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11. OVERVIEH 

The admin ls t ra t lon o f  Corazon C. Aqulno, present ly I n  I t s  l a s t  n ine 
months, has renewed i t s  e f f o r t s  t o  s t a b i l i z e  the economy, t o  rek ind le  growth, 
and t o  create the environment f o r  r ap id  and sustainable economic growth. 
Slnce the Aquino admin ls t ra t lon came t o  power I n  1986, substant la l  reforms 
have occurred. These changes have a l t e red  both the p o l i t i c a l  and economlc 
envl ronmen t s  . 

I n  t h ~  beginning o f  the admin is t ra t ion 's  t e r m  o f  o f f l c e ,  many reforms 
were r a p i d l y  undertaken. But whi le reforms continued t o  be implemented I n  
1988 and 1989, the pace o f  economlc reform slowed i n  1990. A f t e r  s t rong 
growth du r l  ng 1987-89, the economy slowed 1 n 1990 and growth ha1 ted i n ear ly  
1991 as the r e s u l t  o f  misguided po l i c i es ,  e.g. o i  1 p r l ce  subsidy, government 
salary 1 ncreases, over l y  stable exchange ra te ;  natural  d isasters,  e .g. 
earthquake, volcano erupt ion,  typhoons; and, man-made events, e.g. coup 
attempts and uncooperative Congress. 

The de te r i o ra t i ng  economlc s i t u a t i o n  I n  1990, however, made the need f o r  
f u r t h e r  economlc reforms more urgent and the government responded. I t  
launched a s t a b i l i z a t i o n  program Invo lv ing  peso depreciat ion, 011 p r l ce  
Increases, Imposi t i o n  o f  an Import levy, reduct ion I n  government expend1 tures 
and the reschedul i n g  o f  external debt. 

The government I s  a1 so renewi ng e f f o r t s  on fundamental s t r uc tu ra l  
reforms. Major act ions include the passage o f  a Foreign Investments Law which 
w l l l  l i b e r a l i z e  fo re ign  equi ty pa r t f c l pa t i on  i n  the economy and issuance of 
executlve order which w i l l  phase I n  substant la l  t a r i f f  reforms over the next 
fou r  years. 

The Support f o r '  Development Program I1  (SDP i I )  ass1 s.ts, through 
prov id ing balance o f  payments and technical  support, the Government o f  the 
Ph i l  lppines (GOP) i n  i t s  e f f o r t s  t o  l ay  the foundation f o r  r a p l d  and 
sustainable economic growth. I n  particular, SDP I 1  w l l l  support the 
implementatlon o f  economic po l l c y  and admin ls t ra t ive  reforms t o  Improve the 
competltlveness o f  Ph i l i pp ine  exports i n  world markets. Flve spec i f l c  
ob jec t ives o f  SOP I1 are t o  l i b e r a l i z e  ru l es  and regulat ions f o r  f o re i gn  
exchange t ransact ions and holdings, streamline the duty drawback and Value 
Added Tax (VAT) tax c r e d i t  systems for  exports, 11 bera l ize  interisland and 
shlppl  ng ra tes and route  f ranchl  sing, strengthen VAT adml n i  s t r a t i o n  t o  improve 
tax co l lec t ion ,  and Improve pub l i c  debt management t o  lessen i t s  impact on 
I n te res t  rates. 

SD? I1 w l l l  be prov id ing resources needed t o  help close an expected 
= ~ t e r n a l  f i nanc ing  gap over 1991 and 1992 and he lp  the economy t o  rega in  
growth. The balance o f  payments support w i  11 be provided i n  three po l  i c y  
performance based tranches. The f l r s t  tranche I s  based on performance t o  
date, wh! l e  the second and t h l r d  are condit ioned on sat! s fac tory  performance 
against the spec i f i c  ind icators ,  implementation act ions and ob jec t i ves  o f  the 
po l i c y  implementation matr ix ,  discussed I n  Section I V  and presented i n  Annex G. 



The do1 lars provided under SC? I1 pol icy performance based tranches will 
be used to service official non-mlll tary debt to the Unl ted States Government 
and multinational Institutions or for other uses A.I.D. may agree to. Based 
o n  the recent A.I.D. pollcy on local currency (State 2029441, there wlll be no 
peso generations under SDP 11, as the dollar proceeds from the cash transfer 
will be used solely to service GOP debts to the U.S. Government and 
multilateral InstTtutlons. 

The SDP I1 program a1 so provi des for m n i  tori ng , eval uation, audl t and 
technlcal support. Technical support covers technical assistance, pollcy 
studies, and tralnlng whlch wlll support Implementatlon o f  SDP I1 policy 
reforms by key GOP organ1 zatlons. A small amount o f  the technl cal support 
fund will be used for commodl ty purchases, e.g., personal computers, as 
requl red for the success of Implementation. 

A descriptlon o f  the present poll tical and economlc environment In the 
Phlllppines, the GOP's development strategy, and SDP I1 relatlonshlp to USAID 
assistance program and other donors' activities are presented In Sectlon I11 
of th1 s document. Sectlon IV descri bes the core o f  the SDP I1 pol Icy reform 
program and presents the costtbenef 1 t analysl s o f  the Program. Sectlon V 
describes SDP I1 program funding, a1 location o f  program funds, and the various 
components. The detatls on the implementation of the program are specified in 
Sectlon VI. Sectlon VII contains the conditions and covenants to the program 
agreement with GOP. 

111. THE SETTING 

The "people power" revolution o f  February 1986 ended the twenty year 
regime of President Marcos. Since then, the Government o f  the Philippines 
(GOPI under President Aquino has enacted 'a new consti tutlon, held 
Congressional and local elections at the provincial , cl ty, munl clpal 1 ty and 
vi 1 lage levels and restored pol i tical 1 1  berty. The Aquino Adml ni stration has 
undertaken a series of judicial, pol ltlcal and mi 1 1  tary reforms meant to 
strengthen these fledgling democratic Instl tutions and sustain the reform 
process. 

Aqulno's imnense pupulari ty made for a receptive pol i ti cal cl lmate for 
the political and economic reforms Instituted in her first two years in 
off i ce. Her economt c reform program, whi ch greatly contri buted to economi c 
recovery In 1987, focused attention on rural development, poverty a1 lev1 atlon 
and improvement of the dellvery o f  basic public services such as education, 
pub1 ic uti 1 1  ties and b a s k  Infrastructure. 

While most o f  her political agenda is on track and functioning we1 1 ,  her 
economlc policies failed to sustain the economlc momentum that started in 1987 
and peaked in 1988 at 6.6 percent growth. Among her populist pol lcies that 
caused the deterioration in growth are government wage adjustments in 1988 and 



1989 and oil price subsldies starting in 1989. The proportion o f  the number 
o f  families below the poverty income level did fall from 60 percent In 1985 to 
5 0  percent in 1988, but Indlcatlons are that the trend was not sustained. The 
centerpiece o f  her equl ty agenda, the Comprehensl ve Agrarian Reform Program 
(CARP), whlch was signed into law In 1988, suffers from credibility problems 
glven the watered-down version o f  the program that was passed by Congress and 
the slow progress and scandals that hound lmplementatlon. 

Natural calamities 1 1 ke the July 1990 earthquake, typhoon 'Ruplng' in 
November 1990 and the present Mt. Plnatubo catastrophe, and man-made 
Interventions like the December 1989 coup attempt, Middle East war and the 
uncooperati ve Congress have compounded domes tic economl c problems. Economi c 
growth slowed In 1990 and halted in the first semester o f  1991. 

The communist insurgency and Muslim separatist activities continue to 
this day but have decl lned and the threats o f  mil itary coups seem to have 
subsided. However, top leaders of the rightist and leftist rebel movements 
are st1 1 1  active and their respective organizations are st1 1 1  intact and do 

, have access t o  pol 1 tlcal and financial support. Current pol 1 tlcal 
distraction: are the request o f  Mrs. Marcos and her family t o  return the body 
o f  former President Marcos to the Phillppines for burial and the divisive 
1 ssue related to the proposed frlendship, cooperatlon and securl ty treaty 
between the United States and the Phlllppines. 

Popular support for the government at the grassroots level may be eroded 
In the short-term by present ul~i?mployment and Income loss resulting from the 
economlc slowdown. Government's efforts at reducing poverty in the regions 
through 1 ts social spendlng programs may a1 so be hampered. 

The challenge for the Aqulno Administration wlth barely nine months left 
In power is how to sustain the present economic reform and stab11 lzation 
program. The task is difficult glven the reductions in the stahdards of 
llvlng since 1990 and a Congress whlch Is not In a mood to legislate economic 
reforms. Furthermore, p01it;ial posturlng for the May 1992 elections have 
already begun and 1s much reported in the press, distracting attention from 
economlc Issues requlring government attention. 

T o  the government's credit, the Aqulno admlnlstratlon thus far has stuck 
to Its economic reform comml tments that were in1 tlated in the last quarter o f  
1990. President Aqulno Is comml tted to bequeathlng to the Incomlng 
admlnl stration next year and the Phll lpplne people a domestlc s:onomy that 1 s 
poised for hlgher growth In the years to come. 

was 
dur 
Wh 1 
new 

The Phil lpplne economlc performance during the flrst half of the 1980s 
dismal. Average yearly real GNP growth registered a negative 1.3 percent 
ing 1981-85, whlle population continued to grow at 2.4 percent a year. 
le thl s was a period o f  worldwlde recession, many developed countries, 
ly I ndustrial lzing countrles, and some developing economies began to show 



signs of recovery by 1983. Thk Phi 1 lpplne economy, on the other hand, not 
only fa1 led t o  recover from the Impact of external recesslon, but fu r ther  
plunged I n t o  a deeper recesslon dur l  ng 1983-85. Real GNP reg1 s tered negati ve 
growth o f  7.1 percent and 4.1 percent respectively I n  1984 and 1985. The deep 
recesslon helped br ing about the peopie's revolut ion and the new government of 
Corazon Aquino I n  1986. 

Substantlal reforms have occurred s l  nce 1986. These changes have a1 tered 
both the pol I t i c a l  and economic envlronments. Average rea l  GNP growth from 
1986 t o  1989 was 6.1 percent. Most o f  the reforms, however, occurred I n  the 
beglnnlng o f  the new adminlstrat lon's term of office. I n  add1 tion. t o  d ra f t ing  
a new Const l tu t lon and holding elections, the government I n s t i t u t e d  various 
economl c reforms, Inc lud l  ng d l  smantl 1 ng o f  monopol 1 e s  , p r l v a t l  zat lon and trade 
l l b e r a l  lzat ion.  

Whi l e  reforms continued t o  be Implemented, the pace o f  economic reform 
had slowed I n  1988 and 1989. Pol lcy slippages I n  1989 and 1990 caused the 
deter lorat ion o f  the publ l c  sector de f l c l  t, atcelerat lon o f  i n f l a t l o n  and 
Increase I n  i n te res t  rates. The deter iorat ing economic s i tua t ion ,  includlng 
the ef fects  o f  the attempted coup o f  December 1989, July 1990 earthquake and 
Middle East c r l s l s ,  made the need for economic reforms more urgent. Faced 
wl th  mounting current account and budget d e f l c i t s  and unwieldy l n f l a t l on ,  the 
GOP responded, I n  the second h a l f  o f  1990, wl th  depreciations of the peso and 
upward adjustments of petroleum product prices. I n  add1 t lon ,  the GOP obtal ned 
a new 18-month IHF Standby Arrangement I n  February 1991 t o  stab1 1 lze the 
economy and t o  set the stage f o r  sustainable growth f o r  1992 and beyond. A s  2 
r e s u l t  o f  these po l i cy  measures, the Phi 1 lpplne economy during the flrst h a l f  
o f  1991 showed signs o f  Improved stab11 l t y ,  a1 though a t  the cost o f  zero 
growth. The government de f l  c i  t I s under control ; I n f  l a t  lonary pressures have 
receded; I n te res t  rates are lower; the exchange ra te  I s  s tab i l ized;  and, the 
balance o f  payments i s  positive. 

I n  addit ion, fundamental reforms are being undertaken. I n  June 1991, the 
Phl l lpp ine Congress passed the Foreign Investments Act of 1991 which would 
make the Phi 1 lpplnes more comparable w i  t h  other ASEAN countries I n  terms o f  
encouraging fo re ign  pr iva te  Investmeiits. The implemeritl ng ru les  and 
regulatlons f o r  t h i s  Act w i l l  be issued I n  October 9991. Furthermore, the 
Aquino Adminlstrat lon Issued Executive Order (E.0.) 470, a modif led version o f  
E.O. 413, t o  reduce and slmplf fy the t a r i f f  structure f o r  the purpose o f  
maklng Phi l i pp tne  Industr ies more open, e f f i c i e n t  and competl t l v e .  I n  
add1 t fon, the GOP successfully negotiated a Parls Club debt reschedul lng and 
have mad2 progress I n  a commercial bank arrangement t o  strengthen the growth 
process. 

Unfortunately, growth prospects f o r  the r e s t  of 1991 remain dim due t o  
the June erupt ion o f  M t .  Pinatubo I n  Central Luzon, the continuing mudflows o f  
the volcanic debrls I n t o  surroundlng lowlands, remaining pressures on the 
publ 1 c def 1 c i  t and trade balance, and the time needed t o  recover from the ha1 t 
i n  economi c growth i n  the f i  r s t  h a l f .  I n  1992 only modest recovery 1 s 
expected. A $2.7 b l l  l l o n  external f inancing gap I s  projected f o r  the period 



1991-92. Tne current high level of International reserves reflects only a 
temporary respite In e;-: ternal condl tlons due to lack o f  economl c growth In the 
first half, the nine percent temporary levy on imports, and Imposl tlon o f  
restrictions on commercial banks' holdings of foreign exchange. See Annex E 
for more dttalls on recent Phlllpplne economfc performance. 

C. Philippine Develooment Strategy 

The 1989 policy framework paper prepared by the GOP for the launching of 
the Mu1 tl lateral Aid In1 tlatlve (MA11 , entl tled "The Phi 1 lppl ne Agenda for 
Sus ta1 ned Growth and Development" presented a comprehensl ve reform grogram. 
The program was developed In conjunctlon to and consistent wlth the Medium 
Term Philippine Development Plan for 1987-1992. In February 1991, the GOP 
presented to the donors, at the MA1 meeting In Hong Kong, a progress report on 
the pol icy framework paper. Th1 s document provides an overview o f  what has 
been accompl ished, what problems need t o  be addressed In order to sustaln 

. economl c growth and development, and how the Phi llppine government proposes to 
address them. The underlying thrust o f  the current GOP efforts 1 s to put the 
economy on a sustal~able growth path by undertaking a stablllzatlon program. 
The key macro-economlc policy components of the stablllzatlon program are 
def 1 ci t reduction, Improvement In balance o f  payments, slowdown in monetary 
growth, and Increased trade and f o r d  gn 1 nvestment. 

The budget deficit 1s to be reduced through expendlture cuts and revenue 
Increases. The policy emphasis o f  expendlture cuts Is on reduction o f  
natlonal government expend! tures , control s on spend1 ng ant real 1 s tl c 01 1 
prlclng pol icy. On resource mob11 lzation the emphasis Is on Improving the tax 
col lectlon eff I cl ency; lmposi ng a temporary across-the-board Import levy; 
lntroduclng new revenue measures and refinement of existing taxes; 
accelerating the sale of publlc assets and enterprises; and adjusting tariffs 
for energy and water. 

In the area of balance of payments, the thrust Is on accelerating the 
growth o f  exports and maintaining competi tlve exchange rates. A number of 
measures are included t o  promote greater trade Including rational i zatlon and 
slmpllficatlon of the tariff structure, liml tlng of duty exemptions and the 
el lmlnation of unnecessary quantl tatlve restrictions. 

In order to encourage the inflow of foreign Investments, enphasis Is on 
1 i beral i zatlon of the climate for fore1 gn investments and foreign equl ty 
participation to open up areas presently off 1 lml ts to forelgn Investors. The 
government Is a1 so accelerating the transformation of the Board of Investments 
from a regulatory agency Into an investment and nxport promotion body. 
Add1 tional ly, the GOP has re-opened its debt-eq~ r ty swap facl 1 1 ty under new 
and clearer guidellnes. The faclllty alms t o  attract new forelgn investments 
whl le retiring portions of the debt stock. 

Management o f  the money supply will be subject t o  tighter base money 
targets. Slowdown in monetary growth is expected to reduce double-d:glt 
inflation but not at the cost o f  prolonged depressed economic activl ty. For 



the monetary targets to be met, the authorltles are llkely to use open market 
operatlons. 

D. W I D  S t r a t e u d  Relevant PrQSgcts/Proargmt 

1. Mlsslon Strategy 

The overall goal of the USAID program as agreed to in the 1989 Phll lpplne 
Program Week, and as expressed 1 n the Phl 1 lpplne Assi stance Strategy Statement 
(PASS) FY 1991-95, 1 s t o  promote broad based, sustal nable economlc growth 
through the actlve partnershlp of the publlc and prlvate sectors In fosterlng 
open and eff lclent markets and an open soclety. Three major themes, namely 
pollcy dlalogue, prlvate sector and decentralizatlon, cut across the USAID 
program's flve objectlves: 1) a pollcy and lnstitutlonal framework 
stimulatlng market-based private sector growth, 2)  open and competltive 
markets, 3) lnfras tructure that facl 1 1 tates expanded prlvate sector actlvi ty, 
4) more efficient dellvery o f  essentlal servlces, and 5) effectlve and 
sustainable management of natural resources. 

USAID1s focus on the prlvate sector as the major englne of growth for the 
Philippine economy Is a theme whlch 1s deeply lngralned throughout the 
strategy. Supporting th1 s theme 1s the ernphasls o n  pol lcy dlalogue and 
re1 ated performance-based pol 1 cy support programs whl ch are targeted 
speclflcal ly on pol icy changes conduclve to opening up the economy, movlng 1 t 
sys tematlcal ly toward market-determl ned prl cing, reducl ng artif 1 cl a1 
constraints to entry, fosterlng a cllmate whlch attracts private Investment, 
and reducing government Involvement 1n actlvltles whlch belong 1n the prlvate 
sector. 

Pol Icy reforms are cruclal because Inappropriate pol icies lead to an 
economlc structure In which private business 1 ncentlves are frequently 
misplaced. Speclflc prlvate activities, however well planned, have llttle 
chance for success If the pol icy envl ronment works agalnst them. 

The SDP I1 program spocifical ly addresses two of the flve Mission 
speclfl c objectives, namely a pol icy and instl tutlonal framework stimulating 
market-based prlvate sector growth, especially growth of exports; and open and 
competl tive markets. It complements the recently slgned Prlvate Enterprl se 
Policy Support (PEPS) Program, where the focus 1s on broad macroeconomic 
pol icy r e f o r m  in the trade and Investment reglmes which particularly and 
directly affect the private sector. Macro and sectoral policy reforms are 
extremely important, as dl scussed in the PASS.. ."major problems of the 
Phi 1 lppines stem from the lnapproprlateness of development pol icies, or the 
tnadequate Implementatlon of appropriate pol lcles, 1 .e., overvalued exchange 
rate, protect loni st trade regime, uneven macroeconomi c management. Through 
ongoi ng dl alogue, studies , and program condi tionall ty , USAID promotes the use 
of market forces in determlning the exchange rate as cruclal for lncreaslng 
exports, improvl ng the balance of payments s f  tuatlon and encouragl ng broad 
based, sustainable growth." 



2. Past and Present Project/Program Assistance 

USAID has d l rec ted  a large share o f  1 t s  ass! stance toward lmprovlng the 
p o l l c y  c l imate for  the p r l va te  sector. Through I t s  po l l c y  dialogue and i t s  
program asslstance aimed a t  b r lng lng  about po l l c y  changes i n  various economlc 
f ron ts ,  USAID has been and continues t o  encourage the establishment o f  a more 
open and compet l t lve economy. I n  1986. and 1987, USAID provided $300 m i l l l o n  
and $150 m l l l  lon,  respect ive ly ,  under Budget Support Programs I and I1  (BSP 
and BSP 11). BSP and ESP I 1  supported pol i c y  changes almed a t  trade 
I l b e r a l l z a t l o n ,  market-orlented exchange ra te ,  reduced government lnvolvement 
i n  the economylderegulation, slmpl 1f l c a t l o n  o f  Investment r u l es ,  f l  scal and 
monetary r espons ib l l l t y .  I n  1989, USAID establ lshed the $218 m l l l l o n  grant 
Support f o r  Development Program (SDP). SDP provided support f o r  pol:cy 
reforms whl ch would f os te r  broad-based , employment-generatl ng, pr1 vate sector 
led  development, w i t h  broader d i s t r i b u t i o n  o f  economic opportunl ty.  The SDP 
pol  1 cy package 1 ncluded reduced government Involvement i n  the Phi 1 l pp i  ne 
economy through p r i  vat1 z a t l  on o f  government owned and cont ro l  1 ed corporations, 
I i beral  l z a t l o n  o f  l n t e r l s l and  shipplng regulat lons a f f e c t l n g  p r l va te  buslness 
and lmproved tax col  l ec t ion .  

On August 30, 1991, the GOP and USAID s l  gned a grant  agreement o f  $79.828 
m i l l l o n  MA1 cash t rans fe r  f o r  the GOP t o  undertake and Implement the Foreign 
Investment Act (FIA) o f  1991 and Executive Order 470 (E.O. 470). The FIA i s  a 
new 11 beral  fo re lgn  Investment law deslgned t o  make the P h l l  lppines as 
a t t r a c t l v e  a place t o  inves t  as I t s  nelghbors. E.O. 470 reduces p ro tec t lon  o f  
domestic indus t r ies  by reducfng t a r l f f  ra tes  and slmpl l f y l n g  t a r l f f  
c l ass l f l ca t i ons .  The goal i s  t o  make the Ph i l l pp lne  p r l va te  sector 
c ~ m p e t l t l v e  1n the world market. 

USAID i s  d l  r e c t l n g  $10 m i  11 ion  worth o f  assl stance t o  accelerate p r i va te  
Investmenis and trade through I t s  P r l va ts  Investment and Trade Opportunities 
Project-Phl l  ipplnes (PITO/Phil lpplnes), a ,para1 l e l  p ro j ec t  t o  the ASEAN 
Representatlve O f f  I ce ' s  PIT0 Pro jec t .  PITOIPhi 1 i pp i  nes alms t o  assl s t  
F i l  l p l n o  buslnessmen gain access t o  new markets and enlarge I t s  market share 
w1 t h i n  establ  lshed markets by prov id lng l n s t l  t u t l ona l  support t o  p r l va te  
sector trade organlzat lons and by es tab l l sh ing  trade 1,lnkages w i t h  the USA and 
an Intra-ASEAN p r l v a t e  sector trade network. 

USAID's Small Enterpr ise Cred i t  Pro jec t ,  which 1s a $13 m l l l l o n  grant  
p ro j ec t  s ta r ted  I n  1989, as we1 1 as USAIDts support f o r  many o f  
AID/Washlngtonts guarantee programs I n  the Phl l lpplnes,  seek t o  provldc 
ass1 stance t o  p r l v a t e  businessmen I n  overcoml ng f 1 nanci a1 const ra in ts  t o  the 
d l ve rs1 f l ca t l on  o f  buslness a c t l v l  t y  and t o  strengthen I n s t l  t u t l o n a l  support 
f o r  the p r l v a t e  sector. 

I n  1988, USAID I n i t i a t e d  a $5 m l l l l o n  grant  P r l v a t l z a t l o n  Pro jec t .  The 
P r l v a t l  za t ion  Pro jec t  seeks t o  re ln fo rce  the p r l v a t l  za t lon  pol  l c y  o f  the GOP 
by prov id lng techn lca l  asslstance Po the Asset P r l v a t l z a t l o n  Trust  (APT) and 
d i f f e r e n t  d l  sposl t l o n  e n t l  t i e s  f o r  the development o f  company-speclflc . 
p r l v a t l z a t l o n  s t ra teg les and f o r  the implementation o f  p r l v a t i z a t l o n  plans. 



An $80 mi 1 1  ion Agribusiness Sys tem Ass i stance Program (ASAP) has been 
recently authorized. ASAP alms to promote private sector led growth 1n 
agribuslness, particularly in the subsectors of feed/livestock and 
frul tslvegetables. Its purpose is t o  Improve the environment for private 
investment In agribuslness activlty, linked to a more efficient small farm 
production subsector. ASAP contains $55 mi 1 1  ion for pol i cy performance based 
on cash transfers. The different reforms supported under ASAP and SDP I1 
complement and d o  not dupllcate each other. 

1 . Macroeconomi c Reform Programs 

Improvement 1n the macroeconomic policy envlronment 1s the major thrust 
o f  the IMF and World Bank In the Phlllppines. Several bilateral and 
mu1 tl lateral donors a1 so engage in dl scussions on macroeconoml c pol icy 1 ssues 
through the MAI. This Is crltlcal because wlthout a sound macre?conom1c 
envlronment, the Phi 1 ipplne economy and growth wlll not 1 ikely flourish. 
' 

The Phi 1 ipplnes has had several programs supportlng overall macroeconoml c 
pol icy reforms, the most significant being the various IMF agreements. The 
most recent 18 month IMF Standby Rjreement for period 1991-92 supports the 
Phi 1 ipplne Economlc Stab1 1 lzation Plan. The centerplece of this program 1s a 
strong effort to bring down the overall public sector deflclt through measures 
to raise revenue, a reduction in expenditure appropriations accompanied by 
tlghter controls o n  spending, and the gradual el lmlnation of the deficl t of 
the 011 Prlce Stabillzatlon Fund (OPSF). The program also alms to put the 
monetary policy on a tighter and steadler course. The Standby Includes a 
number o f  measures to reform the exchange market to el imlnate the ex1 sting 
market segmentatlon and improve its efficiency. 

Tranche releases are condi tional upon the GOP's performance in remai nl ng 
within specified cei 1 ings for pub1 ic sector borrowing, money supply, new 
external medium and long term non-concesslonal borrowlng, cell ing on short 
term external debt outstanding, and cell i ng on the outstanding OPSF balance. 

2. Other Relevant Sector Programs and Projects 

The sector loans extended by donors are aimed to address policy and . 
resource constraints in a particular sector in an integrated fashlon. The 
most relevant and complementary of IBRD programs/projects to SOP I1 are: the 
Public Corporatlons Reform Project, whlch supports a program of dlvestiture 
and other reforms for nonf i nanci a1 government corporations; the Fi nanci a1 
Sector Adjustment Loan which aims t o  strengthen the supervisory and regulatory 
framework for commercial banks, to reduce Intermediary costs, and to Improve 
credit and financial pol I cies; and the Industrial Restructurlng Loan whlch 
aims to improve the structure of Philippine industry. Being designed Is an 
Export Development Project, aimed at improving the accesslbll 1 ty of exporters 
to information o n  world market prices , greater avai lab! 1 i ty o f  export 
financing through a credit guarantee system, and strengthen! ng the 



lnstl tutions Involved In promoting exports. Another project under deslgn for 
FY 1991 Is the Private Sector Development Project whlch will aim further 
tarlff and Investment reforms. These programs will re1 nforce and complemmt 
SDP 11, glven the commonality of  pol Icy Issues to be addressed In the area of 
exports and Investments. 

IV. DESCRIPTION O F  SUPPORT FOR DEVELOPMENT PROGRAM I1 

A. C4bal. P u r ~ o s e  and Soeclflc O&ctlves 

The overall goal o f  SDP I1 Is to achleve a hlgh rate of Lroad-based and 
sustalnable economtc growth. The purpose o f  SDP I1 Is to assist, through 
provldlng balance o f  payments and technical support, the GOP In Implementing 
economlc pollcy and admlnlstratlve reforms to Improve the competltlveness o f  
Phlllpplne exports In world markets. 

