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COSS LINES OF INQUIRY PAPER

I. Introouction

A. The Lines of Inquiry Paper

The original intention of the Mission was to prepare by Janwary 15864 a
new Country Development Strategy Statement (CDSS) for the perioa FY 1966-199C
which woulo incorporate the resources and objectives 0f the Econormic Support
Funds (ESF) program as well as those of Development Assistance (DA} anc P. L.
480. In late 1983, however, AlD/Washington anc the Mission odeciced tc
postpone for one year the preparation of s new COS55. There were st least
three reasons for this decision. First was the fact that the content of the
ESF program for the 1985-89 perioa was not negotiateg as part of the April-May
1983 military bases review, as was initially expecteg. Those prograr
negotiations through a sub-committee co-chaired by the AID Director anc the
Deputy Director General of the National Economic Development Authcrity (NEGR)
as representatives of their respective Ambassagors are still going on.
Secondly, and even more important, a politico-economic crisis has hit the
country and it will take time ano sustainec analysis tc sort through its
longer term implications. Finally, additional implementation experience
during 1984 with our ongoing but still new ano experimental DA anc £5F
activities will help guioe program choices, both of methooclogy anc technical
content, guring the CDSS perioa.

Thus, the gocument in hana is not a strategy statement for the USAID
program in the Philippines in the FY 1966-90 period but rather an exposition
of why and how we plan to prepare one by early 1965 to cover the periog FY

1987-91. 1t gescribes the Mission's current strategy ano our perceptions of



how it is evolving. Economic factors which are influencing this evolution are
emphasized, and described at length in an anmmex. Interim program directions
for FY 1984-B6 are gescribed and our anticipstec direction for the CDSS period
is presented. A new core program in energy is proposec and also described at
length in an annex.

Finally, we present lines of inguiry which we need tc follow over the
next several months to obtain the data for a revisec strategy. A work plan
for accomplishing the lines of inquiry is also annexed.

B. Development of the Current Program, 1580 Through 1983

The FY 1982 CDSS5 submittea in January, 196U and three subsequent
updates proposed and described a new direction for AID assistance to the
Philippines in the 1980s and beyond. The strategy is based on a careful
analysis of the dimensions, nature, and determinants of poverty in the
Philippines. It led to a re-orientation of the Development Assistance Program
and influenced the types of programs developec uncer the Economic Support
Fund. The strategy sets sustained and more productive employment for the
rural poor as its overall assis£ance goal and identifies three supporting
strategy objectives:

1. the creation of more jobs in rural areas;

2. the attainment of higher productivity among those already

gainfully employed; and,

3.  the reduction in the rate of growth of the labor force.

To help the Philippines meet these objectives, the Mission developed
four core DA programs: fertility and infant mortality reduction, rainfed

resources development, rural private enterprise development, and local
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resources management. Because the problems which these programs seek to sclve
are complex, and our knowledge of specific solutions is limiteg, the Mission
developeg a rolling gesign approach for these progrars. This allows for
agjustments in project level objectives, inputs anc outputs in respense te
changing concitions (both internal and external tc the procrar itself) ang to
the lessons iearned from earlier efforts. The flexibility maxisizes our
ability to respong to and encourage significant policy changes. It alse
permits us to be responsive in both an operational ano & progra~ way t¢ a
development enviromment changed by conditions such as the current eccnomic
and financial crisis.

Meanwhile, the Economic Support Fundg program evolved in response tc
broader objectives relateo tc the presence of U.S. military facilities in the
Philippines. The program concentrates on establishing projects which are
guick oisbursing, nighly visible, and which have an impact in the areas near
the military bases. The consequence is a current £SF procras focusec on
nationwide construction of schools ana roads, the cevelopment of
nonconventional energy resources, public market construction in rmajor regional
centers, ang the local infrastructure neegs identifiec by municipalities anc
provincial governments in the areas around the major u.S. Military
installations.

Between 1980 and 1983, the DA strategy maintaineo its long-term focus
on productive employment through developing ano expanding the four basic
programs., These are long-term endeavors which seek to foster an enviromwent
in which more productive employment will be generatec. This involves changing

policies, strengthening public and private sector entities which create new



Jobs in rural areas, ano increasing research on factors infiuencing
proouctivity. On the other hand, the ESF program focused largely on the
medium-term development requirements of government investment in basic rural
infrastructure, much of which is necessary for future productive efforts.

In the analysis for the FY 1985 CDSS, submitteg in January 1983, the
Mission reexamined its basic CDSS objectives. In ooing so, we concluded that
our focus on productive employment as the single most important development
problem facing the Philippines was appropriate anc deserved continued
attention. We also reviewed in some cdetail the relationship which the program
has with the Agency's emphases on policy dialogue, institution building,
technology transfer and the private sector. At that time, our expectations
for 1983 included a clear resolution of how the ESF porticn of the amended
bases agreement would be programmed and a positive response by the economy to
the policy changes associated with the IBRD's structural adjustment loans and
the IMF's stano-by agreement. Given the dramatically different picture we
face in 1984, we intend, during the year, to reassess our current country
strategy and to update approaches to it. The country's economic problems are

discusseg next in Section II,

II. The Current Economic Situation and Its Implications for Development

The Philippine economy is currently in crisis, the most immediate cause
of which was the assassination of former Senmator benigno Aguino on August 21,
1983. This promoted a rapid outflow of capital ancd a virtual cessation of new
investment ang loan inflows. By October 1983, international reserves were

equivalent to less than one month's imports and international obligations.
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coula not be met. Therefore, the Goverrment callec a 90-day moratorium on
paying the country's commercial debts and alloweo a Z1 percent depreciation of
the pesc against the U.S. dollar.

On the surface, this situation appeareg to be related mainly to the
Aguino assassination. However, more careful assessments by many experts in
government, universities and private research inaicate that a crisis of some
proportion was in the making, in any event, due to inappropriate or
unsuccessful economic and financial policies over & span of many years.
Essentially, the peso hac been allowet to remain overvalueg ano interest
rates kept low while import substitution was being fostereo in the 1%60's ang
1970's. Further, priority public investments were maoe in more visible urban
ang industrial infrastructure rather than in the potentially more proouctive
rural, agricultural areas. The investments were financeG primarily from
abroad due to low domestic rescurce mobilization and easily available foreign
commercial ang official cregits. Also, state-like monopolies anc monppsonies
were created in important commodity sectors and faveritism allegecly
influenced many economic gecisions. These policies created a highly
import-dependent economy built on foreign borrowings with an industrial sector
that had to be greatly protected because it was inefficient in a purely
competitive environment.

The Goverrnment finally recognizec that the economic and financial
policies were inappropriate for the country's long run economic viability.
Therefore, it embarked on a muiti-year Structural Adjustment Program in 1980
to begin to correct the distortions that hag been createc in the economy. (A

separate discussion of this program has been provicec tc RID/washington).



Unfortunately, the Government moved too slowly in implementing necessary
policy reforms for the creation of a positive economic envirenment which would
bolster pegple's confidence in long-run growth prospects. The worldwide
recession in 1980-82 was deeper than anticipated, leaving the economy unable
to start the transition to a more competitive environment in the industrial
and agricultural sectors with proper relative prices for inputs and outputs.
In addition, export earnings were not growing fast enough to handle an
increasing debt-financing burden. Thus, a crisis was in the making with
foreign exchange availability becoming a problem even before the assassination
of former Senator Aguino.

Nevertheless, the assassination both precipitated and worsened the
crisis. To cope with immediate problems the GOP has: 1) entered into
negotiations on a new IMF standby credit agreement to supersede the now
abrogated agreement of early 1983; 2) asked international bank creditcrs to
extend the debt moratorium for asnother 30 gays beyond January 16, 1984 to
permit continued negotiations on restructuring loans maturing in 1984; 3)
requested a meeting of the Paris Club to discuss government-to-
government debt repayment; and, 4) requested the IBRD, ADB and Japanese
Government to convert some of their assistance to program-type commodity
import financing. (Annex I provides a more detailed description of the recent
economic events.)

The situation has remained unsettled due to the inability of the IMF
and bank creditors to come to an agreement with the Government on a program of
policy reforms to correct the foreign exchange shortages and other conditions

which contributed to the crisis. Data problems have resulted in continuing



revisions of the proposed agreement. Until an agreement is reacheg there will
be significant short-term aislocations resulting from the lack of foreign
exchange. In particular there will be plant lay-offs in the industrial sector
due to raw material shortages; importeo grain shortages for both human
consumption and animal feed, leading to price increases throughout the €ooc
chain; runs on financial institutions due to general uncertainties in the
political economy; ana a continuing deterioration in the overall investment
climate. Even following an agreement with the IMF anc commercial bankers the
availability of foreign exchange and interestec investors will very likely be
seriously constraines, requiring revision in both public anc private
expectations for future growth and development. Right now there is a very
pessimistic attitude on the part of many competent observers about the ability
of the Government to come to grips with the fundamental economic issuves which
neeg to be resolveaq.

The IM may approve the new stanoby crecit agreement in the spring of
1984 if the GOP, the IM and the international credgitors can agree on & new
financial plan for the country. Two major elements 0f an ajreement with the
IMF appear to be a more flexible exchange rate systed anc an austere GOF
expenditures program to ensure that the overall buoget ceficit in 1964 is
reduceo to P6.5 billion (about 1.5 percent cf GW°) from the previously
targeted level of P8.2 billion. A flexible exchange rate will have
significant price implications for this import cepengent economy. A remscec
budget ceficit will require firm priorization of investment outlays tc achieve

the most efficient use of available resources.



An austerity budget and related government responses to the crisis will
cause a hiatus in implementing the GOP's current Five-Year Development Plan
and structural adjustment program until the level of resource availability is
reassessed and new priorities established. Clearly, government budget support
for meny operational, maintenance and investment activities will be greatly
reduced. In particular, the government‘®s capital budget is expected to be cut
significantly throughout the crisis and the portion for equity contributions
to government corporations dramatically slashed. For example in the 1983
budget equity funding was reduced 51 percent to P4.0 billion. In 1984 the
reduction was from a planned level of P4.5 billion to P3.5 billion. The
equity amount appropriated in 1984 for the National Electrification
Administration alone was cut 80 percent to P100 million. Public corporations
which depend on these capital infusions will be forced to increase their
product prices or cut costs to stay afloat. It will also mean that the
implementation of capital projects either will move more slowly, thus delaying
the receipt of expected benefits, or they will not be funded at all.

The initial reaction of the World Bank and Asian Development Bank has
been to reaffirm their intentions not to move away from agreed-to long-term
goals which continue to be directed at many of the country's most fundamental
development problems. These banks as well as other donors are, however,
sympathetic to the short-term economic and financial problems being faced by
the Government. They are looking for new ways in which their current programs
can be restructured or reoriented tc help the GOP overcome immediate shortages
in foreign exchange and local currency support for donor supported projects.

The USARID/Philippines approach is similar. Further, most donors, including



the Mission, are looking for ways to assist the government in reassessing
priorities and identifying available resources so that decisions can be made
concerning revisions to the Government's longer-term development plans. The
following section describes what is happening now in our progras. as well as
expecteo changes during the FY 1984-86 periogd leading up to the time covered

by the next CDSS.

I11. Program Directions for FY 1984-86

The Mission's program is changing, within the confines of our overall
DA strategy and ESF program, in terms of both what we are doing anc hom we are
doing it. We reviewed operating procedures in both the D& ano ESF programs to
agetermine if there were changes that coulc be made to be responsive to
economic and financial realities in the Philippines. We were able to expedite
the dollar transfers under the existing ESF program by working closely with
the GOP to resolve some implementation constraints. we alsc noted where the
GOP was slow in requesting dollar reimbursements under the DA prograrm, and we
are working with the Government to speed up its processing of requests.
Further, we reprogrammed the $50 million FY 1584 ESF obligation for a schools
and roads program which is supportive of the objective of both short-term ana
long-term productive employment. In addition, this program can oisburse the
peso equivalent within one year, which, under the current financial
arrangements, allows the immediate transfer of dollars. These adjustments
were the most rapid way to respond to the present situation.

The Mission had begun to modify what it dia even before the current

economic crisis. Recognizing the pervasiveness of poverty and the
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deterioration in the general economy, we have shifted away from direct
targeting on the poorest groups, toward activities which encourage the
establishment of an environment for more broadly-baseo growth in productive
employment. In this way, we hope to have a wider impact. We have relaxed our
past explicit geographic focus for DA funding based on poverty criteria to
recognize the potential complementarity and flexibility of our ESF resources
and to take advantage of opportunities for promoting productive employment in
all areas outside of Metro Manila. However priority is still being given to
areas where substantial and wicespread poverty remain., We have increasingly
looked to the private sector for possible solutions to many current problems,
thereby reducing pressure on Government budgets.

A further change will be the introduction of program assistance under
ESF II for FY 1985. The current ESF I program does not permit this type of
assistance, but up to 50 percent of the new ESF II package is planned to be in
this form. The concept of program assistance was proposed prior to the start
of the military bases agreement review, in part, because of limited Mission
staff, but it will also allow the Mission to be more responsive to GOP
macroeconomic problems. The Mission and GOP are developing a Rural
Productivity Support Program (RPSP) under the program assistance concept to
provide budget support, related to local cost financing in CY 1985, for
selected ongoing IBRO, ADB and other projects which contribute to more
productive employment in rural areas. A transfer of up to $47.5 million under
the RPSP is planned for early FY 1985, The projects selected will be those to
which the GOP has already made commitments and which are incurring costs but

whose benefits have been delayed because of insufficient local currency



- 11 -

resources, This injection of ESF budget support will thus serve to speed wp
inflows of other dollar resources and benefits from the corpletec projects.

The remainder of the FY 1985 ESF II program will continue to fund
activities already initiateo under the existing program. This includes
assistance for market construction, rural energy development, ang construction
of infrastructure in rural municipalities anao provinces. The content of the
FY 1986-90 ESF program is under negotiation now anao we are waiting for the GOP
to propose a set of guidelines for this part of the program. Rural
development and employment concerns still seem high on the list of Government
priorities.

Unless the lines of inquiry conclusions should direct us otherwise, DA
activities during FY 1984-86 will focus on the core program areas ¢f the
current CDSS. The Rainfed Resources Program will continue rainfec farming
systems, agroforestry and fish stock assessment activities, anc policy
analysis while initiating new activities in rainfed agricultural research ang
upland access. The Local Resources Management Program will start new rural
finance interventions while continuing to promote better development plamning
and resource mobilization at the provincial ano municipal levels. Our
assistance to improve local revenues is a particularly timely intervention by
our program as national government contributions to local goverrment will
surely decline during this period of bugdget constraint. The Rural Private
Enterprise Program will continue to increase productive rural employment by
promoting free market forces and supporting policies ang programs which
stimulate development of efficient enterprises. Unger the Fertility and

Infant Mortality Reduction Program the Mission will continue to support family
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planning activities and the development of innovative community approaches to
primary health care financing while new bilomedical research activities may be
initiated to improve methods of reducing infant mortality.

Energy Development is proposed as the fifth core program. Energy
activities have been in the Mission's program since the Nonconventional Energy
Development Project started in FY 1978. In FY 1982, an ESF funded program was
added for wood-fired power plants, charcoal production, and conversion of wood
to producer gas for powering diesel irrigation pumps. The Energy Development
Program during the FY 1984-86 CDSS period includes: the FY 1984 Energy
Technology for Fisheries Project to promote the use of fuelwood for powering
fishing boat engines and ice producing facilities to preserve the fish catch
of small scale fishermen; and, the FY 1984 Technology Transfer for Emergy
Management Project to stimulate the adoption of energy efficient technology in
the modern sector for increased productivity and to lessen the demand for oil
imports. A centrally funded project, Technical Assistance in Coal
Development, also te begin in FY 1984, will focus on enhancing the production
and encouraging the consumption of coal as a means to replace imported
petroleum. At this time, no new Mission activities are planned for the DA
account in FY 85 or FY 86. Additional ESF energy activity will depend on
current negotiations as well as experience with the current portfolio. (A
description of our energy strategy and program is provided in Annex II.)

In support of the five core programs as well as to provide flexibility
for response to new areas and current developments, the Mission will continue
to finance policy analysis/dialogue and training activities designed to

improve our and the GOP's understanding of the development environment. The
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housing guarantee program will be explored for its relevance to our country
strategy and for its potential use in the Philippines. PVO-initiateo
development activities will be supported. Our relationship with PVQ's
continues to provide information ang ideas about ongoing anc new Oevelopment
problems, and innovative sclutions to tap private initiative and enterprise.
The PL 480 Title II Fooc for Peace Program will move towaro the FY 1587
phaseover to GOP financing. However, food assistance in the interim perioc
may be adjusted to respond to the present financial anc economic situation,
and may include Section 416 and Title 1 proposals in aodition to an agjusted
phasedgown schedule for Title II.

Although our current portfolic has been responsive to a changing
economic ang political environment, the response has been largely
modifications, on the margin, of our present strategy. 1In order to develop a
new statement about our strategy for the next planning perioa it will be
necessary to step back and objectively reassess the basic strategy. This

process is described in the next twc sections.

Iv. Anticipated Program Influences on the FY 1987-91 Strategy

The lines of inguiry described in Section Vv below, adjusted as
necessary over the next several months to respong to the political ano
economic situation, constitute the reassessment necessary to produce a full
CDSS by January, 1985. We do not expect this reassessment to alter
drastically the basic program interests of the Mission since we believe that
ou® cbjectives of increasing productivity, increasing esgloyment and reducing

the rate of growth of the labor force will continue to be absolutely central
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to the Philippines' development problems in both the short- and long-term.
Furthermore, we believe that the five core programs, broadly and flexibly
defined, comprise the major areas of feasible program interventions that will
achieve our objectives. However, this belief will be tested and assessed
through the lines of inguiry described in Section V below which may lead to
the identification of major new areas for program concentration.

We also expect this review to have important implications for beth
operational and resource allocation aspects of the program. For example,
shifts could be made in expenditure patterns within the broadly defined ESF
and DA programs now in place, and further adjustments could be made in
implementation procedures. Such adjustments would be made to insure the
maximum responsiveness possible within our system to the short- and
medium-term problems which the country faces without losing sight of the
critical development importance of the specific program areas already
identified for emphasis.

We expect the program's geographic focus to continue on areas outside
of Metroc Manila. Economic forces, infrastructure investment, and a history of
centralization have tended to attract a disproportionate amount of development
investment to the capital area, even though other areas may have greater
development potential. The per capita income level in Metro Manila is over
twice that of any other region. In adaition, equity, decentralization, and
shitting of development investment away from Metro Manila are stated GOP
development goals. For these reasons, it seems inappropriate for AID to focus
on development of the capital area. Instead, our greatest concern should be

on rural areas and regional cities which have development potential and may

help counter-balance the overcentralization in Manila.
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Lest we think we will have all the ingredients by January 1985 to
prepare a definitive COSS for the FY 1987-91 period, it is important to point
out that the current ESF II agreement, on a best effort basis, consists of
$475 million during the period FY 1985-6% at the rate of $95 million yearly,
in other words, for only three of the five years to be coverec in the CDSS
planning period. We cannot speculate on the magnitucde or content of ESF 111,
shoula there be one, for those last two years without stepping far peyonc the
authorities of an AID Mission. Nevertheless, we will have to make certain
assumptions about levels in all of the possible funding accounts potentially
available to the Mission. T7To some extent, this will result from the various
lines of inquiry but our preliminary expectation at a minimum is te

straight-line DA funding and US Direct Hire sta®f levels.

V. Lines of Inquiry for Developing the FY 1967-91 Strategy

We have identified several analyses ano studies funoamental to
uncgerstanding the changing economic environment, the new oevelopment responses
appropriate to that change, and the relationship of our present programs to
this alterec envirorment. There are likely to be aggitional lines of inquiry
which have not yet been identified but which will flow from the results of
studies igentifieo herein. These will alsc be incorporatesc into our plan of
action as we proceed, time permitting.

we assume that by mig-1984 the GOP will have an agreec upon policy
program to address the issues raised by the current economic crisis ano begun
corrective action such that we can giscern important trends ana impacts to be

expected during the CDSS period. This will require that basic data be

available in a timely fashion. We may find the situation still somewhat
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unsettled as we carry out our analyses. Therefore, we can expect that there
may be only partial answers to some questions as we prepare the new CDOSS by
early 1985,

We are undertaking two levels of inquiry. The first level comprises
studies and analyses which deal with macroeconomic and intersectorial issues
that will define the development setting during the FY 1%87-%1 CDSS period.
These studies will provide outputs needed: 1) to test the relevance of our
present strategy objectives to the new economic environment; 2) to examine the
appropriateness of establishing new goals and objectives for that period; and,
3) to determine if totally new programs neeg to be undertaken outside the
existing core areas.

The second level deals with additional analyses needed within our core
program areas. Based on the analyses from the first level, we have to
reaffirm the relevance of each core program in the new macroeconomic setting
and determine if modifications are needed within the existing areas of
involvement or if new activities should be added. Many of the inguiries at
this second level will be carried out as part of our ongoing analysis under
the core programs. These programs have established a "process" or system
which has the capacity to analyze and learn from project implementation
experiences in order to design subsequent activities to be carried out under
the program. Essentially, this means that useful and successful activities
can be continued (perhaps even expanded), unsuccessful activities can be
terminated or modified, while new activities identified during the process can

be designed and put into implementation.
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A, First Level: Macroeconomic anG Intersectorial Inquiries

From the Mission's viewpoint, several important interrelatec
macro-level questions must be examineg. These are:

(1) what specific set of policy changes shoula the Goverrwment
undertake to agoress the short-term economic crisis ano continue to correct
for the long-term structural deficiencies;

(2) what impact will this crisis ana the poiicy chances taker nhave on
the country's development prospects oguring the (0SS pericc; ano,

(3) how will this impact affect the Mission's strategy anc the
programs we have underway to achieve our objectives.

The first question will be answerec essentially by the anaiyses in the
IMF 's Stano-by Agreement ano in forthcoming IBRD documents reiatec to its
program assistance. We expect these analyses tc cover the short-ters problems
ouring 1984-1986 in detail. This shoulo include exchange rate, monetary anc
investment policies, growth rate anc buaget degicit targets, ano a gap
analysis of foreign and comestic resource availability ana neeas. The
analyses in these cocuments for the time pericc of our (0SS is not expecteo to
be very explicit or cdetailed, but we expect that the basic policy framework
affecting this perico will be outlinec. If any of the abcve cocuments are
unavailable, we believe that public sources will provice sufficient essential
cetails for us te continue our lines of inguiry.

The two remaining questions will serve to cefine the changing
gevelopment setting within which our program must operate. Therefcre, the
Mission will undertake two specific lines of incuiry at the macroeconomic

level to analyze the constraints unoer which the Government and AID will be
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operating and to find an optimal strategy ano program for the FY 1987-91
period. The two studies are as follows:

1. Based on the policy thrusts identifiec in the IMF, IBRD, and GOP
analyses mentioned above, the Mission will assess the constraints that these
policies might place on the continuation of current GOP development plans or
how the plans may be modified. We have an early incication that the
Government intenus to revise its Five Year Develcopment Plan to put greater
reliance on domestic resources and markets. kural development and labor
intensive technologies, both off farm ang on, will receive greater priority.
Small scale ingustry, low cost housing and aomestic energy generation will be
stressed. These reviseo development plans will also be factored into our
analysis.

