17
12681 e 15 2 2
1862 ] 13 75 1
1983 0 15 it 14
1954 0 15 58 2%
Number of Fms
1951 40 34 118 1
1994 1] 110 426 102

Nm.'mns incidies sanvics, mﬁmﬁfamm

mm«mmmmmt%tm

agricuitural producers are indluded in domestic producers.
Source: Board of Investments.
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A relevant question is, Has the same bias resulted in the case of direct foreign investment? This
appears to be the case. Mnmdmmemmaffwgzmafﬁﬁzwwm@m
replicates that of the distribution of project cost of BOI-approved projects over the period
considered. In 1993, arcund 97 percent of foreign equity investmenis of BOl-approved projects are
export-oriented. The share declined to around 40 percent in 1993 ard further down to 21 pescent by
1694 (see Table D4).

Such a shift in orientation has serious implications in at least two areas. One, ahtbough exporting
actiﬁﬁsinmofmmberefﬁrmsﬁﬁmmfwm&wﬁﬁwmafmﬂ%iwwa&
projects, protection to the export sector is effectively diluted. Giving substantial incentives to other
(mcm)mmammwmmw@mmgmmm
atfractive. Second, the larger share in terms of project costs of domestic oriente
project impiies huge revenue forgone which has macroeconomic implications. Smh rEVERne
foregone from investiment incentives to exporting could be justified (¢ g, on externatity Ww&
distortions created by the trade regime.) The same is not as clea: i the case of dornestic onicated
projects. Indeed, the PIDS-DIA study shows that activities within the [PP appear to be more
mefficient savers of foreign exchange, their DRC/SER rathi: being greater than one and larger even
than the average for manufacturing (sce Exbibit D-1). Faced with a budget constraint, Bmiting
revenue forgone from investment incentives to domestic producers would be most prudent and
Jjudicious.

Tables D-2 and D-3 show the distribution of BOl-approved projects by type of activity. In 1985,
export manufacturing accounted for around 74 percent of project cost. This is down to caly 13
per ot in 1994, In contrast, domestic-onented manufacturing went up from less than | percent in
1985 to around 33 percent in 1994, W&mmu&cﬁmg,exmgdmwandemc
products accounted for more than half the share of total manufacturin
1985. The share has gone down to only I} Wtofmmgm Tbemamstubca
tmémwfmmnmﬁvmtohemgmymmmspmzﬂcmgwmmAn&thcmm&
coverage of incentives to exports is limited. Domestic market-onented construction/bo

components took the largest share of around 36 percent in 1994,




Table D-2. Percentage Share in Total
BOil-Approved Project Cost, by Sector

1986 1990 1004

Manufachuring 84 188 330
Agrcuiture, forestry, and fisheries 193 08 05
Mining 0.0 72 04
Enorgy-refated projects 87 234 %2
Tourism-oriented projects a9 128 1.8
Public utifites 0.0 35 130
Others 4o 74 49
Totai domestic 284 740 85.9
Manufacnxing €78 230 130
Agriculture, forestry, and fisheries 09 0.4 03
Mining 06 26 0.8
Energy-related projects 31 60 H)
Tourism-oriented projects 0.0 0.0 0.0
Pubiic utifities 00 60 00
Others 0.0 8.0 00
Total export 716 260 14.1
Tetal 100.0 100.0 100.0

Notes: “Others” includes service, agricuftural famm services, infrastructure/

-_ 0s 6.1 00 01
06 20 02 02 0.1
- - 0.1 123 13
—_ — - - 0o
40 26 1.0 — 97
-_ 35 06 07 114]
22 24 13 %8 04
— 45 _ 29 08
-— 05 1.1 0.0 a8
21 0.1 1.7 02 0.1
408 6.t 112 11 114
—_ -— —_— 07 —

—_ 10 115 0.1 25
103 -~ — - 08
-— _ a1 — —_

18 0.0 18 _ 63
— -_ a6 —_ 0g
62 -_ 0.t 0.0 ¢0

Total 110 89.0 45.1 549 7.7 223
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Exhibit D-1. Excerpt from PIDS-DIA Study on the Secial Profitabiiity of IPP Activities

*... One could, however, make some judgment about how optimally (or otherwise) the IPP has reallocated

investments by comparing some measure of social profitability for those industries within and without the IPP. If

those industries within the IPP prove more socially profitable, then at the very least, the IPP has had no adverse ;
effect in resource allocation, and could very well even have led to a better investment allecation. Otherwise, it would §
be a clear indication of error, on the whole, in the selection of industries.

"This was done for this study, using some rough estimate of the domestic resource cost (DRC) and some
approximation of where the IPP activity belongs in the S-digit PSIC classification of manufacturing industries. The
DRC, which s the value of domestic resources used, in shadow prices (i. e., real scarcity value, or social vaiue), per

unit of net foreign exchange earned or saved, is taken as a ratio to the Shadow Exchange Rate (SER) to indicate
comparative advantage. Results show that, using 1988 NSO establishment data from: the census of manufacturing
establishments, the industries included in the IPP have even higher DRC/SER—2.3 for those industries inciuding the |
IPP compared to only 1.5 for all manufacturing. (See table below)" i

Table B-1. DRC/SER, EPR & BVP of Projects
Inciuded in IPP {1988}

DRC/SER EPR

industries within IPP {1988} 23 56

All industries within and outside IPP 15 283

Table D-4. Percentage Share in
Total Foreign Equity investments of

BOI-Approved Projects, by Type of Producer

Year _ Agrculive  Domestic Export Others
1985 83 26 g7.1 94
1986 36 128 810 25
1888 78 20 570 32
1880 0.0 148 472 378
1891 00 522 158 ¥
1992 0.0 o1 356 372
1983 02 237 985 385
1994 0.0 330 213 45.7

Notss: For 1954, total aquity imvestment = P157,338 milion; total
foreign equity investment = P61,287 miflion. “Others” includes service,
During 19881894, agricuitural produca:s are inciudd in domestic

prodcers
Source: Board of investments.