SDP I1 supports reforms that beneflt exporters dlrectly by lmprovlng the 
prlclng o f  Phlllpplne exports and Increasing access to Inputs at world 
prlces. SDP I1 also supports reforms that lndlrectly benefl t exporters by 
lmprovlng the flnanclal envlronment and Interisland shlpplng. Flve specific 
objectlves o f  SDP I1 are to llberallze rules and regulatlons for forelgn 
exchange transactions and holdlngs, streamllne the duty drawback and VAT tax 
credl t systems for exports, 1 I berall ze Inter! sland shlpplng rates and route 
franchl sl ng, strengthen VAT adml nl stratlon to Improve tax col 1 ectlon and, 
hence, reduce the flscal deficit, and Improve publlc debt management to lessen 
Its Impact on Interest rates. 

The Phlllpplnes faces a external flnanclng gap of $2.7 bllllon for the 
1991-92 perlod. Addltlonal resources are needed t o  allow GOP stabllizatlon 
and reform programs to proceed as planned. 

Perslstent characterlstlcs o f  the Phlllpplne economlc pollcy over the 
past 30 years have been the protectlon of domestlc lndustrles from forelgn 
competl tion by erectlng hlgh tarlff walls and the tendency t o  reduce 
competltlon among domestlc industrles by grantlng monopoly powers to a 
prlvlleged few. The net result o f  these pol lcies Is a plethora o f  lnefflclent 
domestlc lndustrles that are uncompetl tlve In, the open world market. Export 
earnlngs have frequently been short o f  Import needs, leading t o  perlodlc 
balance of  payments crises $hat have become a major cause of economlc 
slow-down. The Phll lpplnss, whlch enjoyed one of the hlghest standard o f  
livlng In Asia at the end of World War 11, has now sllpped behind Its 
nelghbors In spite of abundant natural rasources and hlgh human cap1 tal stock. 

Today, the Phlllpplnes needs to attain hlgh growth that i s  sustainable 
over a long perlod of time. T o  do thls, 1 t must restructure Its economy from 
the I nward-look1 ng protective envlronment of the past to an outward-loobi ng 
competltlve stance. 



Some i n i t i a l  steps have al ready been taken. By 1 l b e r a l  l z i n g  the fo re lgn  
Investment JAY,  by cont inulng t o  reduce quan t i t a t i ve  r e s t r l c t l o n s  on imports, 
and by reducing and s9mpl l fy lng t a r i f f  s t ructures,  the GOP s igna ls  t o  the 
wor ld t h a t  t5e  past  p o l i c y  o f  p ro tec t i ng  domestic i ndus t r les  I s  coming t o  an 
end and t h a t  h i t h e r t o  protected indus t r ies  must be prepared t o  stand on t h e i r  
own f ee t .  By adhering t o  the performance c r i  ter!a o f  the IMF Standby - 
Arrangement, the GOP shows i t s  resolve t o  overcome short-run i nstab! 1 i t y  and 
l a y  a foundat ion f o r  longer term growth based on sound macroeconomic 
management. I n  add i t lon ,  the COP continues t o  makg progress i n  undertaklng a 

p r l v a t i z a t l o n  o f  pub l l c  enterpr ises and encouraging foreign p r l v a t e  investment 
through the passage o f  a bul  ld-operate-transfer law, conf l r m i  ng i t s  posi t i o n  
on the p r i v a t e  sector as the englne o f  growth. 

S r a t e a v  f o r  w o r t  m e t i  t l venes t  

I n  t h i s  general framework o f  p o l i c y  reforms, SDP I1 addresses spec i f i c  
areas o f  reforms d i r e c t l y  a f f e c t i n g  exporters -- namely reforms aimed a t  
1 I beral  l z i n g  the fo re lgn  exchange t ransact ions and holdlngs and a t  making 
available intermedlate inputs o f  export  products a t  wor ld p r i ces .  I n  
add i t i on ,  SDP I1  alms a t  Improvlng i n t e r i s l a n d  shipping serv ices and reduclng 
I n t e r e s t  costs, both c f  which are v i t a l  f o r  exporters t o  be compet i t ive i n  the 
wor ld market. (See Annex F f o r  a broader discussion o f  the p o l i c y  issues on 
export  competitiveness.) 

1. L i b e r a l i z i n g  Foreign Exchange Transactions 

The Phi 1 ippfne exchange market i s d iv lded I n t o  three major segments: the 
o f f i c l a l  Interbank market, the customer market, and the u n o f f l c l a l  o r  
"para1 l e l "  market, w i th  on ly  a tenuous 1 inkage among them. I n  the interbank 
market, m o s t  peso-fore! gn exchange t ransact ions among banks (I ncluding 
i n t e r ven t i on  by the 'centra l  Bank) take place I n  the Foreign Exchange Trading 
Center o f  the Bankers Assoc!atlon of the Ph i l ipp ines (BAP), where the "BAP 

- reference ra te "  I s  determined. The o f f i c i a l  exchange r a t e  i s based on the BAP 
reference ra te ;  the two ra tes  are Identical i n  p rac t l ce  bu t  can, i n  p r l nc l p l e ,  

- be d i f f e r e n t  a t  the d l sc re t l on  o f  the Centra l  Bank. 

The exchange r a t e  s e t  i n  BAP f l o o r  t rad lng  a l so  serves as the basls f o r  
the exchange r a t e  i n  the customer market. However, there are  two major 
s t r u c t u r a l  problems w l  t h  the interbank market, which de t rac t  f rom market 
determinat ion of the exchange r a t e  and e f f i c i e n t  a1 l oca t l on  o f  f o re l gn  
exchange, i nc lud ing  the needs o f  exporters. F i r s t ,  i t  has a 1 l m l  ted number o f  
p a r t l c l p a n t s  (32 comnercial banks) and these pa r t i c i pan t s  depend on Central 
Bank "guidancen i n  s e t t l n g  the exchange ra te .  Market transparency and f u l l  
d isc losure make I t  easier  f o r  the Centra l  Bank t o  use moral suasion 
e f f e c t i v e l y .  Second, i t  i s  a t h l n  market, I n  which a r e l a t i v e l y  small volume 
o f  t ransact ion determines the exchange ra te .  A reason I s  t h a t  commercial 
banks are no t  a1 lowed t o  take f o re l gn  exchange posi t i ons  beyond one month's 
import f i nanc ing  needs. Central Bank in tervent ion,  genera l ly  small I n  volume, 
accounts f o r  more than one-half o f  the t ransact lons;  the r e s t ,  commercial 
in terbank turnover, amounts t o  no more than 1-2 percent o f  the count ry 's  t o t a l  



fo re ign  exchange transactions. The market i s  on ly  open a h a l f  an hour each 
business day. On many business days, no operatlons take place i n  t h l s  market. 

I n  the customer market, t ransact lons take place between commercial banks 
(and otner  author1 zed dealers, whlch account f o r  a very small volume of 
t ransact lons) and t h e i r  customers who represent a wide range of economlc 
agents engaged l n  In te rna t iona l  t ransact lons.  The volume o f  t ransact lons i n  
t h i s  market i s  qul t e  large,  since most recorded balance of payments 
t ransact lons are channeled through It. The absence o f  a la rge Interbank 
market leads t o  a compartmentalltation, w i th  banks t rad lng  mostly w l t h  t h e i r  
own customers and hoarding fo re ign  exchange so t h a t  banks can meet t h e i r  
demands. Thls makes i t  d i f f i c u l t  f o r  users, Inc lud ing exporters, t o  r ead l l y  
access fore1 gn exchange. Whl 1 e the I nterbank market 1 s possl b l y  too 
transparent, the customer market i s  no t  transparent enough. 

The t h i r d  major segment o f  the exchange market, the p a r a l l e l  market, i s  
the channel f o r  a wlde range o f  u n o f f i c l a l  transactions not  recorded I n  the 
balance of payments. The size of t h l s  market 1s bel ieved t o  be several 
b l l  l i ons  of do l l a r s  a year, including a large por t ion  o f  remlttances. O f  an 
estimated t o t a l  of some $3 b i l l i o n ,  on l y  about $1 b l l  l i o n  o f  remlttances are 
channeled through the banking system. Thl s market serves as the safety valve 
f o r  the overf low o f  transactlons from the other two I n  tlmes o f  s t r a i n  on the 
balance of payments. The l a s t  such episode was I n  the second h a l f  of 1990, 
when the divergence between the o f f i c i a l  and p a r a l l e l  ra tes  l e d  t o  a formal 
devaluation. Other than t h l s  occasion, the p a r a l l e l  exchange r a t e  has not  
diverged from the o f f i c i a !  exchange r a t e  by more than a few percentage polnts 
since 1986. 

Therefore, whi le  the exchange ra te  may now be said t o  be market 
determlned I n  a narrow and formal sense, the lmperfectlons o f  the market have 
i n h l  b l  ted f r ee  I n te rp l ay  o f  the forces o f  supply and demand. The record 
Indlcates t ha t  the Central Bank has been successful i n  r es t ra i n i ng  exchange 
r a t e  movements, has pre-set exchange r a t e  targets,  and has managed t o  achl eve 
these targets  mainly through strong guidance reinforced by small amounts o f  
fo re ign  exchange In te rven t ion  I n  the narrow and t h i n  Interbank market. 

The market segmentation and the lack o f  breadth and depth are no t  
conducive t o  the evol u t l o n  o f  a genui ne ly  competi t l v e  environment and I n h i b i t  
determination o f  a r e a l i s t i c  exchange ra te .  The measures proposed I n  SDP I1 
are based on a study by the IMF. They w i l l  cont r lbute  t o  the co r rec t ion  o f  
forelgn exchange market imperfections by broadening and deepening the market, 
b r ing ing  about a more competl t lve environment, and improving the capacity o f  
the market t o  perform a smooth and e f f l c l e n t  intermediat ion o f  f o re i gn  
exchange f lows i n  the economy. No l e g i s l a t i o n  would be required by the GOP t o  
undertake these measures. 

The GOP has a1 ready taken steps t o  1 I beral  ize  fore1 gn exchange 
transactions and holdings. I n  pa r t i cu l a r ,  the GOP has d ra f ted  and c i  rcu la ted 
for comments a proposal t o  reopening o f f - f l o o r  t rading;  allowed a 2 percent 
re ten t ion  o f  f o re l gn  exchange earn1 ngs by exporters f o r  ce r t a i  n purposes, 



- subjected t o  )100,000 maximum 1 i m i  t; and abol i shed the foreign exchange 
a1 locat ion arrangement f o r  01 1 Imports. 

-- 
- - Reopen1 ng o f  o f f - f  loor  t rading among commerci a1 banks. O f f - f  l oor  t rading 

- was permitted when the present exchange system was establ ished I n  1984, 
F 

but was prohib i ted i n  l a t e  1987 when demand f o r  forelgn exchange expanded - 
- 
- - as the economy revived. Off-floor t rading would, i f  accompanied by 

adequate regulat ion as well as measures t o  "broaden" the market ar3 other 
supportive measures, lead t o  the "deepening" o f  the market, more 
efficient and act lve trading, the use o f  more sophisticated techniques 

- 
and less hoarding o f  fore ign exchange. 

- 

- Par t l c lpa t lon  i n  the forelgn exchange market expanded t o  other banks and 
non-bank i n s t l  tut lons. Allowing the entry o f  addl t iona l  par t lc lpants  
w i  11 broaden the market, increase the volume o f  transactions, and promote 
ef f ic iency through increased competition. 

- Retention l i m l  t s  f o r  exporters o f  t h e i r  forelgn exchange earnlngs 
substant ia l ly  expanded. 

- Comprehensive study on forelgn exchange ru les and regul at ions completed. 

2. Increastng Access to Inputs a t  Norld Prlces 

Under the Phi 1 ippine tax law, exporters are e n t i t l e d  t o  duty drawback o f  
t a r l f f s  pald on Imported intermediate Inputs whe'n products us1 ng the Inputs 
are exported. S imi la r l y ,  exporters are exempted from paylng the 10 percent 
Value Added Tax (VAT) and therefore e n t l t l e d  t o  recelve a tax c r e d i t  of VAT 
when products are exported. But i n  practlce, the duty drawback and VAT tax 
credi t systems operate w l  t h  a 1 t o  2 year delay, a t  a great cost t o  
exporters. Thls has been a deterrence t o  export expanslon. Under SDP 11, 
various organizations o f  the GOP w l l l  streamllne the duty drawback and VAT tax 
credi  t sys tern. 

The GOP has a1 ready taken major steps i n  t h l  s area by I ssui ng the 
admlnl s t r a t i  ve order f o r  establ l shi ng the one stop duty drawback center and by 
commi sslonlng the Engineering Center o f  the Universl t y  of the Phi 1 lpplnes t o  
deslgn the processing system f o r  duty drawbacks. Remaining actions are: 

- One stop duty drawback center established and operated e f fec t l ve l y .  The 
length of processing time w i  11 be shortened t o  60 days for 80 percent o f  
completed appl lcat lons. 

- Procedures f o r  prompt approval o f  40 percent o f  VAT tax c r e d i t  clalms 
implemented. The length o f  processlng time w l l l  be reduced t o  60 days 
f o r  80 percent o f  completed applications. 



- 3. Liberal lzing Shlpping Rates and Route Franchising 

In an archlpelaglc country 1 lke the Phll lpplnes, an adequately and 
efflclently functlonlng water transport system 1s crucial t o  timely 
avallablli ty o f  Inputs to exports as we1 1 as flnal exports. However, cargo 
shf pping servl ces have been Inadequate. Government regul atlons on prl cl ng 
(shlpplng rates) and entry (into shlpplng routes) have caused dlstortions In 
the I ndustry and adversely affectsd the transport of goods and servl ces . 

- The problem assoclated wlth shlpplng cargo rate regulations Is the 
dlfflculty o f  accurately Identlfylng and then adjustlng rates that are 
approprlate for all traffic at all tlmes. When rates are higher than what 
would have been "economically approprlate," the rates hlnder movement o f  
potential trafflc o f  goods and servlces, constralnlng the country's overall 
export capablllty. On the other hand, If rates are set too low, shlpplng 
operators have llttle lncentlve to provlde the shlpplng servlces; hence 
curtailing tlmely dlstrlbutlon of exporters* Inputs and products, mostly for 
agrl cul tural products. 

En-t~y regulations a1 so have seriously added to the I nadequacy o f  sh1 ppi ng 
cargo servlces. The lack o f  competltlon and the preference given to exlsting 
"prior" shlppl ng operators have encouraged 1 lml ted and poor qua1 1 ty servl ce. 
Overtonnaglng, i .e. cargo loadlng beyond a1 lowed capaci ty, especial ly 1 n 
prlmary and secondary routes, poses a real threat to passenger safety. 

In 1989, reforms to remove dlstortlons In shlpplng rates were undertaken, 
I .e., removal of & valorem charglng, and 1 lberalizatlon o f  first and second 
class passenger rates. Equally slgnlficant reforms were made in 
October/November 1990 which Included the adoptlon o f  new frelght and passage 
rate formulas wl th a fork tarlff system of plus or minus flve percent, 
abolltlon of the valuation surcharge and rate deregulation for reefer boxes, 
1 ivestock and a1 1 trans1 t goods. These reforms are partly attrl butable t o  the 
support provlded under SDP I and the Shipping Rate Ratlonalization Study. 
Whl le these reforms are certainly desirable, more needs t o  be done to corrsct 
remalnlng dl stortlons, 1 .e., I naccuracies In the present cargo rate formula, 
I napproprlateness of agrlcul tural c o m d l  ty classif lcatlon, rigid servlce 
schedules and unreal 1 stlc third class passenger rates. 

The prtxent plus o r  mlnus 5 percent fork tarlff provides 1 iml ted 
flex1 blll ty as the overall rate setting procedures remain relatively rlgld to 
cost varlatlons, to the type of ship technology provided and t o  the type o f  
packaglng and cargo handling method offered. Further widening of the fork 
tariff Is desirable because it will take care of wide cost varlatlons among 
shlpplng operators and routes and also provlde competition among operators. 

The interisland shlpping commodlty classlflcatlon has also contrlbuted to 
the problem o f  lnadequacy of shlpping servlces especl a1 ly for agrlcul tural 
produce. The rate differentials do not reflect dlfferences In the costs o f  
provldlng servlces for the different commodlty groups, but represent Instead 
an attempt by government to Incorporate the Idea of "what the market will 



bearN i n t o  the ra te  regulat ion process. As a resu l t ,  rates f o r  cer ta in  
commodi t y  classes have been so low tha t  suff lc lent and appropriate services 
are not  available. These problems have been most serious for Class C-Basic 
(agr icu l  t u r a l  commodl t i es .  Abol i t i o n  of Class C-Bas1 c commodi t y  
c l ass i f i ca t i on ,  coupled wl th  the i n s t i t u t i o n  o f  a dual r a t e  system f o r  
commodl t i es ,  1 .e. Class B rates If containerized and Class C rates I f  not 
contalnerlzed, w l  11 Improve services aval lab le for these commodities and help 
induce shlppl ng operators t o  provi de vent1 1 ate3 containers f o r  many export 
products such as bananas. 

There i s  some evidence tha t  a se l l e r s '  market ex is ts  f o r  l i n e r  shipping 
services which puts upward pressures on rates. Also, many po ten t i a l l y  
desirable l i n e r  shipping services are not now being of fered by the l i n e r  
shlpplng Industry. Rather than merely react ing t o  appl lcat lons f o r  new o r  
expanded services, Maritime Industry Author i ty (MARINA) should assume a more 
posl t l v e  r o l e  by Iden t i f y i ng  needs f o r  services and should pub1 l c l y  i nv l  t e  
operators t o  apply f o r  the services. 

I n t e r l  sland passenger t r a f f  1 c exhi b i  t s  seasonal peaks occurr l  ng during 
"summer" months (March t o  ear ly  June) and Chrlstmas holidays (November t o  
January). Regulations holding rates f o r  Third Class passengers a t  1 eve1 s 
which have not  kept pace wi th  I n f l a t i o n  and providing r i g i d  shipping schedules 
have prevented sa t is fy ing  passenger demand during peak periods. This 
s i  tuat ion resu l ts  i n  over-loading and over-crowdl ng of passengers', thus 
rendering f a c i l i t i e s  Inadequate, w l th  fu r ther  unfavorable impl icat ions f o r  
safety. I n s t i t u t i o n  o f  higher seasonal Third Class passage rates during peak 
t ravel  periods would help make shipping passenger capacity s u f f i c i e n t  during 
these periods and reduce safety r i sks .  

Under SDP 11, MARINA and Phi 1 l pp l  ne Shippers ' Council (SHIPPERCON) w! 11 
work together t o  I 1 beral 1 ze ra te  and route franchi s l  ng regulat ions. In1 ti a1 
steps taken, as mentioned above, Include establ l  shing Cork rates o f  plus/minus 
f i v e  percent and deregulating rates on ref r igerated boxes and I lvestock. 
Remalnlng actions include: 

- Action plan adopted t o  l l b e r a l l z e  l l n e r  cargo rates, 

- Agricul  t u r a l  comnodl t l e s  rec lass i f ied,  

- Cargo fork t a r i f f s  widened s lgn l f l can t l y ,  

- Action plan adopted f o r  1 lbera l  l za t l on  o f  route franchising, and 

- Schemes adopted t o  Introduce passenger service schedule and ra te  
f l e x i b l l i  t y .  



4. Strengthen1 ng Value Added Tax Adminl s t r a t i o n  

Aggregate economl c stab1 11 ty i s  h igh ly  c r i  t i c a l  t o  exports and export  
development. Whi l e  I n f l a t i o n  adversely a f f ? c t s  a l l  segments o f  the economy, 
exporters are par t1  c u l a r l y  vulnerable t o  d l f f e r e n t i  a1 i nf 1 a t l on  ra tes  between 
domestic and t rad ing  countr ies. The reason I s  t h a t  the Philippine Central 
Bank has a tendency t o  ad just  the exchange r a t e  slowly when faced w i t h  a rea l  
e f f e c t l v e  exchange r a t e  (REER) appreclat lon. I n  f a c t ,  dur ing the 1 s t .  h a l f  of 
1991, REER has appreciated approximately 10 t o  20 percent, r e s u l t i n g  1n a 
substant ia l  reduct ion I n  export incent ives.  As domestic i n f l a t i o n  outpaces 
t h a t  o f  t rad ing  partners and as exchange r a t e  adjustment lags behind the pace 
o f  p r i c e  escalat ion,  exporters are adversely a f fec ted from two sides: they are 
less competl t i v e  I n  the export market and they have less f ncentive t o  s e l l  i n  
fore fgn markc.ts because more money can be made i n  the domestic market. Thus, 
cont ro l  o f  i n f l a t i o n a r y  pressure i s  h l gh l y  c r i t l c a l  f o r  the enhancement o f  
export  competitiveness and Incentives. Since a major cause o f  I n f l a t I a n  i s  
the shortage o f  publ i c  sector revenue r e l a t i v e  t o  spending, and since VAT has 
a large po ten t ia l  t o  increase tax revenues, SDP I1 s t ipu la tes  the GOP t o  
improve I t s  VAT c o l l e c t i o n  e f f o r t s .  

The GOP has s ta r ted  Improvements by p i l o t  t es t i ng  canvassing t o  f i n d  new 
VAT r eg i s t r an t s  (Operation Suyod), Introducing i n  se lec ted .d i s t r i c t s  a new 
payment con t ro l  system, and proposing t o  Congress the expansion o f  VAT 
coverage and measures t o  improve the admlnl s t r a t l on .  Remaining steps are: 

- "Operation Suyod" and i n s t a l  l a t l o n  o f  the New Payment Control System 
(NPCS) f o r  VAT completed nationwide. As a resu l t ,  there w i l l  be 
demonstrated Improvement i n  e f f i c iency .  

5. Lessening I n t e r e s t  Rate Impact of Pub1 l c  Debt Financing 

Mainly due t o  h lgh I n te res t  ra tes  excessive borrowing under the previous 
regime, some 35 t o  40 percent o f  the GOP budget i s  a1 located f o r  debt service 
payments. Furthermore, because most domestic debt I s  I n  short-term b i l l s  tha t  
requ i re  constant turn-overs, government debt f 1 nancing a c t i v i  t i e s  aggravate 
short-term In te res t  r a t e  f l uc tua t lons .  

Under SDP 11, the GOP w i l l  take act lons t o  replace short-term b i l l s  w l  t h  
longer term debt Instruments t o  reduce I n t e r e s t  r a t e  f l uc tua t i ons  and t o  
broaden the depth o f  the government securi t y  market by o f f e r i n g  t o  small 
savers oppor tun i t i es  t o  Invest  I n  h lgh  y i e l d i n g  government bonds. 

- Act ion program f o r  developing secondary market f o r  long-term pub l i c  debt 
instruments adopted and p a r t l c l p a t l o n  i n  the competl t lve b ids  f o r  
government secur l  ti es widened and b i dd i  ng ru l es  improved. 

- Long-term publ l c  debt instruments promoted and aval lab le ,  and c l ea r i ng  
and sett lement system f o r  government securi  t l e s  designed and tested.  

- Act ion program and mechanl sm for  improving the access o f  small savers t o  
government secur i t i es  adopted and designed. 



D. Po l l cv  m n t a t l o n  Matr ix  

The po l l cy  agenda supported by SDP I1 I s  set fo r th  i n  the d ra f t  matrix I n  
Annex G. The f l n a l  matr lx negotlated wi th  the GOP may d l f fer  i n  some de ta l l s  
from t h l  s d r a f t  matr l  x,  but I t  w i l l  cover the same reform areas. 

Adrninlstratlon and lmplementatlon Issues of the po l l cy  reform matrlx are 
d l  scussed f u l l y  i n  Annex I. Technical ass1 stance including pol i c y  studies, 
t r a i  n i  ng and modest computer ass 1 stance ( I n  terms of hardware and software 
assistance) t o  the Implementing GOP agencies w l l l  f a c i l i t a t e  the 
implementation of pol  i c y  change supported by SDP 11. 

This section provides a dlscusslon of the expected economic Impact o f  the 
SDP I1 cash t ransfer  and the proposed pol I cy  reforms (see Annex H f o r  the 
detal  led  economlc analysis) . 

1. D i rec t  Balance o f  Payments Ef fects  

The t ransfer  o f  SDP I1 funds w l l l  increase the Inf low of capl ta l  and help 
finance the large current account de f i c i t ,  which the IMF pro jects  t o  be 4.5 
percent of GNP i n  199: and 3.9 percent o f  GNP I n  1992. Assuming tha t  SDP I1 
funds w i l l  amount t o  $35 m i l l i o n  l n  1991 and $85 m i l l i o n  i n  1992, the 
projected current account de f i  c i  t w1 1 1 be reduced by approximately 0.01 
percent o f  GNP 1n 1991 and 0.2 percent o f  GNP I n  1992. 

2. Ef fects  o f  Pol icy  Reform Actions 

Given the tendency f o r  overvaluaP1on of the peso, the movement toward 
I 1 beral l za t i on  o f  fareign exchange transactions and holdings 1 s expected t o  
r e s u l t  I n  a t t a i n m ~ n t  o f  a more r e a l i s t i c  exchange r a t e  and al lowing easier 
access t o  fore ign exchange. With less frequent Central Bank in tervent ion and 
w l  t h  more transparent Interbank transactions, market forces w l l l  11 ke ly  adjust  
exchange rates more quick ly  t o  equi l  l brium levels.  Under the new 
i n s t i  tu t lona l  framework, therefore, rea l  e f fect ive exchange ra te  w i l l  1 i k e l y  
depreciate i n  a more t imely fashion. I n  the short t o  medium run, a 
s ign l f l cao t  depreciation may have contractlonary effects on production mainly 
because o f  the lag  I n  export response re la t i ve  t o  the more immediate drop I n  
imports. In the longer run, however, the contractlonary impact o f  lower 
imports i s  expected t o  be swamped by export expansion as the economy adjusts 
t o  the more depreciated peso. 

Since exporters are e n t l  t l e d  t o  duty drawbacks and VAT tax credi  t s ,  the 
impact on the not  government revenue would be zero I n  the long run. By 
stream1 i n i  ng and shortening the process time, however, p ro f  1 tabi  11 t y  o f  export 
a c t i v i  t i e s  I s  rea l  1 zed. Thus, export Incentives are upgraded, The higher 
export incentives w l l l  l i k e l y  t ranslate I n t o  more exports I n  the future.  



The Immedlate Impact of Improved VAT co l lec t ions  would be on t o t a l  tax 
revenues and the f l sca l  de f l c l  t The Improved fl scal posl t l o n  w l l l  lessen 
pressure on money creat lon and lower the ra te  o f  l n f l a t l o n .  

Pol l c y  act lons t o  Improve publ i c debt management would he lp  increase 
f 1  nancl a1 resource mob1 11 zat lon,  reduce the f i scal def 1 c l  t , and reduce the 
crowding ou t  o f  p r l va te  sector lnvestment by the pub l i c  sector. A s  a r esu l t ,  
more productive p r l va te  sector Investments are expected t o  be generated. With 
the change I n  r e l a t i v e  pr lces favor lng  exports, such investments are l l k e l y  t o  
occur 1 n both export-oriented a c t l v l  t l e s  and more e f f  i c i e n t  productton f o r  the 
domestlc market. 

The benef l c l a l  outcomes o f  pol 1 cy reforms toward 11 beral  lzed p r l c l n g  and 
ent ry  I n  the I n te r l s l and  shlpplng sector w i  11 come about through Increased 
e f f l c l e n c y  I n  the t ranspor t  o f  goods and servlces I n  the country and increased 
s u f f l c l  ency of approprlate I n te r1  sland shipping servlces. The e f f  lc lency 
gains from shlpplng r a t e  and route  l l b e r a l l z a t l o n  can be der lved malnly from 
t r ave l  cost savlngs, mlnlm1zatlon o f  cargo shut outs, reduct lon I n  t rave l  and 
wa l t lng  time, avoidance o r  reduct lon i n  delays i n  t ranspor t ing and handllng 
cargos (reduced turnaround tlrne I n  por ts) ,  m l  n lmizat lon o f  weight loss, 
spollage, p l l fe rage and sp l l l age  o f  cargos. More s i g n l f l c a n t  benef l ts  may be 
expected from increased s u f f l  clency o f  approprlate servlces. such as from 
1 ncreased 1 n t e r l  sland trade, agr l  cul  t u r a l  d l ve r s l f  l c a t l o n  and agro-process1 ng. 