The conceptual framewcrk for this analysis is proposed to be an
examination of the foreign exchange ano comestic savings resource constraints
to the country's development during the perioc of the CDSS through the use of
the Chenery-Strout two-gap model. Unce the resource constraints are known,
the potential impact on development can be assessed and then the fundamental
gevelopment problems identifiec., Within the parameters of this analysis we
will address the issues of: availability of budgetary and external resources;
sector priorities for these resources; how priorities for puaget allocations
are determined; and, the implications of probable resource allocations for
growth prospects in ingustry, agriculture, anc services, as well as in urban
versus rural areas. Other donor programs and priorities will be reviewed to

determine the total level of available resources ang associated conditions.
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The purpose of this inquiry is to determine the effect of the
Government 's policy reform package on the country’'s gevelopment prospects ang
to ascertain if new problems will emerge as important constraints tc more
rapio economic development. This line of ingquiry shoulc be comgletec by July,
1584,

2. The second inquiry will ascertain whether the ccuntry's ceveloprent
prospects igentifieg in the first inquiry woulc recuire funcamental changes in
the Mission's current strategy or its execution within our funcing ac
operational constraints. This stugy will taxke & fresh loox at the Missicn's
current goals ang objectives anc our general appreoach to its execiuticn,
indicate whether the strategy is still valic uncer the conaitions exgectec to
exist guring the CDSS period and whether the methoc ¢f achieving cur
objectives is still the most practical. The Mission wiil alsc examine how
poiicy or program changes adoptea by the GOF or recommenoss by the IM anc
IBRD might be reinforceo by existing or new KID programs. This inguiry wiii
teli us the importance of poverty ano employment issues under changing
economic congitions anc whether probable solutions continue to lie in the
program areas outlimeg in our current COSS. It will be necessary tc acdress
DA anc ESF funging constraints ana their effect on possitle resgonses to
economic problems. The effect of Agency pelicy anC procecurel cuicance anc
likely staffing constraints must be consicerec as well.

In sum, these analyses will cetermine whether the Mission's strategy
shoulc be recast, the rationale for the cecision{s} reachez anc the general
areas, if any, where moogifications are incicatec, Drawing from this level of

analysis, the program specific studies gescribec below will assess
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mocgifications, addition, and/or deletions ingicatec for each core program
area. This inguiry should be completed by October, 1984,

B. Second Level: The Core Programs

Fertility and Infant Mortality Reduction Program

A primary objective of the Mission strategy is the reduction of the
rate of growth in the labor force. Achievement of this objective requires
reductions in infant and early chilchood mortality rates as well as fertility
rates. Evidence from the Philippines anu elsewhere suggests that high infant
and early childhood mortality is a primary determinant of high fertility.

The essential factor in reduction of both fertility ano infant
mortality is the ready avaiiability of family planning and selected
maternal-chila health services at the village level. The principal constraint
to provioing these services is the availability of financing for recurrent
costs of primary health care. Our current strategy agdresses the dual
objectives of overcoming that constraint by identifying how community
resources might be mobilized to provide such financing while simultaneously
assisting the institutionalization of a strong family planning program.

It is now necessary to incorporate lessons learned over the past
several years into a revalidation ana refirmement of our strategy in the face
of a resource constrained environment now ang for the next several years. The
specific studies needed are as follows:

1. The primary inguiry will be into the impact of the current economic
crisis on our program to redguce fertility anc infant mortality. This will
require several analyses. We need to assess the ability of the Government to

carry out planneg programs in family planning anc infant/chilc health services
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in the face of probable future buoget constraints. 7This anaiysis is mace all

the more urgent because of early indications from the 1563 hational

Demographic Survey that contraceptive prevalence has not increasec cespite

investment of substantial GOP anc donor resources in the current progras.
Further, we must know what the effect will be of exgectec increzses in
unemployment on the nutritional status of infants a~c younc chilcren anc how
might this affect our program. Also, it will be useful tc ceternine if our
resources shoulo be useG to assist in short-tern feegcing programs. Lastly, we
will assess what the long range development imglications are for population
growth as a result of the economic crisis anG the Govermment's responses.

This inquiry will draw on information availasble from on-gcing projects
ana other sources as well as the conclusions from the macroeconomic stueies.
In addition, we plan to review and synthesize the fincings of the worlc Bank's
health Sector Assessment, the 1983 National nutritionsl Survey anc other
specific stucies to identify aoditional activities that might be appropriate,
or modifications that might be required in the current strategy. Since inputs
are requireg from the macroeconomic studies this study cen be finishes at the
same time in October 1984.

2. A more specific stuoy will cetermine the feasitility of previcing
support to research into new techniques for clagnosing, treating anc
preventing giseases contributing to infant ano early chiichood rortality.
Diseases affecting labor-force morbidity may alsc be incluoeo to a limited
gegree. This inquiry can be completed by May 1984,

3. A secono specific inquiry will be cirecteo to assisting the

Government in the development of a comprehensive national action plan for
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expanded use of oral rehydration therapy. In the process the type ang amounts
of assistance, if any, to be providedg by the Mission will be determined. This
can be completed by May 1984,

Rural Private Enterprise Development Program

Another major Mission strategy objective is the generation of
productive employment in areas outside Metro Manila. OQur primary approach to
this objective has been through a project directec at private enterprise
gevelopment for small to medium enterprises (SME). we are also aware of the
relationship between this objective anc our ESF progran which in the short run
is providing jobs for construction contractors in rural areas as the ESF
projects are implemented, anc In the longer run will, 1in some cases, praviae
consigerabie infrastructure in support of enterprise cevelcopment.., The SME
project has just startea anc will be funging many research activities of a
policy ano practical nature. The Mission has & gooo understanding of the
private sectecr's role in the Pnilipnine economy anc is investigating
opportunities for possible intervention in areas other than SMt development,
such as assistance for dgivestiture efforts ano agribusiness development.

In revising our strategy for the FY 1587-91 period our lines of inquiry
gver the next several months will take the forn of three specific studies:

1. The first study will assess how rural small anc medium scale
enterprises expect to survive anc graw in the aftermath of the economic
crisis. Wwhat problems irn management, finance, ang marketing do they expect to
have and what can we dg, within our core programn, to help sclve these
problems? What are the policies that appear to be major impeciments to

investment ano growth in these rural enterprises anc can we direct project



research funos tc addressing these in a systematic way? T7The stuoy shoulc be
completec by August 1964.

2. An analysis of how the current economic events have sffectec the
institutional environment supporting SME cevelopment outsioce Manila will be
initiatec by the Mission with Science and Technology Burezo ccoperaticn., Wwe
will cetermine the most apprcpriate approaches to essist incigenoos
institutions to continue fostering SME growth in rural sreas. Tre gnalvsis
shoula be completea by August, 1984.

3.  The effect of rural infrastructure investment o increasi—g the
gevelopment of small anc medium enterprises neegs tc be €xatines. rFow
important is the link and what effect will the current crisis have o~ the
government 's anility to support such investment? what altermatives are
available to the Mission guring the CDSS perioo to assist the governwent in
continuing to keep a high priority on these investments if it is geterminec
that there is an important link between ther anwo the creation ¢f procuctive
employment. A study aodressing these issues shoulo De corglietec by hovergper,
1564,

Rainfed Resources Development and Local Resources Management

Pr ograms

Much of the analysis related tec agricuiture anc rural cevelopment cver
the next vear will be carriec out unger the Rainfec Rescurices Leveloprent
Project {(RRC) anc the Local Rescurces Management Project (LRv)., These
projects constitute the major interventions of the Missicn in the respective
prograrm areas, outsice of the substantive ESF resources that are incirectly

proviging infrastructure ano budget support for rural programs in general.
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The broader issues of the overall allocation of resources between sectors and
the general impact the current economic crisis will have on agricultural and
rural development will be acdressed in part by the World Bank and by the
macroeconomic lines of inquiry.

RRD and LRM have already begun to generate some information relevant to
new strategy cefinition. For example, a study anc workshop on macroeconcmic
policies ang their effect on rainfed agricultural development have influenced
preparation of initial RRC activity proposals concernea particularly with
agricultural policy. Likewise, information gaineo during the design and
implementation of RRO, LRM, SME Development, anc Rural Roads 11, has led to
the identification of two new activities: an upland access component for RRD
and a rural finance component for LRM, By adding these two components to our
programs we are expanding cur strategic approach to the rural/agricultural
sector and reflecting a wiger set of opportunities ana constraints in that
sector.

During the year, further new information will become available from RRD
and LRM as the consequence of processes already in motion. bBoth projects will
have in place monitoring systems to capture experience and provige for various
kinds of analyses, including special studies, to be carrieg out by
implementing agencies and supporting resource institutiens., These studies
include: analyses of specific poverty ygroups ana constraints to improving
their socio-economic status; the problems in increasing access to rural
credit; and, an analysis of the potential for increasing local government's
real property tax collections and fiscal management. The learning that occurs

and analyses to be carriec out will increase our understanding of the rural



econony and assist the GOP in refining its rural strategy as well as in
programming resources unger the national developrent progras.

However, the timeframe for these stucies is such that they may nct be
atle to adoress problems and effects of the present econoric crisis.

Therefore three adgditional lines of inguiry will neec tc te uncertaxen to help
the Missions formulate the CDSS ‘or the 1%5:7-$1 perioc.

1. basea on material availacle fror the RRL ano LRM profects & the
mecroeconomic stuaies, it will te necessary to exarine whet w€& are ocing in
these program areas, getermine whether cur aporcaches are stili relevant aw
how we might better achieve our objectives., If there are ingicaticns that the
current situation calls for new activities or mgoifications to olc cnes, these
will e explorec to determine the effect on our strategy. Tnis inguiny shculc
be completea by October, i%6s.

2. Tne Mission will also have to uncerstanc better the relaticnship
among rural infrastructure investment, incluoin, that funcec Ly the tSF
prograr., the support investment provices for the RROC ano (RM prograrms, anG the
Mission objectives of increasing rursal proocuctive esployment. This inGuiry
will help us cefine possivle links between our ESF anc D& procrams.  Inis
study shoula bg complete by hovemter, 19b4.

3. builging on the analyses of specific poverty grows menticneg
apove, we will ungertake a stugy of the gifferentiai impact c¢f the economic
crisis on socic-economic groups of rural anc urtan Filipinos. This will belp
us determine the continuec reievance of our programmatic anc geographic
emphases. Relatec tc this incuiry, we will alsc seek i~formaticon on the

extent of internal migration resulting from the changing econoric enviromwment,
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Energy Development Program

The Energy Development Program inciudes reouction of oil imports as a
Mission objective because we believe it affects the likelihood of success of
our long-term goal of increased productive employment. The oil import bill is
the largest single contributor toc the balance of payments deficit and a basic
ungderlying cause of the current economic crisis, Furthermore, continuec
reliance on importec cil anc on inefficient oil consumption practices is a
major obstacle to long-term economic recovery. Reduction of this obstacle
through improvec efficiency in the use of cil anu shifts to aomestic fuels
will contribute to sustainea economic growth which is a necessary concition
far long-terim increases in preductivity anc employment generation.

The Mission has gescribed its energy strategy as involving both a rural
element baseo on progucing and using renewable energy resources, and an urban
or mooern sector element based on technology transfer for energy
conservation. There is a demonstrable linkage between the Mission's energy
strategy in rural areas and the Mission's oversll cbjective of fostering
productive employment. This is briefly discusseu in the Energy Annex tco this
paper. It is fully cemonstrated in the April 1982 project paper and annexes
for the Rural energy Development Project. The relationship between dollar
savings from energy censervation (i.e., reduced oil imports) in the modern
sector ang increasea productive employment is less clear but the conceptual
link is not hard to make. Nevertheless, this neeas to be lookeg into further.

Therefore, the Mission's lines of inguiry in the energy sector will
simply be to examine the relationship between the energy investment program

ang the girect and indirect impact on productive employment, ana to cetermine

what long run strategy the Missicn should pursue in the CDSS period.



The various inguiries and studies identifieg above as requirec for the
preparation of a new CDSS in January 1965 are summarizea In matrix forn in
Annex I1I in order to lay eut our plan of action for completing thes. For
each of the twelve inquiries the purpose, timeframe, levei of ef®cri, soorce
of expertise, ano estimatea funcing is incicatez. pon approval ©f our
proposec lines of inguiry the Mission will submit to Ail/w a specific recuest
for Prograr Development anc Support funging tc execute the prograr over the
next year. More detailea work scopes anc terss cf reference €or each wiii be

prepared according tc target dates indicated in the table.
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Annex I
The Pnilippine Economy: Recent Events

I. Introduction

A. Summary of the Current Crisis

1.01 The Philippine economy is in its most serious crisis since world war
II. The assassination of former Senator Aguinoc on August 21, 1983
precipitated the crisis, although there were prior signs that one was
developing. This prompted a rapio outflow of capital ano a virtual cessation
of new investment and commercial loan inflows. By mid-October 1983, the
country's international reserves declined to less than the equivalent o€ one
month's imports ($430 million). The Government of the Philippines (GOP) was
forced to declare a debt moratorium on principal repayments of commercial
loans due international banks and allowed the official peso exchange rate to
depreciate 21.4 percent. The free market rate maintaineo a premium of about
50 percent over the official rate.

1.02. These events reinforced the 1980-82 economic slowgown in the
Philippines and led to a deepening business recession in 1983. A number of
establishments closed down and thousands of workers were laig-off. This
related not only to difficulties in obtaining imported inputs for promsction,
but alsoc to the general economic and socio-political events which dic not
present an optimistic picture for early resolution. Prices of basic goods ana
services rose by more than 20% auring the past few months, while commogities
with a large import content rose anywhere between 50 to 150%. Real income for
a large segment of the population has fallen as wages have not kept up with
inflation, and income distribution appears to be worsening. The unstable
economic and political situation resulteg in large witharawals of bank
deposits, runs on several financial institutions, and nearly zero growth in
investments. Credit funds contracted, pushing up interest rates to
record-high levels in December. The external commercial debt moratorium hac
to be extended by another 90 days beyono January 16, 1984, in order to
continue negotiations for the restructuring of debt maturing in 1984-85.
Furthermore, an additional $3.3 billion in new loans from both commercial anc
official sources will be needed by the GOP to finance the expected current
account gdeficit and other foreign exchange requirements in 1984. without this
money only limited essential imports can be maintained.

1.03. The GOP has been negotiating for a new stano-by credit agreement
amounting to $650 million with the IMF. The agreement would require further
budgetaly adjustments, cautious monetary policies ang flexible exchange rate
management to help improve both the balance of payment (BEGP) and the budget.
The approval of the new agreement could facilitate the inflow of new capital
from both official and commercial sources. Meanwhile, major development
gonors have been requestec by the GOP to convert some of their assistance to
commodity import financing loans. Likewise, the GOP is now negotiating with
private banks for the restructuring of almost $1CG billion in commercial loans



maturing in 1984-85 to give the economy some time to adjust to a new financial
program without being constrained by foreign exchange shortfalis.

B. Events in the Perspective

1.04. To understand the current crisis it is necessary to place into
perspective the events which have occurred over the last several years. The
country's balance of payments deficit widened from $54 million (G.2% of GNP)
in 1578 to well over an estimated $2.0 billion {more than 5.0% of GNP) in
1983, Several key reasons contributed to the worsening BOP cendition. First,
the external terms of trade ceclined by 32% between 1979 (the start of the
second oil crisis) and 1983. The sharp fall in commodity export prices was
accompanied by a drop in export volume as a result of the prolonged economic
recession. Second, interest payments on all external loans increased
four-fold from $397 million in 1978 to over $1.65 billion in 1982. This
reflected an increase in the country's outstanding debt and the relatively
higher interest rates which prevailed in the international capital market
during the last three years. The only bright spots among current account
transactions came from the continued expansion of non-traditional manufactured
exports and from remittances of contract workers abroad. The former now
accounts for nearly half of the country's total export earnings, while the
latter rose to more than $1.0 billion in 1983, more than three times the level
in 1%78.

1.05. Third, there was a sharp deceleration in capital inflows in 1983 caused
mainly by the reluctance of private banks to lend to the Philippines during
the latter half of 1983. This caused net inflows of foreign loans and
investments to drop precipitously to only $670 million as of September from a
comparable $1.7 billion a year earlier. This could not cover the $2.2 billion
current account deficit during the period. In previous years, shortfalls in
current account transactions were financed mainly by heavy foreign borrowing,
although foreign exchange reserves were also cccasionally drawn down. Between
1980-82, net inflows of medium- and long-term debts reached more than $1.4
billion annually while net short-term financing also amounteu to $1.4

biillion. Officially-reported outstanding external debt in the non-banking
sector thus rose four-folo from less than $4.0 billion in 1975 to $17.3
billion in 1982, The debt-service ratio, defined as amortization and interest
payments on fixed term debt as a percentage of foreign exchange receipts in
the preceding year, also increased from 16% during the mid-'70s to almost 20%
in 1982.

1.06. In the last three years, the GOP allowed the pesc to depreciate more
rapidly than in the past in order to arrest the deteriorating BOP position.
The official value of the peso vis-a-vis the U.S. dollar depreciated by 17%
during the 1980-82 period and by 35% in 1983. However, the trade-weighted
exchange rate of the peso (against a basket of major foreign currencies)
appreciated during the late 1970s and depreciated only 8.5% during the
1980-1982 period. This adversely affected the international competitiveness
of Philippine exports. Comparing higher domestic inflation rates with those
in the U.S, the pesc was overvalued annually by about 2.5 percent during the
'70s and into the early '80s. The peso overvaluation reinforced the



structural problems of the economy by reducing the competitiveness of exports,
by encouraging the heavy import-agependence of the modern sector, anc by
artificially cheapening imported capital goods anc raw materials. Thus the
situation favorea imports over local production ana made external borrowing
appear cheaper and more attractive. The major peso cepreciation in 1983
served to correct much of the past years' overvaluation Dy allowing the value
of the peso to reach a more realistic level against the currencies of its
major trading partners. It remains to be seen, however, if this change wiil
provide the economy with the boost necessary for export revenues to pick up
ang recuce the BOP deficit.

1.07. External sector problems adversely impacted the domestic economy. Real
GNP growth decelerated from almost 7.0% annually in 1977-1379, tc only 3.3%
annually during 1980-1982, and to a very low 1.4% in 1983, The growth of the
industrial and commercial sectors declined markealy because of the comestic
recessionary conditions. Agricultural production was severely affectec by
unfavorable weather since the start of the '80s. Ffirst, by severe typhoons in
1981 and then by an eight-month crought in 1982-1983. This caused the
sector's gross value agded to decline by 2% in 1983 compareo to an avwai
growth of 3.6% in 1980-82 and 5.5% during the late '70s. Investment growth
was similarly restrained by the poor business climate which was highlightec by
the financial crisis in early 1981, and the economic ang political turmsil in
1983, The GOP budget deficit rose sharply in 1981 ang 1982 as fiscal policies
were expansionary to make up for the sluggish business activity, anc the tax
collection effort did not improve. Inflation remainec at the ocouble-cigit
level ouring the last four years because of buaoget ceficits, the effect of
higher oil prices, and the geclining peso exchange rate.

1.08. The GOP recognized that its economic and financial policies were
inappropriate to the country's long-term growth. Therefore, in 1980 the GOP
embarkea on a structural adjustment program assisteo by the world Bank (IBRC)
to encourage more efficient use of resources anc to strengthen the economic
base. The GOP implemented a five-year tariff realignment ano reguction
reform, and a three-year import-restriction removal plan to enhance the
efficiency and competitiveness of Philippine industry. Financial sector
reforms were undertaken ceveloping multipurpose banking ang liftinc interest
rate ceilings on loans and deposits to improve the efficiency of financial
intermediation. In industry, a program for restructuring anc mogernizing of
the cement and textile sectors was initiated; while the investment incentive
system was revised to eliminate its import- anc capital-intensive biases anG
to allow market forces to play a greater role in guiding industrial
investments. The GOP alsc initiated policy reforms in the energy sector to
reduce the country's heavy dependence on oil imports, improve the efficiency
of energy use, and strengthen significant areas of public resource
management. The reform programs were supported by structural agjustment loans
from the wWorld Bank. Their overall implementation so far nas been
satisfactory, although the current severe shortage of foreign exchange forced
the GOP to reimpose import restrictions anc higher import duties, anc cefer
further implementation of the textile industry rehabilitation program.
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1.09. The GOP has initiated discussions with the IMF for a new standby credit
agreement because of the rapid depletion of the country's international
reserves and the declaration of a commercial debt moratorium . The new
agreement will be for $650 miilion and will supercede the previous abrogated
agreement reached in early 1983. The GOP has also requested the World Bank,
Asian Development Bank (ADB), Japanese and other friendly governments to
convert some of their assistance to commodity import financing loans for the
procurement of essential imports. At the same time, the GOP has been
negotiating with the international bankers for the restructuring of some $10.0
billion in commercial loans maturing in 1984 and 1985 to give the domestic
economy some time to adjust to a new financial program without being
constrained by foreign-exchange shortfalls. The GOP has also requested a
meeting of the Paris Club (composed of 0.E.C.D. countries) to discuss the
restructuring of maturing government-to-government debt,

1.10. The new IMF stand-by agreement is expected to be approved during the
second quarter of 1984, It may require the GOP to reduce the overall budget
deficit to about 1.5% of GNP in 1984 from more than 4% in 1981 and 1982. This
would mean significant expenditure restraint, mostly through large cutbacks on
capital ocutlays and public investments in parastatals and minimal increases in
current expenditures of GOP entities, despite an expected high inflation

rate. Monetary policies would restrict the expansion of the banking system's
net domestic assets which narmally fuel the GOP's and private sector's
propensity to import. The GOP is also expected tc implement a more realistic
flexible exchange rate policy which could result in further declines in the
value of the peso unless the external deficits are substantially reduced.

C. Prospects

1.11. The near term economic prospects for the Philippines are bleak. The
economic difficulties experienced during the last quarter of 1583 are expected
to be more serious in 1984. The external sector will be generally stagnant,
with fewer foreign trade and capital account transactions. The BOP deficit
will be lower due to stringent trade and foreign exchange controls rather than
to higher export earnings. Foreign capital will again start coming in during
the second half of 1984, although at much lower levels and at a higher cost
compared to previous years. The domestic sector will remain weak because of
the slowdown in industrial activities, the tight credit situation, and lower
consumer purchasing power. For the first time since World War II, real GNP is
projected to fall in 1984, accompanied by sharp reductions in investments and
GOP expenditures. Real income will thus continue to decline as high inflation
rates erode the purchasing power of both householas and businesses. Some
economists believe it may take the economy at least five years to fully
recover per capita income levels, to restructure investment patterns, and to
reach a sustainable 6% annual growth comparable to the 1970s.

1.12. The GOP's austerity program and restrictive policies will undoubtedly
impede the implementation of the country's Five-Year Plan, further
constraining the development effort. With reduced budgetary support for
development activities, AID and other donor-assistea projects are going to be



adversely affected. This is particularly true of those projects involving GOP
corporations with severely reduced budget support. These entities must
increase their internal revenue generation to maintain their operations. The
implementation of capital projects will slowdown and, therefore, celay the
expecteg tenefits, or on-going and/or new activities wiil pe outright
cancelled. Neither outcome is attractive so the major foreign goners are
looking for new ways to help the GOP surmount immediate shortages in fcreign
exchange ana local currency resources.

1.13. AID ang other development assistance agencies have strong reasons to
assist the GOP in overcoming the serious BOP anc budgetary progclems. The root
causes of these problems have important implications for the cegree of success
ultimately achieved by each gonor's assistance efforts anc shouic therefore bce
addressed as early as possible. The causes go beyond affecting the jrowth
aspects of the economy into other areas of acevelopment concern, incluging the
alleviation of very serigus poverty ang employment problems. There are alsc
several macroeconomic development policies which shoulc bDe reviewec tecause
they are essential to achieving external and buagetary acjustments anc are
relevant to areas of AID development concern. These incluge:

a) the continued implementation of tne structural adjustment program for
more efficient resource utilization anc a stronger economic base;

b) the review of agricuitural pricing and marketing policies t¢ improve
rural income and productivity;

¢) the need for greater domestic resource mobilization to_enable
appropriate investments ang gevelopment programs to be pursued;

d) the neeg for less public sector intervention in private sector
activities to create a more competitive, open market environment.