Another major observation is on the capitai-labor ratio of BOI-approved projects. As shown in
Table D-1c, the capital-labor ratio (K/L}, which is estimated by the project cost divided by
employment, fell drastically during the period from 1983 to 1986, when BP 391 was in effect—
P512,740 per employee in 1982 down to only P83.,660 in 1986, both in nominal terms. (The decline
is even more drastic using constant prices.) Since then, the figure for K/L continue to rise rapidly,
reaching P1.27 million by 1993. The large differences clearly indicate the capital bias of the
investment incentive system under the 1987 OIC vis-a-vis BP 391.

Some weaknesses in the incentives provided have been noted in the PIDS-DIA study. One major
conclusion is that the key incentives of the OIC—income tax holiday and tax-free importaticn of
capital equipment—have reintroduced the bias toward capital-intensity. Moreover, the incorie tax
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holiday incentive will not benefit much those enterprises that need help, possibly incurring income
losses in the early years (which is likely to be the case for many new enterprises). Rather the
principal beneficiaries will be those enterprises that are amply profitable from the outset and,
therefore, might not kave, in the first place, needed incentives.

What seems more critical, however, is the selection of activities to be included IPP, which is
becoming more geared towards the domestic markez. Aside from the removal of preference for
exporting activities effected by the change from BP 391 to EO 226, the selection process for [PP
inclusion itself, deliberate or not, may have been directly a factor in such a change i: orientation.
The process appears ad hoc. A firm applies for inclusion in the IPP and BOI incentives for a certain
activity. The BOI reviews the application and decides for the inclusion of rejection. Although the
evaluation criteria could be objective, such an ad hoc system could only be a fragmented and weak
means of carrying out the ideal role of investment incentives. This is manifested in the large number
of activities included in the IPP. In 1989, there were 234 investment areas included. This went down
to 60 in 1994—still 2 large number of areas.

Clearly, there is a need 1o rationalize the investment incentives system for it to serve its ideal
role. The raticnale for the investment incentive system is not to induce additional investment in
itself. This, if needed, is the responsibility of the cverall fiscal and monetary policy. The objective is
to channel investments to the desired sectors within industry which will maximize the potential of
the industrial sector in the development process. Basically, this means providing investment
incentives which will correct for market failures and distortions which prevents such optimal flow of
investments.

The most recognized market failures include the presence of externalities, economies of scale,
imperfect capital markets. However, what has murned out to have caused the more serious distortion
is the protection system. The details of this has been chronicled many times. It would suffice here to
focus on the most important bias in the protection system—the bias against exports. Moreover, not
only is it penalized by the protection system, it also involves externalities. Export orientation keep
industries abreast in the adoption of best-practice technologies, resulting in faster productivity
increases. The rationale for promoting exports is thus clear. And this has not been adequately
answered by the current system, as the statistics show. Several proposals have been suggested by the
PIDS-DIA study. In generzl, it recommends limiting the number of activities selected for promotion
in the IPP to a few, say three to five industries at a fime, and that the incentives be timebound. The
small number would reduce the probability of errors in judgment that could be made, and should a
mistake be made, limit the magnitude of losses.



Appendix E
STATISTICAL TABLES AND OTHER
SUPPORTING MATERIALS

METHODOLOGY FOR THE QUANTITATIVE IMPACT ASSESSMENT

The assessment of the quantitative impact of SDP II was implemented with the use of the Philippine
Institute of Development Studies (PIDS) macroeconometric model. The following discussion covers
the structure of the PIDS macro model, the methodology for determining the impact of the
establishment of the duty drawback and OSS, and the approach taken in measuring the impact of
forcign exchange liberalization.

PIDS Macroeconometric Model

‘The PIDS macro model consists of 72 behavioral equations and 54 identities. There are four major
blocks in the current version of the model, namely, (1) the real sector consisting of production,
expenditure, and employment, wages and prices; (2) the fiscal sector; (3) the financial sector; and (4)
the external sector.

The major components of the real sector are linked through aggregate expenditure categories
which appear as determinants of quantity demand in the production subsector. In agriculture,
quantity supplied adjusts to clear the level of quantity demanded, while in the industrial sector 2
pﬁceaquationﬂmctionsasasupplyequaﬁonwithoutpmdaermincdbythelevelofdemand.lnm
output determines the level of prices and employment. The financial sector affects output via the
interest rate, the amount of net foreign assets and the liquidity variable which enters the wholesale
price index equation. The fiscal sector influences the monetary base and interest rate through the
method of financing the budget deficit. It also affects the real secior through expenditures on capital
and operating expenses which partly determine the Ievel of output. The external sector affects the
other sectors of the economy through the linkage of the various current account components with
output and expenditures, as well as its contribution to net foreign assets via the BOP account.

The external block of the model replicates the flow of goods, services, capital, and transfers in
and out of the Philippine territory. This block consists of import and export demand equations, the
corresponding import and export price equations, and the balance of payments identities.

Exportdemandisassmnedmbenegaﬁvelyrelatedmanexpoﬁpﬁcedeﬂawr@)dividedbymc
official exchange rate (ER) and positively related to a proxy for economic activities in countries that
demand the particular commodity. The variable P actually measures the production cost of exporters.
The variable P/ER shows that higher costs of production that dampen export production can be offset
by a devaluation. Similarly, lower costs of production that tend to promote exports can be offset by
an appreciation of the peso. Insofar as our exports are import intensive, another hypothesized
determinant is the supply of merchandise imports. Moreover, export price equations are specified as
a function of domestic input price index—either a commodity specific price index or the general
price index.

The parameters are based on time-series data from 1967 to 1991. It is likely that the mtroduction
of policy reforms in recent years would have altered the structure of the economy, so that in
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simulations, the magnitudes of the deviation from the baseline might change. Nevertheless, we are
confident that the direction of change would remain the same.