3. Quantl t a t l v e  Economic Analysls o f  SDP I1 Reforms 

Overal l  and over tlme, the proposed po l l c l es  are expected t o  Increase 
exports, reduce Imports, reduce f 1 scal def 1 c l  t s  , and lmprove the current  
account balance. Thls w l l l  lmprove economlc s t a b l l l t y  and lead t o  more 
sustalnable growth. 

Although balance o f  payments support helps provlde the needed f i nanc ia l  
stab1 1 I t y  f o r  reform Imp1 ementatlon and s t ruc tu ra l  adjustment, the SDP I1 
grant  funds are t reated as a d l r e c t  program economlc cost l n  conducting 
quantl  t a t l v e  economl c. analysis o f  SDP I1  reforms. SDP I1 d l  sbursements are 
assumed t o  be $35 m l l l  I on  l n  1991 and $85 m l l l  Ion I n  1992, adjusted f o r  the 
shadow p r l  ce of fore! gn exchange. 

Through s lmula t lon of the1 r macro Impacts, the fore1 gn exchange market, 
VAT and publ l c  debt management reforms are evaluated for  t h e l r  d l r e c t  and 
l n d l r e c t  ef fects.  These reforms are assessed uslng the 1989 vers ion o f  the 
Phl 1 1 pp1 ne I n s t i t u t e  of Development Stud1 es-National Economl c and Development 
Author1 t y  (PIDS-NEDA) annual macroeconome tr 1 c mode 1 . The PIDS-NEDA model 
conslsts of 114 behavloral and s t r uc tu ra l  equatlons and 53 l d e n t l t l e s .  I t  1s 
d lv lded l n t o  four major blocks: rea l ,  f l s ca l  , fl nanclal , and externa l .  
Because many o f  the exogenous var iables I n  the model are pol  Icy-orlented, It 
1s particularly su l tab le  f o r  short  term p o l l c y  analysls. I t  should be noted 
however, t h a t  the s t a t l s t l c a l l y  estimated s t ruc tu ra l  parameters o f  the 
economy, g lven the model's functional speclf l ca t lon ,  are def lned by the . 
est lmat lon per lod,  coverlng 1968 t o  1987 o r  subperiods thereof .  I n  t h l s  



respect, p ro jec t ions  and simulat ions from the model are l l k e l y  t o  
underestimate the leve l  and r a t e  of  changes I n  the s t ruc tu re  o f  the eccnomy. 

Us1 ng the PIDS-NEDA model and cur rent  assumptlons from government 
agencies and unpublished studies on exogenous var iables,  p ro jec t ions  o f  key 
macroeconomic var lab les  were obtained f o r  the wfthout  SDP I 1  case f o r  the 
years 1991 t o  2000. Assumptions on exogenous var lab les  Include c e r t a i n  
changes i n  government p o l i c i e s  such as the recen t l y  i n i t i a t e d  t a r i f f  reform 
program and a reduct lon I n  the reserve requirement from 25 percent i n  1993 t o  
16 percent I n  2000. P a r t i c u l a r l y  re levant  t o  the detern lnat ion o f  SOP 11 
bene f i t s  i s  the change I n  the r e a l  Gross Domestic Product, i .e.,  by comparing 
the w i  t h  and w l  tho& SDP I1  rea l  GDP leve ls ,  the bene f i t s  o f  the three reforms 
are obtained. 

The major assumptlons i n  the wlth SOP I1 base case are a one time 
devaluation of the  peso I n  1992 due t o  the f o re i gn  exchange market reforms 
fo l lowed by a moderate depreciat ion as I n  the w l  t hou t  case; an increase I n  VAT 
co l lec t ions  by 20 percent due t o  an improved VAT system; a~ id ,  as a r e s u l t  o f  
improved pub1 i c debt management, a reduct lon I n  the Treasury b i l l  r a t e  by  one 
percentage p o i n t  dur ing 1993 t o  1995 and by another one percentage po in t  
dur ing 1996-2000, and an increase I n  the i n t e r e s t  r a t e  on savings deposi t s  
f rom 5 t o  6 percent I n  1993 and 1994, 7 percent on 1995, and 8 percent I n  1996 
t o  2000. The expected e f f e c t  o f  the f o re i gn  exchange market reforms I s  t o  
change through the peso deval uat lon the economy's expendl tu re  pat tern ,  whi; e 
t ha t  o f  the VAT and pub l i c  debt management reforms i s  t o  the change both the 
pa t te rn  and l eve l  o f  expend! tures d l  r e c t l y  and i n d i r e c t l y .  

The r e s u l t s  o f  the SDP I1 base case are shown i n  the  t ab l e  below. 
The economic i n t e r n a l  r a t e  o f  r e t u rn  (EIRR) 1s a robust  44 percent. Even i f  
on ly  h a l f  the posl t l v e  benef i ts  are r ea l i zed  beginning i n  .1996, the EIRR I s  
s t i l l  a heal thy 29 percent. 

It may be noted t h a t  r e a l  GDP growth w l l l  be slower I n  the f i r s t  fou r  
years, and the ne t  bene f i t s  w l l l  be negative. This I s  due mainly t o  two 
factors: a r e l a t i v e l y  t l g h t  monetary p o l i c y  which reduces the r e a l  value o f  
funds avai lab1 e f o r  investment, and s t r u c t u r a l  adjustment costs. A Inore 
accommodating monetary po l  icy,  which w i l l  p a r t i a l l y  res to re  o r  maln ta in  the 
r e a l  value o f  c r e d l t  ava i lab le  f o r  Investment w i l l  shorten the  adjustment 
per iod considerably. S t ruc tu ra l  adjustment costs a r i  se f rom the  change 1.n 
r e l a t i v e  p r l ces  i n  the economy. These inc lude retooling costs o f  e x i s t i n g  
f irms, bu t  mre impor tant ly  changes i n  Investment pat terns  and the  r e l a t l v e l y  
long gesta t lon pertods o f  new Investments accompanied by d l  sp l  acement o f  o ther  
f ac to r s  o f  product ion.  However, the length  o f  the adjustment i s  p a r t l y  a 
f unc t i on  of the h i s t o r i c a l l y  estlmated parameters of the model. 

I t  I s  h i g h l y  probable t h a t  s t r u c t u r a l  adjustment w l l l  be f a s t e r  than 
Ind icated by the pro jec t ions.  An a l t e r n a t i v e  w l t h  SDP I1 slmulat ion,  which 
maintains the r e a l  value o f  c r e d i t  to the p r i v a t e  sector, r e s u l t s  i n  pos i t i ve  
ne t  benef I t s  beg1 nn i  ng I n  1994, thereby shorten! ng the adjustment per iod t o  
two years. Moreover, the sconomy w l l l  be more stable,  w i  t h  Improvements i n  



both balance o f  payments and f i s ca l  posi t i ons  beginning I n  1992. Add1 t l ona l  
benofi t s  from the other reform act ions not  captured by the s imulat ion,  1 .e. 
increased e f f i c i e n c y  and s u f f i c i e n t  appropriate services 1n i n t e r i s l a n d  
shipping and quicker processing o f  duty drawbacks and tax cred l  t s ,  are a1 so 
expected t o  occur much e a r l l e r  and o f f s e t  the costs o f  adjustment. 

J e t  Benpf i ts  ( I n  m i l l l o n  Desos. 1991 ~ r l c e s )  

IwsU!2 50% R e d u c t f o ~  
i n  Pos i t i ve  Benef i ts  

Economl c I n t e rna l  
Rate o f  Return (XI 44.23 



A =  - - 

- - 
SDP I1 program funding o f  the $120 m i  11 i on  grant  cons1 s t s  o f  $60 m i  11 i on  - 

f o r  FY 1991 and proposed $60 m i l l i o n  t o  be appropriated f o r  FY 1992. The 
source o f  grant  funds I s  Economic Support Fund (ESF) appropr iat ions.  Table 1 
presents a summary o f  pro jec ted ob l  iga t ions,  mortgage and p ipe? in9  over the - 

11 f e  o f  the program. 

B. A l l oca t i on  of Proaram F m .  Method o f  -tion - 
As shown I n  Table 2, SDP I1 w l l l  provide $115 m i l l i o n  i n  grants t o  the 

GOP t o  a s s i s t  i n  the Implementation o f  p o l i c y  reform act ions as agreed I n  the 
pol  i c y  mat r l  x (Annex GI. Fund1 ng requi  rements f o r  program monl to r ing ,  
evaluation, nonfederal audl t (If necessary), technlcal  ass1 stance, pol  i c y  
studles, and t r a i n i n g  component o f  the program i s  estimated a t  $5 m i  11 i on  
( d e t a i l s  are provided provided I n  Section V I .  A.) .  

The balance o f  payments support component wf  11 be Implemented using the 
cash t ransfer  mechanl sm whl 1 e the $5 m i  1 1 i on  "project1 zed"' components w l  1  1 
invo lve AID d l  r e c t  andlor  host  country contract1 ng o f  expa t r i  a te  and loca l  
professionals. Professional serv l  ces o f  l oca l  exper t i  se are essent ia l  because 
of t h e i r  h igh ca l i be r  o f  professional ism and fami l  i a r i z a t l o n  o f  p o l i c y  reform 
agenda. The Buy America po l i c y  w i l l  be fo l lowed and any waivers from t h i s  
p o l l  cy may be s ~ u g h t  a t  the t ime o f  procurement. The monl t o r l ng ,  evaluat lon 
and audl t components w l l l  be implemented through A.1 .D. d l r e c t  contracts using 
A I D  d l r e c t  payment as method o f  f inancing.  The technical  assistance, p o l i c y  
studles, and t r a i n i n g  funding w i l l  be j o i n t l y  programmed by A.I .D.  and NEDA 
using contracts f o r  expat r ia te  as wel l  as F i l i p i n o  expert ise.  As appropriate, 
AID d l r e c t  cont rac t lng o r  host  country cont rac t lng w i l l  be u t i l i z e d  as the 
method o f  implementation; AID d l  r e c t  payment o r  host country reimbursement 
scheme sha l l  be used, as the method o f  f inancl  ng. 

Table 3 shows a summary f i n a n c i a l  p lan  i nd i ca t i ng  the method o f  
Implementation and f inancing f o r  each component, whl l e  Table 4 1; ::strrtes 
pro jec ted expendl tures by f I scal year and program component. 



TABLE 1. Summary of Planned Obligatlons, Mortgage and Pipeline 
(In $'000) 

.OP Funding 

'tanned Obligations: 
Current FY 
Cumulative 

'rojected Mortgage 
(LOP - Planned Obligations) 

/o Mortgage to LOP 

'lanned Expendttures ( fmTable  4): 
Current PI 
Cumulative 

'rojected Plpeline 
(Cum. Plannsd Obligations - Cum. 

Planned Expenditures) 
6 Pipeline to Obligatlons 

FISCAL YEARS 
1991 1 1992 1 1993 1 1994 Total 



TABLE 2. Estimated Allocation of Program Funds 
(m $'OOO) 

Total 
PROGRAM ELEMENTS 

1. Balance of Payment Support 

2. Policy Studies, Technical Assistance 
and Tralnlng 

FY 
1991 
Oblig. 

3. Monitoring, Evaluation and Audtt 

Future 
Years 
Oblig. 

TABLE 3. Method of lmplementatlon and Financing 
(In $two) 

P R O Q R A M  T O T A L  

PROGRAM ELEMENT1 Method of 
METHOD OF IMPLEMENTATION Rnandng 

I. Balance of Payment Support1 
Cash Transfer 

* 60,000 

2. Pollcy Studies, Technical Assistance 
and Training/ A.I.D. Dlrect or 
Host County mad 

3. Monitoring, Evaluation and AudW 
A.I.D. Dlrect Contract 

60,000 

Dollar tranche 
release through 

120,000 

Amount I 

A.I.D. Direct 
PaymentlHost 

Reimbursement 

A.I.D. Direct 
Payment 

'ROQRAM T O T A L  1 120,000 



TABLE 4. Planned Annual Expenditures by Flscal Year end Program Elwnent 
(In $'000) 

Pmram Element h+F 
1. Balance of Payments 

Support , 
I ' - 

2. Pdlcy Sbdbs, Technical 
Asslsbnce & Tralning a/ 680 

3. Monitoring, Evaluation 
and Audtt el 48 

P R O G R A M  T O T A L  

a/ The estimated expendilures indude hFatlon and mlngency allowances 

ND TOTAL 
M I USAID 



The $115 mlll ion cash transfer wlll help the COP In maintaining external 
stab1 1 1  ty while implementing needed reforms. The SDP I1 do1 lars wlll be used 
to service official non-mi 1 1 tary debt to the Unl ted States Government, the 
International Bank for Reconstruction and Development (IBRD), International 
Monetary Fund, International Development Association (IDA), and Asian 
Development Bank (AD01 or for other agreed uses. The actual uses wlll be 
specified at the time of each disbursement. The use o f  SDP I1 do1 lars for a 
Commodity Import Program (CIP) was considered not appropriate at this time, 
because the ini tiatlon of a CIP would not likely Increase total Phi 1 lppine 
imports from the U.S. Instead, It would likely delay the program disbursement 
and Impose additional management burden. 

The remaining $5 mil lion grant funds wi 1 1  enable the GOP and A.I.D. to 
moni tor lmpl ementation, conduct evaluation, f l nance nonfederal audl t (If 
necessary), provlde technlcal asslstance and policy studles, and finance 
training and 1 imi ted commodl tles necessary for the success o f  the SDP I1 
program. The assi stance 1 s being provi ded to support reform progress towards 
export competitiveness and sustainable economlc growth. 

D. Jednlcal A s s l s w c e .  Policv Studies and Training 

Lessons learned In the SDP I Implementation process include the need for 
technl cal ass1 stance and trainlng t o  Implementing organizations and for 
continued pol icy reform studles to maintal n momentum for further reforms. 
Therefore, t o  further the objectives o f  the program, SDP I1 wi 1 1  provide a 
funding mechanism for technical assl stance, pol icy studles, and trainlng 
related to SDP 11. Technical asslstance and trainlng will be provided to 
organlzations, such as the Central Bank, NEDA, the Department o f  Finance, and 
MARINA, for resolvlng technical problems (see Annex I) that will arise in the 
process of implementing agreed on SDP I1 related reforms and provlde training 
to upgrade staff capabl 1 1 ty. 

A1 though technlcal ass1 stance and pol lcy study Issues are treated as 
separate topics, in actuality the distinction between the two Is blurred. For 
i ns tance, technical assl stance can be provlded to implement1 ng organlzatlons 
to undertake pol 1 cy studies as we1 1 as to address technlcal problems 
associated with implementatlon. Out o f  $5 mil lion approximately $4.49 mlll ton 
wlll be set aside for technlcal assistance, polfcy studles, and trainlng 
purposes. In addl tion, a llml ted amount for commodity purchases, such as 
personal computers and per1 pheral equi pment and suppl l e s  , w t  1 1  be provided, as 
determined to be cri tical for the Implementatlon o f  SDP 11. Broad areas of 
assl stance t o  implementing organizattons include but are not 1 imi ted to the 
fol low1 ng: 



- cent ra l ,  Bank: High cal  iber  professional assistance I n  the 
formuli ic ion o f  Central Bank top management po l i c y  w i th  regards t o  the 
workings o f  the fo re ign  exchange market and transactions; study t o  
determine the appropriate c r i  t e r l a  for  foreign exchange ho ld i  ngs ; 
comprehensive study on f o r e l  gn exchange ru les  and regu la t ions,  
i nc lud ing  comparative country studies.  

- ureau o f  In te rna l  Revenue: Tra in ing of s t a f f  on computer assisted 
document processing, c l i e n t  r e l a t i ons ,  and Implementation o f  the new 
system; study revlewlassessment of the effectiveness o f  the one-stop 
duty drawback system and del egat i on  of c e r t i  f y i  ng author! t y  t o  
regional  o f f i ces ;  and comparative study of duty drawback systems o f  
other countr ies.  

- MARIM:  Study o f  1 iner  shippl ng routes t o  develop a serv ice 
regu la t ion  l i b e r a l i z a t i o n  act ion plan; study o f  MARINAISHIPPERCON 
organizat ion t o  prepare act ion plans f o r  more e f f i c i e n t  
MARINAISHIPPERCON operations. 

- -of Study the need t o  develop a secondary market 
f o r  long-term government secur i t i es ,  w i th  a review o f  Implementation 
options, inc lud ing debt instruments and 1 l q u i d l  t y ' f ac l . 1  I t i e s ;  study 
the f e a s i b i l i t y  o f  marketing savings bonds t o  households and design 
d i f f e r e n t  f i nanc ia l  Instruments; study a l te rna t i ve  savings 
instruments t ha t  would provide posi t i v e  rea l  i n t e res t  t o  small savers 
and conduct a workshop w i th  banks and other f i nanc ia l  I n s t i t u t i o n s  t o  
formulate act ion plans; study the establishment of an e f f i c i e n t  
c lear1 ng and settlement system f o r  government secur i ty  dealers. 

- YFDA: Study the ove ra l l  impact of po l i cy  reforms under SDP 11; study 
tour  o f  o ther  developing countr les t o  examine re levant  experience i n  
economi c pol  1 cy formul at lon.  

E. Jbnltorlna. Fvaluat lon and Audl t  

SDP I 1  w i  11 fund technical  serv i  ces t o  moni t o r  and evaluate the pol i c y  
reform act ions through one o r  more d i r e c t  A. I .D.  contracts. Moni t o r l n g  and 
evaluat ion w i l l  Include, dur ing the Implementatlon of SDP I1 and a t  one o r  
more po in ts  the rea f te r :  

- An eva luat ion o f  progress toward a t t a l  nment o f  the objectives o f  
SDP 11; 

- I d e n t l  f i  cat ion and evaluat i on  of problem areas o r  const ra in ts  
which may I n h i b i t  such attainment; 

- Assessment o f  how such Informat ion may be used t o  help overcome 
such problems; 



- Evaluation, t o  the degree feasl ble, of the overa l l  development 
Impact o f  SDP I1  ; and 

- Recommendations on actions t o  further the objectives o f  SDP 11. 

Since the economic Impact of the .pol i c y  reforms w i  11 be pervasive and - 

w l l l  extend t o  a l l  segments of the economy, impact evaluatlons w l l l  be 
performed uslng a general equi 11 b r i  um approach. For the f o r e l  gn exchange 
market reform, Increase i n  VAT collection, and be t te r  management o f  publ ic  
debt, the USAID Mlsslon proposes t o  estimate Impact by u t l l l z l n g  a model, such 
as the PIDS-NEDA macro-econometric model. For the Impact evaluation o f  the 
l i b e r a l i z a t i o n  o f  in te r is land  shlpplng rates and routes, quant i ta t i ve  benef l ts 
w i l l  be analyzed uslng speci f ic  rates and routes examples. 

SDP I 1  w l l l  a lso fund technical services f o r  f inanc ia l  monl t o r l ng  and 
non-federal audi t s  , I f  necessary. Independent audl t i  ng f l r m s  may be 
contracted by the Mission t o  carry out these a c t i v i t i e s .  Total cost f o r  
monitoring, evaluation and audi t  i s  estimated a t  $510,000. 

VI. IMPLEMENTATION PROCEDURES 

1. Balance of Payment Support 

The amount o f  $115 m l l l l o n  w i l l  be used t o  service GOP obl igat ions t o  the 
U.S. Government, IBRD, IMF, I D A  and ADB. A.I.D. approval o f  a schedule o f  
payments w l l l  be a condit ion precedent t o  dfsbursement o f  do l la rs  f o r  balance 
o f  payments support. This approval requirement w l l l  enable A.I.D. t o  ensure 
tha t  the do l la rs  w l l l  be disbursed as quickly as possible f o r  e l l g l b l e  loan 
payments. To comply w i  t h  the statutory provlslons and regulations on tracking 
d o l l a r  uses, speclal arrangements w i l l  be undertaken t o  t h i s  e f f ec t .  These 
arrangements w l l l  ensure tha t  each do l l a r  d l  sbursement by the Central Bank o f  
the Phi l ippines I s  made d i r e c t l y  and I s  trackable t o  the payee. 

a. Schedule o f  Tranche Releases 

Upon sa t ls fac t lon  o f  the legal ,  administrat ive and other non-reform 
performance Condl t ions Precedent t o  I n l  t i a l  d l  sbursement of do1 l a r s  t o  the 
COP, A.1 .D. w l l l  d l  sburse on behalf o f  the GOP the f t  r s t  tranche o f  
$35 m i  11 ion f o r  deposl t I n  the separate account o r  accounts wf  t h  the bank or 
banks speci f ied by the GOP. Disbursement w i l l  be ef fected through the 
e lect ron ic  funds t ransfer  system. 

Upon sat! s fact lon o f  the condi t lons precedent t o  d l  sbursement o f  the 
second tranche, A.I.D. n i l  1 dlsburse on behalf of the GOP $40 m i  11 i on  f o r  
deposi t i n  the SDP I 1  Do1 l a r  Special Account. 



Upon sa t is fac t ion  of the condltlons precedent t o  disbursement of the 
t h i r d  tranche, A.I .D. w l l l  disburse on behalf of the GOP $40 m i  11 ion for 
deposit I n  the SDP I1  Dol lar  Special Account. 

b. The SDP I1 Do l la r  Special Account 

The separate bank accounts i n t o  whl ch do1 l a r s  d l  sbursed are deposi ted 
w i l l  be re fer red t o  co l l ec t i ve l y  as the "SDP I 1  Dol lar  Speclal Account". 
Funds deposl ted i n  t h i s  Account w l l l  not be commingled w l  t h  funds from any 
other source. The Account w l l l  include and w l l l  be credl ted f o r  any In te res t  
earned from funds held i n  t h i  s Account and any GOP refunds f o r  unacceptable 
disbursements from the Account. The Account w l l l  be used f o r  the payment of 
prospective o f f i c i a l  non-mil i tary debt obl igat ions i n  accordance wi th  mutually 
agreed upon Implementatlon plans for SDP I 1  o r  for such other purposes as 
A.I.D. may agree t o  I n  wr i t ing.  The GOP w l l l  disburse do l la rs  I n  the SDP I 1  
Dol lar  Speclal Account i n  accordance wi th  the Dol lar  Implementatlon Plan. A l l  
do1 l a r  disbursements w l l l  be drawn d l r e c t l y  from the Account and paid d l r e c t l y  
t o  the payees specl f led i n  the Implementation plan f o r  the amounts specl f led 
on the given due dates. 

2. Pesos 

Based on a recent ly issued A. I .D. pol i c y  on - loca l  currency as contained 
I n  STATE 202944, loca l  currency need not be generated when do l la rs  are used t o  
service external pub1 l c  sector debt. Since the do1 l a r  proceeds from the cash 
t ransfer  under SDP 11 w i l l  be used so le ly  t o  service the GOP's debts t o  the 
U.S. Government, IBRD, IMF, I D A  and ADB, no pesos w l l l  be generated under the 
program. 

USAID Of f i ce  o f  the Program Economics (OPE) I s  the technical o f f i c e  that  
w l l l  coordinate overa l l  proJect Implementatlon, Includlng monitoring and 
evaluation. Assistance w l l l  be provided by other USAID o f f i ces  such as the 
Off1 ce o f  the Legal Advl ser, Financial Management, Development Resources 
Management, .and Contract Servi ces O f f  ice. 

a. GOP Quar ter ly  Do1 l a r  Di sbursement Reports 

Dol lar  disbursements from the Dol lar  Special Account w i l l  be monitored by - 
USAID1s O f f  1 ce o f  F l  nancl a1 Management throuph GOP quar ter ly  reports,  whl ch 
may be amended and are due by the end o f  the fo l lowing quarter. They w i l l  
contain a t  l eas t  the fo l lowing Information: each disbursement from the SDP I1 

- Do1 l a r  Special Account w i  t h  a speci f icat ion f o r  each disbursement o f  the payee 
and the amount and date o f  payment, together w i th  ce r t i f i ca t i ons :  (1) t ha t  the 
GOP has obtained and i s  maintaining documentation f o r  each disbursement, and 
(1 1) tha t  a1 1 funds disbursed from the SDP I1  Do1 l a r  Special Account have been 

- used I n  accordance w l  t h  the terms o f  the SDP I 1  Grant Agreement. 
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b. Reform Progress Report 

The GOP w l l l  subml t a progress repor t  on the pol I cy  act lon or  resul ts  t o  
the Offlce o f  the Program Economlcs when It conslders the t r l gge r  Indicators 
t o  have been sa t is f led .  Jo in t  consul ta t lons on progress w l l l  be held a t  least  
three weeks I n  advance o f  the desired dlsbursement date. If necessary, the 
GOP and A.I.D. w i l l  exchange addl t lonal  Informatlon regardlng the sat ls fact lon 
o f  the po l l cy  actions. 

c . Progress Monl tor1 ng 

The O f f l ce  o f  the Program Economlcs n l l l  arrange f o r  t h l r d  par ty  reform 
progress monltorlng o f  SDP 11. Reform progress monltorlng w l l l  obtaln 
detal  led  period1 c I nformatlon on the pol 1 cy reform, re1 evant economl c 
causatlve and Impact vartables, and developments I n  the environment tha t  can 
d l r e c t l y  o r  Indirectly a f f e c t  GOP Implementatlon progress. A team o f  
professlonal contractors n l l l  be used w l th  expert lse as necessary I n  such 
f le lds  as fo re lgn  exchange market, In te r1  sland transportatlon, I nternatlonal 
economl cs, publ 1 c f lnance, quantl t a t1  ve model 1 lng, and computer programml ng. 
Estlmated cost o f  the a c t i v i t y  I s  $210,000. 

d . Eva1 uatlon Arrangements 

The O f f l ce  o f  the Program Economlcs w i l l  use professlonal servlces t o  
evaluate SDP 11. The eval uatlon w i l l  cover appropriateness o f  program desl gn, 
revlew o f  Implementatlon and attalnment o f  SDP 11 objectlves, quantl t a t l v e  and 
qua11 t a t l v e  assessment o f  t h e l r  Impacts on the economy, Implementatlon process 
and repor t lng evaluatlon, and imp1 lcat lons f o r  the desl gn and development o f  
fu tu re  grants under SDP 11. Professlonal servlces w i l l  be u t l  1 lzed w l  t h  
expert lse I n  fore lgn exchange market, transportatlon, In tarnat lonal  economics, 
publ 1 c f lnance, quantl t a t l v e  model 1 lng  and computer programnlng. Evaluatlon 
a c t l v l t l e s  n l l l  be carr led out  i n  1994, a few months af ter  the t h l r d  tranche 
re1 ease. Estlmated t o t a l  costs are $250,000. 

H l t h  the SDP I1  lmplementatlon, I n  addl t lon t o  the advent o f  PEPS 
lmplementatton a c t l v l  t ies ,  the workload o f  the OPE w l  11 Increase s lgn l f l can t l y  
beyond the capacl ty o f  current OPE s t a f f .  The OPE I s  I n  need o f  one, I.(; not 
two, add1 t l o n a l  FSN professlonal to share the workload and t o  successful l y  
carry out the new asslngment. 

A.I.D. and GOP w l l l  j o i n t l y  program the SDP I1 fundlng f o r  technlcal 
asslstance, po l  I cy  studies and t r a l n l  ng a c t l v i  t ies .  Both expatr lates and 
F l l  i p l no  professlonals w l l l  be contracted t o  provlde servlces. To assure the 
successful lmplementatlon o f  SDP I1 program, the ,technl ca l  ass1 stance and 
po l l cy  study program should be put I n  e f f e c t  as soon as posslble. It I s  
planned tha t  technlcal asslstance, pol I cy  study, and t ra ln lng  a c t i v l  t l e s  w l l l  
extend beyond the tlme o f  cash transfers t o  malntaln con t lnu l ty  o f  po l tcy 
reform e f f o r t s  o f  the COP. The coordination of no less than 7 d l f f e r e n t  GOP 



- 
organ! zatlons that are i nvolved in the pol 1 cy reform Imp1 ementatl on and the - 

admi nl stratlon of a large number of pol Icy study, technl cal ass1 stance, and 
- training activl ties require at least one full time professional, If not two, 

who wlll be responsible for the successful completion of the SDP I1 program. 
Estimated total costs are $4.49 mill ion. 