1.14, Important as all of the above is, the GOP shoulo also begin to recuce
the significant gap between the articulation of development policies_ano their
implementation. It has been observed that there has been a markeg 01fference
between GOP policy pronouncements ana performance. This has occurreg in part
because of poor implementation capacity and strong pressures “rom ao§er‘ui
groups to intervene in markets for unaltruistic reasons. Together with recent
concern about the reliability of key economic ana financial gata, this problem
has served to undermine both the cregibility of the GOP anc the effectiveness
of soung economic policies in the long-run. A more serious effort tc pursue
statea policies is easily the first step towaras the successful attainment of

development targets and objectives.

1.15. The longer-term outlook for the economy could be promising. The
present crisis could be the unexpected catalyst which will propel the economy
forward into the long and complex process of overhauling the distortions in
its structure. If fundamental structural changes coulo continue to te
pursued, then a more efficient use of resources could improve laber absorption
by the modern sector, increase domestic resource mobilization anc sustain a



reasonable growth pattern in the immediate years shead. A refinement of the
country's outwarc-looking development strategy coulid result in a relatively
greater role by other key sectors, like agriculture and small industries, in
the economy's growth. More essential, political reforms ang institutional
changes could restore the people's confidence in the economy and in its
management. These changes would reguire inspirec economic leadership ana
sacrifice on many people's part over an extended period. Economic policy
reforms would have to be maintained despite short-term disruptions in the
economy, and the government would have to commit its resources to long-term
programs and not divert resources to superficial or unsustainable programs.
These are by no means easy assignments for any government.



I1. The External Sector

A. Balance of Payments

2.01. The external sector has performed poorly in recent years. This was a
major factor contributing to the serious economic crisis currently facing the
Philippines. The overall balance of payments (80P), which generally has been
in deficit since the mig-1970s, reacheg alarming proportions in 1979 with a
deficit over $500 million. The gap widenec to $1.1 pillion {2.9% of ) in
1982 and is estimateg to have coubleu again in 1963, reaching more than $2.G
billion or 5% of the GNP. There were large foreign exchange out®iows in 1983
resulting from the crisis of confidence in the country's economic anc
political stability.

2.02. A chronic ana growing BOP geficit generally inoicates worsening
economic conditions. Problems show up in the two major BOP accounts: current
and capital. Current account deficits indicate the value 0f the country's
present output sold in the international market is less than what it buys.
Capital account deficits indicate that the future performance of the country
will be disaavantagea because the stock of investment is peing drawn gown with
capital outflows exceeding inflows. Over the years, the Philippines has used
surplus capital inflows to reduce its large current account ogeficit. & thirg
element in the Philippines’ 80P has become significant in recent years. Thnis
involves the monetization of gold and SDR allocations from the IMF, both of
which have augmented the economy's foreign exchange resources to finance part
of the BOP ceficits.

2.03. Like most developing countries, the Philippine BOF protiems relate to
chronic trade imbalances. The geficit on the current account has risen

External Sector Performance
{in billion %)

1978 157y 1986 1961 198z 15831/
Trade Balance (1.31) (1.54) (1.94) (2.22) (2.68) {1.70)
Other Current Account Trans. u.le  (0.04) (0.11) (G.07) (G.68) ({((.«42)
Current Account Total (1.17) (1.37) {2.05) (Z2.2%) (3.3¢) (Z.18}
Capital Account, Total 1.09 0.9 1.51  1.31  1.97 .67
Gola ang SOR Allocations 0.03 0.C7 C.l6  G.&3  G.z8 .17
Overall Balance of Payments (0.05) (0.57) (0.38) (U.56) (1.1i) (1.3a)
Foreign Exchange Rate (Average) 7.37 7.38 7.5 7.,%C  B.%&  1i.22

Note: ANumbers in ( ) are negative.

1/ Jan. te Sept. only, except for the foreign exchange rate which is ‘or the
whole year.



three-fold in four years, from $1.1 billion or 4.8% of GNP in 1978 to almost
$3.4 pillion or 8.6% of GNP in 1982. (See Appendix, Table 1). The current
account gap in 1983 is estimated at $2.9 billion (8.4% of GNP), or some 15%
lower than the previous year's level. This is still high, considering that
the large peso depreciation and the imposition of strict GOP controls on
imports during the last half of the year should have arastically restricted
the further growth in the current account deficit.

1. External Terms of Trade and Other World Market Developments.

2,04, Several unfavorable developments since the start of the decade have led
to the deterioration of the country's current account. For one, the sharp
rise in oil prices in 1979-80 was aggravated in subsequent years by steep
declines, or downward fluctuations over long periods, in the world market
prices of major Philippine commodity exports, e.g. coconuts, sugar, copper and
logs. This led to a severe deterigration in the country's external terms of
trade from a 1979 index level of 8l.6 (1972=100) to 55.8 during the first nine
months of 1983, reflecting a hefty 32% decline in the prices of exports
relative to imports. (See Appendix, Table 2).

2.05. Aside from falling export prices, the volume was depressed by the
1980-82 worldwide recession. This adversely affected demand for
non-traditional manufactured exports, particularly garments and handicrafts,
and caused dollar earnings from these items to drop in 1982 for the first time

since 1975, after increasing by more than 30% annually. In the same manner,
the imposition of sugar guotas, and the availability of cheaper substitutes

for coconut 0il and sugar, and reduced production levels from typhoons and
drought prevented an increase in the volume of traditional export commodities
which could have helped offset the effects of lower prices. Coconut o0il
prices improved markedly since early 1983, but this was partly related to a
sharp drop in Philippine production rather than a significant increase in
world demand. The country therefore was unable to achieve substantial gains
in export volume.

2.06. The dollar value of total exports declined by more than 10% in 1982,
it is estimated to have dropped another 10% in 1583, despite the peso
depreciations or the economic recovery underway in the industrialized
countries. (See Appendix, Table 3)}. Significantly, non-traditional
manufactured goods now account for half of total export receipts compared to
less than 35% in the late '70s. On the other hand, the country's total
imports exceeded by more than 50% total export earnings in 1982, The trade
deficit thus widened to $2.7 billion (7.0% of GNP) in 1982, almost twice the

level in 1979,

2. The Trade Deficit.

2.07. Between 1978 and 1982 the Philippines was unable to reduce imports
below the level of exports because the industrial sector was import-dependent,
crude oil import costs were high and the peso exchange rate was overvalued.
The country's industrial sector import demand for capital and intermediate



gooas and raw materials was high. Excluding petroleum, these items constitute
roughly two-thirds of total imports. The aggregate collar value of these
imports increased by 147% between 1978 and 1982 despite the gecelerating
growth of domestic output during the period. (See Appengix, Table &). This
could be attributed partly to the continuous high import-dependency of certain
large industries such as chemicals, iron ang steel, machinery anc transport
equipment, and partly to the growing demand for imported inputs coming from
the new export-processing industries. The export processing inoustries were
granted special duty-free privileges, and their payments for imports uncer
these arrangements increased by more than 40% annually since 1975,
representing the most rapidly growing item in the country's import bill. It
is estimatec that almost 60% of the materials for garments made in the
export-processing zones were imported, while the import content of
semi-conductor devices was a very high 90%.

2.08. On the other hand, more than one thirg of the dollar value increase in
imports between 1978-1982 was accounted for by crude cil. Due largely to the
precipitious rise in oil prices from less than $17 in 1975 to over $3C per
barrel in 1980-81, o0il import payments went up to $2.1 billion in 1982 from
only $1.0 billion in 1978. This meant that a consiceratble share of the
country's foreign exchange earnings was absorbeg by payments for cruce oil
(almost 43% of the total merchandise export receipts in 1582). In terms of
volume, however, there was a slight drop in crude oil imports guring the
1978-82 period which reflects the increased procuction of energy from gomestic
resources.

2.09. However, during the first nine months of 1983 a 7.3% hike in the volume
of crude oil importation occurred as the GOP rebuilt inventories arawn aown to
produce electricity as an eight-month drought cut back hydro power
production. Given the country's energy reguirements, it will be difficult to
achieve more than a gradual reduction in crude 0il imports oespite the GGP's
intensive energy program. The Government even altereg the country's foreign
exchange arrangements when reserves were exhausted in GOctover, 198? to ensure
that dollars would be available for essential imports ang other priority
foreign exchange payments. Banks were required to turn in all their cur;ent
foreign exchange receipts to the Central Bank (CB). These dollars constitute
a pool which can be allocated to priority transactions such as oil xmportg,
raw materials, supplies ano spare parts and other neeus of export inoustries,
essential foodgrains and raw materials for vital domestic ingustries. ;n
adaition, the GOP reimposeg import restrictions on several non-essentiai
items, and placed CB and Board of Investments (BCI) clearance requirements on
all imports. These measures will likely result in lower imports in the
short-run, but they are hardly expected to substantially reouce the
import-intensiveness of most industries once the foreign exchange crisis 1s

over.

2.10. To a large extent, the overvalued peso exchange rate in recent years
reinforced the import depencence of the economy by artificially cheapening
imported equipment and raw material to the disadvantage of comestic
producers. In contrast, exporters have been penalized through lower net peso
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returns for their output, weakening their competitive position in
international markets. This situation has constrained the growth of exports
and helped create the import-dependent, capital-intensive industrial sector
that exists today.

3. Other Current Account Transactions.

2.11. There are three key items in the non-merchandise transactions which
have become increasing important elements in the Philippine‘'s BOP. These are
payments for interest on loans, receipts from tourism, and overseas workers'
remittances. (See Appendix, Table 5). Interest expenses have accounted for
nearly half the total payments for services in recent years. As it is,
interest payments on Philippine loans, especially on floating short-term
debts, increased sharply from $304 million in 1978 to over $1.8 billion in
1982 due to higher interest rates in international capital markets. This
aggravated the effects of the worsening terms of trade on the BOP. The London
Inter-bank rate (LIBOR) on six-month deposits rose from an average of 9% in
1978 to 1l4% in 1980 and over 16% in 1981 and the first half of 1982. Such
high international interest rates have raised inventory costs of primary
commodities, thereby reducing further worid demand for Philippine exports
during this period. LIBOR rates in 1983 went down substantially (ranging from
9-11%) reducing the country's estimated interest payments for the year. The
decline, however, may be short-lived as the current debt moratorium {(which
does not include interest payments) and the propcsed restructuring of loans
would probably allow lenders to charge an additional 1.0-1.5% interest gver
LIBOR.

2.12. Foreign exchange earnings from tourism and salary remittances of
overseas workers kept the current account deficit from wigening further.
Earnings from tourism increased by more than 20% yearly prior to 1983 as a
result of an extensive GOP marketing campaign and the development of tourist
destinations outsioe Manila. Tourism receipts accounted for 15% of total
dollar earnings from current account services for 1980-82. Income from
tourism fell in 1983, in spite of the increasingly favorable peso exchange
rate, because international publicity regarding the Aguino assassination and
resultant social unrest caused a marked decrease in tourist arrivals.

2,13, The implementation of various measures to improve the remittances of
contract workers abroad, especially in the Middle East, pushed the level up to
$810 million in 1982. This is more than double the receipts recorded in the
late '70s. In 1983, total remittances is estimated to have reach more than
$1.0 billion. The major factors behind this uptrend include: the recent pesc
rate changes; the Central Bank's Foreign Exchange Incentive Raffle Program;
the streamlining of institutional arrangements for transferring the
remittances of overseas workers to their families; and, the involvement of
more private banks in the remittance process. However, the growth of overseas
employment in the Middle East has decelerated now that these countries are
experiencing slower growth in o0il revenues, and this will affect income
remittances in the future.
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4, Capital Account

2.14. About 60% of the current account imbalance in recent years was covered
by a capital account surplus deriveag mostly from foreign loans. Net inflows
of long-term loans over 1980-82 amounteg to more than $1.<4 cillion awwally,
while net short-term financing totalled $1.4 pillion curing that perioc. The
continuous infiow of foreign capital was facilitateo by the availability of
international credit for trade financing, arnd the relatively gooc crecit
standing of the Philippines in the worla banking community ouring these years,

2.15. However, in 1983, an unstable worlo gebt situation mage increasec
lenaing to developing countries difficult. This adversely impactec on the
Philippines as only one CB $300 million loan was successfully synoicatec
ouring that year. Other foreign loans were completed at smaller amounts than
anticipated as international banks trieg to maintain their total exposure
within their respective "country ceilings."” Consequently, improvements
already underway in the current account were negatec by lower capital
inflows. Moreover, political uncertainties accelerateq cemanas for repayment
of short-term obligations wnile investments anoc other loan inflows ceased.
The IMF 0ig not release the full amount cue the GOP uncer the January 1%863
stand-by ayreement mainly because of the neea to clarify the GOPs' proposec
measures to respond to the crisis.

2.16. Thus, as of September 1%83, the capital account surplus in the BCP hac
declined by more than 60% compareg to the level for the same perioc last year
(From $1.7 billion to only $67C million}. The net inflow of capital may have
aropped further during the last quarter of 1983, however reliable information
is unavailable. The unexpectec dramatic erosion in the capital account forced
the GOP in October to reguest the Philippines' international bank crecitoers
for a 90-day moratorium on commercial loan principal payments, which was
subsequently extended by another 90 days on Janwary 17, 1583. Tne freeze on
debt payments was intended to arrest the heavy outflow of short-term capital
experienced in the previous months, while enaoling the Cb to avoia any further
loss of its dwindling foreign exchange reserves. The debt moratorium will
provide the GOP time to correct geficiencies in the country's external
structure, to negotiate the rescheduling of foreign obligations maturing in
the near term, and to seek out new funds from non-traditional sources,
provided it can come to an agreement soon with the IMF anc commercial bankers.

B. Exchange Rate

1. An Overvalued Peso.

2.17. The peso-dollar exchange rate, the general indicator of the strength of
the peso in the international currency market, depreciatec by almost 35%
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guring 1983.1/ Although the Central Bank maintains it officially pursues a
flexible exchange rate policy which allows the value of the peso to fluctuate
freely against other currencies in the official foreign exchange market,2/
the practice recently is in fact for the Government to regulate the rate
through its controlled banks. This practice distorts the market signals and
thwarts the purpose of having a flexible rate which keeps Philippine exports
competitive in the world market, ensures that there is no artificial incentive
to import or borrow abroad and establishes an equilibrium between the demand
and supply of foreign exchange. The two large adjustments in the peso-U.S.
dollar rate in 1983 are examples of this recent practice. The first was on
June 23 when the peso-dollar exchange rate fell by 7.2% to 9.09 cents from
9.80 cents the previous day. The second de facto devaiuation was on Octaober
5, when the peso further declined in value from 9.09 cents to 7.14 cents.
These changes were intended to correct the peso's overvaluation during the
last ten years. The GOP now accepted the overvaluation problem as a key
contributing factor to the current economic and “inancial crisis.

2.18. Historically, the peso-dollar rate hardly moved during the last half of
the 1970s. (See Appendix, Table 6). From 1975 through 1980, the average
value of the peso ranged from P7.25-P7.51 to the U.S. dollar. Since the value
of the dollar had weakened relative to most currencies in the years prior to
1978, Philippine exports were more competitive in the other countries.
However, the trend changed and the dollar began to strengthen in 1978. With
no substantial adjustments in the peso-dollar exchange rate, the peso thus
began to effectively appreciate against the yen and other major foreign
currencies, reducing the competitiveness of Philippine exports in these
countries. It was only in mid-1981 that the peso depreciated against the
dollar at an accelerated rate, but it had years of overvaluation to catch up
and it is only with the major 1983 de facto devaluations that exports appear
to be back to a competitive position.

2.19. Based on a simple method which compares the Philippine inflation rates
with those in the U.S,, the Center for Research and Communications (CRC) tried
to measure the extent of the peso overvaluation over the past years by using

1/ There are two ways of computing the amount of peso depreciation: one, on

~  the basis of the foreign currency per peso (or $/P) and the other on the
basis of a basket of fareign currencies per peso (i.e. the SDR). The 1983
depreciation figure is derived from the end-1982 dollar value of $0.109
and end-1983 dollar value of $0.071 per peso. However, because the rate
is "de facto" contreclled by the government, the proper conceptual term is
devaluation rather than depreciation. The "de jure" position of the
Central Bank is that market forces determine the rate and therefore
depreciation is the proper term for a lowering in value of the peso.

2/ It must be remembered that not all foreign exchange transactions are
permitted in the official market. Thus, there is a free market which
meets the demand of those not permitted access to the official one. This
provides ancther distortion in the market.
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the derived difference in inflation rates as the pressure for the peso-gollar
rate movement.l/ That study found that since 1972 such pressure built up by
roughly 5% per year, while the peso-dollar rate depreciateg by only 2.9%
annually. Therefore, the peso was overvalued by almost 30% after a oecade
(2.4% annually). This implied that the peso-dollar rate shoulc have risen
from P6.7 in 1972 to at least Pl1l by 1982 instead of the actual average rate
of P8.54.

2.,20. The years of overvaluation adversely affected the performance ana
structure of the economy.2/ It reduced the competitiveness of Philippine
exports anad contributed to the continued heavy dependence of the domestic
industry on imports by artificially cheapening imported capital goods anc raw
materials. It thus allowed the economy to generally favor imports over local
production. Moreover, the peso overvaluation raised the computed rate of
return on projects with high imported capital investment components to the
detriment of more labor-intensive processes. It mace foreign borrowings
appear cheaper and more attractive, thereby encouraging the economy to expand
money supply, domestic credit, and local financing of investment projects.
These borrowings, in turn, allowed the GOP to take a countercyclical policy
stance through higher expenditures during periods of domestic recession.

2,2). The 1983 peso depreciation made Philippine exports more cospetitive in
the world market and served to discourage imports and to reduce the
attractions of foreign borrowing. Also, the GOP will neec to aocopt austerity
measures to scale down its import and investment programs to more modest
levels dictated by foreign exchange receipts and domestic resource
mobilization. Although further peso de facto devaluations are likely because
of the country's huge BOP deficit, the present peso-dollar rate ana related
foreign exchange regulations should help improve the current account anc
compensate for the recent dollar outflows in the capital account. The free
market peso-dollar rates have gone above P20 per dollar since hovember, nearly
50% higher than the official market rate. The very high free market rates,
though, are related to non-economic factors which were encouraging capital
flight, dollar smuggling, and further speculations on the peso exchange rate.
In fact, by mid February, 1984 this rate has dropped dramatically to unoer
P18.00 per dollar from a high of P22.50 per dollar in mio-January.

1/ CRC Senior Staff Memo, "Our Flaws are Showing"™ by J. Estanislao, December
~ 1983, (Numbers adjusted by AID.)

2/ Although the overvalued peso was not the only reason, Philippine real GNP
growth has decelerated since 1960, while the export guantum incex
increased annually by only 8.9% from 1978-82 compared to 14.4% in
1975-1978. Total import values, on the other hang, continuwe to rise by
some 12.5% per annum during 1978-82 although this is due to higher import
prices rather than volume.
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C. External Borrowings and Debt Management

1. The Debt Crisis.

2.22. The Philippines has relied heavily on foreign borrowings in the past
years to finance its import surplus and the foreign exchange requirements of
investment programs. Prior to the request for the commercial debt payment
moratorium in QOctober 1983, the Central Bank had reporteg the country's total
external debt was less than $20 billion. In its September gquarterly report on
the economy, the total outstanding external debt of the public and private
sectors, including obli9ations to the IMF, was estimated at $18.7 billion as
of September 30, 1983.17 0of this total, some $14.3 billion or 79% was
fixed-term borrowings with maturity of one year or more. The remalnder was
short-term revolving credits used principally for oil-trade financing and
similar transactions. Thus, the country's officially reporteda total
outstanding external debt of the non-banking sector as of September 1983
represent a five-fold increase over its $3.8 bhillion level in 1975. (See
Appendix, Table 7). Roughly $11 billion or almost two-thirds of these total
outstanding foreign borrowings have been incurrec by the GOP and other public
corporations and financial institutions.

2.23. However, when the foreign exchange liabilities of the domestic banking
sector were included, the country's total external obligations were much
higher. According to the CB, the foreign exchange liabilities of the monetary
sector consisted of (1) commercial bank liabilities of $5.0 billion, and (2)
Central Bank obligations of $1.7 billion. In addition, an unspecified amount
of foreign exchange liabilities contingent on overseas contract performance
had been guaranteed in part by GOP financial institutions and were additional
to these figures. These monetary sector liabilities were incurred to cover
the BOP geficits and to finance the foreign exchange assets of the banking
system. Thus, the total foreign exchange liabilities of the country were
calculated to be about $25.0 billion in mid-October 1983 (see table below},
including some $9.5 billion in short-term obligations to private international
banks.

2.24. Philippine foreign borrowings in the 1970s were facilitated by a highly
liquio international capital market flooded with OPEC dollars. Credit terms
were liberal and attractive, with low interest rates and 1-3 years maturity,
enabling the economy to resort to heavy foreign borrowing. Thus, officially
reported total ocutstanding external debt sharply rose from $3.8 billion in
1975 to $9.8 billion in 1979, About 80% of this was medium- and long-term
obligations, mostly obtained by the GOP to finance the dollar requirements of
its industrial, energy and infrastructure programs.

1/ See CB Governor Laya Memo to the President, “"Economic and Financial
Developments, January-September, 1983," Central Bank October 25, 1983.
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Philippine Foreign Exchange Liabilitiesi/
(as of GOct. 17, 1983, in million §)

Short-Term Medium- ano % Share
Trade Non-Trade Long-Term TOTAL tc total

Banking Sector 504.2 5,306.8 2,782.3 8,593.3 34.9
Commercial Banks 468.0 3,848.9 551.9 4,868.8 19.8
Central Bank 36.2 1,457.9 2,230.4 3,724.5 15.1

Non Banking Sector 3649.0 215.7 11,875.2 15,639.9 64.3
Public 1r48.8 215.7 9,044.9 11,109.3 &5.1
Private 1800.2 - 2,930.3 4,730.% 19,2

"Red Clause"

AgvancesZ/ 198.4 - - 198.4 0.8
Puplic 158.4 - - 156.4 G.6
Private 40,0 - - &50.C c.2

TOTAL 4351.6 5,522.5 14,757.5 24,631.6 106.0

1/ Excludes contract performance guarantees by GOP financial institutions
and obligations to the IMF.
2/ A form of trade finance.

Source: Central Bank

2.25. By 1979, the debt maturity structure of new loans started to shorten as
opportunities for raising megium- and long-term funoing became limitec because
of the worldwide recession and the shrinking volume of petrocollars. In turn,
short term foreign currency swaps increased as a means 0f encouraging
Philippine corporate and bank borrowers to obtain foreign financing on their
own credit. Short-term revolving crecits began to rise as a source of
financing current business transactions. Meanwhile, as allocations from the
IMF became insufficient in financing the growing BGP gaps, the Central bank
and the commercial banking system increased borrowings from commercial crecits
in order to meet BOP deficits ana for foreign exchange reserve builg-up anc
maintenance. These borrowings tended to be shorter in maturity as
international credit tightened. The Pnilippines began tc have a difficult
time rolling over its short term foreign loans from commercial sources because
of the pervasive nervousness over develgping country lencing, particularly to
countries with high foreign exchange liabilities.
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2.26. These developments adversely affected the country's international
reserve position. It was further compounded after the Aguino assassination
when normal 90-cay short-term credits were reducec to two-week, one-week and
even 24-hour call loans during the succeeding weeks. With many bank creditors
asking for full repayment of what are usually revolving crecits, the CB had to
use its international reserves to fulfill its obligations. Illegal capital
flight (via the free market and, possibly, over and under invoicing
respectively of imports and exports ) continued unabated despite the October 5
pesoc de facto devaluation. Consequently, the CB reported that by mid-October
the country's international reserves amounted to $430 million, one guarter of
the level in March 31, 1943 and equivalent to less than one month of imports.
(In December 1983, the CB announced that it had overstated the gross
international reserve figure by about $600 million for several months prior to
September 1983, Nevertheless, the international reserves contraction during
the August-October period is still substantial and considered extraordinary.)