Methodology for Assessing impact of Duty Drawback and One-Stop Center

The establishment of an efficient duty drawback center and OSS translates to a reduction in the costs
of production of exporters. In addition, aliowing the exporters to retain their export earnings and
being able to borrow foreign currency loans would also reduce their costs. These measures imply

lower export prices. These lower export prices are used in the simulations. The results are shown in
Table E-1.

Table E-1. Brezkdown for Imported, Domestic, and Value-Added
Components and Price Reduction Coefficient of Exports
Percentage

knpost Domestic Value inefficient Price

__Exportad Product Coefficient  Cosfficent  Added Price Redtiction
Agricultural products 0.34 026 0.40 1.08 g
Semiconduciors 0.80 0.00 0.26 1.16 18
Gaments 0.56 014 030 113 13
Other manuiactixes 0.35 035 030 1.1 11
Other goods 033 0.33 0.34 1.16 10
Sowrce: Constitan?.
Determination of Export Prices

Reductions in export prices resulting from policy reforms are determined using the following
formula:

PX= aM+(l1 +TED)+bD*(l+TEV)+VA
APX = 1-PX

where
PX = inefficient price of exports
aM = mport coefficient indicating imported component in product
bD = domestic coefficient indicating domestic component in product
TED = tariff equivalent for inefficient duty drawback system

TEV = tax equivalent for inefficient VAT credit system
VA = value added component of product
APX = reduction in export price as a result of improved systems

Manasan estimated TED to be 20 percent and TEV to be 10 percent. The estimated reductions in
export prices for the five export categories are shown in Table E-1.
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However, not all exports will benefit from this. It is estimated that between 1992—-1994, only
about 10 percent of the exports benefited from this. The proportion is expected to go up over time.
For this simulation, we assume that the proportion will increase to 15 percent in 1995-1995, and 20
percent in 1997-1998.

The results of the simulation are presented in Table E-2.

Table E-2. impact of Straamilining of Duty Drawback and VAT Systems

ﬂ:omnt deviation from baseline)

Varigble 1943 1984 1885 1966 1997 1898
GNP 004 006 008 g.12 0.14 0.19 0.2t
GDP 0.04 0.08 058 013 0.15 018 622
Exports 0.7 0.4 044 G67 075 0.97 197
impornts 903 aor 0.10 a16 0.20 026 0.3
Trade batance -0.27 053 ~{.56 =082 =103 ~1.42 ~1.60
Casment account batance 402 —2.10 ~1.86 ~3.28 537 -18.63 1213
Balanca of payments 112 154 3z 855 3% 426 3.3t
Value added in agricuiture 0.00 002 0.04 607 8.08 012 014
Value added in manufachuring 0.08 0.12 8.14 0.20 0823 0.30 0.34

0.01 0L 002 603 .02 .03 083
Consumer prica index 082 001 ~5.01 ~0.02 -302 o 1174 543
Buxiget deficit 02 =028 0.3 042 044 G55 361
Govarnment revenue 1314} g4 .06 0.09 g.12 .16 013
Parsonal consumption 0.01 042 13124 2.04 005 0.06 0.08
Source: Corsultant,

Additional Capital Inflows

The policy reforms that came with SDP I paved the way for higher capital flows into the country. To
determine the capital flows attributable to SDP 11, figures for 1991 to 2000 are estimated based on
historical patterns of net foreign direct investment and net portfclio investment. The following
categories from the BOP accounts of the Bangko Sentral ng Pilipinas are used to determine the net
foreign investment:
e Inflows:
—New foreign investments in the Philippines
—Portfolio investments
s Qutflows:
—LCapital withdrawal form the Philippines
—7Portfolio nvestment

The net foreign investment is the difference between the inflows and the outflows.

The average values in the period preceding SDP Il are used as the baseline. The mean net foreign
investment for 1981 to 1990 is $43 miilion. The actual values for 1991 to 1994 are obtained from the
BOP accounts of the Bangko Sentral ng Pilipinas. For 1995 to 1998, the assumptions of NEDA
regarding the net foreign investment are used.

Using this approach, the additional capital inflows atributable to SDP II are as follows:
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Addiional

Year NINDF

1992 23
1993 140
1994 27
1995 342
1996 458
1997 483
1998 506

The simulation results are presented in Table E-3.

Table E-3. impact of Capital inflows (percent deviation from baseline)
1882 1983 1884 1985 1996 1987 1998

GNP 054 835 056 0.63 673 G676 .50
GDP 0.54 0.33 0.80 0.78 07 1.24 1.3t
Exports 0.5% f46 064 077 085 103 1.08
imponts 060 055 872 .87 1.06 1.15 1.19
Trade balance .76 475 087 -t 05 -1.38 -$.43 147
Gurrent account balznce -1643 -3.63 =347 472 -10.78 -139.13 102!
Bajance of paymenis 14.21 837 4673 5699 24.26 1762 .77
Value added in agricultire .19 g.13 141] 0.2t 62e 025 622
Value acded m manufactxing o 045 076 088 1.08 106 1.01
Employment 0.12 405 818 020 g.26 11323 028
Consumer price ndex -0.38 52 038 544 {35 52 547
Budget deficit ~1.50 -1.63 ~1.37 ~1 57 -1.64 ~1.77 -1.75
Govemment revenue 023 0.23 628 0.34 945 650 g52
Personal corsumption 0.18 0.13 0.18 021 .26 826 024
Source: Consuitant.

Investments abroad made by Philippine residents could also be affected by the foreign exchange
liberalization. In this case, we need to incinde withdrawal of foreign investments abroad
(representing a capital inflow) and capital for investment abroad (representing a capital outflow).
‘The magnitudes are relatively small at this stage and the net inflow resulting from these categornies
amount to $13 million in 1991, $6 million in 1992, and $6 million in 1993. The pattern does not
suggest an increasing trend in the net inflow. We do not expect it figure prominently in the near
future. Thus, excluding them in the simulations will not alter the results significantly.