5. Financial Monltorin~ and Audit 

The Off1 ce o f  Fi nanci a1 Management Is responsl ble for monl tori ng program . 
dl sbursements especl a1 ly those made from the do1 1 ar special account t o  ensure 
the propriety of transactions. If necessary, th'e services of Independent CPA 
firms may be contracted by OFM to carry out financlal monitwing activi ties. 

The Office o f  the Regional Inspector General for Audlt (RLG/A) has 
primary responslbllity for audits of A.I.D. financed assistance. If 
necessary, provl sion for f lnanclal or compl lance audl t I s carried out through 
nonfederal audit. Any nonfederal audit Is carried out through contracts with 
recognl zed Independent pub1 ic account1 ng f 1 rms, and is f inanced through funds 
set aside within the actlvl ty. 

In addition t o  the Mission's financlal monitoring and audit activities, 
the GOP Commission on Audlt (COA) conducts, on an annual basis, an audit o f  
the dollar special account to ensure that disbursements were made in 
accordance with the program agreement and applicable laws and regulations. 

The total amount of program funds set aside for financial monitoring and 
audit Is $50,000. Funding for COA audit is provided by the GOP. 

1. Department of F l  n m c e .  

The Department of Flnance (DOF) , through 1 ts International Finance 
Group, will be the lead Implementing agency for SDP 11. It will be 
responsible for tlmely and satisfactory Implementation of SDP I1 activities 
including GOP monl toring and report1 ng requirements. DOF wlll a1 so be 
responsible, In coordination with the Central Bank o f  the Phi lipplnes (CB), 
and Bureau of Treasury (BTr), for the preparation and submission t o  A.I.D. o f  
Implementation plans for the disbursement o f  dollars from the SDP I1 Dollar 
Special Account, prior to such disbursement. 

2. Natlonal Econocni c and Development Author! ty 

Together with DOF, the National Economl c and Development Author! ty 
(NEDA), through the Director General and the Natlonal Development Office, will 
represent the COP in dealing with A.I.D. In regard t o  SDP 11, especially 
concerning technical support. Specifl c technical support actlvl tles nil 1 be 
handled directly between A.I.D. and the Involved GOP agency. It also will 



coordinate wi th DOF, BTr, CB, 
a Joint review with A.I.D. on 
descrlbed or similar to those 

and other enti tles, as necessary, in conductlng 
the satisfaction of pol icy actlons or results 
descrlbed In the Pol icy Implementation Matrix. 

3. Central Bank o f  the Phil lppines 

The Central Bank !CB), through its Treasury Department, Management of 
External Debt Department and the Department of Economlc Research, wi 1 1 : 

. 
a. With the agreement of A.I.D. and in coordlnation with the 

BTr, establish a separate account or accounts wlth the designated bank or 
banks Into which BOP support do1 lars dl sbursed by A.1 .D. wlll be deposl ted 
(1.e.. the SDP I1 Dollar Special Account). 

b. In coordination wi th BTr, prepare and submit to A.I.D., prior 
to dollar disbursements, the statements of names, branches and U.S. Federal 
Reserve Bank branch numbers of the bank or banks with which the dollars 
disbursed wi 1 1  be deposited, together wi th statements of amounts of do1 lars to 
be deposl ted in separate accounts with those banks. 

c. Dl sburse dollars from the SDP I1 Do1 lar Special Account to be 
pald directly to the specified creditors. 

d. Obtain, maintain and certlfy to A.I.D. that evidence for the 
agreed upon payments have been made from the Dollar Special Account. 

e. Prepare and subml t to A.1 .D. the requlred quarterly do1 lar 
disbursement reports, together with the required certlf icatlons related to 
those reports. 

f. ~odrdinate with NEDA and DOF, In obtaining and providing 
inputs to the reform progress report. 

4. Bureau o f  Treasury I 
The Bureau of Treasury (BTr) will : 

a. Provide to DOF and CB required information on official debt 
I. 

- 

obl igations to be pald. - -  
b. Provide information, as necessary, to CB for the required 

do1 1 ar di sbursement reports. 
. - 

5. Uari time Industry ~uthori ty 

The Maritime Industry Authority (MARINA) wlll be mainly responsible for 
the satisfactory implementation of policy actions under SDP I1 aimed at 
providing adequate interisland liner services for exports, i.e. liberalization 
of rate and route regulations. MARINA, In coordinatlon with the Phll ipplne 
Shippers' Counci 1 (SHIPPERCON) and wl th the assistance of A.I.D., nil 1 also be 



responsi ble I n  the implementation of various techni cal assistance actlvl ties, 
1 .e. pol icy research, trai nlng, database upgrading. MARINA and SHIPPERCON, 
wi th AID assistance, are expected t o  make available staff time and existing 
equipment/materials for upgrading o f  their database systems and for staff 
trai ni ng . 

6. Bureau of Internal Revenue 

The Bureau of Internal Revenue through its Value Added Tax (BIR-VAT) 
dlvlslon Is responslble for Implementlng policy reform actions under SDP I1 
geared towards improving VAT col lection effi ciency and VAT credit system for 
exporters. The operations chief of the BIR-VAT division will coordinate with 
DOF, NEDA and other Implementing agencies in the completion and submission o f  
the reform progress report to A.I.D. Including, as necessary, a Joint review 
wl th A.1 .D. on the satisfaction of pol icy actions o r  results. 

7. Bureau of CustomsfDepartment of Trade and Industry- 
International Trade Group 

The Department o f  Trade and Indus try-International Trade Group (DTI-ITG) , 
through the Bureau o f  Export and Trade Promotion (BETPI, wlll play a 
facilitating role at the start of the one stop shop duty drawback center. 
BETP, wi th experience from the setting up of the one stop export processing 
center, wlll oversee the whole exercise on the Improvement of the duty 
drawback process! ng system. Thi s includes ass1 stance t o  the Department of 
Science and Technology-Instltute of Technical Design and Innovation 
application for developing the standard formulas o f  manufacture (SFMI for 
prlort tp export products and establl shing an Institutional network for the 
appl icatlon of SFMs and attention to the hardware and software requirements of 
the center. Once a sufficient level of efficiency In the operations o f  the 
center 1 s attained; BETP will pass on the managerial responsl bll i ty o f  the 
center t o  Bureau of Customs (BOC). 
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V I I  . CONDITIONS AWD COVENANTS 

The fol lowing are the conditions and covenants proposed f o r  SDP 11: 

A. Cgndltlons Precedent t o  Inltl- 

P r i o r  t o  I n i t i a l  disbursement, the GOP w l l l ,  except as A.I.D. may 
otherwise agree i n  wr i t ing ,  fu rn lsh  t o  A.I.D., i n  form and substance 
sat is factory  t o  A.I.D.: 

1. The Department o f  Justice opinion tha t  the Grant Agreement has been 
authorized i n  behalf  o f  the GOP and const i tutes a v a l l d  and binding GOP 
obl igat ion; and 

2. S i  gnature c e r t i f l  cat ion of author1 zed GOP reprasentatl  ves and 
desl gnatlon o f  add1 t i ona l  representati  ves. 

0. -it ions Precedent t o  F i r s t  Do l la r  D i m  

Pr io r  t o  each A.I.D. disbursement, the GOP w ? l l ,  except as A.I.D. may 
-- otherwise agree I n  wr i t ing ,  furnish t o  A.I.D., i n  form and substance 

sat is factory  t o  A.I.D. : 
- 1. the name(s1, branch(es) and U.S. Federal Reserve Bank branch 

number(s1 o f  deposl t o ry  banks f o r  the do1 l a r  d l  sbursement and the amount o f  
do l la rs  t o  be deposited therein; 

2. an Implementation Plan specifying (1) the respons lb l l l  t l e s  and 
In ter re la t ionshlps o f  the e n t i t l e s  involved 1n the receipt  and d l  sbursement o f  
US.  do1 l a r  funds, (11 a schedule o f  payments, i den t l f y l ng  payees, amount and 
due dates o f  the loans proposed t o  be made by the Grantee using U.S. do1 la rs  
provlded I n  the tranche release and any In te res t  earned thereon; and (11 1) the 
type o f  documentation t o  be obtained and maintained by o r  on behalf o f  the 
Grantee evidencing the use o f  U.S. do1 l a r s  d l  sbursed from funds provlded 
through the program; and 

3. technl ca l  support Imp1 ementation plan and agreement on the scopes o f  
work f o r  monl t o r i  ng, evaluation, and p r i o r 1  ty technical ass! stance services. 

C. W ~ ~ ~ Q C L S  Precedent t o  SQCPnd and Third Dol lar  Dlsburs- 
k a ! l m u m a  

Pr io r  t o  dlsbursement o f  the second and t h i r d  tranches i n  addl t l o n  t o  the 
Condl t ions Precedent 1, 2, and 3 under B, the GOP and A.I.D. sha l l  have 
concluded consul ta t lons  acceptable t o  A. I .D. on GOP progress towards the 
objectives o f  SDP 11, on sat is fact ion o f  the specif ic implementatlon actions 
and ind icators  o f  the Pol icy Implementation Matrlx, and on the operations o f  
the technical support component. 



D. Terminal Date for  Condltlons Precedent t o  A.1.D. Do l l a r  
Dlsbursementz 

- The terminal dates f o r  the above condltlorls precedent f o r  A.I.D. 
disbursement are 60-days a f t e r  grant  s igning f o r  l n l t l a l  d:sbursement; 
December 31, 1991 f o r  first BOP support d l  sbursement; Septe%Ser 30, 1992 f o r  - the second BOP support disbursement; and June 30, 1993 for the t h l r d .  A . 1  .D. 

- may a g n e  I n  w r l t l n g  l o  a l a t e r  date o r  terrnlnate the agreement by w r l  t t e n  
not ice t o  the GOP. .. 

1. U.S. Do l l a r  Account 

U.S. do l l a r s  being held I n  the account I d e n t l f l e d  by the GOP sha l l  not  be 
commlngied w l  t h  funds from any other source except t ha t  the account sha l l  
include I n te res t ,  If any, earned on funds held i n  the account. Thls Account 
sha l l  a lso Include any GOP refunds f o r  unacceptable dlsbursements from the 
account Inc lud ing in terS!s t  on such GOP refunds. The GOP sha l l  promptly 
f u rn i sh  t o  A.I.D. i n  form and substance sa t i s fac to ry  t o  A.I.D.: 

a. Documentation evidencing deposl t s  I n t o  the account, and 

b. Monthly statements o f  balances held I n  the account, Inc lud ing 
In te res t ,  I f  any, earned on funds held thareln.  

2. Disbursements from U.S. Do l l a r  Account 

U.S. do l l a r s  held I n  the account re fe r red  t o  above sha l l  be disbursed by 
the Central Bank o f  the Ph! 1 ipplnes i n  accordance w l  t h  the Implementation plan 
t o  service o f f i c i a l  non-mi l i tary debt ob l igat ions o f  the GOP t o  the United 
States Government, the In te rna t iona l  Monetary Fund, the IBRD, the 
In te rna t iona l  Development Association, o r  the As1 an Development Bank, I n  
accordance w l  t h  the schedules o f  payments provided. Funds held i n  the account 
sha l l  be used so le l y  f o r  the foregoing purpose, o r  f o r  such o ther  purposes as 
A.I.D. and the GOP may mutual ly agree upon, u n t i l  a1 1 funds he ld  I n  said 
account have been d l  sbursed from tlme t o  time f o r  such purpose. 



REQUEST FOR ASSISTANCE 



Republic of the Philippines 
DEPARTMENT OF FINANCE 

Manila 
I 

e. Yalcolm Eutler 
Mission Director 
U.S. Agency for Internatio~l 

Development (USAID) ' 
Roxzs Blvd. , Manila 

Dear k. Eutler: 

ANNEX A - 1  

As you +re aware, the concerned Philippine Government agencies 
have been working closely for several' months now with USAID 
officials in fomulati~ the policy reform program to be implemented 
urder the Support for Development Prcgram (SDP) 11. This includes 
mxroeconomic ard sectoral reform measures that will enhance export 
corn-get it iveness ard a1 leviate persistent balance of pa- 
corstraints. In behalf of my Govement, I would like to formally 
request that this prcgram be supported by $60 mil lion in g m t  
assistance. 

Of the amount being requested. $4 million will be allocated for a 
technical support component thct will facilitate the implementation 
of the €greed policy refonn.mezsures. 

F'urthennore, . we' would appreciate the Mission's rssistance in 
agmenting -am financirg by an increment of up to $60 million to 
support the policy refonn package earlier agreed upon . 

We trust that favorable consideration would be extended by your 
~ o $ ~ e n t  on this request ani 1cak forward to your early reply. 

cc: Sec. Paderanga, IEDA 
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REDELEGATION OF AUTHORITY FOR PAAD DEVELOPMENT AND AUTBORIZATION 
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ANNEX C-1 

5C (2) - ASSISTANCE CHECKLIST 
Listed below are statutory 

criteria applicable to the 
assistance resources themselves, 
rather than to the eligibility of a 
country to receive assistance. This 
section is divided into three parts. 
Part A includes criteria applicable 
to both Development Assistance and 
Economic Support Fund resources. 
Part B includes criteria applicable 
only to Development Assistance 
resources. Part C includes criteria 
applicable only to Economic Support 
Funds. 

CROSS REFERENCE: IS COUNTRY CHECKLIST UP 
TO DATE 

A. CRITERIA APPLICABLE TO BOTH 
DEVELOPMENT ASSISTANCE AND ECONOMIC 
SUPPORT FUNDS , 

1. Host country Deve1opmen.t 
Efforts ( FAA Sec. 6 0 1  (a) )I: 
Information and conclusions on 
whether assistance will encourage 
efforts of the country to: (a) 
increase the flow of international 
trade; (b) foster private initiative 
and competition; (c) encourage 
development and use of cooperatives, 
credit unions, and savings and loan 
associations; (d) discourage 
monopolistic practices; (e) improve 
technical efficiency of industry, 
agriculture, and comm9rce; and (f) 
strengthen free labor unions. 

2. U . 8 .  Private Trade and 
Investment (FAA Sec. 601  (b) ) : 
Information and conclusions on how 
assistance will encourage U.S. 
private trade and investment abroad 
and encourage private U.S. 
participation in foreign assistance 
programs (including use of private 
trade channels and the services of 
U.S. private enterprise). 

- - 

- 

Yes. It is included in -- 
the PAAD for the Private 
Enterprise Policy Support -- 
Program ( 4 9 2 - 0 4 5 7 ) .  

1. and 2 .  Objective of 
the program is to assist 
the GOP in implementing 
policies to improve the 
competitiveness o f 
philippine exports in 
world markets thus - 
directly fostering a), 
b), d) , and e). The 
program will not impact 
upon c) or f) . It is 
expected that there will 
be increased U.S. 
technical assistance and 
investment opportunities 
as a result of this 
program. 
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congressional ~otification 

a. General requirement 
(FY 1991 ~ppropriations Act Secs. 
523 and 591; FAA Sec. 634A): If 
money is to be obligated .for an 
activity not previously justified to 
Congress, or for an amount in excess 
of amount previously justified to 
Congress, has Congress been properly 
notified (unless the notification 
requirement has been waived because 
of substantial risk to human health 
or welfare) ? 

b. ~otifice of new account 
obligation (FY 1991 
Appropriations Act Sec. 514) : If 
funds are being obligated under an 
appropriation account to which they 
were not appropriated, has the 
President consulted with and 
provided a written justification to 
the House and Sentate Appropriations 
Committees and has such obligation 
been subject to regular notification 
procedures? 

c. Cash transfers and nonproject 
sector assistance ( FY 1991 
Appropriations Act Sec. 575 (b) (3) ) : 
If funds are to be made available in 
the form of cash transfer or 
nonpro j ect sector assistance, has 
the Congressional notice included a 
detailed description of how the 
funds will. be used, with a 
discussion of U.S. interests to be 
served and a description of any 
economic policy reforms to be 
promoted? 

4. Engineering and Financial 
Plans (FAA Sec. 611 (a) ) : Prior to 
an obligation in excess of $500 ,000 ,  
will there be: (a) engineering, 
financial or other plans necessary 
to carry out the assistance; and (b) 
a reasonably firm estimate of the 
cost to the U.S. of the assistance? 

Yes. The waiting period 
for the Congressional 
Notification expired 
without objection on 
August 19, 199 1. 

Yes. 

Yes. 
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5. Legislative Action (FAA 
Sec. 611 (a) (2) ) : If legislative 
action is required within recipient 
country with respect to an 
obligation in excess of $500,000, 
what is the basis for a reasonable 
expectation that such action will be' 
completed in time to permit orderly 

; accomplishment of the purpose of the 
1 assistance? 

6. Water Resources (FAA Sec. 
611 (b); FY 1991 Appropriations Act 
Sec. 501) : If project is for water 
or water-related land resource 
construction, have benefits and 
costs been computed to the extent 
practicable in accordance with the 
principles, standards, and 
procedures established pursuant to 
the Water Resources Planning Act (42 
U.S.C. 1962, et seq.)? (See A.I.D. 
Handbook 3 for guidelines.) 

7. Cash Transfer and Sector 
Assistance (FY 1991 Appropriations 
Act Sec. 575(b)) : Will cash 
transfer or nonpro ject sector 
assistance be maintained in a 
separate account and not commingled 
with other funds (unless such 
requirements are waived by 
Congressional notice for nonproject 
sector assistance)? 

8. Capital Assistance (FAA Sec. 
611 (e) ) : If project is capital 
assistance (m, constructiun) , and 
total U.S. assistance for it will 
exceed $1 million, the Mission 
Director certified and Regional 
Assistant Administrator taken into 
consideration the countryt s 
capabiity to maintain and utilize 
the project effectively? 

9. M u l t i p l e  C o u n t r y  
Objectives (FAA Sec. 601 (a) ) : 
Information and conclusions on 
whether projects will encourage (b) 

No legislative action is 
required. 

Yes. 

Yes to (a), (b), (a, 
(e). N/A to (cj and (f). 
(See A. 1) 
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development and use of cooperatives, 
credit unions, and savings and loan 
associations; (dl discourage 
monopolistic practices; (e) improve 
technical efficiency of industry, 
agriculture and commerce; and (f) 
strengthen free labor unions. 

lo. U.8. Private Trade (FAA 
Sec. 601(b)): Infomation and 
conclusions on how project will 
encourage U.S. private trade and 
investment abroad and encourage 
private U.S. participation in 
foreign assistance programs 
(including use of private trade 
channels and the services of U.S. 
private enterprise) . 

11. Local Currencies 

a. R e c i p i e n t  
contributions (FAA Secs. 612 (b) , 
636(h)) : Describe steps taken to 
assure that, to the maximum extent 
possible, the country is 
contributing local currencies to 
meet the cost of contractual and 
other services, and foreign 
currencies owned by the U.S. are 
utilized in lieu of dollars. 

b. U.S. -Qwned Currency (FAA Sec. 
612 (d) ) : Does the U. S. own excess 
foreign currency of the country and, 
if so, what arrangements have been 
made for its release? 

c. Separate Account (FY 1991 
Appropriations Act Sec. 575). If 
assistance is furnished to a foreign 
government under arrangements which 
result in the generation of local 
currencies: 

(1) Has A . 1 . D -  (a) 
required that local currencies be 
deposited in a separate account 
established by the recipient 
government, (b) entered into an 
agreement with that government 
providing the amount of local 
currencies to be generated and the 

The program will help 
- p r o m o t e  e c o n o m i c  

stability and growth 
which in turn w i l l .  
increase imports from the 
U.S. including technical 
a s s i s t a n c e  a n d  
commodities. U.S. 
private investors should 
be able to take advantage 
of enhanced trade 
opportunities.(See A.l) 

Grantee contributions 
will include support 
costs for U.S. technical 

- assitance. 

No. 

No local currencies will 
be generated. 



terms and conditions under which the 
currencies so deposited may be 
utilized, and (c) established by 
agreement the responsibilities of 
A.1.D. and that government to 
monitor and account for deposits 
into and disbursements from the 
separate account? 

(2) Will such local 
currencies, or an equivalent amount 
of local currencies, be used only to 
carry out the purposes of the DA or 
ESF chapters of the FAA (depending 
on which chapter is the source of 
the assistance) or for the 
adminsitrative requirements of the 
United States Government? 

(3) Has A.I.D. taken 
all appropriate steps to ensure that 
the equivalent of local currencies 
disbursed from the separate account 
are used for the agreed purposes? 

(4) If assistance is 
terminated to a country, will any 
unencumbered balances of funds 
renaining in a separate account be 
disposed of for purposes agreed to 
by the recipient government and the 
United States Government? 

12. Trade Restrictions 

a. Burplus Commodities 
(FY 1991 Appropriations Act Sec. 
521 (a) ) : If assistance is for the 
production of any commodity for 
export, is the commodity likely to 
be in surplus on world markets at 
the time the resulting productive 
capacity becomes operative, and is 
such assistance likely to cause 
substantial injury to U. S . producers 
of the same, similar or competing 
commodity? 

b. Textiles (Lautenberg 
Amendment) (FY 1991 Appropriations 
Act Sec. 521(c)): Will the 
assistance (except for programs in 
Caribbean Basin Initiative countries 

No. 
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under U. S. Tariff Schedule (Seqtion 
807,"  which allows reduced tarriffs 
on articles assembled abroad from 
U. S . -made components) be used 
directly to procure feasibility 
studies, prefeasibility studies, or 
project profiles of potential 
investment in, or to assist the 
establishment of facilities 
specifically designed for, the 
manufacture for export to the United 
States or to third country markets 
in direct competition with U.S. 
exports, of textiles, apparel, 
footwear, handbags, flat goods (such 
as wallets or coin purses worn on 
the person), work gloves or leather 
wearing apparel? 

13. Tropical Forests (FY 1991 
Appropriations Act Sec. 533 (c) (3) ) : 
Will funds be used for any program, 
project or activity which would (a) 
result in any significant loss of 
tropical forests, or (b) involve 
industrial timber extraction in 
primary tropical forest areas? 

No. 

14. 8ahel Accounting (FAA Sec. 
121(d) ) : If a Sahel project, has a 

N/A 

determination been made that the 
host government has an adequate 
system for accounting for and 
controlling receipt and expenditure 
of project funds (either dollars or 
local currency generated therefrom)? 

a. A u d i t i n g  a n d  
registration (FY 1991Appropriations N/A. The program does 
Act Sec. 537) : If assistance is not i n v o l v e  P V O  
being made available to a PVO, has assistance. 
that organization provided upon 
timely request any document, file, 
or record necessary to the auditing 
requirements of A.I.D., and is the. 
PVO registered with A.I.D.? 

b. Funding sources (FY 1991 
Appropriations Act, Title 11, under 
heading "private and Voluntary 
Organizationst8) : If assistance is to 
be made to a United States PVO 
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cooperative development (other than 
a cooperative organization), does 
it obtain at least 20% of its total 
annual funding for international 
activities from sources other than 
the United States Government? 

16. ~roject~groernent~ocumentation This information will be 
(State Authorization Sec. 139 (as cabled within the - 
interpreted by confirmation of the required time period. 
date of signing of the project 
agreement, including the amount 
involved, been cabled to State L/T 
and A.I.D. LEG within 60 days of 
the agreement s entry into force 
with respect to the United States, 
and has the full text of the 
agreenent been pouched to those same 
officgs? (See Handbook 3, Appendix 
6G for agreements covered by this 
provision) . 
17. Metric System (Omnibus Trade Yes. 
and Competitiveness Act of 1988 Sec. 
5164, as interpreted by conference 
report, amending Metric Conversion 
Act of 1975 Sec. 2, and as 
implenented through A.I.D. policy): 
Does the assistance activity use the 
netric system of measurement in its 
procurements, grants, and other 
business-related activities, except 
to the extent that such use is 
impractical or is likely to cause 
si~nificant inefficiencies or loss 
of markets to Untied States firms? 
Are bulk purchases usually to be 
made in metric, and are components, 
subassembles, and semi-fabricated 
materials to be specified in metric 
units when economically available 
and technically adequate? Will 
A.1.D. specifications use metric 
units of measure from the earliest 
prograsldatic stages, and from the 
earliest documentation of the 
assistance processes (for example, 
pro j ect papers) involving 
quantifiable measurements (length, 
area, volume, capacity, mass and 
wsight), through the implementation 
stage? 
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18. Women in Development (FY 1991 
Appropriations Act, Title 11, under 
heading Ifwomen in Developmentff) : Will 
assistance be designed so that the 
percentage of women participants will be 
demonstrably increased? 

19. Regional and Multilateral 
Assistance (FAA Sec. 209): Is 
assistance more efficiently and 
effectively provided through 
regional or multilateral 
organizations? If so, why is 
assistance not so provided? 
Informatiori and conclusions on 
whether assistance w i X  encourage 
developing countries to cooperate in 
regional dawelopment programs. 

20. A b o r t i o n s  ( F Y  1 9 9 1  
Appropriations Act, Title 11, under 
heading tfPopulation, DA, If and Sec. 
525) : 

a,. Will assistance be 
made available to any organization 
or program which, as determined by 
the President, supports or 
participates in the management of a 
program of ccercive abortion or 
involuntary sterilization? 

b, Will any funds be 
used to lobby for abortion? 

21. Cooperativas (FAA Sec. 
111): Will assistance help develop 
cooperatives, especially by 
technical assistance, to assist 
rural and urban poor to help 
themselves toward a better life? 

22. 0.8.-Olmed Borrign ~urrencirs 

a. UIBO of currencias (FAA 
Secs. 612(b), 636(h); FY 1991 
Appropriations Act Secs. 507, 509): 
Describe steps taken to assure that, 
to the maximum extent possible, 
foreign currencies owned by the U. S . 
are utilized in lieu of dollars to 
to meet the cost of contractual and 
other servic:es. 

Yes .  

No. 

N/A 

No. ' 

N/A . No U.S.-owned 
foreign currencies. 
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b. Release of currencies (FAA Sec. 
612 ( 6 )  : 612 (d) ) : Does the U. S. own 
excess foreign currency of the 
country and, if SO I what 
arrangements have been made for its 
release? 

Procurement 

a. Small business (FAA 
Sec. 602 (a) ) : Are there 
arrangements to permit U.S. small 
business to participate equitably in 
the furnishing of commodities and 
services financed? 

b. V-f i .  procurement (FAA Sec. 
604 (a) : Will all procurement be from 
the U.S. except as otherwise 
determined by the President or 
determined under delegation from 
him? 

Yes. 

Yes. 

c. Marine insurance (FAA 8 0 C .  The Philippines does not 
604 (d) : If the cooperating country discriminate against U.S. 
discriminates against marine m a r i n e  i n s u r a n c e  
insurance companies authorized to do companies. 
business in the U.S., will 
conaodities be insured in the United 
States against marine risk with such 
a company? 

d. Non-U.B. agricultural N/A . 
procurement (FAA Sec. 604(e )  : If 
non-U.S. procurement of agricultural 
commodity or product thereof is to 
be financed, is there provision 
against such procurement when the 
domestic price of such commodity is 
less than parity? (Exception where 
commodity financed cculd not 
reasonably be procured in U.S.) 

e. C o n s t r u c t i o n  o f 
enginoaring services (FAA Sec. 

N/A 

604(g) : Will construction or 
engineering services be procured 
from firms of advanced developing 
countries which are otherwise 
eligible under Code 941 and which 
have attained a competitive 
capability in international markets 
in one of these areas? (Exception 
for those countries which receive 
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direct economic assistance under the 
FAA and permit United States firms 
to conpete for construction or 
engineering services financed from 
assistance programs of these 
countries.) 

f . Cargo preference shipping 
FAASec.03) : Is the shipping 
excluded from compliance with the 
equirement in section 901(b) of the 
Merchant Marine Act of 1936, as 
amended,that at least 50 percent of 
the gross tonnage of commodities 
(computedseparately from dry bulk 
carriers, dry cargo liners, and 
tankers) financed shall be 
transported on privately owned U.S. 
flag commercial vessels to the 
extent such vessels are available at 
fair and reasonable rates? 

g. ~echnica l  assistance (FAA 
Sec. 621 (a)): If technical 
assistance is financed, will such 
assistance be furnished by private 
enterprise on a contract basis to 
the fullest extent practicable? 
Will the facilities and resources of 
other Federal agencies be utilized, 
when they are particularly suitable, 
not competitive with private 
enterprise, and made available 
without undue interference with 
domestic programs? 

h. V.8. air carriers 
(International Air Transportation 
Fair Competitive Practices Act, 
1974): If air transportation of 
persons or property is financed on 
grant basis, will U.S. carriers be 
used to the extent wuch sentice is 
available? 

i. Termination for coavenienca o f  
0.8. Government (FY 1991 
Appropriations Act Sec/ 504) : If the 
U.S. Government is a party to a 
contract for procurement, 
does the contract contain a 
provision authorizingternination of 
such contract for the convenience of 
the 

Yes. 