2.27. The failure to reach an early agreement with the IMF for a new standby
credit line which could have reneweu confidence among bankers in the
Philippines, and the refusal of a number of international commercial banks to
restructure their loans forced the GOP to declare a S0-day moratorium on
principal repayments on both public and private sector commercial loans
beginning OUctober 17, 1983. Interest payments, though, continued to be made
on schedule but at slightly higher rates than the original agreement, at least
through December. 1In effect, the "standstill" as the GOP called the move,
meant an automatic 90-day rollover on all liabilities to be repaid up to Jan.
le, 1984. 1t savec an additional capital outflow estimated at $60U million
which otherwise would have been made during the $0-day period. Indeed,
without the agebt moratorium, the country woulc have cefaultea on these
agreements and suffered greater financial problems.

2.28. The debt moratorium enabled the CB to buila up a higher international
reserve position by the end of 1983, slightly easing the pressures on the
country's BOP. The GOP reported that its foreign exchange reserves amounted
to $951 million by end 1983 due to dollar inflow coming from export receipts
and from loan and grant proceeds of the World Bank, ADB and the U.S.
Government. The debt moratorium has been further extended by another 90 days,
while GOP negotiates with the commercial banks and IMF for a financial plan
which will allow the restructuring of almost $10 billion worth of commercial
loans due to mature in 1984 and 1985. For government-to-government debt, a
Paris Club meeting is being sought to disucss rescheduling; and in the interim
at least since January, it appears that the GOP is defaulting on payment of
principal and interest to at least two donors.

7. Debt-Service Ratio.

2.29. By law, the GOP is required to keep the country's total debt service on
all fixed term credits (excluding payments to IMF) below 20% of the previous
year's total foreign exchange receipts. This conservative definition coupled
with the liguidity in the international capital market during the 1970s made
it possible for the GOP to keep the debt-service ratio within the statutory



- 17 -

20% ceiling. Up to 1979, the country's annual debt-service ratio unger this
definition ranged between la tc 18% (See Appendix, Table &). The ratic woulc
be about 2 percentage points higher if GOP payments to the IMF were inclucea.
However, as a result of the sharp increase in interest payments anc lower
levels of foreign exchange receipts in the previous year, the cebt-service
burden rose from less than lé% in 1977 to i9.1% anc 19.4% in 1%cl anc 1982,
respectively.

2.3G. Obviously, the rising cebt-service ratios were not attractive to most
private bankers ang this affecteg the country's cregit stancing in
international capital market. This was exacerbated by coubts of the veracity
of the official figures as they appearec to have been mace to comply with the
statutory ceiling. Baseo on a gebt-service ratio definition of amcrtization
ana interest payments on medium- and long-term external torrowings as a
percentage of exports of goods and services as usedg by the IM anc Worlc Bank,
the country's cgebt-service burden increaseg sharply from 16% in 1980 tc 2% in
1981 and 27% in 1982. The sharp uptrend reflecteg an ominous level that
presagegd the cebt crisis of 1%g3.
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I11. Domestic Sector

A. Output and Prices. :

1. Sectoral Performance

3.01. Adverse external and domestic economic conditions over the past few

years led to the deceleration in the annual growth of real GNP to an average

of only 3.2% during 1980-82, compared to the average annual 6.5% growth rate -
during the 1970s. Real GNP growth in 1983 has dropped further to 1.4%, the
lowest in over two decades. The depressing effects of the deteriorating
external terms of trade on profits and investments, the recent world
recession, and the repercussions of the 1981 financial crisis and the
political/economic crisis in 1983 largely contributed to the poor

performance. Moreover, a major part of the slow growth can also be attributed
to prior inefficient industrial investments which are now an uncompetitive
burden on the economy, diverting scarce resources away from new, productive
investments.

3.02. Most sectors of the economy experienced depressed growth rates during
1980-82 reflecting the weak world and domestic demand conditions that have
prevailed since 1980. (See Appendix, Tables 9-11). Annual growth of
manufacturing output, which was about 6.5% yearly during the 1970s,
decelerated to 2.8% during 1980-1982. Real output of the mining and quarrying
sector dropped 9% between 1980 and 1982 because of low world mineral prices.
This reversed the 7.7% annual real growth of the mining sector in the previous
decade. The annual increase in the value-added in commerce of 4.4% during the
1970s dropped to 2.4%, largely reflecting the disruptive effects of the 1981
domestic financial crisis and a substantial slowdown in retail and wholesale
trade. Meanwhile, the cutput of the agricultural sector was affected by
unfavorable weather, including several typhoons in 198l. This resulted in a
lower 3.4% annual growth in agricultural sector value added during 1980-82
compared to the 4.9% annual average growth during the '70s.

3.03. During the early part of 1983, the economy started recovering from the
1980-82 slump. Real cutput grew by 3% during the first six months,
Influenced by the economic recovery underway in the country's major trading
partners (i.e., the U.S. and Japan), the value added of the manufacturing and
mining sectors rose by 4.3% and 7.3%, respectively, during the first semester
of 1983. The commercial sector rose by over 5% as trade, financing and
housing activities picked up. However, the agricultural sector did not fare
as well because an eight-month drought which started in September 1982
resulted in lower production of rice, sugar and coconuts. The sector's total
value added for the first half of 1983 dropped 1% below its corresponding
level in 1982, :

3.04. On the other hand, the economic scenario changed dramatically during
the latter part of 1983. The two major peso de facto devaluations, the
subsequent imposition by the GOP of import controls and foreign exchange
allocations, and the political turmoil in the aftermath of the Aquino
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assassination severely affecteo manufacturing ana business activities.
Interest rates rose sharply due to the tight cregit situation resulting ‘rom
recent GOP monetary policies and to the uncertainties in the economic an
political climate. Interbank rates rose to as high as 55% in December, while
the prime lending rate increased by as much as 5> percentage points over its
July level of 18 percent. Consequently, the output of the import-gepencent
inoustrial sector was reduced sharply by shortages in importec raw materials,
while trading activities were hampered by the high cost of borrowing anc a
substantial hike in the prices of goods ana services. The operations cf banks
and other financial institutions were hinderec by massive deposit withcrawals
and reduced earnings resulting from the tight foreign exchange regulaticns ana
the low loan repayment rate of borrowers. Agricultural output continuec te be
constrained by the effects of the earlier drought, ang the agverse impact cf
higher peso costs or unavailability of fertilizers, feeograins, ano other
agricultural inputs. As a result, the sector faileo to make gains in the
second half of 1983 despite improvea coconut oil prices in the worlc market.
Near temm prospects are not much brigher.

2. Income and Investments.

3.05. Poor performance in the agricultural sector coupled with the business
recession, rapidly rising prices cue to shortages, ano pesc exchange rate
changes should cause the real income of a large majority c¢f the population to
fall significantly. The ogollar value of real per capita GNP in 1583 oeciinec
to a level similar to that in 1980. Consigering the country's skewec Income
gistribution, it is believeda that the ogrop in income will be most severe among
low~income families In urban and rural areas. Real wages 0 urban wcrxers
seem to have substantially declined since the mic-70s gespite higher
legislated minimum wages. (See Appendix, Table 12). Moreover, minimum wages
do not seem to be widely observed and coverage is not considerec significant,
particularly in the agricultural sector where many persons are self-emgioyed.
In the rural areas, incomes have been affectec by the detericrating
agricultural terms of trade. (See Appendix, Table 13). 7This is owue partiy to
external factors such as the secona oil crisis anoc the fail in cocont prices,
and partly to domestic policies which have generally kept food prices oown
through price controls. while international coconut oil prices have more than
doubled in recent months compared to a year ago, the income of cocorwit farmers
has not paralleled this increase because of lower yielgs causeo by typhcons
and droughts. In fact, the income of coccrut farmers in real terms in late
1983 is still 47% below its level in 1979 when coconut 0il prices were last at

their peak.l/

3.06. Fixed capital formation (investment) has risen only at a 3.1% amual
rate since 1980. This is much lower than the 10.8% annual growth rate
recorded in the 1970s ang reflects the recent comestic recessionary
conditions. Gross agomestic savings in more recent years has coverecd less than

1/ USAID Memo, Effects of Recent Developments on the Coconut Farmers, January
9, 1984.
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80% of total investments. As a result, the investment/saving gap as a

percentage of GNP has risen from 5.2% in 1978 to more than 7% in 1982 and 6.5%

in 1983. (See Appendix, Table 14). This is far off the GOP targets in the

previous Five-Year Plan where the investment/saving gap was projected to be

reduced to 3% of GNP and the dependence on foreign savings reduced to 10% of .
gross investments by 1982. Aside from poor domestic saving mobilization, a ;
major problem with past investments lies in the fact that little impact seemed
to have been made on improving income and output. The country's incremental
capital to output ratio (ICOR),}/ which measures the amount of capital
investment needed to produce one more unit of output, has almost doubled from
an acceptable average of 3.4 in 1976-1978 to an unsustainable 6.6 in
1980-1982. (See Appendix, Table 15). The latter level is inappropriately
high in a labor surplus economy. The ICOR stooa at a phenomenal 23.2 in 1983
but this has to be regarded as an anomaly indicating the seriousness of the
domestic recession which occurred during the year and the continued large
investments made in 1982 by the Government and its public corporations in
projects with long gestation periods (e.g. energy and major industrial
projects).

3.07 The dramatic increase in the ICOR shows that investments have not been
efficient and wastage of capital resources has occurred. Many of these
investments are now proving to be unviable and a burden on the eccnomy. It is
apparent that capital has not been treated as a scarce resource because of the
low interest rates and the availability of liberal credit from abroad. Thus
the returns from these investments have been very disappointing.

3. Inflation and Prices.

3.08. Increases in consumer prices in the past years had been influenced

largely by domestic oil price hikes and subsequent increases 1n utility rates

as the GOP passed on the o0il and foreign exchange cost increases to

consumers. With more stable domestic oil prices during the year, inflaction

had declined to 10% in 1982 from about 17% in 1979 and 1980. (See Appendix,

Tables 16-17). It continued to decelerate steadily in the first half of 1983,

reaching as low as 6% in April. However, the June and October de facto

devaluations have triggered a wave of price and cost adjustments, including .
increases of 30% in fuel prices, 20-30% in rice, meat and other basic food

items, and 20% in transportation costs. Prices of goods with significant

imported inputs have risen by 50 to 150%. Together with the impact of a 19% .
hike in minimum wages and cost-of-living allowances, these increases pushed up -
inflation to as high as 25% during the last quarter of 1983, bringing the

average inflation to 10% for 1983 and much worse prospects for 1984.

1/ The World Bank definition of ICOR is the ratio of fixed capital formation
T in the previous period to the current increase in gross domestic product
(GDP) over the previous period.
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3.09. As a matter of policy, price ceilings are imposec by the GOP on
selected commodities, primarily basic food items and fuel products.
Generally, the prices of controlled or regulateo commodities are adjusteo to
reflect economic conditions to allow producers to restore their cost margins.
However, recently these adjustments have not been timely or reflected real
conditions of increasing input costs. This has led to many cisputec
interventions and upset normal marketing procedures. Rice, corn, milk, sugar
and meat products are the most important food items which are under strict GOP
price controls. Transportation ang utility rates are alsc regulatec by
various GOP agencies. In instances where the price of a product is not
controlled, the GOP sometimes intervenes in other ways. This happenea when
the contents of a few warehouses were confiscated by the govermment during
some panic buying of soap and other commodities in late 1583. The goverrment
offered these goods for sale and warned hoarders to reestablish normal supply
levels. This worked effectively to control a potentially damaging situation.
In another less effective case, the National Food Authority (MA} recently
took over the distribution of flour in response to reports that millers hag
been hoarding flour or indiscriminately raising prices. It has been reportec
that the price increases are greater with NFA involved, that shortages still
remain, and that distribution is inefficient. Local manufacturers recently
have been admonished by the GOP for allegeo overpricing ano/or causing supply
shortages. Price ceilings have since been applied to other intermegiate anc
consumer goods such as tires, textile prooucts and construction materials.
while the GOP has tended towards less market intervention in the past, it is
apparent that recent political ano economic events have caused a_reversal in
this trena. There are indications that the government is not effective in
doing this, and, in fact, is damaging the very market systems which provioce
competition and keep prices under control.

8. Structural Reforms

3.10. Since 1980, the GOP has been implementing a package of econopic reforms
designed to correct the import-substitution and capital-intensive biases of
the country's trade and industrial policies. Financially supporteg by the
world Bank through $502 million in two Structural Adjustment Loans (SAL), the
reform programs aim at accelerating manufactured exports and increasing their
backward linkages, promoting efficient import substitution, and encouraging
regional dispersal of industry. The program's first phase is focusing on
trade, industrial and financial policies. Major trade pelicy reforms have
been instituted to increase the efficiency and international competitiveness
of the domestic industrial sector by lowering the overall level of protection
and reducing the disparity in tariff rates within and between sectors. The
five-year tariff reform program is expected to reduce the average effective
protection rate for the manufacturing sector from 44% to 29%, ana for the
whole economy from 36% to 23% by 1985. To complement the tariff realignment,
the GOP has taken steps to liberalize imports by removing restrictions on over
70% of 1,304 restricted items.
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3.11. At the same time, the GOP has undertaken industrial restructuring and '
rehabilitation programs designed to assist existing industries produce at ;
lower costs, improve efficiency and increase competitiveness in order to

adjust to policy changes. A program for restructuring the cement industry is

currently underway, mainly to convert cement plants from oil to coal-fired

kilns. A similar rehabilitation program had been initiated with World Bank

assistance for the textile industry to modernize its eguipment and enable it .
to become more efficient. The textile program did not succeeded because of

uncertain international and domestic markets and loan terms which exceeded

risk and return factors. Reforms in financial policies were also institutedg

to increase savings and the availability of longer-term finance, as well as

reduce the fragmentation and inefficiency of financial institutions. Towards

this end, the GOP has deregulated most interest rates on loans and deposits,

provided fiscal incentives for long-term lending and equity investments, and

revised banking legislation to encourage expansion of multipurpose banking.

The deregulation of interest rates has not appeared to work. Little movement

was observed for many months. However, with the current economic crisis there

seems to be more competition and the rates have moved up slightly. The issue

of interest rate flexibility needs to be lookec into if money markets and

investment decisions are to be influenced by rational economic factors.

3.12. The current, second phase of the structural agjustment process extends
reform programs in the industrial sector, continues ongoing trade policy
changes and initiates reforms in the energy sector and in public resource

management. A major revision of the industrial investment incentives system
has been undertaken to correct market failures and distortions in crder to

improve the efficiency of investment, increase labor absorption and improve
regional allocation of investment. The new incentives would allow market
forces to play a greater role in guiding industrial investments, while
reducing the GOP's Board of Investments (BOI) excessive control in regulating
entry into a particular industry. However, foreign investors still complain
about inconsistent application of rules and slow bureaucratic responses. This
problem when coupled with the recent political/social unrest is apparently
causing many investors to look elsewhere. Trade policy reforms have involved
the adjustment to lower tariff rates and further elimination of import
restrictions. The GOP has initiated policy reforms for the energy sector
which aim at reducing the country's heavy dependence on oil imports, improving v
the efficiency of energy use, and strengthening a significant area of public
resource management.

3.13. Implementation of the structural adjustment program has so far been
good in most areas. There has been some slippage, though, in the
implementation of the import liberalization program with the imposition in
mid-1983 of new restrictions on imports as a harbinger of the foreign exchange
crisis. Import restrictions on some non-essential items were reimposed,
duties raised, and the CB and BOI required prior approval of most imports.

The GOP has indicated that it would gradually 1ift these restrictions in 1984
when local economic conditions improve as anticipated. The World Bank loan

for the textile industry rehabilitation program has been rechannelled into an
$120 million Export Development Fund for the raw materials of export-oriented

industries.
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3.14. A new phase of the program is scheduled to start in 1985, It woulc
likely involve policy reforms in agriculture as well as further reforms in the
energy sector and public sector resource mobilization. The relatively poor
performance of several major crops in recent years has hignlightec the neec tc
address key issues with respect to the allocation ang efficiency of investment
in the agricultural sector, as well as institutional issues, which call for
structural changes. The GOP, together with the world Bank, will initjate
studies in all these areas which would provide the basis for the formlation
of structural reforms in the agriculture sector in the near future.

C. The IMF Standby-Program.

3.15. The Philippine Government drew on a series of IMF stano-by credit.
agreements to provide short-temm financing, not available elsewhere, for its
BOP deficit. These agreements, in turn required the GOP to meet certain
conditions designed to improve the BOP. These conaitions includeo a
conprehensive set of policies for budgetary adjustments, restrictive monetary
policy, flexible foreign exchange rate management, restrictions on foreign
borrowings, ana structural reforms. There were two IMF stand-by programs in
recent years: one covering 1980-81, and the other in 1983.

3.16. The 1980-81 stana-by program responded to a detericrating external
situation brought about by the oil price hike and the falling terms ¢f trace.
Demand management policies were designeo to reauce inflation anc to contain
the BOP deficit. However, a severe domestic financial crisis in early i%8l
(the Dewey Dee scandal) forced the GOP to modify monetary and fiscal policies,
with large-scale emergency assistance being extended by the Central Bank to
financial institutions to restore confidence in the financial system. Fiscal
policy became more stimulative in 1981 as expenditures were adjustec upwarc to
counteract the worldwide recession ang the gomestic financial disruption.
with GOP revenues barely increasing, the overall pudget ceficit wicened
considerably from ?3.4 billion in 1980 to P12.2 billion in 1981. Still, the
stand-by program was successful in achieving a substantial ceceleration of
inflation from 19% in 1979 to 12% in 1981, ang in containing the increase in
the current account ceficit to around 45% only, despite the doubling of oil
prices. The 3.8% real GNP growth in 1961, however, fell short of the Plan's
target of about 6% aue to the weakened cemana conditions.

3.17. There was no stano-by program in 1982 even though the economic
environment deteriorated further. The geficits in the current account and the
overall BOP reachea record-highs, while real GNP growth oeclinec to uncer 3%.
The failure to have a stand-by program during the year was attributec to the
GOP's continued implementation of expansionary fiscal policies {although there
also appeared to be some disagreement regaraing GOP national accounting odata,
e.g. real GNP growth in 1981). The budget ceficit in 1582 was the most
prominent area of slippage in policy implementation. Although the 1562 buoget
had aimea at a significant reduction in the deficit to facilitate external
adjustment, the deficit was larger both in absclute terms (Pls.s billion) ang
as a percent of GNP (4.2%) than in 1981, reflecting a shortfall in revenwes
and unsuccessful attempts at expenditure restraint.
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3.18. A new stand-by program was approved in February 1983 after additional
policy actions were taken in late 1982 to arrest the detericration in the BOP
and the budget. These actions included adopting a more flexible exchange rate
policy and more stringent controls on GOP expenditures. The IMF agreed to
provide some $550 million in stand-by credits and compensatory financing to
the GOP, which would have been released in several tranches in 1983. As part
of this agreement, the GOP adopted relatively tight fiscal, monetary, and
external policies to reduce the budget and BOP deficits. Budgetary
expenditures were to be reduced from 15.5% of GNP in 1982 to 13.6% of GNP in
1983, mainly through cutbacks in equity contributions and net lending to
public corporations. This meant a fiscal deficit of P9.4 billion or 2.4% of
GNP. In turn, the public corporations were to increase their internal cash
generation or cut back on their investwent programs to adjust to the lower
level of government capital infusions. Total revenues as a percent of GNP
were expected at nearly the same level as in 1982 with the implementation of
additional revenue measures including higher import duty surcharges and
specific taxes on petroleum, tobacco and alcoholic products.

3.19. The program's monetary policy during 1983 was aimed at supporting
adjustments in the external accounts and ensuring an adequate share of credit
for productive investments in the private sector. A stringent credit policy
was to be adopted particularly with respect to the public sector, and in the
growth of liquidity in 1983 compared with 1982. Meanwhile, the GOP was to
continue pursuing a flexible exchange rate policy to improve the
competitiveness of Philippine exports. The program had also set limits on new
approvals of external debt on medium- and long-term borrowing of 1-12 year
maturity to $1.6 billion, subject to a sub-limit on borrowing of 1-5 year
maturity of $100 million. Only $1.0 billion of these loans could come from
the commercial banks. Short-term debts were also to be closely monitored to
avoid a net increase in such obligations, except for trade financing

purposes. The tight monitoring on external borrowings helped ensure that
these were used to finance trade- and project-related reguirements and shared
equally by the public and private sectors. The implementation of these
policies were subjected to a mid-term review in June 1983, At this review the
GOP's pverall performance was found unsatisfactory although budget deficit
targets had been met. Future drawdowns of IMF stand-by credits were held up
while discussions were underway to adjust the terms of the agreement. In
effect, the agreement was abrogated.

3.20. Due to the severe foreign exchange crisis, the GOP requested in October
1983 a new stand-by credit arrangement with the IMF, to supercede the earlier
one, amounting to $650 million. This is intimately linked to a total
financial rehabilitation plan which must be agreed to by the commercial banks
affectes by the debt moratorium. The last public figure of estimated 1984
financial needs was $3.3 billion in new money. Negotiations have been
underway since October but continued data problems have significantly slowed
the compilation of a final package that is agreeable to all parties. Any
proposed agreement with the IMF would no doubt require the GOP to take steps
to further moderate credit expansion, to further reduce the government
budgetary deficit, to improve the finances of public corporations, and
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generally to dampen further demancg for foreign exchange and speculation
against the pesa.

3.21. While the targets are not known at this time we assume that the 1984
budget deficit will be reduced to about 1.5% of GNP from the olg targettec
level of 2.0% of GNP (despite an expected higher inflation rate and the
effects on the budget of 1983 peso depreciation). This will be achievec by
expenditure restraint, mostly through cutbacks on equity contributions to GoOP
corporations and financial institutions. Monetary policy measures will
continue to be generally restrictive in order to control the expansion of net
domestic assets of the banking system and penalize rediscounting at the
Central Bank. The exchange rate will be allowed to fluctuate freely or a two
tierea system will be installed with flexibility in at least one rate.

0. Public Finance

3.22. Budgetary developments in recent years generally showed a weakening ¢f
revenues relative to GNP and unsuccessful efforts to contain the buoget
deficit through compensating expenditure restraint. This is a sharp contrast
to the situation during the late 1970s when the overall buoget ceficit
remained manageable at levels equivalent to less than 1.0% of GP. Total GCP
revenues, nearly 90% of which were tax receipts, grew by 13.6% anrwally from
1975-1979. Expenditures, on the other hand, rose by a slightly higher i4.7%
during the same period, partly aue to increaseo public investments in energy,
transportation, and other infrastructure projects. with the economy growing
steadily at 6.5% per year and the availability of external financing, the GGP
felt comfortable to embarking on capital-intensive projects.

3.23. Under recessionary condgitions during 1980-82 the GOP chose fiscal
policies to become more expansionary in order to compensate for the
sluggishness in private sector activities. Furthermore, in the wake of the
financial crisis in early 1981, total budgetary expenditures rose sharply when
the GOP had to increase its equity contributions ang lencing to financially
distressed private companies and financial institutions. Revenues fell
substantially short of the GOP targets due to depresseg economic congitions
and a sharp decline in the income elasticity of tax revenue, reflecting
problems in tax administration. Consequently, the overall buoget deficit
increased dramatically from P0.30 billion in 1979 to P12.2 billion (4% of GNP)
and Pl4.4 billion (4.2% of GNP) in 1981 ana 1982, respectively. {(See
Appendix, Table 18). Significantly, the actual 1982 fiscal oceficit was &a%
greater than the programmec level for the year. To finance these huge
deficits, the GOP relied on bank creait and foreign borrowings to a greater
extent than before.