Impact of Peso Appreciation

The impact of the appreciation of the peso is evaluated by comparing the values of the key
macroeconomic variables with the values resulting from the scenario where the domestic currency
did not appreciate. In the with SDP II case, we took the actual vaiues of the exchange rate from 1992
to 1994. Then, we assume that it would depreciate by 3 percent every year from 1995 to 1998. In the
without SDP II case, we assumed that the exchange rate would be P28/US31 from 1992 to 1994 and
take on the same values from 1995 to 1998 as in the case with SDP IL



Year

1992
1993
1934
1995
1956
1897
1998

The simulation resuits indicate that the appreciation of the peso leads to lower exports and higher

Exchange Rate
Wah SDPl  Without SDP I}
2551 28.00
2712 800
%61 808
z2 2800
28.08 2803
28 2887

274

29.74

imports. This has a negative impact on the wade balance and GNP. The resuits are shown in Tabie

E-4.

Balance of paymerds -33.15 1451 % i S 74 364 20
Vaiue added in agrictizure -~.88 -1.18 ~1.26 127 081 ~345 527
Vaiue adcad in maniaching {6 -0.48 -84 ~251 (3513 802 Q07
Employment 054 413 ~018 =G0 612 0.10 o7
Consumer price index .00 6.00 8.5 0.0 .00 000 .00
Budget deficit 272 820 1002 27 o7 085 080
Govamment revenus 2.2 -1.08 -1.68 -.56 -{.26 ~3.28 ~{.25
Parsonal consumption 6.5 L5 226 427 ~g.14 -0.06 ~0.02
Source: Consuitant.

Overall Impact of SPP I

To assess the overall impact of SDP 11, a simulation is undertaken incorporating the impact of the

duty drawback and the One-Stop Shop (OSS), and the foreign exchange liberalization. The reduction
in export prices, the additional capital inflows, and the foreign exchange movements resulting from

these reforms are incorporated in one simulation.
The results of the simulation are presented in Table E-5. Because the model is non-linear, the

sesults may net coincide exactly with the sum of the separate effects. Moreover, the base runs used in
the different simulations are not identical so it is not cosrect to add the percent deviation from
baseline of the three earlier simulations to get the overzll effect.



Table E-5. Overall impact of SDP i (percent deviation from baseline)

1992 1983 1554 1655 1996 1997 1998
Chp -0.37 =£.26 815 .14 €63 075 875
aDp 041 -§.27 047 9.13 064 0. 075
Expons =183 ~.53 -0.76 {95 0.83 1.21 1.40
brports 21% 126 1.5% 123 o 082 093
‘irade Salance 11.50 54 646 403 0.68 .10 .24
Current Account Balance ~433.08 2N 2816 16.54 416 G636 1.09
BOP 2085 =200 2541 2202 369 2888 17.94
Value Added in Agricultire 857 «{ 86 .87 -{0.76 -£.37 & 802
Value Added in Marsdactuzing 018 0,62 G682 1.2t 1.68 1.56 143
Emplovment £.20 -5.07 ¢a2 014 g3z 6.32 g32
Consumer Price indax ~221 -1,2% ~1Rg -1.20 058 42 -0.35
Budget Deficit 2782 1858 1155 8.48 69 4% =108
Government Revenue 254 ~-1.33 -t8 ~1.22 —0.18 g.12 ¢4
Persanal Consumption 0.10 811 U168 o 0.26 8.27 0.26




Appendix F
TRADE POLICY REFORMS

HISTORICAL BACKGROUND

By and large, the Philippines began adopting a restrictive trade regime, n.ainly to promote
import-substituting industries, as early as the 1950s. The pattern of protection has been highly
uneven, a situaticn brought about by escalating tariffs (high for finishing stages and lower for lower
stages of production) reinforced by a similar pattern of quantitative restriction: (mainly in the form of
import licensing requirements). Generally, there was a very high effective protection rate for
finishing/assembly tvpes of operation, low protection for intermediate and capital goods produciion,
and negative or zero proiection for the expe.t sector. As such, the past trade policy regime created
serious distortions and biases that became deeply embedded after more than three decades of such
protection system. It was only in the 1980s that major trade reforms began to be undertaken.

This restrictive trade policy created serious distortions which prevented the efficient functioning
of the market and resource allocation. These z-iverse effects are aside from the dynamic costs of
protection in terms of possible efficiency losses and the lagging behind of our industrial sector
compared to that of other countries wi the absence of foreign competition. Such losses may even
be the more serious legacy of a long-running protectionist regime. With inadequate exposure to the
world market, the Philinpines would lack the experience to deal with its intricate nature and lose out
to the other more matue world traders.

The restrictive trade regime not been able to provide a real solution o the BOP problems.
Artificially making certain import substituting industries relaii vely more profitable through tariffs
and QRs automatically has made potentiaily profitable exports less attractive. Scarce resources were
induced to flow towards the protected sectors, leaving less rescirces for the potentiaily more
profitable export sector. And because the cost of saviig foreign exchange at the margin, under a
protectionist regime, was much greater than the cost of producing foreign exchange (as previous
studies have shown), improving the trade balance under such conditiuns bas been more costly and
difficult.

These bad side effects are borne out by the poor performance of the industrial sector after three
decades of protection. Although the share of manufactured exports grew, they remain highly
concentrated (in garments and semi-conductors). And the economy experienced recurrent BOP
problems.

Thus, the move toward greater trade liberatization starting in the 1980s i- considered among the
most basic reforms to attain overall efficiency and sustained economic growth. By ridding the market
of distortions, trade liberalization would espouse greater reliance on the market, foster competition,
and provide an even playing field which would induce to reveal and encourage to develop industries
with real comparative advantage.

The Aquino administration made substantial achievements in reducing import restrictions
{mainly in the form of import licensing requirements or outright ixzport ban) from 1986 to 1989, and
with the implementation of EO (Executive Order) 470, the tariff range will further be narrowed
down. From 1986 to 1989, import restrictions on some 1,471 PSCC lines were lifted. This reduced
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the number of regulated ..ems as a percentage of total number of PSCC lines from around 34.1
percent in 1985 to only 8.0 percent by the end of 1989. This percentage went down firther to less
than 5 percent by 1993. (See Table F-1.) Then, the second phase of the tariff reform program started
to be implemented with the passing of EO 470. This further narrows down the tariff range, with the
majority of the tariff lines falling within the 3 to 30 percent range by the ycar 1995. (See Table F-2.)
Indeed, the progress made under the EG 470 has been part of the PEPS (private enterprise project}
Review which neted the improvements (as indicated by the lowering and leveling of the EPR or
effective protection rates across sectors) in the tariff structure as a result of the EQ.