Yes. 

Yes. All contracts will 
contain such a provision. - 
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United States? 

j. Consulting services (FY 1991 Yes. 
Appropriations Act Sec. 524): If 
assistance is for consulting service 
through procurement contract 
pursuant to 5 U.S.C. 3109, are 
contract expenditures a matter of 
public record and available for 
public inspection (unless otherwise 
provided by law or Executive Order?) 

K. Metria converdon (Omnibus Yes. 
Trade and Competitiveness Act of 
1988, as interpreted by conference 
report, amending Metric Conversion 
Act of 1975 Sec. 2, and as 
implemented through A.I.D. policy): 
Does the assistance program use the 
metric system of measurement in its 
procurements, grants, and in its 
procurements, grants and other 
business-related activities, except 
to the extent that such use is 
impractical or it likely to cause 
significant inefficiencies or loss 
of markets to United States firms? 
Are bulk purchases usually to be 
made in metric, and are components, 
subassemblies, and semi-fabricated 
materials to be specified in metric 
units when economically available 
and technically adequate? Will 
A.I.D. specifications use metric 
units of measures from the earliest 
programmatic stages, and from the 
earliest documentation of the 
assistance processes (for example, 
project papers) involving 
quantifiable measurements (length, 
area, volume, capacity, mass and 
weight), through the implementation 
stage? 

1. ~ o m p a t i t i v e  Belaotion Yes. 
Procedures (FAA Sec. 601 (e) : Will 
the assistance utilize competitive 
selection procedures for the , 

awarding of contracts, except where 
applicable procurement rules allow 
otherwise?is for consulting service 
through procurement contract 
pursuant to 5 U.S.C. 3109, are 
contract expenditures a matter of 
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24. Construction 

a. Capital project (FAA 
Sec. 601(d)) : If capital (ewq. , 
construction) project, will U. S. 
engineering and professional 
services be used? 

b. Construction contract 
(FAA Sec. 611 (c) ) : If contracts for 
construction are to be financed, 
wil1 they be lent on a competitive 
kl;;=is to maximum extent practicable? 

c. Large projects, 
Congressional apphoval (FAA Sec. 
620(k)) : If for construction of 
productive enterprise, will 
aggregate value of assistance to be 
furnished by the U.S. not exceed 
$100 million (except for productive 
enterprise in Egypt that were 
described in .the Congressional 
Presentation), or does assistance 
have the express approval of 
Congress? 

25. 0.8 .  Audit Rights (FAA 
Sec. 301(d)): If fund is 

N/A 

established solely by U.S. 
contributions and administered by an 
international organization, does 
Comptroller General have audit 
rights? organization, does 
Comptroller ~eneral have audit 
rights? 

26. ~ommunist Assistance (FAA Yes. 
Sec. 620 (h) : Do arrangements exist 
to insure that United States foreign 
aid is not used in a manner which, 
contrary to the best interests of 
the United States, promotes or 
assists the foreign aid projects or 
activities of the Communist-block 
countries? 

27. Narcotics 

a. Cash reimbursemants Yes. 
(FAA Sec. 483) : Will arrangements 
preclude use of financing to make 
reimbursements, in the form of cash 
payments, to persons whose illicit 
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drug crops are eradicated? 

b. ~ s s i s t a n c e  t o Yes. 
narcotics traffickers (FAA Sec. 
487) : Will arrangements take Itall 
reasonable stepsn to preclude use of 
financing to or through individuals 
or entities which we know or have 
reason to believe have either: (1) 
been convicted of a violation of any 
law or regulation of the United 
'States or a foreign country relating 
to narcotics (or other controlled 
substances); or (2) been an illicit 
trafficker in, or otherwise involved 
in the illicit trafficking, of any 
such controlled substance? 

28. Expropriation and Land Reform Yes. 
(FAA Sec. 6 2 0  (g) : Will 
assistance prelude use of financing 
to compensate owners for 
expropriated or nationalized 
property, except to compensate 
foreign nationals in accordance with 
a land refom program certified by 
the President? 

29. Police and Prisions (FAA Yes. 
Sec. 660) : Will assistance preclude 
use of financing to provide 
training, advice, or any financial 
support for police, prisons, or 
other law enforcement forces, except 
for narcotics programs? 

30. CIA Activitias (FAA Sec. Yes. 
662): Will assistance preclude use 
of financing for CIA activities? - 

31. Motor Vahiclos (FAA Sec. Yes. 
636 (1) : Will assistance preclude 
usc of financing for purchase, sale, 
long-term lease, exchange or 
guaranty of the sale of motor 
vehicle manufactured outside U.S., 
unless a waiver is obtained? 

32. Militazy Personnel (FY Yes. 
1991 Appropriations Act Sec. 503): 
Will assistance preclude use of 
financing to Pay pensions, 
annuities, retirmenet pay, or 
adjusted service compensation for 
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prior or current military personnel? 

33. Payment of U.N. Assessments (FY Yes. 
1991 Appropriations Act Sec. 505): 
Will assistance preclude use of 
financing to pay U.N. assessments, 
arrearages or dues? 

34. Multilateral Organization Yes. 
Lending (FY 1991 Appropriations Act 
Sec. 506): Will assistance prelude 
use of financing to carry out 
provisions of FAA section 209(d) 
(transfer of FAA funds to 
multilateral organizations for 
lending) ? 

35. Export of Nuclear Yes. 
Resources (FY 1991 Appropriations 
Act Sec. 510) : Will assistance 
preclude use of financing to finance 
the export of nuclear equipment, 
fuel, or technology? 

36. Repression of ~opulation Yes. 
(FY 1991 Appropriations Act Sec. 
511): Will assistance preclude use 
of financing for the purpose of 
aiding the efforts of the government 
of such country to repress the 
legitimate rights of the population 
of such country contrary to the 
Universal Declaration of Human 
Rights? 

37. Publicity or Propaganda No. 
(FY 1991 Approprations Act Sec. 
516) : W f  11 assistance be used far 
publicity or propaganda purposes 
designed to support or defeat 
legislation pending before Congress, 
to influence in any way the outcome 
of a political election in the 
United States, or for any publicity 
or propaganda purposes not 
authorized by Congress? 

38. Marine Insurance (FY 1991 Yes. 
Appropriations Act Sec. 563): Will 
any A.I.D. contract and 
solicitation, andsubcontract entered 
into under such contract, include a 
clause requiring that U.S. marine 
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fair opportunity to bid for marine 
insurance when such insurance is 
necessary or appropriate? 

39. Exchange far ~ro5ibitsd Act (FY No. 
1991 ~ppropriations Act Sec. 569) : 
Will any assistance be provided to 
any foreign government (including 
any instrumentality or agency 
thereof), foreign person, or United 
States person on exchange for that 
foreign government or person 
undertaking any action which is, if 
carried out by the United States 
Government, a United States official 
or employee, expressly prohibited by 
a provision of United States law? 
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C. CRITERIA APPLICABLE TO ECONOMIC SUPPORT 
FUNDS ONLY 

1. Economic and Political 
Stability (FAA Sec. 531(a)): Will this 
assistance promote economic and 
political stability? To the maximum 
extent feasible, is this assistance 
consistent with the policy directions, 
purposes, and programs of Part I of the 
FAA? 

2. ~ilitary Purposes (FAA Sec. 
531(e)): Will this assistance be used 
for military or paramilitary purposes? 

3. Commodity Grants/Separate 
Accounts (FAA Sec. 609): If commodities 
are to be granted so that sale proceeds 
will accrue to the recipient country, 
have Special Account (counterpart) 
arrangements been made? 

4. Generation and Use of Local 
Currencies (FAA Sec. 531(d)): Will ESF 
programs or other program assistance be 
used to generat.e local currencies? If 
so, will at least 50 percent of such 
local currencies be available to support 
activities consistent with the 
objectives of FAA sections 103 through 
106? 

5. Cash Transfer Requirements (FY 
1991 Appropriations Act, Title 11; under 
heading "Economic Support Fund," and 
Sec. 575(b)). If assistance is in the 
form of a cash transfer: 

a. 8aparats account: Are 
all such cash payments to be maintained 
by the country in a separate account and 
not to be commingled with any other 
funds? 

b. Localcurrencies: Will 
all local currencies that may be 
generated with funds provided as a cash 
transfer to such a country also be 
deposited in a special account, and has 
A.I.D. entered into an agreement with 
that government setting forth the amount 
of the local currencies to be generated, 
the terns and conditions under which 

Yes. 

No. 

N/A 

Yes. 

No local currencies will 
be generated under this 
Program. 
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they are to be used, and the 
responsibilities of A.I.D. and that 
government to monitor and account for 
deposits and disbursements. 

c. 0.8. Goverment use of 
local currencies: Will all such local 

N/A 

currencies also be used in accordance 
with FAA Section 609, which requires 
such local currencies to be made 
available to the U.S. government as the 
U.S. determines necessary for the 
requirements of the U.S. Government, and 
which requires the remainder to be used 
for programs agreed to by the U.S. 
Government to carry out the purposes for 
which new funds authorized by the FAA 
would themselves be available. 

d. Congressional notice: Yes. 
Has Congress received prior notification 
providing in detail how the funds will 
be used, includiilg the U.S. interests 
that will be served by the assistance, 
and, as appropriate, the economic policy 
reforms that will be promoted by the 
cash transfer assistance? 
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CERTIFICATION PURSUANT TO UTILIZATION OF 
GRAY AMENDMENT ORGANIZATIONS 

I, MALCOLM H. BUTLER, principal officer of the Agency for 
International Development in the ~hilippines, have fully considered 
the potential involvement of small and/or economically and socially 
disadvantaged enterprises, and do hereby certify the U.S. technical 
assistance required under the program will be provided through open 
competition, with special consideration given to firms submitting 
proposals which utilize the resources of small and disadvantaged 
firms. In addition, for program evaluation, efforts will be made 
to award contracts to small and/or disadvantaged firms. My 
judgment is based on the recommendations of the Program and Mission 
Review Committees. 

h cd& 
MALCOLM H. BUTLER 

Director, USAID/Philippines 
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RECENT ECONOMIC PERFORMANCE 

A. Macroeconomic Performance 

&!cent Economic Performance: 1990 

The Philippine economy grew at a sluggish 3.3 percent in 1990 
after three consecutive years of strong economic performance, 
averaging at 5-6 percent. Delays in the implementation of needed 
reforms (e.g. delays in adjustments of domestic petroleum prices 
and the exchange rate as well as delays in the implementation of 
new tax measures) and higher-than-anticipated government spending 
are major policy slippages that created economic imbalances in 1990 
resulting in sluggish economic performance. Economic imbalances 
during the period were exacerbated by the adverse effects of the 
July earthquake concentrated in Northern and Central Luzon, the 
August oil price shocks and the November typhoon ('Rupingl) that 
wrought havoc in the Visayas and Northern Mindanao. 

1.a Consolidated Public Sector Deficit and ~omestic Interest 
Rates: 

Unanticipated expansion of the consolidated public sector 
deficit (CPSD) is regarded as the main cause of economic imbalances 
in internal aid and external accounts last year. While 
expansionary, the 1990 CPSD estimated at Pesos 58.5 billion or 5.2 
percent of GNP, caused high yields on government debt, depreciation 
of the ?.ocal currency and unprogrammed expansion of money supply. 
CPSD has three parts, namely: national government deficit, 
monitored government corporate sector deficit and deficits in the 
nonbudget operations such as those from the oil price stabilization 
fund (OPSF) and the Central Bank (CB). 

The national government deficit showed the largest expansion 
from Pesos 19.6 billion in 1989 to Pesos 40 billion in 1990. 
Revenue collection, estimated to have increased by over 20 percent, 
improved substantially but was not sufficient to match the increase 
in current and capital expenditures of the national government. The 
increase in current spending was attributed to the costs of the 
full implernerrtation of the wage standardization program and hi$. 
interest payments due to excessive reliance on domestic debt 
financing that caused interest rates to soar. Further improvements 
in the GOP9s disbursement systems and proj ect implementation 
boosted absorptive capacity leading to higher capital spending. 
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Def icit of the monitored government corporations rose to Pesos 
12.5 billion in 1990 from Pesos 4.4 billion in 1989. Decline in 
internal cash generation of most government corporations specially 
the National Powtar Corporation (NPC) and higher capital outlays of 
Philippine National Oil Company (PNOC) and National Food Authority 
(NFA) explain the hefty deficit of the monitored governnent 
corporate sector. 

An additional Pesos 7.4 billion was added to the OPSF deficit 
in 1990 after incuring a Pes,os 9 billion of payables in 1989. The 
failure to adjust domestic petroleum prices in the wake of higher 
international prices led to higher outstanding claims by the oil 
companies on the OPSF. 

The CB1s net financial loss from operations increased to Pesos 
.22.2 billion in 1990 from a deficit of Pesos 20.8 billion in 1989. 
Losses from its foreign exchange swap and forward cover 
arrangements, arrears in the payment of emergency loans to ailing 
financial institutions during 1983-1985, delay in debt service 
payments of government corporations and interest losses from having 
assumed Philippine National Bank (PNB) and Development Bank of the 
Philippines (DBP) foreign debt payments have contributed to the 
sustained financial losses of the CB. 

Far the period 1990, nominal and real interest rates were 
clearly on an uptrend. This reflected higher public sector demand 
on the economy's resources and lender's demand' for premiums to 
offset increased risks associated with rising inflationary 
expectations and expectations of further depreciation in the 
foreign exchange rate. The 91-day treasury bill rate was 25.4 
percent in the first quarter 1950 compared to 15.7 percent a year- 
ago, 23.2 percent in the second quarter vis-a-vis 17.3 percent in 
the same quarter last year and 28.4 percent in the third quarter 
1990 versus 23.5 percent a year-ago. 

1.b flonetarv Growth and Inflation: 

Expansionary fiscal policy and concern over high domestic 
interest rates caused wild swings in the growth of monetary 
aggregates in 1990 but in general, monetary growth was rapid during 
the period. After the growth of base money was reduced to 27 
percent at the end of the first quarter 1990 from a high of 36 
percent at the end of December 1989, monetary policy turned 
expansionary in the second and third quarters. 

GOP was withdrawing its CB deposits to finance the deficit 
while domestic interest. rates were rising due to higher government 
borrowing requirements that included replenishment of government 
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d e p o s i t s  wi th  the CB. Base money growth a c c e l e r a t e d  t o  2 9  pe rcen t  
by end-June and 34 pe rcen t  by end-September. CB had t o  r e in t roduce  
its own shor t - te rm s e c u r i t i e s  t o  slow down monetary growth i n  
September 1990. Reserve requirements  had t o  be  r a i s e d  from 2 1  
pe rcen t  t o  23 p e r c e n t  i n  November and another  t o  2 5  pe rcen t  i n  
December 1990 t o  s t a b i l i z e  based money growth a t  23.5 pe rcen t .  

I n f l a t i o n  as a consequence averaged 12 .7  pe rcen t  i n  1990. 
However, towards t h e  l a s t  q u a r t e r  of  t h e  year ,  i n f l a t i o n  showed 
s i g n s  of su rg ing  p a s t  t h e  y e a r l y  average because of expec ta t ions  of 
a major deva lua t ion  and adjustments  i n  petroleum p r i c e s  which 
t r a n s p i r e d  i n  endoOctober and December, r e s p e c t i v e l y .  Year-end 
i n f l a t i o n  was recorded a t  1 4 . 2  percent .  

1.c BOP and t h e  Exchanae Rate: 

The c u r r e n t  account d e f i c i t  widened by $1.2 b i l l i o n  i n  1990  t o  
$2.7 b i l l i o n .  A s  a s h a r e  of GNP,  t h e  c u r r e n t  account imbalance was 
5.8 percent .  The expansion of t h e  c u r r e n t  account  d e f i c i t  was 
a t t r i b u t e d  mainly t o  t h e  d e t e r i o r a t i o n  i n  t h e  t r a d e  balance.  Terms 
of t r a d e  f e l l  by 6 pe rcen t  a s  i n d i c a t e d  by s o f t  expor t  p r i c e s  f o r  
t r a d i t i o n a l  e w o r t s ,  slackened world demand f o r  e l e c t r o n i c  goods 
and garments and s t e e p  crude o i l  price inc reases .  Coupled with 
supply c o n s t r a i n t s  caused by t h e  e f f e c t s  of t h e  power s h o r t a g e s  i n  
t h e  second and t h i r d  q u a r t e r s  of 1990, t h e  ear thquake i n  J u l y  and 
t h e  s t r o n g  typhoon i n  November, e x p o r t s  of  manufactures and o t h e r  
items could only, muster a 4.7 p e r c e n t  growth. Imports,  .on t h e  
o t h e r  hand, d r i v e n  by buoyant demand and t h e  a b r u p t  rise i n  
i n t e r n a t i o n a l  c rude  o i l  p r i c e s  grew by 17.2 p e r c e n t  i n  1990. 
I a p o r t s  of  c a p i t a l  goods outpaced t h e  r e s t  owing t o  t h e  investment 
recovery and refurbishment  of equipment i n  the a i r  t r a n s p o r t  and 
power s e c t o r s .  N e t  merchandise t r a d e  r e g i s t e r e d  a d e f i c i t  of $4 
b i l l i o n ,  1.5 t imes  t h e  d e f i c i t  i n  1989. 

S e r v i c e s  account  c o n s i s t i n g  of  nonmerchandise t r a d e  and 
t r a n s f e r s  r e g i s t e r e d  su rp luses  of $618 m i l l i o n  and $714 m i l l i o n ,  
r e s p e c t i v e l y  i n  1990. Higher worker ' s  r emi t t ances  as the number of 
workers deployed overseas  r o s e ,  more e f f i c i e n t  channels  of 
r e p a t r i a t i n g  e a r n i n g s  of overseas  workers through t h e  banking 
system, inc reased  ESF drawdowns and h ighe r  o p e r a t i n g  expenses of 
m u l t i n a t i o n a l  co rpora t ions  boosted i n v i s i b l e  r e c e i p t s  t o  $4.8 
b i l l i o n .  ~ n v i s i b l e  payments, on t h e  o t h e r  hand, amounted t o  $4.2 
b i l l i o n  as i n t e r e s t  payments dec l ined  t o  $2.2 b i l l i o n  i n  1990 from 
$2.4 b i l l i o n  i n  1989 due t o  lower fo re ign  i n t e r e s t  rates and t h e  
impact of  t h e  d e b t  buyback. 
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Capital account balance was a surplus of $1.49 billion in 
1990, slightly lower than the surplus of $1.52 billion in 1989. 
All the major capital accounts accumulated surpluses including the 
errors and omissions. The surplus in the net foreign direct 
investments of $469 million, however, was 44.3 percent lower than 
the year-ago surplus of $843 million. Suspension of approvals for 
new debt conversion and the uncertainty brought about by 
deteriorating economic developments and worrisome political signals 
in the Philippines may have affected adversely the perception of 
foreign investors. Inflows of medium- and long-term loans 
consisted of the drawdown on the pipeline of existing commitments 
estimated at $485 million, new commitments worth $1.49 billion and 
rescheduling of $1.77 billion. Balance on medium- and long-term 
loans is $392 million slightly ahead of the estimate for 1989. 
High doziestic interest rates may have attracted speculative foreign 
capital reflected by errors and omissions as it rose by 61.9 
percent to $620 million in 1990. 

Overall balance of payments, however, was a deficit of $183 
million in 1990 as the capital account surplus, gold sales and 
revaluation adjustments failed to offset the hefty current account 
deficit. As a consequence of the BOP deficit, gross international 
reserves declined from $2.3 billion as of December 1989 to $2 
billion as cf December 1990. This corresponds to less than 1.5 
months of imports. 

External de5t as of December 1990 stood at $28.549 billion, 
$933 million more than the year-ago estimate of $27.616 billion. 
As of June, however, external debt was $27 billion, down from $28.6 
billion in 1987, due to the impact of the debt buyback operation 
last January 1990 and previaas debt-equity and other conversion 
schemes. Increased borrowings from multilateral and official 
bilateral creditors and the slowdown in debt conversions for the 
most part of the year explain the increase in the debt stock after 
June. The face value of debt retired under various debt 
conversion schemes in 1989-90 is $650 million or $300 million lawer 
than the face value of debt retired in 1988 at $950 million. Debt 
service ratio after rescheduling is 28.2 percent in 1990. Share of 
external debt to GNP is 64.4 percent. 

Monetary expansion put pressure on the peso to depreciate in 
the firsdk few months of the year and was intensified by the steep 
increase in the import prices of crude oil. From 22.4 pesos: 1 
U.S., in December 1989, the exchange rate fell to 25 pesos: 1 U.S. 
in end-August. Des3ite this, the spread between the official and 
curb rates remained relatively high at: 6 percent in August and 
almost 10 percent in September, compared to an average spread of 
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one percent in 1989. The Banker's Association of the Philippines 
(BAP) and CB adopted measures that restricted exchange rate spreads 
on customer transactions, provided special arrangements to furnish 
oil importers with foreign exchange and imposed limits on the 
opening of non-oil trade credits to ensure adequate supply of 
foreign exchange to oil importers and import-depezdent exporters 
while discouraging speculative activities last September-October. 
Despite these arrangements and the substantial sales of dollars by 
the CB in the interbank market, the pressure on $he exchange rate 
continued. The rate fell to 28 pesos: 1 U.S. in end-October. The 
resul king real effective depreciation for 1990 was estimated at 
14.5 percent vis-a-vis trading partners and 16 percent vis-a-vis 
competitors. 

1.d Economic Stabilization Actions in tha Last Quarter: 

Towards the end 1990 when there were clear signs of an 
. economic slowdown, the GOP adopted policy actions to buck the 

worsening trend. Earlier it was mentioned that a major devaluation 
took place in end-October 1990 that may have doused foreign 
exchange speculation and brought some degree of stability in the 
foreign exchange markets. Last December, petroleum prices were 
adjusted to reflect the reality of higher crude oil prices abroad. 
From an average of Pesos per liter in September 1990, the Energy 
Regulatory Board (ERB) approved an average increase of Peso 
/liter. Pres. Aquinols technocrats put together a deficit 
reduction package for 1991 consisting of budget cutting and revenue 
enhancing measures despite refusal by Congress to act on the 
administrationls tax proposals. The Aquino administration must be 
given credit for adopting these reforms in the face of severe 
political constraints and despite certain loss in' political 
support. 

. 2.a First Quarter: 

The stabilization measures adopted by the GOP in the last 
quarter will have to be complemented by adequate financial support 
to reduce the adjustment costs. The Extended Fund Facility (EFF) of 
the IMF obtained in 1989 is not the appropriate program to support 
the current economic policy package since an EFF normal3.y supports 
a country's medium term reform program and not a stabilization 
package. ~ i v e n  recent external and domestic developments and 
trends and the 1990 economic imbalances as reflected by the hefty 
fiscal and trade gaps, . double digit inflation and high interest 
rates, a stand-by arrangenent, which supports an economic 
stabilization program, is more appropriate. Last February 5, 1991, 
the GOP sent a Letter of Intent (LOI) with an Economic Memorandum 
to the IMF Managing Director for an 18 month stand-by arrangement. 
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The IMF Board approved the GOP1s application for an 18-month 
SLA in the last week of February, following the review and approval 
of an IMF tecnnical review team of the GOP8s economic stabilization 
program, IKF endorsement of the country's stabilization plan means 
access to more IMF facilities (egg. Compensatory Contingency 
Financing Facility), ODA assistance, debt reduction facilities and 
drawdowns on creditor bank loans. The SLA will provide financial 
support for the economic stabilization measures to be adopted by 
the GOP for CY 1991 and 1992. ~ollowing are the targets (quarterly 
performance criteria): 
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Mar.31 June30 Se~t.30 Qec.3k 
(In billions of Pesos) 

Domestic Sector Ceilinas 

Base money 117.4 116.8 114.5 133.6 
Public sector borrowing 

requirement (PBSR) 16.7 20.5 17.3 27.4 
OPSF outstanding balance -11.8 -9.4 ---- ----- 
External Sector ~loors/Ceilinas - (In millions 

Net International Reserves 
(NIR) of the monetary 
authority (floor) -300 -400 -50 800 

Short-term external 
debt outstanding 4,350 4,350 4,350 4,350 

Approvals of external 
borrowing with 
maturities 
of 1 - 12 years, 350 700 1,100 1,500 

Approvals of external 
borrowing with 
maturities 
of 1 - 5 years 200 200 200 200 

Source: IMF 

2.a.l Com~liance with the End-March Performance 
Criteria: 

Just recently, the CB reported that the first perfomance- 
based tranche of the IMF amounting to S D R s  37 million was released. 
This assumes that the GOP hurdled the endoMarch performance 
criteria. 

proaram Actual 
(In billions of Pesos) 

Domestic Sector Ceilings 
Base Money 117.4 117.1 
Public sector borrowing 

requirement ( PBSR) l .6.7 -1.0 
OPSF Outstanding Balance -11.8 -10.4 

(In millions of U.S. Dollars) 
External Sector Floors/Ceilings 
Net International Reserves (NIR) 

of the Monetary Authorities -381 -201 
Short-te.m external debt 

outstanding 4350 3810 
Approvals of external borrowing 

with maturities of 1-12 
years 350 56 
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Proara~ A c t u a l  
(In millions of U.S. Dollars) 

Approvals of external borrowing 
with mat-urities of 1-5 
years 200 

Source: IMF 

It is clear that the public sector borrowing requirement 
(indicator of allowable public sector deficit to be financed) is 
way below what was originally programmed under the first tranche of 
the IMF stand~y-loan agreement. Fiscal operations of the national 
government registered a surplus of Pesos 1.8 billion ($67 million 
at Pesos27:l U.S.$) in the first quarter of 1991 compared to a 
def icit ceiling of Pesos 13.1 billion ($485 million) . While 
revenues were Pesos 3 billion over the target, expenditures were 
lower than expected by Pesos 12 billion ($444 million). The latter 
is due to tighter rein on spending, reduced interest costs and the 
delay in the approval of the 1991 budget. By end-April, the 
surplus ballooned to Pesos 4.4 billion ($163 million at 27 pesos: 
1 U*S.$). 

The aggregate deficit of the 14 monitored non-financial 
public corporations comprises the other major component of the 
public sector borrowing requirement. Estimated at Pesos 
0.6 billion ($22 million) for the period, the deficit is 
substantially below the programed deficit of Pesos 3 billion. The 
cumulative OPSF deficit of Pesos 10.4 billion ($385 million) as of 
end-March is still below the target of Pesos 11.8 billion ($437 
nillion). 

As of June this year, preliminary reports indicate a sharp 
turnaround in the'fiscal operations of the GOP from the surplus as 
of April to a modest deficit of Pesos 5 biL1ion ($185 million). 
Release of the cost of living allowances to government employees as 
well as other expenditures that were deferred due to the delay of 
the passage of the 1991 budget may have quickly wiped out the 
initial surplus. Pressure for COP expenditures to increase and 
the budget deficit to expand in the coming months is expected from 
the costs of the rehabilitation program due to the Pinatubo 
eruption. Counterpart funds for ODA-assisted public investment 
projects are needed badly if drawdowns on ODA credits scheduled 
this year are to be made. 