3.24. The GOP took agditional steps in late 1982 to arrest the ceteriocrating
fiscal deficit through more stringent control of expenaitures. A budgetary
program for 1983 was formulated as part of the IMF stanc-by agreement to
reduce the overall deficit to P9.4 billion (2.4% of GNP). This was to be
achieved through severe expenditure restraints, resulting in a decline in the
ratio of expenditures to GNP from 15.5% in 1982 to 13.6% in 1983 ang, to a
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lesser extent, through new revenues amounting to about 0.5% of GNP. The total
programmed cash budget of P52.9 billion was about the same level as 1982,
implying a reduction in real terms. The bulk of adjustment came from a 44%
reduction between the 1982 and 1983 appropriation levels in equity
contributions and lendings to public corporations and financial institutions.
This reversed the large increases which took place in the preceding years.
Other capital expenditures were maintained at same level as in 1982, while
current expenditures were increase by about 17%, mainly because of an 85% rise
in interest payments on GOP debts.

3.25. However, the worsening BOP situation and the rapid depreciation of the
pesc during the year required further adjustments in the GOP's 1983 budgetary
program. The targetted budget deficit was revised downwards to P7.6 billion
(2.0% of GNP) amidst an inflationary environment. GOP revenue collections
were projected to rise by some 4% due to effects of the peso's depreciation on
prices and on nominal GNP. The level of programmec disbursements, however,
was slightly reduced even though the GOP had to pay higher interest on foreign
loans and to grant increases in allowances (i.e. P100/month/person) of its
persornel.

3.26. GOP corporations were adversely affected by the austerity measures.
Allocations in 1983 for corporate equity contributions were reduced to P4.0
billieon or 51% of their original appropriated level. This was also 50% below
the actual 1982 level of $8.0 billion. The public corporations adjusted to
these sharp reductions by scaling down their investment programs and by
generating additional funds from internal sources. Accordingly, capital
investment of the major public entitles was reduced by as much as 15% from the
1982 level of P17.3 billion. This entailed the postponement of six of the
eleven GOP major industrial projects, and the deceleration in the
implementation of other capital projects. Similarly, the National Power
Corporation (NPC), which absorbs almost half of all GOP corporate capital
investment, reduced its investment outlays sharply in 1983 by deferring the
initiation of several power generation projects, and accelerated the
implementation of tariff increases to generate an estimated P60C million in
additional revenue. The Metropolitan Waterworks and Sewerage System (MWSS)
postponed certain investment outlays with an estimatedg savings of about 300
million, while implementing a substantial tariff increase. As a result, the
internal generation of resources by these corporations increased from P3.0
billion in 1982 to an estimated P4.0 billion in 1983,

3.27. The GOP was unable to reduce the budgetary deficit through greater
resource mobilization in the past years despite the imposition of numerous new
tax measures. The previous five-Year Development Plan for 1978-82 had
targetted an increase in GOP and local government tax revenues from 12.5% of
GNP in 1975-76 to an average of 14.6% of GNP during that period. However, the
actual tax effort was only 12.3% of GNP in 1978-80 and then dropped to 11.0%
in 1981-1982 under the impact of a sluggish domestic economy. The shortfall
from the GOP revenue targets was primarily in the area of domestic taxation
although taxes on international trade also did not improve as much as
expected. Trade related revenues increased by an average of 11.8% annually
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auring 1978-82 versus the 16% Plan target partly because of the structural
adjustment program's tariff restructuring program which starteo in 1960.
Given the considerable existing tax legislation, the relatively poor revenue
performance indicateg that tax aaministration has not improvea over the past
years.

3.28. The resource mobilization performance of public corporations ana
financial institutions had also been very weak. Ouring the past years, public
entities (e.g. NPC and MWSS) were financing less than 10% of their investment
programs from internal cash generation. They became heavily oependent on GGP
contributions. By developing-country standargs, the 13% internal generation
factor was low; in Thailand, for example, public corporations are financing
25% of their investment from internal sources.l/ The low proportions were
attributable to such factors as unreasonably low tariffs chargec ty the
entities, poor collection performance, and large investments in new prgjects
which were not yet compensated for by other revenue-generating activities,
These corporations were thus a great burden on taxpayers, most of whom were
probably poorer on average than the major consumers of these corporations'
services.

3.29. 1In the case of GOP banks, i.e. the Philippine National Bank (PNG},
Development Bank of the Philippines (DBP) ano the Land Bank (LB), their
revenue performance was poor because of widespreac loan cefaults as well as
the relatively low interest rates chargeo lencers uncer specializec cregit
programs. DBP and LB were collecting only one-third of the gett-service cue
to them, while the loan recovery performance of PNB was only slightly
better.é/ As a result, these institutions continued to cepena on GGP
contributions and GOP-guaranteed borrowings. GOP support to these banks
included GOP cash balances maintained on deposits, which were effectively
unavailable for disbursement for budgetary purposes. The GOP raisec the
lending rates of these institutions in 1982 in consonance with the overall
rationalization of interest rates in the economy. However, GOP policies
allowed these banks to convert bad loans into equity for several
financially-distressed large companies anc hotels which serveo to exacertate
the poor loan recovery performance of public financial institutions.

1/ wWorld Bank, "The Philippines: Selected Issues for the 1983-87 Plan
Period," June 1, 1982, pp. 26-27.

2/ Ibid., p. 21.
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IV. Near-Term Prospects

4.0l. The Philippine economy faces bleak prospects in the 1984-85 near-term.
The business recession will continue; there will be greater unemployment and
double-digit inflation; imports will be reduced to essential commodities;
foreign ana domestic private investment will virtually cease; and, economic
growth will be at best minimal. Regarding the external accounts, the BOP
deficit for the next few years will likely be much lower than the over $2.0
billion in 1983, but this will be primarily because of stringent trade and
foreign exchange controls rather than higher dollar earnings. Workers'
remittances may be a bright spot in the near term but that will depend on how
the Government handles the exchange rate issue. Tourism earnings probably
won't recover until some time in 1985, and this depends more on how social and
political events unfold in the near term. On the other hand, domestic
conditions will remain weak because of the slowdown in industrial activities,
a tight credit market, and lower consumer purchasing power. Real output is
projected by most private sector economists to decline in 1984, accompanied by
sharp reductions in consumer spending.l/ Investment will decelerate in the
wake of reduced public spending and the lack of private sector risk taking
because of anxieties over the country's political situation. Real income will
thus continue to decline as high inflation rates erode the buying power of
both households and businesses. The recession may be so deep as to require
special Government employment and food aid programs in uyrban as well as rural
areas. Some economists believe it will take at least five years for the
economy to recover 1982 real income levels, redirect investment into
productive areas, and achieve the 6% annual growth rate experienced during the
1970s.

A. External Sector

4.02. The current debt moratorium and expected forthcoming restructuring of
Philippine obligations maturing in 1984 and 1985 should provide the economic
managers sufficient time to formulate a new financial plan covering the next
few years without having to contend with further deterioration in the BOP.
The plan will reqguire the inflow of some new commercial foreign loans, mostly
in the nature of long-term working capital financing arrangements or
short-term trade-related credits. In the immediate months ahead, the GGP has
to rely on official development assistance from international development
banks and friendly countries to provide the foreign exchange needed to allow
the replenishment of the country's international reserves ana to continue
financing essential imports. Commercial sources will not provide new money
until the entire package is negotiated and approved by the IMF.

1/ The Private Development Corporation of the Philippines (PDCP) in its

~ analysis of the performance and prospects of the domestic economy
forecasts GNP to decline by as much as 5% in 1984, CRC forecasts a 1%
contraction in GNP during the year.



4.03. The short-term current account picture depends to a large extent on the
amount of new capital inflows. As stateo earlier, the GOP is seeking an
additional $3.3 billion in new loans from both commercial ang official sources
to finance the current account deficit ano other foreign exchange requirements
in 1984. without this money only essential imports could be maintained. The
deficit on current account transactions will be lower comparec to previous
years primarily due to a restrictive trade envirorment. Imports will be
generally limited to only the essential items until new letters of creagit can
be opened, probably during the second half of 1984. Import restrictions will
likely be retained for the most part of the 1984-1985 period. 0n the cther
hand, exports will register only gradual improvements because of their heavy
reliance on imported inputs, in spite of the on-going economic recovery
abroad. While overseas contracts are becoming more difficult to get, official
remittances of income from Filipino overseas workers are expectea to increase
markedly from the $1.0 billion level of 1983 due to relatively higher
peso-dollar rates and a more effective system of fostering remittances.

4.04. Certain key developments with respect to the foreign exchange rate are
expected to occur as part of an agreement with the IMF. 5trong pressures from
the IMF anc private bankers should influence the GOP to adopt a more realistic
exchange rate policy. Further depreciation of the peso is possible, given the
very large BOP gdeficits the past two years. In addition, a two-tier {(or even
a multi-tier) exchange rate system may be adoptec which will allow the
peso-dollar rate to refiect domestic market cgemand for foreign exchange as
well as to ensure that dollars will be available for essential imports at
lower cost. Because of the acute foreign exchange shortage, the pesc exchange
rate to the dollar in the free market is presently 2&6% higher than the
official rate. A two-tiered system will tend to formalize the existing free
market, with a lower peso-dollar rate for key imports like oil, ano a higher
floating or flexible rate for all other transactions. The objective of
establishing such a system will be to capture dollars currently in the free
market to finance the foreign exchange needs of industries.

B. Domestic Sector

4.05. The short-term aftershocks of the economic crisis are expected to be
severely felt in the domestic modern sector, affecting a large number of
industries and financial institutions including those belonging to the top
1,000 corporations. The difficulties of obtaining raw materials from abroad
will lead to Lhe closure of many establishments of all sizes. One estimate,
by the Center for Research ana Communication, is that at least 30G,00C workers
will be laid-off in Metro Manila alone during 1984. Most of them will come
from import-dependent firms catering to the domestic market, inclucing those
engaged in automotive assembly, chemicals, pulp and paper, metal fabrication,
pharmaceuticals and personal care products. In adaition, it is highly
unlikely that many new jobs will be created for the 650,000 new entrants to
the labor force. Operations of financial institutions will be hampered by the

low repayment rates of borrowers, illiquid assets, ana slower growth of
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savings arising from the business recession. Banks will continue to
experience runs as depositors will pe wary of financially-troubled
institutions.

4,06, The dramatic increase in unemployment is expected to be accompanied by
high inflation. Both the GOP and private research entities anticipate
inflation to reach at least 25% in 1984 before tapering off in succeeding
years. Several cost-push factors will continue toc accelerate price increases
in the near-term. Commodity shortages due to the scarcity of imported inputs
will result in higher prices for consumer and incustrial goods. High
borrowing costs brought about by a tight domestic credit market will lead to
increased production costs which are normally passec on to consumers. Further
depreciation of the peso will also trigger price adjustments. While the GOP
is expected to temper price increases to keep inflation down, this will be
difficult in view of both the pressures from various sectors (business,
households, wage-earners) to protect their purchasing power and/or profit
margins, and the undesirability of imposing price controls on all goods or
introducing public subsidies. On the other hand, austerity measures being
adopted by the GOP to reduce the budget deficit anc domestic liquidity will
affect both public and private consumption expenditures, possibly serving to
ease some pressures on inflation.

4.07. The GOP's budgetary program in the next few years is aimed at bringing
the fiscal deficit back to a sustainable level consistent with the external
adjustments being made to improve the BOP. This will entail an austere
expenditure program. For 1984, the originally-approved budget of P59.5
billion is only 11% higher than the previous year's final level despite the
expected higher inflation rate. This has been further reduced to P57.6
billion to meet the expected IMF target. GOP current expenditures and debt
amortization will be slightly higher than the 1983 level because of the
effects of a higher peso exchange rate. However, this will require a hefty
24% reduction in capital outlays, mostly in infrastructure spending and equity
contributions to public corporations. With revenues expected to increase by
only 13% over the past year, the budgetary deficit is expected to be P6.5
billion or 1.5% of GNP in 1984, The ratioc of the deficit to GNP is expected
to decline further in the succeeding years through greater expenditure
restraint, particularly in capital outlays. Such cutbacks in capital
expenditures will reduce investment outlays of public corporations, possibly
leading to the postponement of a number of GOP projects and to the
deceleration in the implementation of others.

8. Monetary policies in the near-term will be restrictive in support of
efforts to reduce the BOP and budget deficits. In particular, credit growth
will be much lower than the average 20% recorded in the past years since
strict quarterly ceilings will probably be imposea on the level of net
domestic assets (NDAR) of the banking system. The NOA is a leading indicator
of the credit supply situation, and its expansion has been a contributory
factor to the BOP difficulties and large fiscal deficits in the past. The
recent increases in reserve reguirements on deposits and the limited use by CB
of its rediscounting facilities will basically reduce domestic liquidity and
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push interest rates upwards. Unlike previous years, it is expected that the
composition of credit flows will shift toward the private sector in orcger to
provide sufficient bank rescurces for domestic economic activity. However,
the high cost of borrowing will be detrimental to producers already burgened
by more expensive raw materials and inputs ang higher transportation cost.
Savings, like private investments, are unlikely to improve significantliy in
the short-run owing to the crisis of confidence in the country's financial ana
political stability.

4,09, Given the prevailing economic enviromment, there may be strong
temptation for the GOP to backtrack on some of the policy changes which have
been uncerway for several years to improve the efficiency of Pnilippine
industry and the competitiveness of its prooucts abroad. The GOP has so far
stated that it is committed to pursuing the structural reforms program in
spite of the current difficulties. At the same time, however, it has to
pursue an austerity program to reduce both the bulging fiscal and BGP ceficits
in order to get new financial assistance from the IMF anc private banks.
while not entirely contradictory, an austerity program may force the 5GP to
adopt policies such as additional import restrictions anc exchange rate
controls which would not be favorable to the structural adjustment process.

4.10. The medium-term economic outlook, 1986 to 199G, could be more
promising., The present crisis may yet serve as an unexpected catalyst for the
needed restructuring of the economy. While the economy and its policy makers
are long used to overprotective import-biased industrialization and trade
policies, there appears to be little alternative but to change these pclicies
in response to the external adjustment program which should bring out a more
productive and efficient economy able to sustain a satisfactory rate of real
growth., Fundamental structural changes which alter past inappropriate
economic policies could improve labor absgrption, increase comestic resource
mobilization and enhance efficiency in the use of factors of production. This
will require that the agriculture ang small incustry sectors be given as much
emphasis as the export sector is alreagy receiving to increase income ano

emp loyment .

4.11, The AID assistance strategy for the Philippines over this megium-term
is being a reexamined as articulatea in the Lines of Inquirty Paper. however,
it is not expected to be radically different from the current strategy which
covers most of this period ana which sets sustainec anoc more proouctive
employment for the rural poor as its overall goal. Many of AID's current
programs are already actively engageu in these sectors. The Rainfeo Resources
Development Program is starting the process to enhance the income of a segment
of the rural poor by making farming systems in rainfeg areas more proouctive.
The Rural Private Enterprise Development Program will promote and develop
rural industries to generate greater non-farm employment opportunities. The
Local Resource Management Program is improving resource mobilization and
management in rural areas for activities that could also generate more
productive employment.
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4.,12. Investments in areas where the Philippines has a comparative advantage
(e.g. those which use more labor-intensive processes) will be important in
increasing the efficient use of scarce capital resources. Refinements in the
country's export-oriented development strategy will reduce the adverse effects
of a free trade system. As important, political reforms and institutional
changes could go a long way in restoring the people's confidence in the
economy and its management. This is all very speculative as it will take
enlightened dynamic leadership to pull this together, to convince the people
of the need for sacrifice now, and to implement the necessary policy changes.
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V. Long Term Key Development Concerns.

5.01. It is impossible today, not knowing what policy prescriptions the
Government will choose to address its immediate economic gifficulties, to
predict with any confidence how the long-term gevelopment of the Philippines
will progress. Many of the problems which the country faces are transitory in
nature and will likely disappear once foreign exchange becomes availacle anc
the buoget deficit is reduced. However, there are other problems which
fungamentally influence the longer term gevelopment prospects for the

country. These problems include: 1) continued implementation of policies
cesigned to foster productive and efficient investment in areas of the
country's comparative advantage; 2) equitable pricing andg marketing policies
which do not discriminate against agriculture, 3) increaseg comestic resocurce
mobilization through market-determineg interest rates ang equitable putblic
sector taxing and revenue measures, and 4) reestablisheg positive, ano gynamic
investment climate with low political and social risk and with minimal
expectations of direct Government intervention in the market place or incirect
favoritism given certain enterprises. These cannot be consigered the only
long-term problems the country faces (e.g. the rate of population growth is
still a very serious issue), however they represent some of the more important
concerns which will have to be aadresseg in craer to move the country back
onto a realistic development path.

A. Continued Implementation of Structural Reforms.

5.02 1t is widely acceptea that the implementation of the structural
adjustment program is a key factor in strengthening the balance 0f payments
ano industrial structure of the country over the long-term. Large 0P ano
current account deficits, respectively, of 4-5% and B8-9% of GNP which the
Philippines has experiencea in the last two years, cannot be sustaineG without
serious repercussions on the economy. The continued implementation of
structural reforms is therefore necessary to enable the oomestic economy to
achieve sustainable rates of growth through positive returns on efficient
investments.

5.03. The efficiency of resource utilization is a critical geterminant in
output growth. The structural adjustment program's objective to improve the
allocation ang efficiency of investment will in turn limit the economy's
reliance on foreign borrowings ana reauce the current account oceficit to more
sustainable levels at 2-3% of GNP, This would allow the GGP to make
reasonable progress in its development. The current inefficiency of
investment in the manufacturing sector, for example, has been attributeg to
excessive protection, to non-economic incentives for investment, ano to a
cregit allocation system which appears to be more concerned with whom you know
than with what you want to oo.

5.04. Market forces, not GOP intervention and controls, shoulg be allowed to
play the resource allocation function and create a more competitive
enviromment for investments and economic development. Therefore, the GCP
should continue to implement reforms in the tariff structure, in import
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controls, and in the investment incentive system. More broadly, the
Government should maintain a realistic flexible exchange rate policy,
deregulate interest rates completely, and remove subsidies in energy and other
sectors. It is imperative that AID and other external donors encourage and
support the GOP to continue pursuing the reforms program notwithstanding the
prevailing serious economic difficulties,

B. Agricultural Pricing and Marketing Policies.

5.05. The agriculture sector is expected to be the mainstay of the economy
during the difficult years ahead. Its output and performance, though, are
highly dependent on a policy enviromment which provides appropriate returns
and incentives to farmers. Specifically, GOP pricing and marketing policies
in this sector will strongly impact on rural employment and income. In the
past, real agriculture product prices declined amidst farm inputs price
increases. This adversely affected the profitability of farming and reduced
incentives to invest in more productive farm technology. In most instances,
low prices resulted from GOP interventions to control agricultural prices for
the benefit of consumers and/or to nationalize processing and marketing of
food and commercial crops to the detriment of producers. These policies and
their effects on rainfed agricultural development are subject to active review
under the research component of the Rainfed Rescurces Development Program
sponsored by AID.

5.06. A policy aimed at sharing benefits between farmers and consumers of
improved agricultural productivity arising from GOP programs seems
appropriate. The best situation for the poor would be if food prices rose
more slowly than wages since food accounts for two-thirds of the expenditures
of low-income families. However, it would be ineguitable to the farmer if the
impact of increased production were to be entirely offset by falling output
prices. Artificially low support prices of rice and corn, and low retail
prices of sugar and livestock products to satisfy urban consumers have serious
negative economic conseqguences on production, cistribution and marketing.
Unfavorable agricultural terms of trade not only discourages production but
can exacerbate an already high rural-to-urban migration problems.

5.07. Coconut and sugar are key agricultural crops in terms of land use,
employment and export earnings. GOP policies favoring the moncpolies
controlling these industries should be reassessed. Total output of both
export crops have not been improving due mainly to the discouraging low
prices, and to inefficiencies which have pushed producticn and/or processing
costs above those of the country's competitors. These inefficiencies have
been spawned by extensive GOP interventions through the monopolies in the
pricing and marketing aspects of these crops, which have served to effectively
reduce rather than improve net returns to coconut farmers and sugar producers.

5.08. In the same manner, several parastatals dominate the marketing and
distribution of other major crops and inputs. These include the trading and
distribution of rice for exports, yellow corn, feedgrains, and wheat; the
production and marketing of tobacco and cotton; and, the importation of
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fertilizers. The almost exclusive control of GOP entities in these sectors
should be phased ocut to encourage more competition ang equitable prices to
producers. The old rationale that multi-tiered delivery and marketing
channels would be inefficient can no longer be accepted as the non-competitive
systems fostered by GOP policy have shown themselves to be not only
inefficient but inequitable as well.

C. Increased Domestic Resource Mobilization.

5.09. An austere budget with restrictive expenditure policies will improve
the immediate deficit situation. However, there is an urgent need ‘or greater
domestic resource mobilization to maintain a higher investment level necessary
for future growth, The present crisis has highlighted the inherent weakness
of the country's public finances as well as the low level of domestic savings
vis-a-vis investment. Total GOP revernues have fallen sharply from more than
15% of GNP in the late 70s to less than 13% of GNP since 198]1. Despite the
significant number of new tax measures which have recently been instituteg,
the country's already low tax revenue-to-GNP ratioc ceclinea further to 11X in
1982. Total domestic savings has remained pegged at around 25% of GNP since
the late '70s, causing the investment-savings gap to widen from 5.2% of GNP in
1978 to about 7.0% of GNP in 1982-1983. This is another reason why foreign
borrowing grew so rapidly over the last five years.

5.10. Undoubtedly, substantial additional efforts in resource mobilization,

particularly in the public sector, are required if the economy is to achieve
growth rates comparable to the 1970s, and if the GOP's new development targets

will be met. There are several areas in which public revenues could be
enhanced. These inclucde: improved tax administration and the elimination of
all the special exemptions which permeate the system; greater internal cash
generation by public corporations; improved loan collection performance of QDP
financial institutions; and increased tax collections of ang adaitional taxing
powers to local goverrments. Efforts have already been initiateo under the
Local Resources Management Program supportec by AID to identify, analyze ang
alleviate the problems in improving local government's real property tax
collections and fiscal management. Private saving, in turn, coula be
mobilized by a free market interest rate policy which provides sufficiently
attractive returns to depositors. This issue is currently being studieo by
the GOP with AID finmancing. It could possibly result in an activity dealing
with a range of issues concerning rural finance.

D. GOP Involvement in Private Sector Activities.

5.11. The GOP's invelvement in business has become quite pervasive in recent
years to a point that more than 90 public corporations are now engagec in
finance, utilities, incustrial development, agricultural traaing,
transportation and other normally non-goverrmental economic activities. In
addition, there are gver a hundrec financially-distressed establishments whose
assets have been taken over by GOP financial institutions in an attempt to
rehabilitate them. Most of these firms reliea heavily on aebt financing for
their operations and the investments have gone bankrupt partly as a result of
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the financial crisis in 1981 and the subsequent prolonged economic recession,
A good number of the firms seemed to enjoy special privileges from the GOP.

5.12. Aside from the large amount of scarce financial and management

resources that the GOP spends in maintaining these firms, the continued public

sector involvement in normally private sector activities raises major

development policy concerns. These concerns relate to the prevailing

inefficiency of capital utilization in the economy, and to the ease with which

the GOP could use its regulatory powers to favor its position in the market

under the present political structure. Common sense dictates that businesses .
which are not viable should be allowed to dissolve. The GOP should be i
encouraged to divest itself of establishments which have been successfully
rehabilitated, and of enterprises which are best suited to be run by the
private sector. The GOP should resort to fewer interventions in private
sector actions and allow a more competitive, open-market system, if it wishes
to restore investor confidence in the economy.