Table F-1.Quantitative Restrictions on imports in the
Philippines, 13801993
Percentage of import
Percentage importkems  Restricted items
Number of QRS Change Sublectto as Percantage

Year {end-year} {per anhum) Restriction of Total imnorts
1580 2901 —_ 5t8 —_
1581 2538 -8 47.1 330
1882 2,051 -2 365 352
1683 2014 -2 360 K2 ¥
1884 2041 1 3e4 24
1985 1,587 -4 351 329
1958 a3 51 174 210
1987 802 -18 14.3 112
1988 579 —28 163 145
188% 420 -4 75 130
1990 447 -23 80 136
199 31 -3 E2 -
1992 126 ~57 258 -
126 183 45 — o
Bdaximun narcentage of import tems subject to restrichions.

Source: World Bank Basic Exonomic Report, The Phipgines: An Opening for

Sustained Growth {April 1983). Updatad by Phiippine authorities.

Tabie F-2. Froquency Distribution of Tarifi Rates

No. of HS Lines®
Rate Level
_{percers) 19902 1991 1982 1693 1984 1965
0 3 45 43 43 43 8
3 @ 217 e 34 304 285
$ £ 11 HL 16 16 16
10 1,835 1,589 1971 1,848 1,957 1.957
15 0 3 3 § 32 -3
20 128 870 43 8ss i 1,036
. 6 0 3 102 132 18
3t 1,226 §718 8BS0 1,042 1013 187
3B 7 ] 102 a7 622 0
4% 54 485 3% 67 32 ¢
45 2 0 824 ¢ 0 g
50 143 1373 831 S0t 488 208
TJotal 6,133 5381 5,561 5.561 5,561 5561
2pgfore Exacutive Order 470
Execuzive Order 470

%

?fl‘;
K
T

Fo



F-3

Studies under the PIDS Development Incentives Assessment (DIA) also noted these
improvements in the tariff and protection structure. Furthermore, the project provided empirical
evidence on the positive impact of the trade reforms.

The DIA Project shows that for the whole manufacturing sector, the DRC/SER. {(domestic
resource cost as a ratio to the shadow exchange rate)! went down from around 1.7 in 1983 to around
1.5 in 1988, clearly an indication of an increase in the overall level of competitiveness of the
manufacturing sector. To illustrate further, the share of establishments whose DRC/SER ratio fali
within the range of zero and one (i. e., those with allocative efficiency) rose substantially between
1983 and 1988, in terms of both value of output and number of firms. In terms of value of output, the
share of efficient firms increased significantly from 18.8 percent in 1983 to 39.5 percent in 1988.
Furthermore, there was very significant correlation between the change in EPR and the change in
DRC/SER between the 2 years.

MORE RECENT DEVELOPMENTS: REFORMS UNDER THE RAMOS ADMINISTRATION
Trade liberalization remains part of the Ramos Administration’s policy agenda. This is enunciated in
the Medium-Term Development Plan. There was a series of EOs and CB circulars passed including
EOQ 1, EO 2, EO 5, EO 8, and EO 61 among the executive orders and CB Circulars 1347, 1356 and
1365 among the Central Bank Circulars affecting trade policy.

CB Circulars 1347 and 1356, with EQ 8 are basically import liberalization measures where
import restrictions are initiafly and partly replaced by tariffs. Thus, during the first year of
implementation, tariffs on affected commodities were generally raised—most to 60 percent, some to
100 percent. These are scheduled to be reduced over five years to within the 0 to 30 percent range.
(See Tables F-3 and F4.)

Shortly after being passed, certain provisions of EO 8 and CB Circular 1356 were suspended
following strong objections from various sectors. (Farmer groups, with the blessings of the
Department of Agriculture, invoked the Magna Charta for Small Farmers io prevent liberalization of
com imports.) In particular, these resulted in (1) a court injunction on EO 8 for livestock, poultry and
meat, (2) CB Circular 1365 deferring liberalization for corn, and (3) Memorandum Order No. 60
freezing the tariff on com until February 1993.

On February 27, 1993, decisions on these products were made with the passing of EO 61
(effective 30 days after) and Memo Order No. 95 (effective immediately). The EO sets the tariff rates
while the Memo Order imposes guantitative restrictions. EO 61 and Memo Order 95 affect 4 sectors
in general: com, poultry, hogs and pork and meat and meat products. Thus, no liberalization
occurred in these sectors (except for beef and beef products) while book rates have been raised
(although scheduled to go down to EQ 470 level by 1996). Possibly, protection on these products
even rose after these changes.

'The measure of efficiency used in this project is the ratio of the domestic resource cost (DRC) to the
shadow exchange rate (SER). The former indicates the value of domestic resources used to produce 2 unit of
net foreign exchange while the latter indicates how society truly values foreign exchange. Thus, 2 ratio of one,
or less than one, indicates efficiency since the activity is using domestic resources, whose cost is lower than
value of the net foreign exchange it earned or saved. The lower the DRC/SER ratio, the higher the allocative
efficiency.
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Table F-3. Frequency Disiribution of

Tarifi Rates {Executive Order 8)
Rate
{percent) 1992 1933 1994 1885 1896
0 4 43 £ 43 83
3 278 308 306 287 257
5 1" 16 16 16 16
10 1673 1850 1958 1960 1960
15 3 6 R % %
20 743 886 $15 1037 1,040
25 30 103 133 20 19
30 768 964 927 1888 2004
35 101 48 578 14 —
4 384 615 95 -
45 580 — 14 2 -
50 52 568 514 213 211
5 - i4 2 _— -
60 - 2 - —_ -
65 - 2 — — -—
70 _ 14 - - —
75 7 - - - -
80 12 &8 - - -
100 68