Pressures are mounting for a reduction, if not a rollback to 
December 1989 levels, of petroleum prices and the abolition of the 
9 percent import levy, While Pres. ~quino hzs steadfastly refused 
to realign domestic petroleum prices to prevailing levels of 
international crude oil prices until the OPSF deficit is eliminated 



ANNEX E-9 

this August, the source of revenues to replace those obtained from 
the temporary 9 percent import levy is still uncertain. Recently, 
she has certified as urgent the legislation of new taxes 
(simplified income tax for business and professional income, 
refinements in the VAT and an affluent consumption tax) for 
Congress, which convened last July 22. IMF estimates a tax yield 
of Pesos 5 billion on an annual basis that may allow a 2 percentage 
point reduction in the import levy. Unless the package of tax 
measures are approved by Congress, Finance Secretary threatens 
further cutbacks in government spending will be made that may 
further reduce growth prospects and cut short the delivery of basic 
social services. 

Monetary policy in the first quarter remained consistent with 
the program resulting in compliance with the base money target. 
Fiscal discipline facilitated compliance with the monetary target. 
The reduction in the fiscal deficit, however, has reduced the 
volume of treasury bills sold to the public which serves to siphon 
off liquidity. Unless the CB siphons this liquidity through its 
own debt instruments, meeting the ensuing monetary targets is 
likely to be difficult. 

Recent reports suggest that the CB may have overshot the base 
money target of Pesos 116.8 billion in June by Pesos 3.2 billion 
but were well within the reserve money ceiling of Pesos 113 
billion. Excess base money was attributed to the effect of 
collecive deficiencies in the reserve requirements of commercial 
banks which were not captured in the calculation of reserve money. 
A pickup in economic activity is also expected and with the coming 
Christmas season, these may translate into higher money demand 
before the year is over. CB monetary policy in the second 
semester is expected to be relatively tight to prevent future 
slippages in compliance with the monetary targets. As an 
indication of this trend, the CB in the week of July 22-29 has 
raised the yield on its own short debt instruments (reverse 
repurchase agreements) by a quarter percentage point. to 18.25 
percent and the cost of borrowings through its repurchase window to 
13.25 percent. 

CB reports a level of gross international reserves of $3.3 
billion as of June 7 ,  1991, the highest ever posted in 11 years. 
Due to the low level of imports because of weak economic activity, 
the negative effects of 9 percent import levy and the CB imposed- 
limits on foreign exchange holdings of commercial banks as well as 
more efficient channels of repatriating overseas manpower 
remittances through the banking system, the market is currently 
flooded with foreign exchange which the CB has exploited to1raise 
its reserve position. . 
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From 35.15 percent as of January 1, 1991, the average yield on 
91-day treasury bills as of March 20 fell by 1200 basis points to 
23 percent. As a consequence of the reduction in the public sector 
deficit, the GOP can afford to turn down bids on the sales of 
government debt with a low asking price or high yields. The 
exchange race appreciated from Pesos 28: 1 U.S. $ as of January 1991 
to Pesos 27.806: 1 U.S.$ by end-May indicative of the weak import 
demand, albeit the strengthening of the U.S. dollar in the world 
currency markets casted doubt on the market trend of the peso 
appreciation. Although the average year-on-year inflation for 
March is 18.8 percent, which is higher than the year-on-year 
inflation for January, inflationary expectations are lower than 
they were at the start of the year because of lower crude oil 
prices and a credible deficit-reduction program of the GOP. 
Inflation in the succeeding months are expected to taper off. 

GNP, at constant 1985 prices, for the first quarter this year 
barely grew at 0.2 percent, conf inning the slowdown in the economy. 
In a recession, personal consumption is expected to perform well 
but growth for the first quarter was moderate at 4.6 percent 
compared to 5.5 percent a year-ago. Government consumption 
expenditures fell by 2.7 percent as the austerity measures of the 
government continued. Gross domestic capital formation or total 
investments fell by 15.6 percent mainly because of high interest 
rates and exchange rate at the start of the year, the Gulf crisis 
and the 9 percent import duty tax. Hardest hit among the 
investment sectors is construction which fell by 33.95 percent. 

The only bright spot in the gloomy first quarter horizon is 
the real growth of exports estimated at 8.4 percent. The 
devaluation in end-october 1990 may already be taking effect 
although the full impact on exports is expected a year from now. 
Reported export growth for the first quarter 1991 exceeds any of 
the quarterly percent changes of exports in 1990. As a 
consequence, its percent share to GNP for the quarter is 33.2 
percent even higher than totalinvestments. Imports, on the other 
hand, posted growth of 2.6 percent which is considerably lower than 
the year-ago quarterly change of 17 percent. This development is 
another indication ~f a weakened economy. 

On the supply side, agriculture, fishery and forestry sector 
grew by 4.6 percent. Industrial output declined by 4.4 percent 
while the service sector managed a 1.9 percent growth. 
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BOP, External Debt and Paris Club Reschedulins: 

After rescheduling, a BOP surplus of $28 million was 
registered in the first quarter 1991, a major turnaround from the 
$369 million deficit recorded in the same period last year. As of 
April, the BOP surplus grew to $268 million, a sharp reversal of 
the $512 million deficit for the same period last year. 

Improvements in the nonmonetary capital accounts and the 
current account explain surplus. The current account deficit as of 
April 1991 is $695 million, 22.3 percent lower than the deficit of 
the same period last year. Merchandise imports grew by 2.3 percent 
to $3.95 billion while merchandise exports increased by 5.9 percent 
to $2.72 billion leading to a trade gap of $1.23 billion or 4.8 
percent lower than last year's trade deficit of $1.28 billion. 
Under the economic program, exports are projected to grow by 13.1 
percent while import growth is estimated at 4.8 percent in 1991. 
Surplus in the net nonmerchandise and net transfers were $275 
million and $252 million, respectively. 

From a net outflow position of $334 million in April last 
year, net nonmonetary capital shifted to a net inflow position of 
$745 million. The balance in the medium- and long-term loans 
amounted to an inflow of $311 million despite the decrease in loan 
availments. Net inflow of direct foreign investments is $203 
million, up by 31.8 percent fron $154 million posted last year. 
Short-term capital likewise registered a net inflow of $155 million 
as ~f April, 34.8 percent higher than the estimate a year-ago due 
to the rise in net availments of export advances'. 

As of end-February, the country's external debt stood at 
$29.376 billion, $503 million more than January's debt position of 
$28.873 million. Out of $687 million of total net loan availments 
in February, inflows from medium- and long-term loans amounted to 
$657 million, among them releases from the International Monetary 
Fund and Japan's Eximbank. The IMF disbursed a total of $438.57 
million during the period, representing a full drawdown of $397.93 
million (277.1 million Special Drawing Rights) from the 
compensatory and contingency financing facility (CCFF). Japan's 
Eximbank released the first tranche of the $300 million financial 
sector adjustment loan amounting to $174 million. 

Just recently, the GOP rescheduled its Paris Club debt 
payments from July 1991 up to the end of 1992 on debts prior to 
April 1984 including principal and interest falling due as a result 
of the last rescheduling in 1989. A s  a consequence, the GOP 
realized a 11nominalt8 cashflow savings of $1.5 billion up to the end 
of 1992. The terms of rescheduling for the Philippines are 10 
years grace period and 20 years maturity for the official 
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development assistance (ODA) loans while the terms for the non-ODA 
loans were eight years grace and 15 years over-all 
maturity. Accoraing to the Finance Secretary Estanislao, the GOP's 
head negotiator, the present terms were more favorable than the 
1989 Paris Club rescheduling. 

GOP is seeking a $500 million co-financing deal with the 
foreign commercial banks and the Asian Development Bank as part of 
the residual financing in CY 1991-92. To attract the foreign 
creditor banks to provide 50 percent of the package, the GOP is 
willing to treat this amount in equal footing with multilateral 
debt similar to those from ADB, thus reducing the lending risk to 
the banks. The maturity schedule, interest rate, debt amount and 
other terms still needs to be negotiated between the banks and the 
GOP before the year is over. 

2.b.4 public Sector Deficit: 

Deep cuts in expenditures and improvements in revenue 
performance explain the Pesos 4.4 billion cash surplus in the first 
four months of the year. Overall revenues were estimated at Pesos 
74.78 billion, higher by Pesos 4.9 billion or 7 percent than the 
revenue target of Pesos 69.88 billion. This resulted from the 
higher-than-anticipated revenue take of the Bureau of Internal 
Revenue (BIR) at Pesos 42.17 billion, Pesos 1.17 million more than 
the BIR target of Pesos 41 billion for the first quarter. On the 
expenditure side, the national government spent Pesos 17.77 billion 
less than the programmed expenditure level of Pesos 88.13 billion 
during the period or Pesos 70.36 billion. Interest payments alone 
had a 36 percent share of total expenditures or Pesos 24.98 
billion. The cash surplus of Pesos 4.4 billion during the period 
and net drawdowns on external loans of the GOP of Pesos 5.82 
billion retired domestic debt worth Pesos 10.24 billion. 

Given the positive impact of the GOP1s economic stabilization 
package in the first quarter, GOP could have earned the 
'credibility' needed to sustain the effectiveness of the policy 
package. While the second quarter estimates are still preliminary, 
it is expected that the fiscal, monetary and trends in the first 
quarter have been sustained. 

There is pressure to increase fiscal spending due to the 
damage to public and private property caused by the eruption of Mt. 
Pinatubo estimated to be over Pesos 2 billion and the need for 
counterpart funds to avail of existing ODA loans supporting the 
GOP1s capital projects. Recent reports claim that as of May this 



ANNEX E-13 

year, the national government has incurred a deficit of Pesos 58 
million. Although negligible compared to GOP operations, this may 
be indicative of the trend for the remainder of the year. It will 
not be suprising if the GOP will ask the IMF for higher deficit 
targets in view of the recent calamity and the need for more 
counterpart funds to carry out foreign-assisted capital projects. 

By mid-August this year, GOP is set to reduce domestic 
petroleum prices by an average of Peso 1. in response to mounting 
public pressure. By this time, the OPSF deficit would have been 
wiped out while allowing a small buffer for an increase in crude 
oil prices to $21 per barrel and a depreciation of the currency to 
Pesos 3 0 : 1 U. S . $ . This development may relieve the system of cost- 
push inflationary pressures. 

Reduction of interest rates and foreign exchange stability as 
well as more favorable external factors (e.g. U.S. economic 
recovery) may justify a re-evaluation of growth prospects this 
year. GOP projected a 1.5 percent real economic growth this year, 
but with the better-than-expected economic performance in the first 
quarter, the economy may have bottomed out faster than anticipated. 
Currently, government economists are talking about a 3-3.5 percent 
economic projection for the year. 

Certain to bolster economic activity over time is the recent 
signing into law of the foreign investment bill. The law allows 
foreign investors to enter into any industry or sector other than 
those industries restricted by the Constitution, for security 
reasons, pubiic health and the scaled-down negative list as 
determined by NEDA. A special feature of the law is that 36 months 
after NEDA has issued the implementing guidelines, the scaled-down 
version of the negative list will govern the entry of foreign 
capital. The negative list will cover those existing enterprises 
nadequately serving the needs of the economy and the consumer and 
do not require further foreign  investment^.^ NEDA recently 
approved the list of industries 'strategic to the development of 
the economy1 in the Investment Priorities Plan (IPP). These 
strategic industries that are export-oriented and have existing or 
potential comparative advantage will be prioritized under the IPP. 

If the participation of the debt-equity conversion scheme of 
the CB is any indication, substantial foreign investment inflows 
are expected. . Under the first debt-equity auction held under the 
CBts new program guidelines held last February 20, 52 companies 
entered 144 bids totalling $215.2 million, far above the $75 
million quarterly limit set by the CB to minimize the program's 
inflationary impact. 
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~evised CB projections on the BOP show a current account 
deficit of $1.762 billion in 1991 or 4 percent of GNP and $1.794 
billion or 3.8 percent of GMP in 1992. Overall BOP is expected to 
be a surplus of $1.412 billion in 1991 and $1.454 billion in 1992. 
GOP is currently working on a new set of BOP and financing gap 
projections that will account for the foreign exchange losses or 
the additional external financing requirements as a result of the 
damage wrought by the eruption of Mt. Pinatubo. Preliminary 
estimates of the GOP range from $400-$500 million, which may be on 
the high end of the range. 

The revised EO 470 was issued last July 20. Close to 4,000 
items will conform to the four-tier tariff structure: 3 percent, 
10 percent, 20 percent and 30 percent. The modified EO will allow 
208 of the 5,000 items in the Tariff Code to have permanently a 
50 percent tariff rate. For over 1,200 items subject to a 
50 percent rate; the rate will be phased down to 30 percent over a 
period of time. The phase down will be implemented in five stages, 
starting immediately and continuing each July first for the next 
four years. 

Following are the key macroprojections for 1991: 

Real GNP growth of 1.5 percent. 

Year-end inflation (CPI-based) of 9.5 percent. 

Current account deficit of $1.762 billion or 4 percent 
of GNP. 

Consolidated public sector deficit equal to 3.7 percent 
of GNP of which the national government deficit is 2 
percent of GNB. 

Base money year-end growth of 10.9 percent. 

Gross official reserves of $3.5 billion or 3.4 months of 
imports. 

Debt service ratio after rescheduling of 25.2 percent. 

External debt of $30.5 billion or 69 percent of GNP. 
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2.d.l New Monev Residual: 

Projections on the portion of the $2.7 billion financing gap 
during 1991-92 in which funding sources still have to be 
identified, otherwise known as new money residual were recently 
revised by the CB. The upward revisions reflected updates on 
current and capital account assumptions as well as the outcome of 
the recent Paris Club rescheduling. The new money residual was 
revised upwards from $872 million to $914 million in 1991 and from 
$1.27 billion to $1.7 billion in 1992. The increase reflected 
downward revisions in the assumption on export growth (from 13-14 
percent growth to 7-10 percent) and amounts rescheduled under the 
Paris Club rescheduling agreement as well as higher increases in 
the net international reserve level from $1 billion to $1.41 
billion in 1991 and from $962 million to $1.45 billion in 1992. 

The revised projection on new money residual of $2.7 billion 
during 1991-92 assumes that the foreign commercial banks will 
provide about $400 million in additional support during 1991-92. 
Recent reports claim that creditor banks have agreed to provide the 
Philippines with a $350 million package consisting of a cash 
component equal to $200 million and resources for interest rate 
reduction up to $150 inillion. The latter will finance the issuance 
of temporary interest rate reduction (TIRR) bonds which will 
effectively lower interest rates paid by the country within the 
next four to five years, after which market rates will apply. 

Given present interest rate trends abroad, the bank offer is 
not too exciting from the point of view of CB officials. This 
offer in which tho GOP has up to August 20 to accept or work out an 
alternative, replaces the proposed co-financing scheme between 
creditor banks and Asian Development Bank (ADB) worth $400 million 
under ADBts under Compensatory Financing Scheme (CFS). Overseas 
Economic Cooperation Fund (OECF), however, is proposing a new CFS, 
in which it will put up $200 million to be linked with ADB1s $250 
million forestry sector loan, leaving $50 million to be 
picked up by the creditor banks. According to reports, GOP still 
wants creditor bank participation in new money financing totalling 
$400 million whether or not this is linked to ADBts CFS. 

Under the CFS scheme, ADB would extend two loans: the first 
for itself and the second to be resold to the foreign bank 
consortium or any other interested multilateral institution but ADB 
will remain on record as the lender for both loans. The scheme 
elevates the 
multilateral 
Furthermore, 

debt and thus 
the final tranche 

creditor banks incoming debt exposure to the level of 
reduce their lending risks. 
equal to $114 million of the new 
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money from the 1989-90 bank financing package was released by the 
creditor banks after obtaining waivers and the $3 billion trade 
facility has been extended. 

Negotiations with the creditor banks are ongoing to determine 
how much their final contribution will be and under what scheme. 
For as long as the GOP remains committed to the IMF-endorsed 
stabilization program, access to external financing either from 
public or private sources is likely to be assured. 

2.d.2 Likely Fundincr Sources of New Monev Residual: 

GOP's financial strategy to cover the new money residual of 
$2.61 billion for the 1991-92 period involves Paris Club debt 
restructuring and new money from official and private creditors. 

It was reported earlier that the GOP concluded an agreement 
with the Paris Club debtors to reschedule close to $1.5 billion of 
principal and interest falling due between June. 1991 up to 1992 
(which explains the GOP request for extension of the present SLA 
facility and the IMF approval). About $514 million of the total 
restructured amount is in 1991 which will address more than half of 
the residual financing requirements estimated for this year while 
the remaining $1 billion is in 1992. 

From official sources, the GOP is eyeing an additional 
contribution of $663 million during 1991-92. This year, $133 
million of quick disbursing funds is sought by the GOP from 
official sources. One possibility is the acceleration of the 
ADB/OECF 2nd Forestry Sector Loan totalling $100 million which is 
scheduled to be disbursed next year. In 1992, the $530 million of 
additional disbursements is projected to come from the OECF1s 
Financial Sector Loan and WB1s Structural Adjustment Loan (SAL) 
111. One of the conditions for the tranche release of SAL I11 
is the disbursement of the financial sector loan. The latter, 
however, requires the passage of certain legislation (see 
discussion below). While Congressional approval of these proposed 
reform acts are not politically sensitive as the proposed tax 
legislations by the Aquino administration, Congress may not have 
the time nor is in the mood to legislate further reforms until 
after the 1992 elections. 

While still uncertain at this point, the foreign creditor 
banks is expected to assume the balance of roughly $400 million. 
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2.d.3 Uncertaintv of ODA Availments: 

Delays in the passage of laws necessary for the release of 
several World Bank (WB) loans (e. g. Philippine Deposit Insurance 
Corp. Act and Central Monetary Authority Act which are tied to the 
release of the $450 million financial structural adjustment loan) 
and cuts in government budget severely affecting counterpart 
project funds of the 60P have held back the release of scheduled 
disSzreements from multilateral project loans. As a consequence, 
the GOP was $68 million short of the first semester 1991target of 
$520 million new money inflows (part of the new money indicative 
and not the new money residual). There are undisbursed program 
loans from the WB totalling $100 million and lower-than-programmed 
releases from the Asian Development Bank and the Overseas Economic 
Cooperation Fund. 

Congress is currently in session but it is uncertain what the 
upper and the lower chambers will be able to accomplish given that 
1992 is an election year. Since the majority of the solons are 
seeking reelection next year, the passage of new tax laws and 
reforms in both chambers is expected to be difficult. As such, 
further cuts in GOP expenditures are likely to be done once the GOP 
decides to reduce the temporary 9 percent import levy. 

In a scenario where fiscal adjustment will be made entirely on 
the basis of expenditure cuts, one of the resulting tradeoffs is 
reduced absorptive capacity. The flow of foreign exchange from 
official donor sources may sl~wdown and thus affect debt service 
capacity. This is likely to occur unless the GOP considers these 
options: a renegotiation for lower counterpart funds required by 
these multilateral project loans; conversion of 
some of the latter to progzam loans; further expenditure cutbacks 
to be limited to current spending only (tradeoff is higher 
unemployment) ; depreciation of the exchange rate further to 
attract foreign exchange in the informal markets; or a combination 
of the preceding options.  ene ego ti at ion of the policy 
conditionalitas in some of these multilateral program loans that 
will not require Congressional action in the next two years will 
also help. Otherwise, fiscal adjustriant through deeper budget 
cuts alone can raise the BOP funding gap in 1991-92 by 
substantially more than what was originally programmed. 
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B. Constraints Facing the Philippine Economy 

The orientation of Philippine macroeconomic and indust 
policies dictated the pace and quality of industrial economic 
growth and development. From 1950 to 1970, inward-looking economic 
policies and industrial strategies led to the promotion of import 
substituting industries. From 1970 onwards along with import 
substitution, the GOP started promoting the exports of light 
manufacturing namely semi-conductors and electrical parts as well 
as garments. Since the orinntation of policies still favored 
import substituting activities, the export manufacturing base 
failed to diversify and its net value added remained modest. While 
these two t2pes of industrial enclaves continued to exist side by 
side, the orientation of economic and industrial policies have 
resulted in market distortions and production inefficiencies and 
their duration may have reinforced these inefficiencies. 

In the eighties, reforms were initiated to remove the 
protectionist structui;t?s, expose the economy to more international 
trade and competition and encourage more foreign investments. 
Under the Aquino admimistration, reforms were recently instituted 
to further liberalize trade (EO 470) and fareign investment rules 
(signing into law of the legislation 1i.beralizing foreign 
investments). While these are major steps in the direction towards 
greater external orientation, more needs to be done to correct the 
the orientation of trade and investment rules and incenti-res and 
policies in general ?nd their implementation, from internal to 
an external orientation. 

The inward-looking orientation of macroeconomic policies have 
created several constraints to the grwth of the private sector 
investments in export activities and contributed to the expansion 
of debt beyond the economy's capacity to pay. Of immediate concern 
are the following nine macro constraints to economic growth: 
foreign exchange scarcity, public sector deficit, excessive 
monetary growth and inflation, underdeveloped capital markets, 
inadequate infrastructure, distorted investment incentives and a 
protc~ctionist trade regime which the GOP is addre!.!:-;j-g or 
atterpting to address in various reform activities. 

:,. . poreicm Exchanae Constraints: 

The main problem of the Philippine foreign exchange m lF*ket is 
market segmentation which has resulted in the apparene Lack 3f 
volume in the interbank trading market. The market struc~srs is 
not conducive to the evolution of a genuinely ~ompa~itive 
environment and therefore inhibits the determination of a realistic 
exchange rate. This is compounded by a foreign exchange policy 
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that tends to delay the adjustment of the foreign exchange rate 
whenever warranted by market fundamentals (e.g. declining terms of 
trade]. 

The exchange market is divided into three major segements: 
official interbank market, customer market, unofficial or 
Itparalleltt market with only a tenuous linkage among them. In the 
interbank market, most foreign exchange transactions among the 
commercial banks take place in the Foreign Exchange Trading Center 
of the Bankers Association of the Philippines (BAP), situated in 
the floor of the Central Bank Building, where the I1BAP reference 
ratetf is determined. The BAP reference rate is officially regarded 
as the basis for conversion rates used in private (mainly the 
customer market) and public foreign exchange transactions. 

There are two major structural problems with the interbank 
1.2rket, which detract from the efficient determination of the 
axchange rate. First, it has limited number of participants and 
trading time (from 4:OO-5:00 pm on weekdays). Market transparency 
and full disclosure also characterize interbank trading. Given few 
participants and market transparency, the CB is able to use moral 
suasion more effectively. 

Sudden surges in the daily reference rate are immediately 
subject to CB tcorrectionf by direct intervention in the market 
through actual sales or purchases of foreign exchange (Note: new 
trading rules were adopted in 1989 in which the CB could no longer 
influence the rate through back-to-back transactions that do not 
involve real resources). The CB intervention equates the weighted 
average of the day's trade to the CBfs desired exchange rate. 

Because of CB control, commercial banks are not encouraged to 
'square offt their foreign exchange positions via the interbank 
market. The effect becomes self-reinforcing. Given the small 
amounts usually traded, a bank would be at a trading disadvantage 
if they tried to unload or source large amounts from the trading 
floor. As a consequence, the volumes traded in the interbank 
market axe relatively thin. 

Thin trading activity does not provide the CB with an 
efficient feedback mechanism on whether tke CB1s exchange rate 
target is consistent with its international reserve targets. 
Disallowing off floor trading hinders meaningful volumes of 
interbank flows from llexportll banks to lfimportll banks. The 
interbank market structure and the present systsm of CB regulations 
over the foreign exchange market encourages banks to prefer to hold 
on to foreign exchange and service importers& 
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While thc exchange rate may be said to be market-determined in 
a narrow and formal sense, the market imperfections and CB control 
have inhibited free interplay of the forces of supply and demand. 
The record indicates that the CB has been successful in restraining 
exchange rate movements, has pre-set exchange rate targets and has 
managed to achieve these targets mainly through strong guidance 
reinforced by small amounts of foreign exchange intervention in the 
narrow and thin interbank market. 

The absence of an effective market-clearing foreign exchange 
bourse has generated the perception that Philippine foreign 
exchange policies are not sustainable and prone to sudden 
devaluations. This translates into high precautionary demand for 
foreign exchange as reflected by the high foreign exchange balances 
held by banks and nonbank users of foreign exchange. In times of 
foreign exchange uncertainty, this is exacerbated by the behavior 
.of exporters and importers who delay receipts and advance payments. 
Since the foreign exchange balances held especially by the banks 
are not related to the current volume of trade, a 'contrived 
scarcity' results, which the CB interprets wrongly as bank 
speculation to profit excessively from interbank trading. 

There are other inefficient and costly market practices that 
may prevent the emergence of a modern and dynamic market. Too much 
transparency in the interbank market makes it conducive to the CB's 
'jawboning1 while the reverse is true for the customer market 
resulting in big banks "leading1' the market with others tending to 
follow. Others are the absence of same day delivery of foreign 
exchange; typically informal bidding procedures in the customer 
market rather than the "firm order method1'; documentary stamp tax 
of 1.5 centavos per 100 pesos of each interbank buying transaction; 
and the lack of any significant forward and swap markets despite 
the potential large needs for such instruments from exporters, 
importers and domestic and foreign investors. 

blic Sector Deficit: 

The consolidated public sector consists of the national 
government, the monitored government corporations, CB, local 
government units and social security institutions. Data on the 
public sector deficit from the seventies onward show that the 
national government, the monitored government corporations and the 
CB have been responsible in varying degrees for the chronic overall 
fiscal imbalances. Local governments and welfare institutions 
normally yield surpluses in their operations. 

Under the Marcos government, from the latter part of the 
seventies to the mid-eighties, the deficit of the 14 major 
government corporations were mainly responsible for the public 
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sector deficit estimated at 3-5 percent of GNP, followed by the 
national government deficit. 3nder the Aquino administration, 
however, the privatization of government parastataals attached to 
the monitored government corporations and their rehabilitation and 
strict monitoring of operations led to improvements in their 
financial operations. But pump priming by the Aquino government in 
1986 to revive a depressed economy, financed mainly by high 
yielding short-term government debt led to hefty and chronic NG 
deficits, high nominal and real interest rates, abrupt expansion of 
the public domestic debt and higher budget share of interest 
payments. The CB's sustained net financial losses from operations 
due to losses from its foreign exchange swap arrangements, arrears 
in the payment of emergency loans given in the past, delay in debt 
service payments of the peso counterpart obligations of government 
corporations and interest losses from having assumed PNB and DBP 
foreign debt payments, most of which resulted from the 198.3-85 
foreign exchange crisis, made a significant contribution to the 
public sector imbalance. Starting 1989 when the GOP failed to 
adjust domestic petroleum prices to higher international crude oil 
prices causing a pile up of outstanding claims on the OPSF which 
reached a high of Pesos 16 billion, the OPSF deficit became a major 
contributor to the overall public sector deficit. 

The CB1s chronic net losses from operations over the past five 
years averaging at Pesos 20-22 billion, raised by t significant 
amount the consolidated public sector. deficit. A bailout plan for 
.the CB was instituted last year in which the national government 
will be assuming most of its nonperforming assets due to fiscal 
related operations, it will take time before the CB's financial 
position will improve. Until the CB deficits are pared down and a 
surplus recorded, there is always the potential threat of excess 
liquidity and inflation. 

Maintenance of domestic petroleum' prices that were set during 
December 1990 despite lower prevailing international crude oil 
prices is expected to wipe out the OPSF deficit by mid-August 1991. 
In response to the public clamor for a reduction, the GOP, very 
recently, has reduced petroleum prices by an average of Pesos 1.17 
per liter. The reduction, however, Is capable of raising a small 
bufder to cushion the expected increase in crude oil prices to $21 
per barrel late this year and a depreciation of the exchange rate 
to Pesos 31:l U.S.$. If the GOP seriously pursues oil price 
deregulation, there will be less chances for an oil price subsidy 
happening in the future. 

, The Aquino government's spending agenda and priorities as well 
as the mamer of deficit financing led to public sector deficits 
that grew worse in the 1989-90 period. Besides the high budget 
share of interest payments due to deficit f inaneing via short-term 
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debt, the Aquino administration has introduced a wage 
standardization plan that was more expensive than anticipated. 
While there are merits in upgrading government compensation levels, 
it must be balanced with the costs of doing so. On the other hand, 
capital spending rose due to improvements in the GOP1s disbursement 
systems and project implementation. Presently, the budget cutbacks 
under the GOP1s economic stabilization plan are limiting the GOP1s 
counterpart funding for donor-assisted projects and thus, affect 
the GOPts availments of official development assistance (ODA). 