5.13. Finally, there has been an important gap in the articulation of many
development policies and their implementation which serves to reduce the
credibility of the GOP and the effectiveness of these policies in the
long-run. Some of the gaps can be attributed to such factors as poor
absorptive capacity, inappropriate timing, overly ambitious programs and
targets, and bureaucratic red tape. But often they are the result of strong
pressures from powerful groups likely to gain from any divergence from the
stated policy. Together with the recently revealec errors in key economic and
financial data, the inconsistencies between GOP rhetoric and performance have
undermined the confidence of foreign investors, private bankers and
multilateral donors in the sincerity and effectiveness of the country's
policy-makers. A more serious effort to pursue stated policies is easily the
first step towards the successful attainment of development targets and
objectives. The Rural Private Enterprise Program which has just been
initiated is AID's way of assisting the GOP carry out its enunciated policies
to foster the growth and development of small and medium rural enterprises.



Table 1

Balance of Payments, 1976-83
(In Million US §$)

I. Current Transactions

A. Merchandise Trade
Exports
Imports

B. Non-Merchandise Trade
Inflow
Cutflow

C. Transfers
Inflow
Out flow

Current Account Total
% of GNP

II. Non-Monetary Capital
D. Long-Term Loans
Inflow
Outflow
E. Direct Investment
Inflow
Out flow
F. Short-term Capital (Net)
G. Errors and Omissions

Non-Monetary Capital, Total
H. Monetization of Gold
I. Allocation of SDR

III. Overall Balance of Payments
% of GNP

1/ Janwary to September gata only.

Source: Central Bank

1978 1979 1980 1961 1982 19831/

(1307) (1541) (1939) (2224) (2679) (1763)

3425 4601 5788 5722  SGzl 374l
4732 6142 7727 7946 770G 5504
( 178) ( 390) (546) ( 541) (liéa) ( 75G)
1413 1576 2075 2664 2721 2188
1591 1966 2621 3205 3885 2938

312 355 434 472 486 330
322 369 45] 485 498 338
10 14 17 13 1z &

(1173) (1576) (2051) (2293) (3357) (2183}
4.8 5.3 5.8 6.0 8.6

891 1151 1032 1332 1473 513
1850 211G 1579 2072 23«8 1715
959 959 547 740 875 802
171 99 45 47 252 374
205 225 266 486 469 475
34 126 221 73 177 115
168 ( 49) 784 188 4«23 { 607)
( 143) ( 264) ( 348) ( 621) ( 204) n.a
1087 937 1513

1306 1973 67G

32 41 128 406 277 171
- 28 29 27 - -

( s4) ( 570) ( 381) ( 560) (1107) (1342)
0.2 1.9 1.1 1.6 2.9



Table 2
Philippine Foreign Trade Indices, 1978-1983
(1972=100)

1978 1979 1980 1981 1982 19831/

A. Imports
1. Quantum Index 140.9 153.8 155.8 143.2 163.4 153.8
2. Price Index 245.8 289.4 358.6 398.6 340.5 364.0
3. Value Index 346,3 445.,2 558.5 570.8 556.3 555.4
B. Exports
1. Quantum Index 152.6 166.8 201.3 203.5 215.0 206.5
2. Price Index 192.1 236.1 246.0 240.6 199.9 203.0
3. Value Index 293.1 393.8 495.4 489.7 429.7 417.7
C. Net Terms of Trade 78.2 8l1.6 68.6 &0.4 58.7 55.8

1/ January to September only.

Source: Central Bank



Table 3
Exports by Commodity Groups, 1976-1983
(FOB value in Million US §)

1978 1979 1980 1981 1982 19831/
Coconut Products 872 965 781 716 s 571
- Coconut 0il 585 683 537 501 4C1 426
- Others 287 282 244 217 189 1as
Sugar 216 240 657 &09 445 361
Forest Products 362 536 466 469 362 296
Mineral Products 554 B31 1031 758 532 402
- Copper Concentrates 250 440 545 429 312 232
- Gold 76 103 239 215 169 139
- Others 228 286 247 1i4 51 31
Fruits and Vegetables 177 214 365 378 374 195
Non-Traditional Manuf. 1076 1520 2108 2572 2481 2154
- Garments 326 404 500 618 539 A77
- Electrical equip. & Comp. 253 412 671 B3 1000 564
- Handicrafts 100 134 154 134 122 57
- Others 397 570 783 1019 800G 656
Other Exports 168 295 378 218 257 522
TOTAL 3425 4601 5788 5722 SG21 444l

1/ January to November only.

Source: NEDA, 1983 Philippine Statistical Yearbook



A. Capital Goods
- Machinery & Transp. Egpt.
- Others

B. Raw Materials & Intermediate
Goods
- Wheat

Chemicals

Iron and Steel

f

Materials for electronic
equipment manuf,
Others

C. Mineral Fuel & Lubricants
- Crude 0il
- Others
C. Consumer Goods
- Food & Food Prep.
- Others

TOTAL

1/ January to November only.

Source: NCSO

Materials for garments manuf,

Table 4
Imports by End-use, 1978-1983
(FOB value in Million US %)

1978 1979 1980 1981 1982 15831/
1401 1785 1986 1929 1800 1541
1330 1705 1860 1801 1682 1364
71 77 126 128 118 177
1884 2476 2856 2886 2033 2773
85 106 149 151 158 135
522 &70 741 766 743 707
204 438 399 325 423 341
121 125  laz 188 150 126
219 351 S4G 625 712 691
£33 786 876 831 847 773
1030 1385 2248 2458 2105 1936
907 1115 1857 2081 1784 1577
123 276 391 377 321 359
417 496 637 679 762  S94
211 248 343 434 492 371
206 248 294 245 270 223
4732 6142 7727 7952 7700 6844
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Table 5
Current Account: Services, 1976-19863
(In Million US §)

1978 1979 1980 1981 1982 19531/

Receipts
Freight & Insurance 82 31 100 136 141 &8
Gther Transportation 57 71 106 136 73 is
Travel 210 238 320 344 450 220
Direct Investment Income 2 i3 5 5 &4 Z
Interest on Loans 179 200 33¢ 519 365 i7s
Public Sector 150G 172 316 509 236 176
Private Sector 29 28 15 10 2y -
Government, 204 193 233 255 251 las
Personal Income 291 365 421 546 515 484
Other Services 388 405 583 747 &63 382
TOTAL 1413 1576 2075 2666 2747 1476
Payments
grelgﬁt & Insurance 411 471 568 533 596 243
Other Transportation 91 170 192 24b 22G igs
Travel 51 74 166 126 147 139
Direct Investment Income 85 95 159 1286 158 &6
Reinvested Earnings 62 58 39 62 44 22
Interest on Loans 440 626 975 1374 1911 8e5
Foreign Curr. Deposits 43 G0 197 218 26} 15
Foreign Loans 397 536 776 1156 165G 7G5
Government 104 92 121 110 1457 67
Other Services 408 473 629 624 761 4§57
TOTAL 1591 1966 2621 3205 3944 1968

1/ January to June only.

Source: Central Bank



Table 6

Philippine Peso Exchange Rate Movement sl/
1975-1983

Trade Weighted Index2/

Peso/US $ US $/Pesc ~ Nominal Reals/
1975 7.25 0.138 100.0 100.0
1976 7.44 0.134 9.3 97.6
1977 7.40 0.135 96.1 94.6
1978 7.37 0.136 86.7 86.8
1979 7.38 0.136 88.1 96.9
1980 7.51 0.133 86.7 100.8
1981 7.50 0.127 85.6 102.5
1982 8.54 0.117 85.0 108.5
1983 11.22 0.08% n.a. n.a.
Dec. 1983 14.00 0.071 n.a. n.a.

1/ All figures are period averages
2/ A decrease in the number indicates a depreciation
3/ Adjusted for changes in relative consumer price index changes.

Sources: Central Bank
IMF reports, Philippine Request for Stand-by Arrangement, 1982 and
1983.
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Table 7
Total Outstanding Philippine External Deptl/
1975=1963
(in billion US §)

1975 1979 1980 1981 1982 198338/

I. fixed Term Credits 3.09 8.11 9.71 11.37 13.08 l4.12
Private Sectors/ 1.54 3.33 3.92 4.5 5.41 S.47
Public Sector 1.55 4.76 5.7 6.81 7.67 6.65

A. Short-term3/ 0.13 0.1 0.07 0C.l11 0.7a 0.4
Private Sector?/ 0.13  0.12 0.06 0.08
Public Sector - 0.07 0.0l 0.03
E. Megium-termd/ 0.40 0.44  0.73 (.87 0.86 1.l4
Private Sector</ 0.16 0.10 0.18 (.09
Public Sector 0.24 0.3 0.65 (.78
C. Long-term>/ 2.57 7.48 8,91 10.39 12.15 12.93
Private Sector?/ 1.25 3.1 3.76  4.35
Public Sector 1.32 4.37 5.13 6.0u
II. Revolving Credits 0.71  1.66 2.99  3.45 4,39 a.57
Private Sector 0.28 1.13 2.02 1.68 2.06 1.94
Public Sector G.43  0.53 .97 1.77 2.33 2.63
TOTAL 3.80 9.76 12.70 14.83 17.47 16.65
Private Sector 1.82 4.47 5.93  6.24 7.46 7.4l
Public Sector 1.96 5.31 6.77 6.56 10.C1 11.28

as/ as of September 30, 1983

1/ excludes IMF allocation of SDR 116.6 million and banking sector
foreign-exchange liabilities.

2/ incluges loans contracted by the government sector relent to the private
to the private sector through financial institutions to finance
agriculture, manufacturing and export-oriented projects.

3/ maturity period of less than one year to five years

4/ maturity period ranging from one to five years

5/ maturity period of more than five years

Source: Central Bank.
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Table 8
Philippine Debt Service ana Debt-Service Ratio
1574-82
{(in million US $)
Debt -

Total Foreign Service

Debt- Exchange Ratia3/

Servicel/ ReceiptsZ/ (in %)
1974 479 3382 14.2
1975 459 4632 9.9
1976 &55 4454 14,7
1977 943 5289 17.8
1978 1007 5593 18.0
1979 1254 6741 18.6
1980 1472 7874 i8.7
1981 1758 9203 19.1
1982 2244 11567 15.4

1/ Total amortization and interest payments on fixed-term credits except
those with maturities of less than one year, and excludes repaymentS to
IMF.

2/ Foreign exchange receipts of the preceding year.

3/ Ratio of total debt service to foreign exchange receipts during the
preceding calendar year as defined under Republic Act No. 6142, as amended.

Sources: NEDA, Philippine Five-Year (1978-82) Development Plan
IMF Report, Philippine-Request for Standby Arrangement, April 1982

Central Bank
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Table 9
Expenditure on Gross National Proouct, 1978-1983
{In billion pesos at constant 1972 prices)

Average Anrwsal
Growth Rate (in %)
1978 1979 1980 1981 1982 19631/ 1976-75 198G-83

Personal Consumption 54.1 56.5 59.3 61.6 63.5 65.5 4.8 3.4
Gen. Govt. Consump. 7.8 8.0 8.3 8.6 9.1 9.1 7.3 3.1
A. Comp. of empl. 4.1 4.3 4.6 4.9 5.1 5.2 3.9 4.2
B. Other Expenditures 3.7 3.7 3.7 3.7 4.0 3.9 13.5 1.8
Gross Domestic
Capital Formation 23.1 26.3 26.6 27.2 26.4 25.3 1G.4 (1.6)
A. Fixed capital
formation 19,1 22.1 22.7 23.5 23.8 23.2 12.1 0.7
1. Construction
a) Govt. 4.3 5.8 4.8 5.2 5.5 4.3 3.6 (3.5)
b) Private 5.0 5.5 6.3 6.8 7.2 7.7 8.6 6.9
TOTAL 9.3 11.1 11l.1 12.0 12.7 12.C 15.3 2.6
2. Durable equip. 9.9 11.0 1ll.e 11.5 1l.2 11.2 5.6 {1.1}
B. Increase in stocks 4.0 4.2 3.9 3.7 2.6 2.1 4.2 (15.4)
Exports of Goods and 14.0 15.7 18.1 17.9 17.5 17.8 26.5 (G.6)
Nonfactor Services
Imports of Goods and 16.4 18.8 19.5 18.9 19.5 19.1 7.3 (0.7)
nonfactor Services
Statistical Discre- 0.2 0.6 (0.1) (0.3) 2.0 1.7 - -
pancy
Expenditures on Gross 82.8 88.3 92.7 9.2 93.1 100.1 6.3 2.6
Domestic Product
Nonfactor income from 0.3 0.4 (0.1) (0.2) (0.4) (0.1) - -
abroad
Expenditures on Gross 83.1 88.7 92.6 96.0 98.7 100.0 6.6 2.6

National Product

1/ Advance estimates.

Source: National Income Accounts, NEDA
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Table 10
Industrial Origin of Gross Domestic Product
at Constant 1972 Prices
(In million pesos)

Average Annual
Growth Rate (in %)
1978 1979 1980 1981 1982 19831/ 1970-79 1980-83

Agriculture,

Fishery & Forestry 21.6 22.6 23.7 24.6 25.4 24.8 4.9 1.5
Industry Sector 29.6 32.3 33,5 35.0 35.8 36.0 8.9 2.4
- Mining 1.8 2.1 2.2 2.2 2.0 2.1 7.7 (1.5)
- Manufacturing 21.1 22,2 23.2 24.0 24,5 25.1 7.3 2.7
- Construction 5.9 7.1 7.1 7.9 8.2 7.7 17.0 2.7
- Utilities 0.8 6.8 0.9 1.0 1.1 1.2 8.9 10.1
Service Sector 31.6 33.4 35.5 36.6 37.9 39.2 5.2 2.0
- Transp., Commun,

and storage 4,5 4.6 4.8 5.0 5.2 5.3 9.4 3.4
- Commerce 16.9 18.1 19,3 19.6 20.4 21.4 4.4 3.5
- Services 10.2 10.7 11.3 11.9 1z2.4 12.5 5.0 3.4
Gross Domestic
Product B2.8 88.3 92.7 %96.2 99.1 100.1 6.5 2.6

1/ Advance estimates.

Sgurce: National Income Accounts, NEDA,
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Table 11
Industrial Origin of Gross Domestic Proouct
(In billion pesos at current prices)

1978 1979 1980 1981 1982 1983}/

Agriculture, Fishery and

Forestry 47.3 55.5 61.8 69.4 16,2 82.1
Industry Sector 62.0 79.8 98.2 1ll.6 122.9 137.4
- Mining 3.3 5.8 8.1 6.8 6.1 &£.8
- Marufacturing 44.4 54,1 66.0 75.2 83.1 95.0
-~ Construction 12,5 17.8 21.3 26.3 29.7 3G.é
- uUtilities 1.7 2.1 2.6 3.3 4.G 5.0
Service Sector 9.3 85.2 106.1 124.3 14l1.3 16l.4
- Transp. commun. & storage 9.9 12.4 16.4 19.6 21.4 24.l
- Commerce 40,0 50.1 62.6 72.4 82,5 96.1
- Services 19.4 22.7 27.1 32.3 37.4 1.1
Gross Domestic Product 178.6 220.5 266.0 305.3 340.4 38(.8
Percent Distribution
Agriculture, Fishery and

Forestry 26.5 25,2 23.3 2.7 2.4 21.6
Industry Sector 34.7 36,2 36.9 36.6 3.1 3s.1
- Mining 1.8 2.6 3.0 2.2 1.8 1.8
- Manufacturing 24.9 24.5 24.8 24,6 24.4 24.9
~ Construction 7.0 8.1 8.0 6.6 8.7 6.0
- Utilities 1.0 1.0 1.1 1.1 1,2 1.3
Service Sector 38.8 38.6 39.9 40.7 4l.5 a2.a
- Transp. commun. & starage 3.5 5.6 6.2 6.5 6.3 6.3
- Commerce 22.4 22.7 23.5 23,7 24.2 25.3
- Services 10.9 10,3 10.2 10.6 11.0 10.8
Gross Domestic Product 100.0 100.0 100.0 100.0 100.0 100.0

1/ Advance estimates.

Source: National Income Accounts, NEDA.
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Table 12
Legislated Effective Minimum Daily wagesl/, 1972-1983
(In Pesos)

Agriculture?/ Non-Agriculture>/

Nominal Real Nominal Real

Wage Wage4/ Wage Wage
1972 4.75 4,75 8.00 8.00
1973 4.75 4,06 8.00 7.02
1974 5.34 240 9.98 6.56
1975 5.74 3.43 10.65 6.47
1976 7.09 3.86 12.81 7.33
1977 9.47 4,68 15.18 8.05
1978 10.55 4.86 16.27 8.02
1979 13.51 5.36 23.19 9.62
1980 17.28 5.83 29.85 10.51
1981 18.53 5.56 30.70 9.70
1982 19.65 5.25 31.82 8.91
1983 21.73 5.42 35,40 9.18
1984 (Jan) 25.86 5.60 42.07 9.28

1972-1983 Average Annual Growth

Rate (%) 14.8 1.2 14.5 1.3

1/ Include stipulated daily minimum wages and cost of living allowances

2/ for workers in non-plantation areas ) )
3/ for workers in non-agricultural firms located in Metro Manila

4/ nominal wages deflated by the consumer price index (1972=100) for areas
outside Metro Manila for agriculture, and Manila for non-agriculture.

Source of Basic Data: National Wage Council,
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Table 13
Terms of Trade of the Agricultural and Food Sectors
{1972=100)
Agricultural Terms of Trade Food Terms of Trage
Agric'l Non-Agrc'l lerms of Food nonfood  Terms of
Pricesl/ Prices2/ Trade  Prices>/ Prices®/ Trade
1975 181.3 159.7 1.135 163.1 182.0 0.896
197¢ 187.3 180.6 1.048 172.4 198.9 0.867
1977 207.2 196.3 1.056 203.6 220.6. 0.923
1978 218.9 214.6 1.020 221.7 240.1 0.923
1979 245.7 251.1 0.978 256.9 280.5 0.91&
1980 260.2 296.2 0.878 291.0 339.9 G.856
1981 281.9 329.2 0.856 347.0 382.2 0.908
1982 300.2 360.7 0.832 394.2 425.9 0.926
19838/ 330.4 397.5 0.831 419.7 448.4 0.936

a/ January to June only for food and non-food prices.

1/ Based on the implicit price index of the gross domestic value addeo of the
agricultural sector.

2/ Based on the value-weighted average of the implicit price indices of the
industrial and services gross value added.

3/ Based on the wholesale price index of locally produced food for home
consumption in Metro Manila for 1975-1980, and general wholesale price
index for food in Metro Manila for 1981-1983.

4/ Based on the weighted average of consumer price indices for areas outside
Metro Manila for clothing, housing and miscellaneous items.

Sources: World Bank, The Philippines: Selected Issues for the 1983-1987 Plan
Period, p. 134 for 19/5-1580 data

NCSO
National Income Accounts, NEDA
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Table 14
Investment and Saving Ratio, 1978-1983
(As a percent of GNP at current prices)

1978 1979 1980 1981 1982 1983l/

Gross Domestic Capital Formation 29.0 31.2 30.6 30.7 28B.9 26.9
a) Fixed capital formation 23,8 26.0 25,7 26,1 25.8 24,5
1. Government 5.8 7.3 6,2 6.6 6.7 5.1
2. Private 18.0 18.7 19.5 19.5 19.1 19.4
b) Increase in stocks 5.2 5.2 5.0 4.6 3.1 2.4
Gross Domestic Saving 23.8 26.7 25.5 25.7 21.6 20.4
a) Capital Consumption Allowance 9.4 9.3 9.3 10.1 10.3 10.4
b) Net Domestic Saving l4.4 17.4 16.2 15.6 11.3 10.0
1. Households 5.4 6.7 5.8 6.5 4.0 2.2
2. Corporations 5.5 6.7 5.5 5.3 4.5 4.4
3. Government 0.4 5.3 5.0 3.8 2.8 3.4
Investment/Saving Gap 5.2 4.5 5.1 5.0 7.3 6.5

Source of Basic Data: National Income Accounts, NEDA



Table 15
Incremental Capital/Output Ratios for the Philippinesl/
1971-1983
Fixed
Capital
Increase Formation
in (Previous Capital- 3-Year
Real GDP Year) Output Moving
(in million pesos) Ratio Average
1971 2512 7919 3.2 -

1972 2549 8690 3.4 2.8
1973 4856 8831 1.8 2.7
1974 3208 9085 2.8 2.4
1975 4222 11382 2.7 2.8
1976 4601 15037 3.3 3.1
1977 2028 16310 3.2 3.4
1978 4807 17108 3.6 3.4
1979 5549 19138 3.4 4.0
1980 4360 22113 5.1 5.0
1981 3501 22737 6.5 6.6
1982 2890 23542 8.1 l12.6
1983 1028 23838 23.2 -

1/ The ICOR is defined as the ratio of fixed capital formation in the
previous period to the current increase in gross domestic product (GDP)
over the previous period.

Source of basic data: National Income Accounts, NEDA
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Table 16
Consumer Price Index, 1978-831/
{1978=100)
CPI Annual Growth Rate
(in %)
Areas Areas
Outside Outside
Phils, Manila M. Manila Phils, Manila M, Manila
1978 100.0 100.0 100.0 - - -
1979 116.5 118.8 1l6.2 16.5 18.8 le.2
1980 137.0 140.0 126.6 17.6 17.8 17.6
1981 157.1 158.7 156.8 14.8 13.4 14.8
1982 173.2  176.1 172.6 10.2 11.0 10.1
1983 190.5 195.3 189.7 10.0 1G.9 9.9
Jan 178.7 182.0 178.1 6.9 6.9 7.3
Feb 179.6 182.4 179.6 6.7 6.5 6.7
Mar 180.0 182.4 179.6 6.4 6.2 6.5
Apr 180.9 183.7 180.4 6.7 6.2 6.2
May 182.2 184.3 18l1.8 6.7 6.1 6.8
June 184.4 187.2 183.9 7.3 7.5 7.3
July 188.8 1%3.3 188.0 8.0 8.5 7.8
Aug 192.2 195.4 191.6 9.1 8.7 9.2
Sept 193.0 195.8 192.5 9.1 8.7 9.2
Oct 195.4 200.7 1%94.4 10.3 11.7 10.0
Nov 207.2 21%.4 204.9 16.7 22.4 15.6
Dec€/ 224.6  236.6 222.3 26.1 32.3  25.3

e/ estimates

1/ Data for 1979 and 1980 have been adjusted to a 1978 base year using the
percent changes in their previous indices based on 1972 = 100.