Total 5606 5606 5806 5606 5606
Nots: The total number of HS nes shouid be 5,610 butthere are 4
Source: Elizabeth S. Tan, Research Paper Series No. §4-11, Table
7

Table F-4. Taritfication Under Executive Order 8
Average Tariff  Average Tatit
Rate in Rasin
Executive Executive
Ocder 470in  Crder8in

No. of 1862 1692
PSCC Description Lines {percent} {porcent}
00 Live Animals for Food 8 28 57
31 Megat and Preparations 32 35 T
2] Fish and Preparations 2 38 82
04 Cereals and Preparations 3 <] 75
08 Sugar, Honey, and Preparations 1 50 (5]
72 Specialized incustrial Machinery 1 45 100
and Equipment
74 Non-Electric Machinery & 28 €0
I Electric Machinery and Apparal 1t a3 9t
78 Motor Vehicles 2 K 1] 56
Total 113

Souwrce ; Elizabeth S. Tan, Research Paper Senes No. 94-11, Teble 6.

REMAINING ISSUES
Thus, there has been some wavering in the implementation of further trade reforms, with the
suspension then revisions in executive orders and CB Circulars issued. Still, at least, the intent to
continue with the trade reforms remains, manifested in the pronouncements and recommendations by
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the Tariff Task Force which is setting out to implement a lower and a more uniform tariff structure
by the year 2003.

It is easy enough to set the overali trade policy direction. However, while a move towards a more
uniform tariff structure and a more liberal trade regime is ideal, from the point of view of overall
policy making, the task is not as simple as recommending a uniform five percent by the year 2003.
Further studies need to be done about its political and economic (both macro and micio)
ramifications. From the political point of view, for example, how feasible is this? Whe are the
wintiers and losers? From the economic point of view, there are even more questions. What are the
implications on the domestic tax system and on the overal! fiscal situation? What is the appropriate
tariff level from the perspective of such macro analysis? How will the agricultural sector which
receive high protection be affected? How should the adjustment process be conducted? What
measures should be adopted to minimize the adjustment costs? Given all these considerations, what
is the best tariff and trade policy scenario? What schedule should be followed? Should it be a
uniform 5, 10 or 20 percent? perhaps varying levels over the years? Or, perhaps we should settie for
a two-tier system—e.g., 5 and 10, or 10 and 20. These are difficult questions to answer wh'ch require
more in depth studies.

While trade policy is moving in the right direction, (which is perhaps the single most importaat
factor in removing the overall bias against exports), it still has a great distance to go before reduction
in the levels of protection make a significant difference to the decision to invest in exporting as
against serving the domestic market or substituting for imports. The situation is worse with regard to
the implementation of the investment incentive system. There appears to be contrary movements in
the area of investment policy where the domestic-market orientation of BOl-approved projecis is
increasing. (The share of export activities in terms of project cost has dwindled to around 15 percent
by 1994.) The BOI insists on post-operative tariff protection (which is needed only by domestic
market oriented firms.) There is thus a need to review this policy area more closely in order to
implement appropriate reforms.



Appendix G
THE SHIFT FROM THE HOME
CONSUMPTION VALUE

HISTORICAL BACKGROUND

A number of presidential decrees and executive orders on the country’s valuation system have been
passed since 1909. However, despite the modifications and changes in terminology embodied by
these laws, no substantial change has been made in the country's overall valuation system. Instead,
the Philippines bas continued to rely on home consumption value as the basis for assessing the value
of imported goods, except during the period when RA 1937 was in effect (1958-1972) when the
invoice value was used in practice as the general basis for levying duties and taxes.

Since tie globalization of SGS pre-inspection system in March 1992, there have been mounting
cormplaints 2gainst the use of Home Corsumpticn Value (HCV) as the customs valuation base,
owing to the increased assessment and resulting tax especially on imports coming from the United
States and the EC. There came an increasing clamor for a shift away from HCV both from local
business and foreign chambers of commerce. The government seemed amenable to such a change
but was wary because of possible revenue losses.

IMPACT OF HCV

The use of HCV has other "non-revenue” impact which could alsc be substantial. For one, it entails
additional cost of doing business in the Philippines. For example, having to submit appeals in the
BOC-SGS grievance committee could be very costly in terms of time and money. It has a nuisance
effect on the fiow of foreign direct investment, not only because of the increased cost of doing
business in the Philippines but probably even more because investors have to adjust to a very
differeni system (especiaily in the case of new investors unused to an HCV system} the Philippines
being the only country using it.

Even more important, however, is the distortion created by the HCV on the protection system.
From the viewpoint of policy toward greater trade facilitation, the use of transactions value is
SUPETiOr.

What turas out to be the more serious and overriding objection is the possible revenue impact of
shifting from HCV t» a transaction valuation base.

The study by Medalla et al (1991) assesses the effects of ECV valuation on the protection
structure and estimates possible revenue effects of a change in valuation system from HCV o a
"transactions-based” customs valuation.

To assess the impact on the protection structure, the study estimates the gap between HCV and
the transactions value {TV) using the Bureau of Customs/Invoice Value (BOC/IV) ratio. The BOC
vaiue is the final assessed value and the IV the invoice value from the import declaration, both
exciuding freight and insurance. Although the BOC value may not, in certain cases and for various
reasons, be the actual HCV (or SGS—CRF), this is deemed appropriate because this is the HCV-
based result in valuation, and hence, the impact of the HCV regime. The weakness is in using the IV
in the import entry. The IV is prone to false invoicing, and the declared IV under an HCV regime
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may differ from a transactions-based one. Nonetheless, these are the only data with solid
documentation and still the best data to use.