Since the GOP cannot backtrack on its wage compensation scheme 
without adversely affecting the morale and productivity of its 
government employees, reduction of interest payments is one of the 
priorities in reducing the deficit through the restructuring of 
public debt held by the government social security institutions and 
reduction of the volume of debt offered in the government 
securities market. The GOP has prioritized its expenditures and 
scaled back or eliminated unnecessary ones while tightening its 
cash disbursement processes so that funding warrants may be issued 
only when actual cash resources are available. The GOP1s deficit 
reduction program have led to a modest deficit of Pesos 5 billion 
($185 million) as of June 1991 but it may be at the cost of 
foregone social and economic investment opportunities. At the 
start of the year, GOP floated a series of tax proposals and 
reforms before Congress but given that 1992 is an election year, 
Congress is not in a mood to legislate new tax proposals. 

3. Excesgive Monetarv Growth and Inflation: 

The public sector deficit consisting of the CB1s financial 
losses and the deficits of the national government, OPSF and 14 
nonfinancial government corporations are mainly responsible for 
creating excess domestic liquidity and double-digit inflation chat 
worsened in the 1989-90 period. Some of the excess liquidity may 
have stimulated higher importatiom which partly explains the $2-3 
billion trade gap experienced dur~rrg the period. The coup attempt 
in December 1989 may have raised demand for money abruptly and 
exacerbated the trend in money supply growth. Dollar purchases of 
ths CB mainly in the interbank market since the start of the year 
ghat resulted in an international reserve position considered the 
highest since the post-war period, was attained at the cost of 
infusing Pesos 27 billion into the system. 

Siphoning excess liquidity out of the financial system may 
mean the issuance of more government debt with high yields which 
will again lead to the vicious cycle of higher interest payments 
and budget deficit. Reserve requirements are already at a record 
high of 25 percent and the CB has reintroduced its own short-term 
securities in the market. To aid the CB in siphoning excess money 
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supply, the GOP should refrain from withdrawing its deposit 
balances with the CB while shifting GOP deposits from the 
specialized government banks and private banks, if any, to the CB. 
Finally, the passage of new tax laws would boost CB efforts to mop 
up excess liquidity. Revenues from new taxes would reduce khe 
deficit and allow the government to issue out debt with modest 
yields only for the purpose of siphoning excess money. 

Double digit, year-on-year inflation of 17-18 percent in the 
first semester of 1991 was mainly a result of the public sector 
deficit that created excess liquidity. Other factors responsible 
are the major devaluation in end-October 1990 and the year-end 
petroleum price adjustments. While the year-on-year inflation is 
still high, the month-to-month levels since the start of the year 
show a declining trend. It is expected that sustained control of 
the government deficit and domestic liquidity will eventually douse 
inflation. 

4. Taxat ion: 

Several aspects of the tax system affect economic growth. 
Among these are the tax rates, tax structure and tax collection 
efficiency. Prevailing tax rates in the Philippine tax system are 

a considered optimal given the GOPts revenue objectives and per 
capita income levels. However, the tax structure shows an 
excessive reliance on indirect taxes, a reliance which has not 
decreased over time despite improvements in per capita income. 
Data shows that during the last five years, the ratio of indirect 
taxes to total taxes has remained constant at around 70 percent. 
The higher proportion of indirect taxes indicates a higher 

- distortionary effect and reduces the competitiveness of Philippine 
industries. Income earners are penalized twice since they pay 

- income and indirect taxes while the poor is no better off since it 
is still made to pay some fonn of tax through the taxed goods they 
buy. This type of tax structure also serves to complement and 

- reinforce the potential for inflation in an economy that is import 
dependent. Direct taxes form a low proportion of total taxes as 
well as of GNP. Compared to its ASEAN neighbors, the Philippine 
tax structure is perhaps the most regressive. 

Direct taxes grew by an average of'25.4 percent annually from 
1987-90, which is slightly higher than the estimated average growth 
of indirect taxes during the period (23.4 percent). Growth of 
total taxes for the perrod 1987-90, therefore, is 23.8 percent. 

Nontax income, on the other hand, grew at an unprecedented 
average annual rate sf 30 percent in 1987-89 due to the proceeds of 
the Presidential Commission on Good Government (PCGG)-sequestered 
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assets and the privatization of government-owned and/or controlled 
corporations, their subsidiaries and acquired assets and interst 
income on GOP deposits with the CB. 

- 

Various reforms in the tax system were instituted under the 
Aquino administration to improve collection efficiency and plug the 
leakages in the tax system. Apart from introducing VAT in 1988, 
the GOP has also introduced major reforms in the income tax system, 
corporate tax system and excise taxes. The income tax system with 
tax rates from 1 to 35 percen.t covers compensation income, business 
and professional income with personal exemption allowances and 
business deductions for the latter two. Personal exemptions are 
adjusted to account for the effects of inflation and thus, improve 
the equity aspect of the individual income tax. There is also the 
option for spouses to file separate returns thereby reducing the 
marginal effective tax rate on the secondary earner (working 
wives). Corporate tax rates have been unified at 35 percent. 
Recently, the GOP has shifted back to specific taxes on pe::roleum 
products to minimize the inflationary impact. Other major reforms 
refer to the institutionalization of the system for evaluating the 
value of imports (employment of Societe General Surveillance) and 
its eventual application on a 'global1 basis, and the adoption of 
the fair market value system in the assessment of the value of 
imports for taxation purposes. 

The Bureau of Internal Revenue (BIR) and the Bureau of Customs 
(BOC) adopted managerial and organizational reforms to increase 
collection efficiency and reduce graft and corrupti~n in their 
ranks. Recently, financial incentives have been proposed for BIR 
collectors and examiners whose collection performance are better 
than expected. 

Despite reforms to improve the tax structure and collection 
efficiency, the tax collection to GNP ratio remains low. The ratio 
in 'percent peaked at 13.6 percent in 1990 from 10.7 percent in 
1986. Given poor economic conditions and high inflation in the 
1991-92 period, the ts- to GNP ratio is expected to decline. 
According to BOC officials, the 9 percent import levy has reduced 
import denrand leading to a lower tax base for import duties. With 
double-digit inflation of 17-18 percect in the first semester, VAT 
collections managed a mediocre 10 percent growth during the period. 
This indicates low tax responsiveness to nominal income growth that 
may reflect poor collection efficiency. For most taxes, the income 
elasticity is the same. 

Constrained by low overall co.'.lection efficiency and given the 
need to finance the fiscal deficit, the GOP resorts to new taxes 
(in 1991, the ~quino administration is asking Congress to approve 
new tax measures expected to raise no less than Pesos 10 billion). 
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This raises the tax burden causing more tax evasion (or increased 
collection inefficiency) that raises the likelihood of more 
additional taxes in the future. Without addressing collection 
efficiency, the potential for a vicious cycle may be generated. 

Meanwhile, the revenues obtained through the privatization of 
public enterprises and the disposal of nonperforming assets (NPAs) 
have slowed down. Privatization has been dogged by legal, 
technical and bureaucratic problems. Sales of sequestered assets 
brought in Pesos 800 million in 1988, Pesos 500 million in 1989 and 
another Pesos 800 million in 1990. More revenues were generated 
through the disposal of the NPAs. From a peak of Pesos 5.2 billion 
in 1988, disposition of NPA, slowed down to Pesos 3.7 billion in 
1989 and Pesos 3.5 billion in 1990. The GOP1s pressing revenue 
requirements in 1991-92 could speed up the privatization process 
and the disposition of the NPAs. Aside from revenue generation, 
the process would stop the drain on fiscal resources caused by 
continued dependence of some existing government corporations on 
the national government. 

A restrictive trade regime was put in place as early as the 
1950s to promote import substituting industries. There were short 
periods of decontrol but on the whole, the import substitution bias 
has persisted until now. In the 1980s, however, the GOP undertook 
major trade reforms. The trade reform agenda consisted of: (1) 
1981-85 Tariff Reform Program; (2) import liberalization; (3) 
indirect tax realignment. Only the import liberalization component 
was shelved due to the BOP crises starting in 1983. Under the 
Aquino government, the thrust of the reforms were continued. 

The import liberalization program resulted in the lifting of 
quantitative restrictions (QRs) on imports for 1,477 lines of the 
Philippine Standard Classification Code (PSCC) from 1986 to 1989. 
By the end of 1989, only 8 percent of the total number of PSCC 
lines are regulated from around 34.1 percent in 1985. By sector, 
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the nontariff coverage for agricuiture and fisheries was about 30.6 
percent close to that for manufacturing with 32.1 percent. The 
coverage went down to 1.6 percent for agriculture while that for 
manufacturing went down to 9.4 percent in 1988. These findings 
suggest greater liberalization in the agricultural sector. Across 
the manufacturing sector, the liberalization was not uniform. 
There was virtually no liberalization in the electrical machinery 
arid transport equipment. High nontarif f coverage included the non- 
metallic mineral products and food processirj sectors. 

The import liberalization program has caused the steady 
decline of the average effective protection rates (EPRs) from 49 
percent in 1985 to 36.5 percent in 1988 (based on price comparisons 
whenever feasible). EPRs declined for all importables and improved 
for exportables with the removal of export taxes. The gap between 
between the two has narrowed down. Studies show that the 
liberalization episodes from 1986 to 1988 reduced the divzities 
in EPRs accross sectors. However, the reduction was not 
significant enough to substantially alter the inherent biases of 
the protection structure against exports and agriculture. Further 
reforms are needed to lower the level and dispersion of the 
effective protection. 

Under the recently-approved EO 470, a revised version of 
EO 413, the average EPR is expected to be reduced to 19 percent 
from the present level of 25 percent. Preliminary analysis shows 
no meaningful changes are expected in the EPR of exportables while 
the average EPR of importables is likely to go down by 21 percent 
from 47 percent to 37 percent. 

Furthermore, the trade reform episodes were not supported by 
a consistent exchange rate policy in favor of exports. While the 
real effective exchange index has improved in 1986-88 afte.: the 
major devaluations in 1984. But it hns appteciated in 1989 from 
the 1988 year-end level of 65.73 to the 1989 year-end estimate of 
71.83. Last, December 1990, the index has improved in valued after 
the exchange rate was devalued in October 1990 from Pesos 25: 1 
U.S.$ to Pesos 28: 1 U.S.S. preliminary estimates for the first 
semester this year show that the real effective exchange rate may 
havs appreciated by 10 percent due to double-digit Philippine 
inflation and the appreciation of the nominal exchange rate to 
Pesos 27: 1 U.S. $. 
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6. -vestment Incentives: 

In 1967, a system of investment incentives was 
instit~tion~xlized known as the Investment Incentives Act of 1967. 
This was later suplemented in 1970 by the enactment of the Export 
Incentives Act (RA 6135). In 1983, Batas Pambansa (BP) 391 
introduced innovative forms of incentives. Under the 
Aquino administration, EO 226 otherwise known as the 1987 Omnibus 
Investment Code (OIC) further made amendments to the system. The 
new Foreign Investment law this year is expected to be complemented 
by a lunLve~sall system of investment incentives. 

Comparative and empirical analyses of BP 391 and EO 226 show 
that the former is a better promoter of labor-intensive and export 
industries. The increment of the internal rate of return (I-SR) of 
an exporter is three to four times as large as that of nonexporters 
under BP 391. Under EO 226, which differentiates between pioneer 
and nonpioneer enterprises, the exporters' benefits were reduced by 
half while those benefits accruing to nonexporters almost doubled. 

The capital-labor ratio (estimated by project cost divided by 
employment) declined drastically during the period 1983 to 1986 
when BP 391 was effective, from Pesos 512,740 per employee in 1982 
to Pesos 83,660 in 1986. It started increasing with EO 226, more 
than twice in 1988 to Pesos 224,290 per employee. Average cost 
per firm indicative of firm size has also risen. 

The effects of the 1987 OIC seems to have reinstated the bias 
of the incentive system towards capital intensity and large firms 
prior to 1983. Stated in another way, the gains from removing the 
factor bias in the incentive system with the implementation of BP 
391 seems to have.been eroded by the 1987 OIC. 

Presently there is a bill in Congress that seeks to harmonize 
or'reduce the variability of the investment incentives across 
sectors, including the provision of accelerated depreciation and 
net loss carry forward and a reduction of the tariff on capital 
equipment to 10 percent. Under this proposal, the BOI would still 
grant tax concessions to a set of preferred investment activities 
but under a shortened Investment Priorities Plan (IPP). Because 
these measures would apply equally to both domestic and export 
oriented production, it is expected that their implementation would 
not reduce existing biases against investment mainly for exports. 

The GOP1s export promotion measures are aimed at granting 
exporters access to intermediate inputs at world prices. Tax and 
duty exemptions on isported intermediate inputs of exporters are 
extended through the following: 
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a, Locating in an export processing zone (EPZ); 

b. Using b,onded manufacturing warehouse (BMW) facilities; 

Importing under Customs ~dministrative Order 

d. Individual drawback scheme of the Bureau of Customs 
(BOC) ; and, 

e. Fixed drawback scheme of the BOI. 

The main limitation of the tax and duty exemption system under 
the export promotion program is its lack of automaticity in the 
availmant of the export incentives. Studies show that there are 
the number of requirements are too many and the procedures long and 
complex for an exporter to avail of these incentives. One 
noteworthy bureaucratic requirement is the need for an exporter, 
except those located in an EPZ, to obtain BOI certification of non- 
availability of domestic substitutes for the imported raw material. 

The signing into law of the new foreign investment act will do 
well in enhancing direct foreign investment flows in the country. 
The three year transitory provision which allows foreign 
investments in most sectors/industries except those disallowed by 
the Constitution, which is included in the scaled down version of 
the negative list, relaxes the restrictiveness of the prevailing 
foreign investment law. If properly marketed abroad, the new 
foreign investment law is expected to generate direct foreign 
investment flows of $700-800 million in 1991-92. Unless political 
considerations dominate the implementing rules and regulations of 
the law currently being prepared by NEDA, the new investment law is 
expected to lead to 'additionality' in foreign investments. 

Other factors affecting the level of direct, foreign investment 
flows into the Philippines are the the relatively inexpensive, well 
educated, English speaking labor force and other noneconomic 
considerations affectiy the risk perception of foreigners. The 
labor advantage of the Philippines is slowly being eroded by recent 
hefty wage adjustments and militant labor unionism. As far as 
noneconomic considerations are concerned, there is a continuing 
perception that the Philippines remains politically unstable and 
that there remains a risk to the personal security of foreigners. 

7 .  Underdeveloued Capital Markets: 

The Philippine capital markets are characierized by the thin 
volume of financial assets traded/bought and high intermediation 
costs. This state of financial underdevelopment have led to high 
cost of money and credit rationing. overregulation of the banking 
sector has created an oligopolistic banking structure. 
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Intermediation cost drives a wedge between bank loan and 
deposit/savings rates. Lending rates axe pressured to rise while 
savings rates are depressed. Assuming a savings behavior 
responsive to interest rates, .the high cost of intermediation 
encourages savings in the form of nonfinancial assets. 

In the Philippines, the high costs of financial intermediation 
consists mainly of the high reserve requirements, gross receipts 
tax (GRT) and agri-agra banking requirement. Among the three, the 
m..ierve requirements at 25 percent is the largest cost factor for 
now. Given the need to rein in excess liquidity and lower 
inflation, the CB thinks that at least in the short-term, the 
resulting tradeoff in having a high reserve ratio is acceptable. 
The GRT imposed on bank transactions is basically a revenue 
measure. Currently, there are plans to scrap this tax but only on 
condition that new tax measures are put in place to compensate for 
the expected revenue loss from the abolition of the GRT. The agri- 
agra requirement imposed by the GOP stipulates that a certain 
percentage of the bank's loanable funds should be allocated to 
agricultural/agri-business projects and land reform. AS an 
alternative, however, banks are allowed to purchase reserve 
eligible government securities, Without sufficient collateral and 
government guarantees, moat agri-related loans are considered high 
risk by banks, encouraging them to purchase instead government 
securities. Thus, the agri-agra requirement becomes an instrument 
of deficit financing. 

Given that nominal savings rates are depressed by the costs of 
intermediation, real yields on deposits have been consistently 
negatim or below inflation despite the adoption of' financial 
reforms (centerpiece is the abolition of all interest rate 
ceilings) in 1981. This has retarded the mobilization of financial 
savings, particularly in the countryside, while nurturing among 
household savers, a savings behavior unresponsive to interest rates 
and a preference for nonfinancial assets. 

Small wonder why time deposits, deposit substitutes and other 
interest bearing financial assets as a ratio to GNP are relatively 
small compared to the ratios for other ASEAN countries. Other 
factors like poor confidence in the financial system after the 
Dewey Dee scandal in the early eighties, the 1983-85 economic 
crisis and coup rumors/plots have raised the preference of 
household savers for cash and unproductive, nonfinancial assets. 

Given the same set of disincentives, instdtutional investors, 
on the other hand, prefer to invest in short-term deLt instruments 
that offer attractive yields rather than invest in long-term 
private and public securities. This 'quick buck' mentality has led 
to sustairred preference for treasury bills and thus, high interest 



rates since 1986, crowding out private borrowers in the capital 
markets and underdevelopment of the long-term funds market. 

GOP1s debt financing of the public sector dsficit via high 
yielding treasury bills and preference by institut:c,nal investors 
for short-term investments reinforced the credit rationing 
practices of the banking sector. Given the oligopolistic structure 
of the banking system, the borrowings of the multinationals and 
large family corporations are prioritized since these entities have 
sufficient assets that can be put up for collat~ral as well as an 
enviable credit track record. The bias for short-term investments 
by institutional savers forces the banks to prioritize low risk 
lending at the expense of small to medium scale enterprises 
especially in the countryside. Informal lending practices are also 
sustained by the banks1 credit rationing practices. 

In the stock markets (Makati and Manila Stock Exchanges) , thin 
volume of stocks are traded. The markets are dominated by a few 
big issues and trading is subject to large swings in volume and 
prices. The top ten stocks contribute almost 80 percent of market 
capitalization, a much higher level of concentration in the stock 
markets of other ASEAN countries. Capitalization of existing and 
new firms via stock cfferings in the stock markets is rarely done 
given the family-based structure of corporations in the 
Philippines. This has stunted the growth in the volume of shares 
traded in the stock markets and limited the range of possible stock 
investments. As a result, the price of existing and new shares of 
the big, 'Triple A1 corporations are driven up, rendering them 
affordable only to institutional investors. This hinders new 
enterpreneurs and enterprises that prefer broad-based equity 
participation, from generating capital through the stock markets, 
feeding the vicious cycle which keeps stock market volumes thin. 

The GOP is contemplating moves to reduce intermediation costs, 
liberalize banking in the Philippines and other financial sector 
reforms supported by donor resources that hopes to increase the 
efficiency of the domestic capital markets and develop long-term 
sources of funds. Even if these reform actions are implemented 
just before the end of Pres. Aquinols term, sustaining these 
reforms is uncertain since the GOP1s public sector deficit problem 
is still a major threat and that the new government's commitment to 
these financial refoms are at this time uncertain. 

mf rastructure: 
The main infrastructure issues affecting industrial efficiency 

and competitiveness in the Philippines relate to the reliability of 
electric power and the adequacy and cost of transportation. 
Periodic power shortages became a major problem in 1989 and 1990 as 
rapidly rising demand outstripped power supply. Inadequate power 
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supply is mainly attributed to the lack of investments in power 
generation capacity and partly because of implementation problems 
of the GOP's plans to fill the existing power gap. Power outages 
became frequent in the first half of 1990 as a drought reduced 
hydroelectric production and several old power plants broke down 
u,nder pressure of constant operation. 

The present power program of the GO? relies on the use of 
combustion turbines to cope with short to medium run needs and the 
operation of new power plants (largely based on geothermal sources) 
from 1993 onwards to cope with demand over the long run. Until 
1993, therefore, the cost of power will rise in the Philippines 
because incremental demand will be satisfied mostly through the 
importation of energy. If the price of oil rises in the future, 
the outlook for cost will even be bleaker and subject to wild 
fluctuations experienced in the oil markets. 

Over time, anti-competitive regulations have accumulated in 
the transport sector (mostly interisland shipping and road 
transport) that by now impeded rather than enhance the growth of 
the sector as well as that of the economy, especially through 
facilitating exports. Major regulatory bottlenecks are the 
franchising requirements for passenger and freight services, 
measured capacity criteria to control entry into the industry, 
restrictions on imports of transport equipment and spare parts and 
fare control. All these restrictions have made the transport 
industry relatively unattractive for existing as well as potential 
investors and have resulted in an industry characterized by high 
cost, low profits and deteriorating service. Moreover, there is no 
reason to believe that these restrictions have achieved benefits in 
terms of safety or service. 

Road and ship transport affects a vast spectrum of Philippine 
industry and transpertation costs affect production costs 
significantly. Given that the tr sport sector is potentially 
competitive, there is little j~stif~cation for the sort of entry, 
route and fare regulations that presently exist. There is an 
urgent need to deregulate entry, routes and rates in both' the 
interisland shipping and the road transport industry and to 
facilitate fleet modernization and expansion through the lifting of 
import restrictions on equipment and spare parts. Import 
restrictions also need to be lifted since there is little hope of 
meeting requirements in a timely and cost-effective fashion through 
reliance on domestic production. 
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ENHANCING EXPORT COMPETITIVENESS FOR SUSTAINABLE GROWTH 

A. Export Substitution/Promotion in the Philimines: 

Increasing exports is crucial for obtaining foreign exchange 
to pay Philippine debt service and import payments. Transition to 
export-led growth requires reorientation of the country's macro and 
industrial policies. Export orientation of the economy would lead 
to an industrial sector that is compe!titive, effectively utilizes 
labor, capital and raw materials and absorbs a greater share of the 
labor force. Finally, the linkage between the agricultural and 
industrial sectors would also be enhanced since the quality and 
volume of agricultural output provides raw materials required by 
the industrial sector. 

Profile of the Export Sector: 

As of May 1991, the 10 principal merchandise exports :of the 
Philippines are semiconductors and electronic microcircuits, 
garments, crude coconut oil, bars/rods of copper, gold fro? copper 
ores, banana and plaintains, lumbers, copper c~ncentrates,~shrimps 
and prawns and canned pineapple. Garments and semicpnductor 
exports account for over 60 percent of the composition of 
manufactured exports and more than 40 percent of total Philippine 
exports as well. In dollar terms, both export products rake in 
over $1.1 billion annually since 1987. In 1990, garment and semi- 
conductor exports totaled $1.78 billion and $1.96 billion 
respectively. 
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Upcoming manufactured exports' and their corresponding values 
are as follows: 

1990 - 1989 
(FOB, Million U.S.$) 

1 
1. Textile yarns/f abrics 93 87 
2. Footwear 109 96 
3. Travel goods and 

handbags 43 41 
4. Wood manufactures 117 88 
5. Furniture and fixtures 189 204 
6. Chemicals 261 279 
7. Non-metallic mineral 

manufactures 57 45 
8. Machinery and 

transport equipment 150 115 
9. Processed food 

and Beverages 207 206 
10. I r o ~  and Steel 77 76 
11. Baby Carr., Toys, Games 

and Sporting Goods - 2 -67 51 
1 

12. &asketwork, wickerwork 
:and other articles of 
plaiting materials 128 134 

Total Manufactured Exports 5737 5192 
(Note: Total includes garments and semi-conductor exports) 

Source : Central Bank of the Philippines 

Traditionai agricultural exports which dominated the export 
sector in the sFxties and seventSes and nontraditional agro-based 
exports yielded 51.39 billion in 1990 and $1.43 billion in 1989. 
Traditional agricultural exports are coconut products (copra, 
coconut oil, dessicated coconut, copra meal and cake) , sugar and 
sugar products, fruits and vegetables (bananas, pineapple, canned 
pineapple, etc.) Nontraditional agro-based exports include shrimps 
and prawns, ramie fibers, dried seaweeds and, among the fruits 
category, fresh mango. 

Exports of forest products brought in $94 millicn in 1990 and 
$197 million in 1989. These consists mainly of lumber, plywood and 
veneer sheets/corestocks. Last year, log exports were officially 
banned in response to the degradation of the country's forests. 
Mineral product exports, made up of copper concentrates, copper 
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metal, gold, iron ore 
valued at $723 million 
of petroleum products 
million in 1989. 

agglomerates, chromium ore and nickel was 
in 1990 and $829 million in 1989. Exports 
amounted to $155 million in 1990 and $95 

Total manufactured exports in 1990 accounted for 69.7 percent 
of total exports in 1990 compared to 66.4 percent in 1989. The 
rising share is indicative of the transformation of the country's 
export structure considering that in 1986 the share of manufactured 
exports was 55.9 percent. Reduced earning capacity of agricultur~l 
and mineral exports due to weak international commodity and mineral 
markets have contributed as well to the dominance of manufactured 
exports. 

2. Strenaths and Weaknesses: 

2.a Sources of Strensths: 

Emarg 
furniture 
absorption 
situation. 
encourage 
Manila, cl 

,ing manufactured export products . (e.g. footwear, 
and fixtures) are characterized by higher labor . This impacts positively on the country's employment 
Furthermore, these labor-intensive export activities 

the development of family enterprises outside Metro 
.ose to the source of basic raw material supply. 

Nontraditional agro-based export products 
developed. Shrimps and prawns, mangoes, dried se 
fiber exports are gaining prominence. 
diversification shelters the country's capacity 
exchange from unfavorable developments in a si 
market. 

are also being 
.aweeds and ramie 

This growing 
to earn foreign 
.ngle product or 

The GOP and private sector are conscious.ly of promoting export 
activities and encouraging foreign investments. The thrust to 
develop export processing zones and industrial parks in various 
parts of the country is an example of indirect export promotion as 
well as encouragement of industry dispersal. The GOP has recently 
embarked on a reform agenda to provide a policy environment 
conducive to exports and to raise substantially industrial 
efficiency. The GOP and the private sector continue to improve 
their coordination in promoting export products through 
participation of buyers and suppliers in trade fairs, dissemination 
of trade information, improvements in design and packaging, etc. 

2.b Sources of Weakness: 

Performance 
share of exports 
was insufficient 

exports for the period 1988-90 sustained the 
GNP in real terms at 30 percent. However, it 
arrest the deterioration in the current 
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account. Exports, on the whole, have contributed to income 
generation and employment ('real' effects) as well as to foreign 
exchange earnings. The table below gives an indication of the 
movement of exports and the current account gap: 

Export Growth Current Account 
($,  In $1 - (Million $ 1  

Source: IMF 

Trade data for the past three years show that deterioration of the 
current account deficit can be partially explained by declining 
export performance (albeit the oil price shocks in 1990 exacerbated 
the situation) . External factors (e .g. wea4 markets abroad and 
depressed international prices) no doubt have constrained export 
growth in the short fin. But due to the strong policy bias against 
export activities, the absolute export level remains modest 
compared to export earnings of other ASEAN member countries. 

Earlier, tho dominant role of electronics and garment exports 
was highlighted. Granted special incentives by the GOP in the mid- 
seventies, these export zctivities responded and grew to provide 
the bulk of the country's foreign exchange earnings. Both of them, 
however, have weak linkages with the rest of the econony and 
therefore, produce minimal multiplier effects. They are 
characterized by enclave production, typically in export processing 
zones and involving primarily assembly and packaging operations. 
Spinoff benefits in the form of backward linkages, entrepreneurial 
development or technological advance have b,een minimal, despite 
significant growth of export volume in the last decade or so. 