Source: NCSO



Table 17

Consumer ana wWholesale Price Ingices by Items
(1978=100)

Percent Changes
1981 1982 19831/ 1981-82 1982-83

CPI Philippines

Food 142.8 16z.5 173.4 8.5 6.7
Clothing 162.0 178.2 191.4 10.0 7.4
Housing and Repairs 154.7 180.5 199.4 16.7 13.5
Fuel, Light & water 211.6 240.0 276.6 13.4 i5.3
Services 171.1 192.9 212.9 12.7 10.a
Miscellaneous 153.3 165.9 177.6 8.2 7.1
All Items 157.1 173.2 187.5 10.2 8.3
CPI Manila
Food 153.8 165.9 175.5 7.9 5.8
Clothing 154.3 179.0 201.2 16.G 12.4
Housing and Repairs 140.0 163.9 151.1 17.1 16.6
Fuel, Light & water 204.8 229.6 256.5 12.1 11.7
Services 184.2 208.3 221.3 13.1 6.2
Miscellaneous 149.4 163.1 181.0G 9.2 11.0
All Items 158.7 176.2 191.5 11.0 8.7
General wWholesale Prices in Meiro Manila
All Items 159.2 176.3 195.5 10.7 16.9
food 156.5 178.4 20Gl.G 14.0 12.7
Beverages & Tobacco 147.2 160.2 172.9 8.8 7.9
Crude Materials, except fuel 139.6 le4.9 199.0 16.1 20.7
Mineral fuels 255.1 260.9 250.3 2.3 {(4.1)
Chemicals 137.7 147.5 176.3 7.1 19.5
Manufactured Goods 162.8 170.3 179.6 4.6 5.5
Machinery & Trans. Egpt. 136.9 155.2 168.9 13.4 8.8
Misc. Marnuf, Items 157.7 173.6 183.1 10.1 5.5

1/ Rs of November only

Source: NCSO
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Table 18
National Government Cash Budget, 1980-84
(in billion @)

1978 1979 1980 1581 1982 1983 1984
Latest
Program Estimate Proposed
Revenue 24.0 29.5 34,7 35.9 38.2 43,5 45,2 51.1
Tax Revenue 20.5 25.9 30.5 31.4 32.8 38.0 39.6 39,2
Non Tax Revenue 3.5 3.6 4,2 4.5 5.4 5.5 5.6 11.9
Expenditure 26.2 29.8 38.1 48.1 52.6 52.9 52.8 57.6
Current Expenditure 19.2 20.6 24,5 26.4 30.8 36.1 36.4 41.8
Capital Expenditurel/ 7.0 9.2 13.6 21.7 21.8 16.8 16.4 15.8
Overall Surplus/deficit -2.2 -0.3 -3.4 -12.2 -14.,4 -9.4 -7.6 -6.5
Financing 2.2 0.3 3.4 12.2 14,4 -9.4 n.a. n.a
Foreign Borrowing (net) 1.9 3.2 2.1 6.0 2.2 3.0 n.a. n.a
Gross Borrowing 2.3 3.7 3.0 6.7 3.1 4.7
Less: Amortization 0.4 0.5 0.9 0.7 0.9 1.7
Domestic Borrowing (net) 0.3 -2.9 1.3 6.2 12,2 6.4 n.a. n.a
Banking System -1.0 -1.2 1.2 5.3 9.1 4.5
Nonbank Sector 1.2 -1.7 0.1 0.8 3.1 1.9
Overall surplus/deficit
as a percentage of GNP -1.2 -0.1 -1.3 -4.0 -4.2 -2.4 -2.0 -1.5

1/ includes GOP equity contributions ang net lending.

Source: Office of Budget and Management
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ANNEX 11

THE PHILIPPINE ENERGY SECTOR AND AID ASSISTANCE STRATEGY

This Annex presents an overview of the Philippines' current energy
situation and highlights the key features of the strategy being implementec by
the government to lower its oil import gependency. 1t then relates the AID
energy assistance strategy to the problems the country is facing in the
development of its rural ano mogern sectors, ano summarizes each of the
specific AID energy assistance initiatives.

The Annex is organizeo into three sections:
I. The Energy Situation

I[I. The Energy Program
III. The AID Assistance Strategy in Energy

1. THE ENERGY SITUATION

The Philippine energy situation is characterizeo by two factors. FfFirst,
the Philippines is composec of some 7,000 islands, eleven of which constitute
5% of the total land mass. Thus, the Philippines will always ocepenc on
agisperseq and small scale power generating systems on other than the largest
islands. Second, the Philippines has experienced fairly rapic economic
growth--its gross comestic product (GOP) yrew at over 5% per year in the
1960's and at 6.3% cduring the 1970G's. Yet the Philippines is still mainly an
agrarian society with one half of its labor force engagec ir Crop growing.
Per capita energy consumption is still substantially below that cof countries
with similar income levels. Concomitantly, the potential "cemanc™ growth is
very high. This section first reviews the current ana prospective energy
supply situation of the Philippines. Then it looks at sectoral energy
gemand. Thirgly, it briefly reviews the current institutional anc
organizational framework for the energy sector. finally, it places the
Philippines' energy situation in perspective.

A. Energy Supply

The Philippines is a prime example of a country highly ocepencent on
foreign oil imports. In 1962, it importeg 68% of its primary energy
requirements mostly in the form of crude oil from Savoi Arabia, Kuwait, Dubai
and Gatar {(which together suppliea 75% of total crude cil importations of 57
million barrels). In addition, the country imported approximately 8.5 million
barrels of petroleum products such as fuel oil, ociesel ang LPG. Incigenous
energy sources accounted for only 32% of primary energy requirements in 1982,
although the target for 1983 was 39%. This is summarizeo in Table 1, anc

describeg below.
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0il and Gas: In 1982, domestic oil production was 3 million
barrels corresponding to 3% of total emergy consumption. An annual
production target of about 7 million barrels (equal to i979
production) based on already proven reserves has been set.

Coal: 1982 coal production was 560,000 metric tons, & 55%
increase over 1981. This corresponded to 70% of the estimated
production capacity of existing mines (800,000 metric tons). Total

Table 1

Primary Energy Consumption, 1961-1983
(In MiTlion Barrels of 0il Equivalent (MBOE))

% of Share

1981 1982 19831/ 1981 1982 1983

o —

A. 0il £8.54 68.49 65,36 75.0 71.4 64.4
1. Imported 67.17 65.54 62.10 73.5 68.3 61.2
2. Local 1.37 Z.95 3.26 1.5 3.1 3.2
B. Nonh-0il 22,86 27.53 36,11 25.0 28.6 35.6
1. Commercial
a. Coal {0.9%0 1.11 9.00 1.0 1,2 8.9
b. Geothermal 4,75 6.25 7.64 5.2 6.5 7.5
2. Renewable
a. Nonconventional 0.34 0.08 1.05 0.4 0.1 1.0
b. Hydro 5.41 6.65 7.91 7.0 6.9 7.8
€. Agro-Industrial
Waste 5.320 6.09 5.05 5.8 6.3 5.0
d. Bagasse 6.16 7.35 5.46 5.6 7.6 5.4
Total 91.40 96.02 101.47 10G.0 100.G 100.0

1/ Targets in the 1980 Energy Plan

Source:

Bureau of Energy Utilization
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proven coal reserves are quite large--363 million metric tons of which
177 million are estimateg to be mineable.

Geothermal: The Philippines is currently generating 784 megawatts
of electricity from major geothermal fields locateo in Luzon, Leyte
and Negros islands--making the Philippines the worla's secono largest
producer. A new fiela is expecteo to proguce an acgitionai 11C mm cf
electricity within the next year. Geothermal power is one c* the
Philippines' most promising sources of energy with a theoretical
potential estimated at 2 billion barrels of cil eguivalent per year
arng proven reserves gn the order of 18 million barrels.

Uranium: The Philippines' uranium exploration program has sioweg
down considerably because of the contimuing gepresseo international
price for uranium.

Hydroelectricity: Hydropower is currently the second largest
producer of electricity in the Philippines {(after oil) with 3,771
gigawatt* hours or 6.7 million barrels of oil egquivalent. The
Philippines also has a most favorable environment for the cevelopment
of small hydroelectric facilities. Ten MW of minihycro are aireacy on
line, ana 15 ano 33 MW are projectea to come on line in 1964 anc 1985;
so far some 4,500 potential sites have been identified as suitable for
development. The total hydropower potential of the Philippines is
estimated at 45 million barrels of oil equivalent, ano it is
anticipated that hyoro resources will provide nearly half of total
power generation by 1987.

Biomass Energy: Biomass will play an increasingly important role
although no rellable estimates of total potential exist. In 1582, it
is estimated that agro-industrial wastes, such as bagasse, wooc-wastes
ano coconut shells accounted for 1l4% of total primary energy
consumption, It is very likely that this estimate of biomass energy
use is substantially underestimatec. Indeea, a nationwicge resicential
survey in 1978 revealed that households consumeg the equivalent of
about 20.5 million barrels of oil equivalent in the form of firewood
(60%), charcoal (26%) coconut wastes (12%) and rice hulls (2%).

The most concerted development effort to use biomass is the
wood-fired power plant program which was started in 1980. The program
combines the development of tree farms ano steam operated power plants
to provide electricity in rural areas. Nine MW were commissionec in
1983 and an aodcitional 21 Mw will come on line in 1984. The
government's target is 70 MW by 1989 and 200 MW by the year 200C.

*] gigawatt = 1,000 megawatts
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Other Nonconventional: The Philippines has initiated several
projects in the area of solar and wind power and the use of coconut and
alcohol fuels. At this time, the contribution of these sources is
small although theoretically the potential is quite large. The
consumption of alcohcl and coconut o0il droppec sharply from 340,000
barrels in 1981 to 78,000 barrels in 1982, primarily because of rising
international prices for sugar and coconut oil which made their use in
motor fuel blends uneconomical.

8. Energy Demand

In 1982, the industrial sector accounted for approximately 57% of total
energy consumption including noncommercial energy and 51% of all commercial
energy use as shown respectively In Tables 2 and 3. It is the second largest
consumer of oil after the transport sector with 44% of the total and by far
the largest consumer of electricity with 59% of the total (on a primary energy
basis). The two largest energy consuming industries are mining and cement.

In the transportation sector, there has been a dramatic shift since 1972
from gasoline to diesel engines because of the higher fuel mileage and
government policies which heavily tax gasoline but not diesel fuel. Between
1972 and 1980, the population of cars/jeeps, Jeepneys, buses and trucks nearly
doubled and the share of diesel powered vehicles increased from 11.2% to
17.5%. This shift explains the low energy growth rate of 1.3% per annum in
the 1973-1978 period in the transportation sector.

Table 2

1982 Sectoral Distribution of Primary Energy Use
(Thousand Barrels of Fuel 0il Equivalent)

Mon-
conven-— Agri- Elec-

Sector 0il Coal tional  Bagasse Waste  tricityl/ Total
Industrial?/ 21,359 560 - 6,806 6,037 20,216 54,978
Transport 24,039 - - - - - 24,039
Commercial 812 - 22 - - 6,705 7,539
Residential 2,602 - 27 - - 7,101 9,760

TOTAL 48,812 560 79 6,806 6,037 34,022 96,316

1/ Including hydrc and geothermal
2/ Includes agriculture
Source: Based on data from Ministry of Energy.

Energy losses in electric power generation are allocated
to end-use sectors on a pro rata basis.
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Table 3

Sectoral Distribution of Commercial Energy Consumption (%)

Sector 1975 1979 i982
Industry (Including agriculture) 47 49 51
Transport 33 36 29
Other 2 2 2
160 160 i06

Scurce: Based on gata form Ministry of Energy.
Energy losses in electric power generation are
allocated to eng-use sectors on a pro rata
basis.

The commercial sector relies overwhelmingly (almost 90%) on electricity.
About 40% of this is for airconcitioning with another 27% for air hanaling ana
the remainder for lighting, elevators, equipment ang other purpcses. There is
little potential for reoucing electricity's share, although there is
significant potential for reducing the demand through proper cgesign, new
technologies anc maintenance.

The majority of Filipino households still rely largely on noncommercial
fuels - firewood, charcoal, coconut wastes. However, the nature of
residential energy consumption is changing because of an aggressive plan by
the government to achieve 100X electrification by 1987. Uncger this plan, the
fraction of households with electricity has grown from an estimated 28X in
1973 to about 53% in 1982. Despite the rapic growth in commercial energy
consumption over the last two decades, current methods for estimating per
capita energy consumption in the Philippines still place it at 20% toc a0%
below consumption for countries with similar income levels. These statistics
must be used with care because, as noteg earlier, a 1976 householo survey
indicated that nonconventional energy consumption was at least 100% under that
estimated in official statistics. Further, an overvalueo exchange rate
inflated dollar per capita incomes over the last decade so the correct
comparison would be with countries of lower per capita incomes.

€. Institutional Setting

One of the goverrment's major responses to the energy problems of the
1970s has been to consclidate ana strengthen the institutional anc
organizational framework for the energy sector. The Ministry of Energy (MOE)
was createo in 1977 to formulate arnd complement government policies, plans and
programs on energy resource development. Two line bureaus of the Ministry
were given specific tasks: the Bureau of Energy Development is responsible
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for the development of the country's energy resources; and the Bureau of
Energy Utilization (BEU) formulates and implements the country's energy
conservation programs, collects and interprets energy statistics and regulates
certain energy related activities.

For purposes of policy coordination and integration with sectoral
programs, a number of agencies and organizations with specific purposes have
been attached to the Ministry including the Philippine National Cil Company
(PNGC); the National Power Corporation (NPC); the National Coal Authority; the
Philippine National Alcohol Commission; and the Emergency Petroleum Operations
Board. The rural electrification program comes under an autonomous agency,
the National Electrification Administration, which is under general policy
guidance of the Ministry of Human Settlements.

The Philippine government relies on the private sector for sources of high
technology in areas such as offshore petroleum exploration and development.
At present the private sector is involved in the exploration and production of
oil, coal, uranium and geothermal as well as the development of
nonconventional energy resources. However, the government controls
electricity produetion in all cases.

D. Magnitude of the Problem

The Philippines is targeted to consume the equivalent of 101 million
barrels of oil in 1983 of which 62 million barrels would be imported oil. The
Philippine oil import bill amounted to $2.1 billion in 1982, and despite a 5%
drop in imports over last year the 1983 oil bill was still on the order of
$2.3 billion. Increases in oil prices are a primary explanation for the 44%
drop in the terms of trade since 1972. This drop means that on a volume basis
the Philippines had to export 79% more in 1983 than it did in 1972 to purchase
the same guantity of imports.

Until 1972, oil importation never accounted for more than 12% of the total
import bill. Successive escalations in the prices of crude oil coupled with
rising imports has nearly doubled the fraction to 28% in 1982. As a result,
the country had to allocate nearly 43% of its 1982 export earnings to pay the
fuel bill (see Table 4). Over the last three years, oil import costs have on
average exceeded 38% of export earnings. As discussed in Annex I, the
Philippines had little trouble in the past obtaining sufficient financing for
its excess imports over exports. However, the picture was dramatically
changed when a commercial debt moratorium was declared for October 17, 1983,
Now, financing for imports will not only be costly, but it will be gifficult
to obtain., Therefore, oil must compete for fimancing with other priority

commodities.



Table &

Balance of Trade ana 0il Importationd/
(CIF in Million US §)

1973 1975 1577 1579 1981 1982 1983
Total Exports 2,097 2,608 3,739 5,251 6,567 5,621 3,741
Total Imports 1,790 3,776 4,270 6,613 8,475 7,700 5, 504
Balance of Trade 307 (1,1e8) ( 531) (1,322) (1,908) (z,67%) (1,763)
0il Imports 231 833 1,040 1,597 2,534 2,134 1,251
0il Imports
as ¥ of Imports 12.9 22.1 24.4 24,1 29.9 27.7 23.4&
0il Imports
as % of Exports 11.02¢/ 31.9  27.8 30.2 36.6 42.5 34.5

Sources: "Energy Management ana Conservation in the Philippines®
by Benjamin Lim, Central Bank of the Philippines

The fundamental problem facing the Philippines' now in energy is how to
finance its investment program to reauce its oil dependence and at the same
time maintain essential levels of oil imports for immegiate needs. Given the
present severe shortage of foreign exchange, the country can ill afforc
increasec oil imports. Thus any increases in energy use, which a revival in
the country's economic growth implies, must come from domestic resources or
from efficiency improvements in overall use.

1I. THE PHILIPPINE ENERGY PROGRAM

Given the importance of the energy sector to the Philippines development
prospects, the government has made energy planning a key element of its
development planning since the early 1970s. This effort was incorporated into
a National Energy Plan which formulates a comprehensive energy resource
development and use policy ano program.-:

1/ "The Philippine Energy Development Program 1982-1987". This plan is
T currently being updated.

2/ January-September.



-8 -

In the 1983-1987 Five Year Plan, the Gross Domestic Product (GDP) was
targeted by the GOP to grow by 6.3% annually. Energy consumption was expected
to grow by 6.1% per year as shown on Table 5. In comparison, energy
consumption grew by a mere 1.8% annually from 1978 to 1982 despite an annual
growth rate in GDP of 5.1%. The expected energy growth rate was seen to
result from the pressure of urbanization and industrialization and an
aggressive electrification program; moreover, future conservation efforts will
be more costly as many of the "cheap" efficiency improvements have been made.
As can be seen from Table 5, the Philippine Energy Development program seeks
to reduce oil imports by more than 5% annually in order to decrease imported
0il as a percent of total energy consumption from nearly 61% at the start of
the five year plan to only 28% in 1987.

Recent economic developments indicate that real GDP growth during
1983-1987 will be considerably less than targeted. Consequently, expected
energy consumption growth will also be lower than previously expected for the
same period. This growth is contingent on the availability of investments for
indigenous energy production and the availability of foreign exchange to
finance imported oil. While energy investment prospects are difficult to
ascertain at this point, the country is faced with more pressure to reduce
dependence on imported oil.

The Philippine Structural Adjustment Program of the World Bank, which was
initiated in 1980, has involved major policy changes mainly in trade, industry
and finance. Under this program the government is currently initiating a
review of its policies in the energy sector. An action program will be
formulated to adjust the structure of power tariffs and to make appropriate
changes in retail and ex-refinery petroleum product prices. The overall level
of investment will also be reviewed. The degree of success to be realized in
this effort will be strongly influenced, particularly in the near-term, by the
country's current economic situation. This section briefly summarizes the
government 's most recently published resource development and supply policies
and its energy demand management policies. Then it evaluates the plan in
terms of its accomplishments to date and some of the remaining challenges.

A. Resource Development and Supply Policy

In order to accomplish its oil-import reduction objectives, the govermment
has articulated an aggressive domestic energy resource development program.
As shown in Table 5, between 1983 and 1987 coal is targeted to grow by 27%
annually, hydro by about 18%, geothermal by 12% and nonconventional energy
supply by 27%. It remains to be seen if sufficient investment resources will
be available to achieve these targets.
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Primary Energy Consumption, 1983 anc 1567

Table 5

(in Million Barrels of Oil Equivalent)

0il

1, Importeda
2. Domestic
Non-0il

1. Commercial
a. Nuclear
b. Coal

Imported
Domestic

c. Geothermal

2. Renewable
a. Nonconventional
b. Hydrc
c. Agrowaste
d. Bagasse

TOTAL

Source: Updated Energy Program (still to be published)

Revised Targets

1983
65.36

62.10
3.26

8.%

3.91
5.05

7.64

RN
BexE

102.78

1587

56.34

49.81
6.53

6.52
23.51

7.85
15.66

12.06

3.71
15.47
6.10
6.50

130.21

Armual Growth
Rate (%)

1583-587
{3.65)

(5.36)
15.97

27.27

i9.83
3.7

12.09
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The major component strategies supporting the Philippine resource
development and supply policy are provided below. Their importance has not
diminished with the current crisis, rather the priority in which support is
given must be reappraised and realigned to current economic and financial
realities.

Diversification of the origins of petroleum supply including the
intensification of domestic o0il and gas exploration programs. The
five-year plan calls for the drilling of 94 offshore and 45 onshore
exploratory wells together with an extensive geological and geophysical
mapping program. To meet targeted domestic oil production, the program
must maintain a 5% discovery ratio. .

Accelerated diversification to alternative sources of energy with emphasis
on indigenously abundant and regenerative forms. The Energy Development
Program places a major emphasis on coal which is envisioned to become the
country's second largest energy source, next to oil, by 1987. It is
estimated that coal production will develop rapidly from 560,000 metric
tons in 1982 to 4.3 million metric tons by 1987. The program aims to
achieve a targeted level of proven resources of 600 million metric tons by
1987.

Establishment of a logistical support infrastructure to enable efficient
handling, storage, distribution and marketing of traditional and new
energy resources. For example, the coal logistics program envisions the
completion of seven coal terminals, four coal unloading ports and three
relay stations.

widespread application of appropriate decentralized energy technologies
for rural application and for inaccessible consumption areas. Emphasis is
placed on dendro-thermal, minihydro and fuelwood/charcoal production.

Establistment of adequate stockpiles of energy as a protective measure
against possible supply disruptions. The country's crude oil inventories
were, however, lowered from the end-1981 level of 13U days' consumption to
only 80 days' supply in 1982,

Promotion of research and development of indigenous energy resources,
especially those that are rural-based, renewable and compatible with
countryside needs.

B. Demand Management Policy

The Philippine government strategy on energy consumption is contained in

the following policies:
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The use of fiscal measures for reflecting the real economic ano social
costs of energy without losing touch of pelitical timing sensitivities.

Government rationalization of supply in times of emergency - the power
industry has resorted to load suppression ano rotation in the past, ana
the petroleum industry has applied fuel allocation and rationing in
emergencies.

Direct government intervention to accelerate development of certain
markets for non-oil fuels, i.e., fuel substitution using indigenous coal
and renewable resources.

Institutionalization of energy conservation, in the inoustry, transport
ang commercial sectors.

C. Accomplishments To Date

The success of the country's resource development and energy oemanc

management policies is indicatec in the following:

As shown in Table 6, the ratio of total energy consumption to gross
national product has declined by as much as 268% since 1973.

Table 6

Ratio of Total Energy Consumption to Gross hNational Proouct

GNP at Total Energyd/ Total

1972 Prices Consumpt ion Energy per GNP
YEAR (In MP) (In MBOE) «In BBLs/P1000)
1973 60,881 73.641 1.210
1974 64,739 70.380 1.087
1975 68,530 74.130 1.082
1976 72,718 78.107 1.074
1977 77,162 83.493 1.053
1978 81,995 86.37Z 1.053
1979 88,736 89.666 1.016
1980 92,597 88.227 G.952
1981 56,070 86.105 G.896
1982 99,031 90.279 G.912

1981 and 1982 data do not agree with Table I. It appears Agro-inaustrial
waste may have been omitted.

Source: "Energy Management and Conservation in the Philippines" by Benjamin Lim.
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- The share of non-o0il energy to total energy consumption increased from an
estimated 15% in 1974 to 29% in 1982. The share of domestic energy
(including agro-waste) to total energy consumption increased from an
estimated 20% to 32% in the same period. Dependence on imported oil
decreased from 96% in 1973 to 65% in 1983--a target of 50% is set for
1986. The coal conversion program is targetea to increase coal
consumption from over one million barrels of oil equivalent in 1982 to 9
million in 1983 representing nearly 3% of total energy consumption.
Geothermal emergy which began large-scale commercial production in 1979
already ranks as the fourth largest source of energy.

- The government has generally moved quickly to cover changing world oil
prices. It has even gone further and imposen selective taxes to further
discourage oil consumption, e.g., the land transport tax, the air
transport tax and the water transport tax. Since 1973, the weighted
average of petroleum product prices has registered a sevenfold increase.

- Energy savings ranging from 1 to 15% have been reported by 205 industrial
and commercial establishments being monitored by BEU.

These achievements strongly indicate that the Philippines has been
proceeding in the right direction in its energy development and management
programs. This fact is widely recognizeu ano the GOP has received high praise
for its energy program from international energy authorities, multilateral
banks and bilateral assistance agencies. Nevertheless, much remains to be
accomplished, Several technical, economic and institutional barriers will
need to be overcome in order for the Philippines to capture its full
potential. Philippine energy users have major problems analyzing and
implementing energy conservation measures. The reasons four this are complex,
and are because of the interaction of financial, technical, and institutional
factors.

The country's conventional and renewable energy resource development
programs require substantial investments. Unfortunately, the current economic
and political problems are likely to slow down many of these programs until
the country is able to restablish its cregit rating with international lending
institutions. In addition, the government should give maximum encouragement
to private sector participation in developing an¢ disseminating
nonconventional energy applications.