To estimate the possible revenue effects of moving away from HCV, the study uses the
elasticities approach (import demand elasticity) which is sufficient in the short run, and far superior
to assuming zero import demand elasticity. The implicit assumptions in the estimation are (1) the
BOC/IV ratio will go down to 1 with the change from HCV to a transactions based valuation, and (2)
everything else is the same. In words, the change in revenues is the net effect of the loss in revenues
resulting from the change in valuation from HCV to IV and revenue gains resulting from an increase
in imports arising from a lower price of imports.

The study estimated the BOC/IV ratio from 2 randomly generated sample of some 2,600 import
entries. The resuits of the study show high variations in the BOC/V ratio, with a simple average of
1.29 and standard deviation of 0.713 afier the Global Customs Inspection and Surveillance System
(GCISS). The unevenness in the ratios implies an uneven (and thus distortionary) impact on the
overall protection structure. There is, of course, the question of undervaluation (in IV) which would
mitigate some of the distortion imposed by HCV. It is, however, difficult to estimate the degree of
undervaluation. A comparison between exports to the Philippines (data from trading partner) and
imports to the Philippines (Philippine data) for seiected countries do not show overall undervaluation
(except for Singapore. The ratio of exports to imports were close to I for the US, Japan, South
Korea, etc.). Still, whether or not there has been undervaluation, HCV valuation, from the point of
view of trade policy, is distortionary because of its uneven application.

The study found, however, a low weighted (by import value shares) HCV/IV ratio of only around
1.07 to 1.11, before and after globalization respectively. This is due to a high proportion of the value
of imports whose ratio is around unity. For around 50 percent of imports, the BOC accepts the
Invoice value as the "HCV." In any case, this brings about an estimate of the revenue impact of a
change from HCV to IV, using zero to high import elasticity estimates (and assuming everything else
constant), of around 3.9 to 6.5 percent, which translates to around P28 B to P4.7 B basad on 1992
revenues, or around P4.1 B to P6.9 B based on targeted tariff revenues of P106 B for 1994. These are
much lower than the BOC estimate of P16 B to P26 B.

Nonetheless, even if the revenue impact has indeed been underestimated, the other paositive
benefits of moving away from HCV are enough incentives. The shift away from HCV to transactions
value would reduce trade distortions and would result in substantial trade facilitation which is
perhaps as important as the gains from the some of the more immediate plans for tariff reforms.
Although possibly with some time lag, such loss in tariff revenues would have been translated into
internal/income tax revenue gains, effecting on the whole an increase in the overall tax revenues.

As early as two years ago, there were indications that the government is favoring a change in
valuation system from home consumption value (HCV} to an export price valuation base. Two bills
being considered (a House version and 2 Senate version) propose a change to transactions value.
More recent pronouncements, however, show the government losing some will to push through with
the change, again for fear of a large negative revenue impact. Indeed, so strong was the government's
reluctance to shift away from HCV that it was willing to forego several million US dollars rather
than fulfill this policy conditionality.

The shift from HCV remains controversial. Although bound by the Philippines ratification of the
WTO to shift to a transaction valuation base, the government seems reluctant to do so. Without
outside pressure, it appears that the government would rather exhaust the five year period allowed
for transition. At this stage, it would probably help the government implement the change more
quickly if studies could be made which would make more concrete recommendations secking to
smoothen the adjustment process and minimize possible revenue costs. One such stady could
perhaps lock at the experience of other countries using the GATT valuation system, particularly with
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regards 1o how much technical smuggling is caused and how it is abie to successfully deal with it.
What institutional reforms, personnel capability build-up, operational systems, etc., are required
during the transition.



Appendix H
SOME NOTES ON THE EXPORT
DEVELOPMENT ACT,

REPUBLIC ACT NO. 7844

In the early part of 1994, there was a growing sentiment among exporters that the overall
macroeconomic environment, specifically the foreign exchange rate policy, was not conducive to the
sustained growth of exports. This perspective gained more ground as the real effective exchange rate
continued to appreciate in the course of the year.

Initially, the exporters, particularly the members of the Philippine Exporters Confederation
{Philexport), advocated that the government take direct measures to address the exchange rate issue.
Not making much progress in this regard, they then started to draft, with the help of the Department
of Trade and Industry, the preliminary version what came to be legislated as the Export Development
Act.

WHAT THE EXPORT DEVELOPMENT ACT PROVIDES

The Export Development Act (EDA) spells out a the principal elements of macroeconomic policy
framework that is supportive of export development. The key components of this policy package
include (1) monetary and foreign exchange policy that maintains a competitive exchange rate; (2)
fiscal and credit policies that provide adequate funds to public and private investments and which
maintain the cost of credit at an internationally comparable level; (3) trade, tariff and customs
policies that engender competitiveness of domestic industries and facilitate their participation in
international trade; (4) agricultural policies that build up competitiveness of agricultural sectors and
facilitate their linkage with industry; (5) technical support services, particularly those relating to
technology transfer, R&D, technical training, that improve the quality of export products; (6)
provision of adequate infrastructure to support flow of goods and services; (7) labor and industriat
policies that enhance labor-management relations for sustained increase in productivity and
competitiveness; and (8) simplification of procedures to minimize bureaucratic red tape.

To support the establishment of said policy environment, RA 7844 mandates the Export
Development Council (EDC) to perform the following functions among others: coordinate, monitor
and assess the implementation of the Philippine Export Development Plan (PEDP), review and
assess the country’s export performance, problems and prospects, identify the main bottlenecks and
constraints to the development of exports, mandate specific departments and agencies to attend to
said problems, recommend to Congress any proposed legislation that would contribute to export
development, and formulate the policies for the granting of incentives to exporters.

"The EDC is composed of the Secretary of Trade and Industry (DTT) as chairman, the Diractor Generat of
the National Economic and Development Authority (NEDA), the Governor of the Bangko Sentral ng Pilipinss
{BSP), the Secretaries of the Departmment of Finance (DUF), the Depariment of Science and Technology
(DOST), the Department of Agriculture (DA), the Department of Foreign Affairs (DFA), and the Deparoment
of Labor a2nd Employment (DOLE) and nine representatives from the private sector.
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The EDA also decrees that the EDC should make the necessary legal and feasibility study on the
creation of an Eximbank. In the interim, while an Eximbank is not yet operational, RA 7844
mandates the EDC to formulate credit programs for exporters.