Energy conservation presents one of the guickest and cheapest
opportunities for the government to relieve some of the current foreign
exchange problems. This potential, however, has not yet been tapped on a
large-scale basis. The most important constraints appear to be: management's
requirement for very short paybacks (particularly given the current unsettled
economic situation); energy's previous unimportance as a major production cost
factor; management's lack of understanding of potential savings and the
resulting lack of consistent pressure by top management to ensure
implementaticn of conservation opportunities; and, a lack of reliable
technical information and support.
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Major energy conservation investments are difficult to finance because of
the inability of financial institutions to properly evaluate the economic
performances of technologies, the difficulty in obtaining ‘oreign exchange to
finance the foreign portion of the investment (since many of the energy
conservation technologies must be imported at present), ana the lack of
alternative capital investment vehicles such as sharedg~-savings ventures.

Adoitional technical support is needed in evaluation of the performance cf
energy conservation measures ang in their implementation. while there are
Philippine firms and engineers with the expertise to properly evaluate, cesign
and implement energy conservation measures, such expertise is not wioely
available. In addition, there is significant skepticism regarcing the cliaims
of vendars on equipment performance and reliability. Thus, energy users are
looking for an ingependent, objective source for reliable information on
technology performances and costs ano training in their cgesign anc
implementat ion.

In the power sector, the level and structure of both wholesale anc retail
tariffs need revision. The current tariffs are inconsistent with the
government 's stated objective of reflecting the real econcmic anc social costs
of energy. Without changes it is unlikely that the National Power Corperation
will be in a position to meet over one-half the country's energy investments
in this gecade. The country is in the process of geveloping an eiectric power
rate structure to meet World Bank lending requirements.

Gther sectoral problems incluge: overcentralization of declision raking
and program design; a shortage of well-trainec or experienceg miocle
management ; interagency jealousy which impairs information transfer anc
cooperation; a lack of familiarity with appropriateness of many technoliogies
to the Philippine situation; ana weakness in aisseminating technical
information (both technclogies ano systems management) to end-users.

The last problem affecting the energy program is the current imbalance
between coal supply and demand which is inhibiting the realization of the
Philippines' coal production potential in power ang inoustrial cevelopment.
To realize this potential the coal producers have to accomplish goals of a
magnitude never before presented to them. For this to occur, a number cf
questions have to be answered and uncertainties reduceg regarding the supply
ana demand of local coal. These include: market assurance; financing of new
technologies of producing, preparing, handling, anc using coal; adgitional ana
improved skills development; more certain resource availability; quality
stancards; prioritization of development efforts; and a pricing policy that
promotes a free market environment.
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III. THE AID ASSISTANCE STRATEGY IN ENERGY

AID's overall assistance strategy in the Philippines is to foster
sustained and more productive employment for the rural poor in order to reduce
poverty. Assistance to increase energy availability and production in rural
areas at reduced costs will be a_factor in alleviating rural poverty. It is
also true that the modern sectorl/ commands a substantial portion of direct
and indirect oil resources. The financial resources to pay for the oil are,
in turn, not available for investing in agricultural and rural development.
Assistance to reduce the modern sector's need for oil related resources will
free up resources for increasing rural development and, therefore, increase
employment potential in rural areas. The Philippines, with its National
Energy Plan, is moving in these directions to meet its stated supply and
efficiency objectives.

Therefore, the AID strategy is to assist the Philippines in meeting its
objectives of increasing the availability ana affordability of energy. The
strategy addresses both the rural and modern sectors and is designed in light
of our CDSS, the needs of the Philippine government, the economy andg other
donor activities. This considerations include:

- AID views the energy problem of the Philippines as a national problem
which must be addressed simultaneously in both the rural and modern
sectors~--focusing solely on the rural sector does not adequately address
the problem, particularly in a country in which the modern sector's energy
needs have such a negative effect on the balance of payments and
investable rescurces.

- AID has limited resources which can hardly address larger energy
development needs and must be used carefully. This means avoiding
duplication of other donor efforts, assuring complementarity, and
effectively using its technical resources in the development of innovative
projects which leverage larger funds from multilateral donors.

1/ By modern sector we mean those firms or groups in the economy which
provide goods and services using equipment and processes comparable to
those in the major developed countries. The modern sector covers such
activities as manufacturing, commercial establishments (e.g., hotels,
department stores, office buildings), transpertation, and electricity
generation and transmission. The modern sector includes firms of all
sizes--from small-scale enterprises through large-scale plants.
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- Effective energy technology transfer must involve the private sector ano
the development of local enterprises ano skills.

- Because the Philippines is currently going through an economic crisis
which may even threaten its migdle income status, AID must be preparec to
help wherever we have a comparative advantage, provideo the assistance is
compatible with our country strategy.

The program designed to achieve our goals focuses on:

- renewable energy development particularly as it applies to ogecentralizea
technologies for rural application;

- institutionalization of energy conservation ano oil substitution
particularly in the industrial and commercial sectors;

- institutional strengthening through training.

The AID energy strategy is currently being, and will be, implemented
through seven DA, ESF and centrally funded projects--four of these projects
are on-going and three others are in preparation. In this section, we wili
first describe USAID's energy strategy in the rural sector anc then its
strategy in the modern sector. A more detailed description of the AIZ energy
projects in the Philippines is available in Attachment 1 to this paper.

A. The Rural Energy Strateqy

The Problem: It is becoming increasingly clear that alternative energy
technologies and systems, based on renewable resources, will be a key
requirement in the development of the rural sector in orger to improve
employment and income levels, proguctivity, health stanacarcs ang living
conditions. In the rural sector the demang for wood ana charcoal is
outstripping natural regrowth ana reforestation efforts resulting in
deforestation, soil erosion, reduced uplano storage capacity, ang siltation of
reservoirs and coastal waters. Energy shortages are continuing to have an
immediate adverse impact on fooo production costs and on the lives of the poor
thus aiminishing further the prospects for increasing food proouction ang
alleviating rural poverty.

The Strategy: The two major challenges confronting rural enmergy
development in the Philippines are the regeneration ano management of the
rural biomass resource base, and the development and aisseminatjon of
technologies to convert these and other potential rural baseg resources
efficiently into usable energy forms. The degree to which the Philippines
will be able to meet these challenges will depeng on its ability to: (1) plan
and implement large-scale programs to develop renewable energy resources,
particularly biomass; (2) cevelop a pool of skilled persconel through
technical training; (3) introduce technologies that are economically and
culturally acceptable; (4) promote and disseminate information regaroing
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renewable energy information; and, (5) strengthen institutional capabilities
for improving energy planning, programming ana interagency coordination.

ARID's strategy is to provide finmancial and technical assistance to support the
development of these capabilities.

The AID Initiatives: Four projects have been initiated under the rural
energy strategy. The purpose of the Nonconventional Energy Development
Project which started in 1978 is to identify, field test and evaluate
nonconventional energy technologies that could be adapted and applied in the
Philippine rural sector. Eleven technology subprojects have been completed or
are being implemented. Two others have been approved for start by January
1984 and two more are expected to start by February 1984. The Nonconventional
Energy Development Project is funded at $7.1 million.

The second project under the rural energy strategy is the Rural Energy
Development Project which is comprisec of three components. The Woed-Fired
Power Plants project calls for the construction of three 5 MW wood-fired power
plants, along with the tree farms and related facilities necessary to fuel
them. The plants will be operational in early 1986. The second component,
Gasifiers for Irrigation, provides assistance to convert diesel engine pump
sets at 495 irrigation installations to producer gas/diesel fuel operations.
Gasifiers have been installed at 125 sites already; approximately 200 units
will be installed in the next 12 months. The third component is the Charcoal
Production Program. Its objective is to produce readily available charcoal
for industrial, commercial and household use, primarily in rural areas. The
program includes the development of 19,500 hectares of tree farms
construction of road networks and the construction of 975 charcoal kilms.
Twenty-one tree farms (2,000 hectares) have been started. Pending an
amendment under preparation the Rural Energy Development Project will be
funded with $38 million in Economic Support Funds.

The Rural Energy Technical Assistance Project provides technical
consultants, field research and skills training in support of the Rural Energy
Development Project. The project is ESF funded at $2 million.

The purpose of the Energy Technology for Fisheries Project, which is
scheduled to start in late FY 1984, is to increase the income and
socioeconomic security of municipal fishermen. The project will introduce
improved production methods and handling practices while using biomass energy
to reduce costly fossil fuel consumption and reliance on outside fuel
sources. The project will be DA funded at $5.8 million.

B. The Modern Sector Energy Strategy

The Problem: The modern sector of the Philippines is the principal
consumeTr of imported fuels and electricity. It accounts for approximately 90%
of the nation's total commercial energy consumption. The country has to
allocate nearly 39% of its export earnings to pay for oil-imports; in turn,
the foreign exchange spent tc import oil constrains expenditures on new
development related projects both in the modern as well as rural sectors. In
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response to this situation, the National Energy Plan calls for a vigorous
program to develop indigenous resources (e.g., coal, geothermal, hycro anc
biomass energy) coupleg with a series of demanc management and fuel
substitution measures.

Two factors are most critical to the Plan's success--first, the ability to
develop the country's coal resources and to substitute coal for oil use in the
industrial and power sectors and, second, the ability to control energy ocemano
in order to limit per capita oil consumption to less than one barrei by i987.
In 1980, per capita oil consumption was 1.5 barrels; in 1983 it is estimatec
to be 1.25 barrels. But the successes realizeg s¢ far have been obtained
mostly through low-cost "housekeeping" measures which are generally easy to
implement. In order fcr the Philippines to realize its energy conservation
potential much more will have to be achieveq,

The Strategy: The major challenges confronting the Philippines' energy
demand management ang substitution programs are technical ang institutional in
nature. Ingeea, the adoption of energy efficiency measures reguires that
private sector investors acquire (1) an increaseg awareness of potential
savings; (2) an understanding of the availability, performance ano costs of
improved technologies, processes and equipment; ang (3) the ability to analyze
the trade-offs between additional investments ano savings. The current
capabilities of the government are insufficient to meet the neegs of private
sector investors--more information, technical assistance ano financial support
is needed. AID's modern sector strategy is to strengthen the private sector's
institutional ability to implement energy demand management ana substitution
measures. AID assistance will be used to: (1) provice on-the-job
conservation and coal sector development training ang technical assistance;
(2) disseminate technical and economic information on proven energy conserving
technologies applicable to the Philippine mocern sector; {(3) conouct resource
analyses and provide training and technical assistance in new coal extraction
and production technologies; (4) develop the capabilities in the private
sector, with end users and technology suppliers as well as with financial
institutions, to implement and finance fuel conservation and substitution
measures; and (5) stimulate additional funding arrangements for
conservation-related investments ang technology transfer with other agonor
groups such as the Asian Development Bank.

The AID Initiatives: Three projects have been initiated. The i
Energy and Resource Efficient Cities (MEREC) pilot project is an attespl o
reduce energy and resource consumption in rapidly growing cities through
better planning. During the first phase of the project, which started in
1981, an energy and resource conserving strategy was cevelopes for Tacloban
City, Leyte. The purpose of the second phase is to demonstrate the
effectiveness of the MEREC strategy to other Philippine cities. This project
is centrally funced at $350,000 (S&T Bureau). The purpose of the Technology
Transfer for Energy Management project, which is in the project paper
preparation stage, is: to promote ang accelerate the adoption of energy
efficient technologies, equipment, processes and improvec management systems




- 18 -

by the modern sector; and, to improve the institutional capabilities of the
BEYU and private sector groups to implement energy conservation initiatives.
The project will be DA funded in FY 1984 at $10.0 million. Finally, the
Technical Assistance in Coal Development project which is also in the
preparation stage is designed to accelerate coal development from extraction
and preparation to logistics and conversion. The project's primary focus will
be to provide technical assistance to insure proper timing between supply
availability and coal demand. This project is centrally funded at $2.8
million.

C. Training

Each of the USAID projects contains a training component which promotes
institutional development and skills training. The kind of training and level
of effort is tailored to project goals and beneficiary needs. 1In aggdition,
the USRID has made and will continue to make considerable use of centrally
funded training projects in the areas of energy planning and management,
resource (coal and oil) exploration, development ana management, alternative
energy systems development, conservation, electricity systems management and
financial management in energy production and use.

D. FY 1987-1991 Strategy

Energy Office activities during the next two years will focus on
implementing the current and three new project starts which should be well
underway during FY 1985 and 1986. ODuring CY 1984, the Mission will reassess
its current energy strategy in light of program success, lessons learned,
changes in the economy and the priorities and policies of the GOP, in order to
develop a FY 1987-91 strategy for inclusion in the January 1985 CDSS
submission,

To assist in this reassessment, the Mission will undertake a special study
("lines of inquiry") into the relationship of energy use, including new
technologies to substitute for oil importation, and employment and
productivity in the Philippines. This inquiry may well define the ratios of
labor/capital intensity (that is, optimum labor-capital substitution) to be
accepted as outputs in future AID energy projects, as well as defining policy
dialogue regarding future GOP development investment emphasis. For example, a
natural follow-on to the centrally funded coal development technical
assistance project would appear to be a Mission-funded phase two project to
purchase coal production, handling and processing equipment to serve as a
model throughout the industry. We anticipate that the above inguiry would
indicate that the selection of equipment would have to focus on being not only
labor intensive, but increasing productivity as well. The correctness of this
assumption will strongly influence project design during the next CDSS period.

The Mission will undertake this study in April 1984 with the use of
short-term consultants to work with the Mission and the GOP. Their scope of
work will be prepared in March and an IQC firm will be contracted. Based on
this work and the assessment of the macroeconomic situation under another line
of inquiry, the Mission will develop a FY 1987-51 strategy in November 1984.
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Attachment

U.S. AID ENERGY PROJECTS

Nonconventional Energy Development Project

The purpose of this project is to identify, fiela test and evaluate non-
conventional energy technologies that could be adapted and applieu in the
Philippine rural sector. This project is implementeo through the Bureau of
Energy Development (BED) and the Energy Research and Development Center
(ERDC), through various line agencies and universities. The project was
started in 1978 and is funded at $7.1 million.

The project recently underwent some significant changes to make it more
relevant, and easier to implement. The project focus was changed to minimize
laboratory research and to maximize field testing (especially in developing
technologies to meet end-use needs of line agency programs) and provide for
graduate training. The ERDC management staff was changeu ano given greater
decision making authority, the Project Assistance Completion Date was extended
and $1.5 million was deobligates from the loan portion.

The subprojects supported under this project are:

1. Completed

Solar Lumber Dryer

Solar Crop Dryer

windmill Dispersal Program

wina/Solar Radiation Mapping Phase I
Integrated village Energy System Phase 1

2. Being Implemented

Rural Energy Demand/Resource Survey

wWind/Solar Radiation Mapping Phase 11

Rice Hull-Fired Thermal Power Plant

Integratea village Energy Systems (IVES) Phase II
Photovoltaic water Supply

Adaptation of Engines for Fuel Interchangeability
Medium-Scale Wina Systems

Energy Education, Post Graduate Program
Evaluation and Use of Stirling Engines
Nonconventional Energy Systems Promotion

Rural Refrigeration (Biomass)

Rice Hull Gasification

Project Assistance - Solar, Wind and Biomass Consultants



Rural Energy Development Project

There are three components within the ESF assisted rural energy project, all
of which support GOP energy production activities. Each depends on the
proguction of fuelwood and the conversion of that wood to energy. In the
wood-fired power plant component, the wood is converted to electrical energy;
in the gasifier component, wood is converted to mechanical energy to run
irrigation pumps; and in the charcoal component, wood is converted to charcoal
and used as a substitute for petroleum-based fuels for a variety of uses. In
addition to the employment generation and increased productivity inherent in
this project, it will also provide a positive environmental effect on the
denuded uplands and save approximately $5.3 million annually in foreign
exchange.

1. Wood-Fired Power Plants - This project component calls for the
construction of three 5 MW wood-fired power plants, along with the tree farms
and related facilities necessary to fuel them (pending an amendment to the
project now being prepared). The plants will be situated in Negros
Occidental, Iloilo and Bohol--all in the Visayas area. The project is being
implemented by the National Electrification Administration (NEA). The funding
level is $28 million, and finances the procurement of U.S. power plant
equipment and the services of an American A&E firm to develop plant
specification, assist in procurement and co-supervise construction, the tree
farms (a two thousand hectare tree farm each site), the transportation systems
and the civil works. Approximately 285 jobs are created at each site.

Planting is underway at each site, and contract negotiations with the selected
A&E firm (Stone and Webster of Boston) are starting. The plants will be
operational in early 1986.

2. Gasifiers for Irrigation - This component will assist irrigation
assoclations by converting current diesel engine pump sets at 495 irrigation
installations to producer gas/diesel fuel operations. The conversion will
markedly decrease production costs and reduce fossil fuel consumption. This
nationwide program is being implemented by the Farm Systems Development
Corporation (FSDC).

The ESF portion of the project, $3.3 million, will finmance the purchase of
1,150 units of gasifier equipment and development of 495 six-hectare energy
woodlots to serve as a fuel resource. FSDC covers the costs of program
management, training and technical assistance. Gasifiers have been installed
at 125 sites already, and funding for the next year's installations,
approximately 200 units, has been transferred to the GOP treasury.

3, Charcoal Production Program - The objective of this component is to
produce readily available charcecal for industrial, commercial and housetiold
use in rural areas and population centers. The program includes the
development of 19,500 hectares of tree farms, construction of road networks
and the construction of 975 charcoal kilns. Approximately 3,000 jobs are
being created through tree farm and kiln development and operations.
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The program is being implemented by the Farm Systems Development Corporation
(FSDC), ano FSDC covers program management, training ana technical assistance
costs., ESF funding, $11.7 million, provides credit to develop tree farms to
grow feedstock and construction of the necessary kilns for charcoal
production. Twenty-one tree farms have been started, approximately two
thousand hectares, and funding for 1984 operations has been releaseq.

Rural Energy Technical Assistance Project

This $2 million subproject under the ESF Project Design Project provioes
technical consultants and field research to the National Electrification
Administration and the Farm Systems Development Corporatior in support of the
Rural Energy Development Program. The objective is to cevelop ano refine a
body of knowleoge and technigues in the production and use of biomass energy
in order to modify and improve the power plant, gasifier ano charcoal projects
(as well as other fuelwood projects) as experience accumulates.

The project addresses several areas: (a) silviculture--incluging species
selection and seed/seedling production, yield analysis anc plantation
development recommendations, ano cevelopment of a pest ang disease control
capability; (bp) review and recommendations on wooo transport systems, power
production costs and co-generation potential; (c¢) consultants for charcoal
proauction, ano review and recommendations on advancea charcoal proouction anc
gasifier technology, (d) training; (e) limitec equipment; (f) library ano
information development; and (g) short-term consultants.

Managing Energy and Resource Efficient Cities (MEREC) - Phase 11

The goal of this centrally funded pilot project (S&T Bureau) is to reouce
energy and resource consumption in rapidly growing cities ang their
surrounding regions by introoucing improveg efficiencies. The core of the
project is the design, development ana implementation of resource
efficient/conserving growth strategy.

From August 1981 to January 1982, an energy and resource conserving strategy
was developed in Tacloban City, Leyte with the help of S&T anc outsioe
consultants. The purpose of Phase 11 is to demonstrate the effectiveness anc
utility of the MEREC strategy and generate experience in Tacloban that will
aid ano stimulate replication of the strategy in other Philippine cities and
elsewhere. The areas of focus are: (a) lanc use, (D) transportation,

(c) building cesign and materials, (e) sewage, (f) solic waste, (g) water, ana
(h) energy and electric power. Each of these areas is being treatec as a
subproject and each has its own working group.



Project implementation is assisted by the Tennessee Valley Authority (TVA),
and started in October 1982. Phase 11 is funded at $275,000 and will be
completed in two years.

Projects Being Prepared

Energy Technology for Fisheries Prgject

The purpose of this $9.8 million project is to increase the income and
socio-economic security of municipal fishermen. This will be accomplished
through organized production, improved handling practices, a more equitable
sales environment, and the use of alternative energy resources. The new
practices will increase productivity, preservation and the fishermen's profit
margin in selling fish. Through this project, the municipal fishermen will
make a major contribution to increasing the supply of better quality fish and
to reduce costly fossil fuel consumption and reliance on outside fuel sources.

The project emphasizes the organization of private fishermen's associations,
and stresses the commitment and involvement of the end-users themselves, the
fishermen, as an important prerequisite to success. The associations will be
developed, owned, operated and managed by fishermen who, assisted by the Farm
Systems Develaopment Corporation (FSDC), will introduce improved production
methods and processing practices as well as fishery resource management. FSDC
will provide organizational assistance, management training, technical
assistance and credit to purchase gas fed refrigeration equipment and
gasifiers to run small fishing boats. The primary fuel source will be
biomass-based producer gas to fuel diesel or gasoline engines.

This project is scheduled to start in late FY 1984,

Technology Transfer for Energy Management

The purpose of this $10.0 million project is to promote and accelerate the
adoption of energy efficient technologies, equipment, processes and improved
management systems, by the modern sector. The adoption of these technologies
on a wide-scale basis will reduce commercial energy consumption, reduce oil
imports (thus improving the balance of payments situation), increase
productivity and improve economic growth prospects.

An equally important purpose is to improve the institutional capabilities of
the Bureau of Energy Utilization (BEU) and private sector groups to implement
energy conservation initiatives. This includes upgrading BEU's capabilities
in providing improved analytical and advisory assistance to consumers in the
modern sector, as well as assisting the consumers (either individuals or
representative associations) in developing their own improved and expanded

capabilities to provide these services themselves.
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Project activities will include:

- institutional development through training, the use of
consultants and limitea commodities for analytical ana
programning purposes.

- studies, seminars and workshops to develop data ang approaches tec
energy conservation; to provide information on new technologies
to be used by energy consumers ang producers in policy
formulation and investment decision making; to promote
attitudinal change and receptivity on the part of commercial
energy consumers by increasing their awareness ana knowledge of
the benefits of energy conservation; and to upgrade sectoral
service capabilities. These activities will also function in the
nature of an extension service to promote institutional
development.

- technology transfer through "on-site"™ demonstrations of
technical, economic and financial feasibility of specific
equipment, systems or processes. ODemonstrations will be
supported by means of workshops, trade exhibits, consultants ang
actual application. In the latter case, loan funds will be usea
to support feasibility studies, technology assessment ano
selection, and equipment purchases for demonstration purposes.
Demonstrations will be at companies which are prepareg to adopt
energy conserving eguipment and/or management systems as well as
monitoring a new technology's performance and disseminating
results to other potential users.

This project is scheduled to start in late FY 1984.

Technical Assistance in Coal Development

This centrally funded technical assistance project ($2.8 million) is
scheguled to start in March 1984. Its focus is enhancing the production
and encouraging the consumption of coal as a means to replace importea
petroleum. The project consists of seven activities which make an
integrated package of technical assistance for the development ang use
of coal in the Philippines, and is integrated into the larger theme of a
technical program to improve the timing of bringing supply and demand
into balance. The use of domestic coal provides a major opportunity to
save foreign exchange and create employment, with lower costs
anticipated for the consumer.

In order to meet the objectives of increasing production and consumption
of coal, the government and private sector in the Philippines have taken
a series of measures over the last few years. The activities are
designed to complement and amplify those measures. The proposed
activities cover a series of needs in the area of coal development and

the introduction of coal water mix technology.
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The ccal development activities include market analysis, training in
various aspects of coal mine feasibility, mining and safety, cost
accounting, and coal preparation. Coal development also requires better
resource assessment and updating technigues as well as measurement of
coal quality. Finally, a methodology will be developed for prioritizing
coal development and use. These activities touch on the most essential
needs of the country to fill gaps in technical knowledge that would
otherwise inhibit the production and consumption of coal.
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