Finally, the EDA provides the follomng incentives to exporters in addition to incentives that
BOI registered exporters may avail of? (1) exemption from the advance payment of customs duties;
(2) duty free importation of machinery, equipment and accompanying spare parts until December 31,
1997; (3) tax credit for imported inputs, raw materials and equipment used for the production and
packaging of export goods which are not readﬁy available locally until December 31, 1999; (4) tax
credit for increase in current export revenues;” and (5) tax credit equal to 25 percent of dutics that
would have been paid had locally produced raw materials, capital equipment and spare parts used in
the manufacture of non-traditional goods been imported.

ASSESSMENT

It should be emphasized that the macroeconomic policy framework for export development that is
enunciated in the EDA contains all the lofty ideals and motherhood statements that are associated
with this goal. What is not clear, however, is how a group like the EDC, which is composed of
almost all the members of the Cabinet (with some representatives from the private sector), can
translate these general principles into pragmatic measures that truly support export growth. But from
a practical perspective, the EDA is important in terms of three things. First, it institutionalizes a
forum through which exporters can air their concems directly to policy makers in government,
including the President. Second, it grants additiona! fiscal incentives to exporters. Third, it paves the
way for the establishment of an Eximbank.

Fiscal Incentives fo Exports

Standard economic analysis suggests that fiscal incentives may given to industry for the purpose of
comecting genuine market failures and/or policy-originating distortions. Undoubtedly, the most
important distortion caused by the protectionist regime is the penaity on exports. The first best
solution to this problem is the radical revamp of the structure of protection. In the absence of such a
rcform,asasecondbestmluuon,ﬁscaimceunvﬁmaybemuodmeémcompcmatefmthem
cxpoﬂbmsofthcsyﬂemofmnﬁ'sandmﬁ‘mmm

In principle, redressing the bias against exports may be achieved by undertaking two types of
adjustments (1) giving exporters access to intermediate and capitai inputs at world market prices;

2ltshouldbeemphasimdﬁntexpmmsmgiﬁaedwiﬁgbo{htheﬁnhmdthesmmnmaﬁmw
claim the same incentive twice (in case of incentives that are available under both the EDA and the Ommibus
Investments Code).

3‘!‘histaxMvepmﬁdsammeq&mm25mofﬁemmmmﬁnheﬁm
5 percent increase in annual export revenue over the previous year; a tax credit of 5 percent for the next 5
percent increase in export revenue; a tax credit of 7.5 percent for the next § percent increase in export revenue
and a tax credit of 10 percent for increase i export revenue in excess of 15 percent.

%One may also assert that exporting has positive externalities, in the sense that it brings about a new way
of thinking and doing things, i.e., to maintzin their competitive edge exports are forced 1o keep up with new
technologies and intemational best practice. This argument by itself provides another reason why exports
deserve to be given fiscal incentives.
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and (2) compensating exporters for the penalty implied by an overvalued exchange rate (Manasan
1990). Essentially, the first adjustment involves seiting to zero the implicit tariffs on intermediate
inputs to exports. This may be done by exempting from duty imported capital equipment and raw
materials used in the production of export products, or, by rebating the duties paid on said items. In
addition to this, the first adjustment also requires that exporters be granted a rebate equal to the taniff
that would have been paid if domestically sourced importable (but locally produced) intermediate
and capital inputs been imported. This is important because tariff and non-tariff measures drive 2
wedge between the border price and the domestic price of the importable input regardless of whether
the imported or the locally produced version is used in export production. This last adjustment is
necessary to avoid the discrimination against domestically produced imiportable inputs that arise if
only the duties on inputs that are actually imported are exempted/rebated.

Ontbcmhammcmmﬁadmmqummsthmmcmmbcgwmmme
equaltotheproductofthcforelgncxchangemtepmmm and the free trade value added on the
export activity.

How does the EDA incentives compare with this ideal set of tax breaks for exporters? First, it is
important to point out that the tariff free importation of capital equipment under the BOI scheme
expired as of December 31,1994, Second, the BOI does not provide tax credits for locally produced
raw material and equipment used in export production. Thus, the relevant EDA provisions in this
regard are essential if exports are to be provided access to capital and intermediate inputs at free
trade prices. However, the discussion above implies that the duty free importation of capital
equipment should not be limited to three years. Also, imiting the tax credit for using import
substitutes to non-traditional exports does not appear to be justified on economic grounds. Moreover,
as discussed above, the tax credit should, in principle, be equal to 100 percent (not 25 percent) of the
duties that would have been paid on the said inputs. Gwenthxspetspecuve,tt:s,thus,mfemmate
that the implementation of this incentive has been deferred pending the formuiation of a list of
qualified non-traditional exports. Such a deferral appears to have originated from the DOF's concern
on the magnitude of the revenue foregone from this incentives. In this regard, it is important that
such apprehensions may be mitigated if the amount of incentives granted by the BOI to firms that are
domestic market oriented are reduced as other studies suggests, ‘

Third, note, in contrast, that BOI grants registered exporters drawback of duty on imported raw
materials and supplies for an indefinite period. This implies that the duty drawback provision of the
EDA is redundant for BOI registered exporters. Moreover, it does not make sense to limit this
incentive to 5 years as the EDA does. Fourth, the BOI offers exporters a 4- to 8-year income tax
holiday. One may argue that this incentive provides the exchange rate adjustment that exporters need
to be fully competitive with their foreign counterparts. If one accepts this argument then the EDA
incentives on incremenital export sales additional appears to be excessive.

Finally, it should be pointed out that from an institutional perspective it is rather cumbersome to
allow exports to register with both the BOI and the EDA/EDC. Thus, putting the incentive giving
function to exporis under one roof should be expiored in the futue.

me&gnuchmgeﬂeWmh&eprcpmﬁomﬁdiﬁmetﬁcmmmm
the official exchange rate.