Furthermore, production is import intensive. While domestic 
value added has grown in the garment sector, the electronics sector 
has experienced a decline. Current import intensity ratios of - 

these industries are around 56 percent and 80 percent, 
respectively, implying a weak capacity to generate value added. 
This translates into low labor absorption and modest net foreign 
exchange contribution. Moreover, the world market for semi- 
conductors has had significant downturns in the 1980s and the world 
industry characterized by shakeouts, making the prospects of semi- 
conductor exports uncertain and unreliable for consistent, long run 
export earnings. 
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The processing of agricultural products, particularly fruits, 
vegetables and marine products is one activity where the 
Philippines has comparative advantage. However, its linkage with 
the manufactured export sector is relatively weak. Except, for 
processed food and beverage, there are very few processed export 
items which are agro-based. Since the sixties and seventies, 
exports of coconut and sugar have been basically raw or unprocessed 
products. Such products, along with mineral ones, suffer volatile 
price swings in the international commodity markets. 

While the prospects of wood-based export manufactures, (wood 
manufactures, furnitures and fixtures, basketworks, etc.1 look 
promising, their volume growth is constrained by declining domestic 
supply of wood, particularly rattan and other tropical hardwood. 
Imports of raw wood from surrounding ASEAN countries are also 
limited due to the tightening environmental and forest protection 
laws in other resource rich developing countries and competition 
from Japan and Taiwan. 

Lack of market diversification, similar to , product 
diversification, is another source of weakness. Over 50 percent of 
Philippine exports are bound for the United States and Ja,pan. The 
European Economic Community (EEC) market absorbs 17-18 Qercent of 
the country's exports while the Middle East market share: is barely 
2 percent. The ASEAN region and Hong Kong have a combined market 
share of 11-12 percent. Export dependence on two major markets 
alone makes the Philippines vulnerable to market and policy 
developments in those developed countries. 

Perhaps the major source of weakness in the development of the 
country's export potential is the lack of an appropriate policy 
environment conducive to the growth and expansion of export 
activities. Policies on the exchange rate, investment incentives, 
trade and complementary macroeconomic and industrial policies 
conspire against export activities while promoting import 
substitution industries. While the present reform actions of the 
GOP are geared towards promoting exports, they often fall short of 
what is needed to enhance export competitiveness. 

Policies Enhancina Export Com~etitiveness: 

Policies that raise export competitiveness can be classified 
into core export strategy and complementar~/supportive policies. 
Core export strategy contains a set of policies that directly 
neutralizes the pol.icy bias of the system against export activities 
and thus have the greatest impact on exports. Complementary 
policies refer to those that address various macro and sectoral 



ANNEX F-6 

constraints that undermine the efficiency of the country's agro- 
industrial production and impact indirectly on export activities. 

I 

Given the present stage of economic development and sources of 
anti-export bias,! core export strategy would appropriately refer 
to the foreign exchange market policy reforms, incentives to 
promote investments in export industries, administrative reforms to 
facilitate exports and export financing. Supportive policies, on 
the other hand, would include policy issues on public debt 
management, tax reforms and privatization, free entry and pricing 
in interisland shipping, infrastructure development through the 
private sector and energy price deregulation. 

B. Core Ex~ort Stratesv: 

1. Foreian Exchanse Market Reforms: 

As explained in the preceding section, the Philippine foraign 
exchange market is characterized by market segmentation with tenous 
linkages among segments. The inter-bank market is regarded as the 
wholesale market for foreign exchange transactions among commercial 
banks. From:these transactions, a BAP reference rate for the day 
is established, which serves as the basis for the exchange rate in 
the customer market. 

The customer market or retail market covers transactions 
between comercizl banks and their customers who represent a wide 
range of economic agents engaged in international transactions. 
The volume of transactions in this market is quite large since most 
recordedbalance of payments transactions of the private sector are 
channeled through this market. 

A third major segment of the market is the parallel market 
which is the channel for a wide range of unofficial transactions 
not recorded in the balance of payments. The size of this market 
is believed to be several billion dollars a year, with remittances 
of' overseas contract workers being a major component. Of an 
estimated total remittances of some $3 billion, only about 
$1 billion are channeled through the banking system. This market 
serves as a safety valve for the overflow of transactions from the 
other two markets in times of foreign exchange scarcity or BOP 
crisis. Demand for foreign exchange in the parallel market perks 
up whenever the gap between the official or BAP reference rate and 
the parallel market rate exceeds 10 percent. Such a discregancy 
between the parallel and official markets, even after monetary 
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restraint is imposed by the CB, generally leads to a formal 
devaluation of the BAP reference rate, as demonstrated recently in 
the last quarter of 1990. 

As a consequence of market segmentation, the rate determined 
in the wholesale market is not 'crediblet as the market-determined 
rate. Since the daily volume traded in the inter-bank market is 
relatively small, market participants cannot reconcile the 
resulting BAP rate with an 'equilibriating' exchange rate that 
matches actual demand and supply for foreign exchange in the 
system. A much larger volume is traded in the customer market 
where the rates quoted do not get reflected in the official or BAP 
reference rate. Because of the thin volume of foreign exchange 
traded daily on the BAP floor, the limited number of participating 
banks, the ever-present CB 'guidancet in the trading floor and the 
host of CB rules and regulations governing trading, foreign 
exchange positions, foreign exchange retention limits, etc., the 
BAP rate can hardly qualify as a truly market-determined exchange 
rate. 

Recently, however, the CB has started to liberalize the rigid 
structure of the market in an attempt to integrate the transactions 
within the formal wholesale and retail markets and thus arrive at 
a market-determined exchange rate. In the latter part of 1990, the 
CB asvalued the exchange rate by an amount which led to a 17 
percent depreciation of the real effective exchange rate. In the 
Letter of Intent submitted to the IMF last February 1991 requesting 
for an 18 month Standby Arrangement, the GOP promised to preserve 
the gains from the recent devaluation. The GOP.also referred to 
policy actions intended to reform market segmentation. 

Presently, there are ongoing talks with the CB and the BAP on 
the resumption of off-floor trading. Off floor will give the banks 
more flexibility in conducting their foreign exchange transactions 
and may increase the volume of transactions traded. Recently, the 
CB has allowed exporters to retain at least 2 . 5  percent of their 
foreign exchange receipts but not greater than $100,000. This is 
a boon to small and medium scale exporters who may now have less - incentive to hold on or delay remittance of their foreign exchange 
earnings. The CB has also required commercial banks to sell in 
the inter-bank market their foreign exchange in excess of their 
exchange requirements. The foreign exchange requirement of a bank 
is based on a month's worth of letter of credits (L/Cs) held by the 
bank. As a consequence, the exchange rate has appreciated from 
Pesos 28: 1 U.S.$ as of December 1990 to a level slightly below 
Pesos 27: 1 U.S.$ during the third week of August 1991. Weak 
import demand as a consequence of sluggish economic activity and 
the 9 percent import levy has also affected the demand for foreign 
exchange. 



1.b Remaininq Tasks: 

Following policy reform actions are recommended to further 
liberalize the foreign exchange market and arrive at a market 
determined exchange rate: 

- Determine the basis and establish the limits 
of foreign exchange holdings by the commercial 
banks. This reform action is in preparation 
for the implementation of off-floor trading. 
This regulation should provide the incentive 
to commercial banks to 'square off their 
foreign exchange positions externally or 
through the interbank market rather than 
internally or with their customer or client 
base. 

- Reopen off-floor trading among commercial 
banks. Flexibility of trading among commercial 
banks and increase in volumes traded in the 
interbank market are expected to rasult from 
the resumption of off-floor trading. 

- Authorize offshore banks and foreign exchange 
broker and dealers to participate in the 
foreign exchange market. Allowing the entry 
of additional participants will promote 
efficiency through increased competition, 
bring in the experience of offshore banks and 
increase the volume of transactions. 

Expand the retention limits on foreign 
exchange holdings of exporters. While the 
imposition of present retention limits is a 
major step in the right direction, expanding 
the allowable limits could reduce dollar 
hoarding among exporters, who are uncertain 
about getting foreign exchange for their 
import requirements. 

- Abolish the CB and/or BAP's special foreign 
exchange allocation arrangements. This 
creates a market within a market. Policy 
prioritize foreign exchange demand among 
various agents that leads to various exchange 
rates causing inefficient allocation of scarce 
foreign exchange. 
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- Abolish the documentary.'stamp tax for inter- 
bank transactions. The tax raises trading 
costs and therefore, discourages higher 
trading volume. 

- Strengthen the CB role in monitoring and 
supervising the new interbank market (with 
off -f loor and on-f loor) . Competition among 
banks should be encouraged but with adequate 
and appropriate CB supemison to discourage 
dollar hoarding. 

Tax Reforms: 

2.a Recent Ex~erience/Status: 

Raising new revenues will cutdown the consolidated public 
sector deficit and thus relieve the system of inflation and high 
interest rates. Currently the Philippines is committed to the IMF 
to generate an additional twenty billion pesos in revenues (roughly 
2 percent of GNP) so that the nine percent import levy can be 
removed. 

SDP I supported reforms meant to raise the efficiency of the 
Value Added Tax (VAT) system. As a new tax, VAT required a strong 
administrative underpinning to get collections off to a good start. 
Given the variety of economic activities covered by !'.AT, the 
revenue yield should be at least proportionate to GNP in current 
prices. Over time as VAT collection efficiency improves, the 
income elasticity of VAT should be greater than one. 

At the moment, the Aquino administration have submitted to 
Congress proposals to modify business, professional income and VAT 
taxes, and to impose a new affluent consumption tax. These 
proposal are intended to compensate for the revenue loss when the 
9 percent iqort levy is finally abolished before the end of the 
year. IXF estimates that the combined yield of these tax . measures, if they were to be approved, amounts to Pesos 5 billion. 

- Broaden VAT coverage to services. Present 
coverage extends to manufacturing activities 
and wholesale and retail trade. 



- Strengthen anti-smuggling enforcement 
procedures by increasing. the share of imports 
covered by "fair market  value^^^, as a basis 
for the CIF valuation of imports for duty and 
tax purposes. Globalize the Comprehensive 
Inspection and Surveillance System (CISS) to 
nearly all ports of origin for Philippine 
imports. 

- obtain Congressional approval of the submitted 
tax proposals, namely: affluent consumption 
tax, simplified business and professional 
income tax, etc. 

- Computerize of the VAT system, including 
training and software, will strengthen the 
monitoring and supervision of the VAT. 

Reduction of Effective Protection Rates on Imports: 

3.a Recent Emerience/Status: 

Despite the trade reforms that started in 1981, the present 
system of protection supports an industrial sector that basically 
retains its import substituting habits. While some 
producers/manufacturers starting in the eighties were forced to 
export and thus earn foreign exchange, they tended to do so to the 
extent that their import requirements were supported. As a result, 
export activities. either failed to expand and diversify or increase 
their value added content. 

Exports, overall and in most sectcrs, suffer from negative 
protection--that is, value added is lo.trer than it would be if - 

inputs at world prices were made avai.labe to the local 
producer/exporter. As a consequence of the input differential 
price (between domestic input price and world market price), value 
added of exportables are inhibited from increasing. Others 
technically refer to the price difference as an export tax .  While 
the average negative protection has declined slightly in the latter 
half of the eighties, some sectors show an increase, including 
mining, paper, rubber products and basic metals. 

Quantitative restrictions on 1,323 items were removed in the 
period 1986-88, while the GOP reformed about 200 tariff rates. As 
of February 1990, restrictions on another 100 products were lifted 
and tariffs on 190 more items were lowered. Currently, 237 
products in List B are designated to be liberalized. Of these, 41 
have recently been certified by the Monetary Board as suitable for 
the next phase of trade liberalization. 



In July 1990, Pres. Aquino proposed a more radical reform of 
the tariff system - Executive Order (EO 413) - which would have 
reduced the level and dispersion of nominal rates from the 0 - 50 
percent range to 3 - 30 percent range. In the face of 
considerable opposition, that measure has been modified to provide 
for at least some containing 50 percent tariff rates, intermediate 
rates, and phased implementation over four years. This modified EO 
413 is known as EO 470, which has been recently issued by the GOP. 

Remaininu Tasks: 

- Streamline the duty drawback system by 
establishing a one stop rebate center. 
Improving the drawback system will reduce the 
negative protection on exportables across 
sectors. A one stop center can serve to 
minimize the administrative bottlenecks 
surrounding the implementation of the drawback 
system. 
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Update and expand the application of the 
standard formula of manufacture for all export 
items. Having these standard formulas will 
simplify and thus, facilitate the computation 
of duty drawbacks for exporters. 

Reduce the length of processing time for 
completed duty drawback applications to at 
least 60 days or less pursuant to the Customs 
code. This will encourage drawback 
application as well as expansion of export 
operations. 

Streamline the VAT tax credit system to reduce 
the processing time for completed 
applications. This will contribute 
significantly to the reduction of negative 
protection of exportables. 

Jncentives to Promote Investments in Export Industries: 

Recent Exuerience/Status: 

In the second half of the eighties, the Philippines attracted 
far less direct investment in the export industry than some of its 
neighbors owing to its restrictive laws and regulations governing 
foreign investments in key sectors. While perceptions of 
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political instability also serve to discourage investment in the 
short term, the investment rules and regulations including 
incentives play a critical role. 

The first legislation on investment incentives, known as the 
Investment Incentives Act of 1967, has been amended and codified 
three times. Under the Aquino administration, a new Omnibus 
Investment Code (OIC) was put in place in 1987 through EO 226. 
Through all these changes, the general thrust has remained 
unchanged: fiscal inducements in the form of various types of tax 
exemptions or deductions offered to Itnew and necessaryI1, 
l1pioneeringW or basic industries. Under tha Marcos government, 
the Batasan Pambansa (BP) 391 served as the legal framework for the 
granting of investment incentives. EO 226, unlike the preceding 
investment incentive legislation, provides uniform incentives to 
exporters and nonexporters. 

A comparison of EO 226 and BP 391 shows that the former does 
not promote investments in exports more aggressively than the 
latter since the EO reduced by half the potential benefits given to 
exporters when compared with the benefits to exporters under the 
BP. While firms proposing to export at least 50 percent of their 
output are allowed to register with the BOI and take advantqe of 
the investment incentives, even if their activities are not 
explicitly listed in the investment priorities plan, it is worth 
noting that the Investment Priorities Plan (IPP) itself is biased 
in favor of highly protected sectors. Of 236 items listed under 
the IPP in 1988, more than half were subject to tariff rates in the 
range of 30 percent, while prac3:ically all were subject to import 
controls. Thus, it is not suprising to find that the share of 
export projects to the total approvals has fallen in recent years. 

At present, there are plans to provide accelera,ted 
depreciation and riet loss carry forward to all enterprises and 
reduce the tariff on capital equipment to 10 percent. Under these 
proposals, while the BOI will continue to grant tax concessions in 
preferred areas, the IPP will be shortened and the discretionary 
power of the BOI will be reduced. Since these measures will apply 
equally to both domestic and export oriented projects, they are not 
expected to significantly reduce existing biases against investment 
mainly for exports. 

Pres. Aquino has signed into law the foreign investment 
legislation passed very recently by Congress. While the law can 
further be improved, it is a major piece of reform on prior foreign 
investment law although the implementing rules and regulations 
(IRR) have not yet been finalized and issued. 
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Remainincf Tasks: 

- Revise the IPP to focus on promoting 
investments in export activities. Streamline 
EO 226 to provide greater incentives to 
investments for exports that will complement 
the recently passed foreign investment law. 
Since the focus is on the liberalization of 
foreign investments, it may be timely to 
review as well EO 226 and the IPP to take into 
account incentives comptible with the GOP 
policy to attract foreign investments. 

- Reduce/abolish the discretionary powers of the 
BOI. The BOI should focus more on promotion 
and marketing instead of regulation. 
Clipping its regulatory powers translates into 
further reduction of bureaucratic red tape 
discouraging a foreign investor's decision to 
set up business in the country. 

- Ratify the Multilateral Investment Guarantee 
Act (MIGA) Charter. The action to ratify 
would improve the risk perception of most 
foreigners who wish to invest and do business 
in the country. 

5 .  Administrative Reforms for Exaort Facilitation: 

5.a Recent Ex~erience/Status: 

The Philippines has been operating several administrative and 
bonded type schemes to provide exporters with duty free access to 
their inputs. Critical deficiencies of these schemes are the 
limited coverage of export products and the significant costs on 
the exporters covered due to the delays and bureaucratic 
complexities in the application of these schemes. About 20 
percent of exporters and half of nontraditional exports are covered 
by some form of drawback/exemption scheme. 
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The schemes are subject to four major constraints. First, 
many exporters are subject to local ltnon-availabilitytt requirements 
which restricts their access to internationally competitive inputs. 
Second, the "formula of manufactureI1 used to reconcile imported 
inputs with exported output:; have not been standardized, making the 
prosass time consuming and cumbersome for exporters and 
implementing aqencies. Third, the control mechanisms and agencies 
are duplicated for much of the drawback/exemption administration. 
Fourth, indirect exporters are for the most part not covered. 

While the GOP has provided a number of programs to assist 
exporters in the past decade, only a few of them have been 
successful with limited objectives. However, the GOP has not been 
able to formulata an effective national strategy nor devise 
effective administrative mechanisms to implement it. As such, the 
approach is very ad hoc with no afficient mechanism for responding 
to exporters1 concerns f.n a systematic way with quick and 
deliberate action that cuts across interagency bureaucratic 
hurdles. The functioning of the system is complicated by the 
multiplicity of government agencies involved in the implementation 
of the program and the minimal role the private sector has had in 
the design and delivery of such sewices. 

One of the proposals for congressional- deliberation is the 
Export Omnibus bill. The bill, if approved, would give a high 
level of priority to exporters and their requirement& at the policy 
level; involve the private sector in a major way in the formulation 
and fine tuning of export policy, administrative procedures and in 
the implementation of export support measures; provide an 
independent source of funding dedicated to export programs in such 
areas as markeing, design, trade fairs, product prototype 
development, packaging, trade information and training; and provide 
the legal basis for executive action to carry out program and 
policy decisions. 

The legislation is expected to remove from the GOP many of the 
diverse and overlapping export services, consolidate them and 
transfer them to a professionaLly managed, private sector oriented 
trade promotion organization. The legislation would establish the 
basic policy objectives in such critical areas as export finance, 
duty free access to imported inputs/equipnent and import and export 
procedures. As such, the proposed omnibus bill could he an 
important vehicle in spearheading a more aggressive and 
comprehensive erport policy and support framework. 
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5 .  b Reinainina Tasks: 

- Enact and implement the Export Omnibus Bill to 
address the shortcomings of the 
policy/institutional framework in promoting 
exports and addressing requirements of 
exporters. 

- Streamline the VAT tax credit system and the 
duty drawback system to extend coverage to all 
exporters including indirect exporters. 

6. Ex~ort Financina Issues: 

Existing systems of export finance in the Philippines are 
inadequate to promote exports and accelerate export earnings. Many 
exporters, especially the newer and smaller ones, face gre?t 
difficulty in obtaining working capital finance for their expo~t 
activities. Indirect exporters are even worse off. No mechanism, 
such as domestic L/C, is being used that would enable them to 
access export finance. Traditional banking practices currently in 
use do not avail of streamlined disbursement mechanisms to reduce 
the duration and hence, the costs of export loans. No collateral 
substitutes were developed to meet the banks1 formidable collateral 
requirements. Nor have transaction-based loan arrangements been 
employed to increase loan surety. 

In summary, the financing constraint of new and small 
exporters refers mainly to credit access. This constraint is 
exacerbated by the high cost of money particularly for the smaller 
exporters. Despite export orders, banks have a tendency to regard 
these small exporters as nonprime clients since they may lack 
adequate collateral. Nonprime lending rates are the highest rates 
charged by banks and nonbank financial institutions. 

6.b Renainina Tasks: 

- Introduce an expanded preshipment guarantee 
facility for export loans. 

- Introduce parallel financing systems (such as 
domestic L/C) for domestic input purchases of 
exporters. 

- Create a foreign currency loan scheme to 
finance the imported inputs of manufactured 
and other nontraditional exports. - 
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- Develop an independent source of sustainable 
funds dedicated to export programs in the 
areas of marketing, design, trade fairs, 
packaging, trade information, etc. 

C. Comblementarv Policies: 

1. Capital Market Development: 

Recent Emerience/Status: 

Like most developing countries, the capital market of the 
Philippines needs substantial improvement. There is hardly a 
market for long-term funds, although there exists two stock markets 
that somehow perform the role of generating long-term equity from 
the private sector. However, the volume of shares traded in these 
two stock markets are relatively thin. Only a few large 
corporations are listed for trading. These stock markets are 
regulated by the Securities and Exchange Commission (SEC), which 
does offer some form of protection to investors. 

While there exists a number and types of banks (commercial, 
thrift, rural and development banks) and nonbank financial 
institutions that provide various financial services, most of their 
lending activities are short-term. Banking and other financial 
services are also subject to a host of rules and regulations by the 
CB that often lead to high intermediation costs. High costs of 
intermediation drives a wedge between lending rates and deposit 
rates. The former are higher than what they should be, while the 
latter are depressed. Foreign equity participation in the banking 
industry is limited to only 40 percent. Only two foreign banks 
have been granted a commercial banking license (Citibank and Hong 
Kong Shanghai Banking Corporation) and with only limited bank 
branching. 

The country may be equipped with basic institutions to channel 
savings but they can only be effective if there is a substantial 
flow of savings seeking long term placements in private corporate 
institutions. The flow is small for various reasons. Private 
savings as a percentage of GNP is low at 12 percent and much of 
that savings is generated by and reinvested in family enterprises. 
Short-term interest rates are high, making it unattractive to lock 
up money long-term. Most larger investors prefer other outlets, 
such as real estate and/or family businesses, to which they have a 
personal connection. 
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The government securities market developed rapidly in the 
eighties. Monetary authorities relied on governmerit debt 
instruments to stabilize the economy, starting with the economic 
crisis of 1983-85. While an effective tool for carrying out 
monetary objectives and obtaining funds for deficit financing, 
government securities are essentially short-term instruments. As 
a consequence, the share of debt service in the government's budget 
rose to 40 percent, crowding out economic and social services. 
The development of the long-term funds market was also held back as 
more investors preferred the high yielding, short-term government 
debt instruments. 

Remaininu Tasks: 

- Merge the two stock market exchanges to 
achieve economies of scale in listing, trading 
and backview operz,+ions. 

Reduce the costs of intermediation. 

Allow greater participation of foreign banks. 

Develop the secondary market for long-term 
public debt instruments. 

Increase the participation in competitive 
bidding for government securities. 

Provide small savers access to government 
securities. 

2. Free Entrv and Pricins in Interisland Shimina: 

Recent Emerience/Status: 

Maritime transport is considered an important form of cargo 
transport in the country today. Maritime transport costs can 
influence investment decisions on plant/factory location as well as 
markets to serve. In a business enterprise that depends on a 
strong link-up with capital and natural resources, maritime 
transport definitely affect profitability. 

In 1989-90, in part because of the interisland shipping 
reforms supported by SDP I, passenger rates other than third class 
have been freed. Likewise certain cargo rates, such as rates on 
products requiring refrigeration, have been freed. While formal 
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liberalization of entry into the industry was not achieved because 
of lack of Congressional approval, MARINA did increase competition 
on many routes through the decisions of its Board on shipper's 
requests for route entry. 

Progress toward greater competition in shipping must take 
place on two fronts simultaneously, route entry and pricing. If 
entry is liberalized but prit:e regulation is 
maintained, there may hardly be any incentive to provide quality 
service and cartel pricing c~uld develop among shippers. Two 
additional elements are the level of port charges, which seem to 
bear little relation to co&s in publicly run harbors and the 
possible inadequacy of port infrastructure if traffic were to 
increase. 

2.b maininff Tasks: 

- Deregulation of rates for liner services 
operating the tertiary and development routes 
and for ferry services. 

- Rationalization of pricing formulas for 
computing cargo rates. 

- Reduction of reporting requirements for liner 
operators. 

- Introduction of peak pricing strategy for 
third class passenger rates. 



ANNEX G 

POLICY IMPLEMENTATION MATRIX 



SUPPORT FOR DEVELOPMENT PROGRAM I 1  
Pol i c y  Imp1 ementation Ma t r i x  

Overal l  Goal : Ph i l  i pp ine  Exports Competit ive i n  World Markets. 

I P t  RFORMANCt INDICATORS 
Pol  i c y  Objective/In~plementation Action1 Tranche 2 I Tranche 3 

I I 
A. STRATEGY - Competi t ive P r i c i n g  

f o r  Exports and The i r  Inputs  

1. Market determined fo re ign  
exchange r a t e  

L i b e r a l i z e  fo re ign  exchange 
t ransact ions and holdings. 

2. Access t o  i ~ p u t s  a t  wor ld  p r i ces  

Streamline duty drawback and VAT 
tax c r e d i t .  

Comprehensive study on fo re ign  
exchange ru l es  and regu la t ions 
completed. 

Test run o f  o f f - f l o o r  t r ad i ng  
among commercial banks and review 
of  experience completed. 

One stop duty drawback center  
operat ing e f f ec t i ve l y .  

Procedures f o r  prompt approval 
of 40 percent o f  VAT tax  c r e d i t  
claims imp1 emented. 

Recornendations o f  the study 
acted upon, inc lud ing:  

- P a r t i c i p a t i o n  i n  the f o re i gn  
exchange market expanded t o  
o ther  banks and non-bank 
i n s t i t u t i o n s .  

- Revised acc red i ta t ion  system 
for  fo re ign exchange brokers 
and deal ers opera ti ng. 

Retent ion l i m i t s  f o r  exporters o f  
t h e i r  fo re ign exchange earnings 
subs tan t i a l l y  expanded. 

Length o f  processing t ime f o r  80 
percent o f  completed app l i ca t ions  
reduced t o  60 days o r  l e ss  f o r  a t  
l e a s t  th ree months period. 

Length o f  processing t ime f o r  80 
percent o f  completed appl i c a t i o n s  
reduced t o  60 days o r  l e ss  f o r  a t  
l e a s t  three months period. 



Page 2 
SUPPORT FOR DEVELOPMENT PROGRAM I 1  

Pol i c y  Implementation Matr ix  

I I ' t f i m c t  IC 
Pol i c y  Objective/Impl ementatton Actfonl  Tranche 2 I Tranche 3 

I 
I 

8. STRATEGY - Supportive I 
Environment f o r  Exports I 

I 
1. Adequate provis ion o f  i n te r1  sland 1 

1 i ner shi bpi ng services 

L ibera l  i ze cargo ra te  
regulations. 

2. ~ f f i c i e n t  Financial  Resource 
Mobi 1  i zat ion 

Lessen i n t e r e s t  r a t e  impact o f  
b ~ ~ b l  i c  debt f inancing through 
improved management. 

I 
I 

Action plan adopted t o  1 i beral i r e  I Agr icu l tu ra l  comnodi t i e s  
l i n e r  cargo rates. I rec lass i f ied.  

I 
I Cargo fork t a r i f f s  widened 
I s ign i f i can t ly .  
I 
I 
I 

Action program f o r  improving 
I 
I Mechanism(s) for  the access o f  

the access o f  small savers t o  ( small savers t o  government 
government secur i t ies,  including 1 secur i t ies designed. 
possible use o f  t r u s t  u n i t s  I 
and/or saving bonds, adopted. I 

I 
I 
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ECONOMIC ANALYSIS O F  SDP 11 SUPPORTED REFORMS 



Annex H 

SDP I1  Economic Analysis 

1. Background 

The goal o f  SOP I 1  i s  t o  make Ph i l i pp i ne  exports compet i t ive i n  the wor ld 
markets. The refonns proposed t o  be supported under SDP I 1  come under two 
s t ra teg ies .  The f i r s t  s t rategy i s  competi t ive p r i c i n g  f o r  exports and t h e i r  
inputs. The p o l i c y  ob jec t ives o f  t h i s  st rategy are market determined fore ign 
exchange r a t e  and access t o  inputs  a t  world prices. The respect ive 
implementation act ions are: l i b e r a l i z e  fore ign exchange market and holdings, 
and streaml i n e  duty drawback and value added tax (VAT) c r e d i t  on exporters '  
inputs. The second s t ra tegy i s  support ive environment f o r  exports w i t h  the 
pol i c y  ob jec t ives o f  adequate prov is ion o f  i n t e r i s l a n d  1 i ner shipping services 
and e f f i c i e n t  resource mobi l i za t ion.  The imp1 enentat ion act ions are: 
l i b e r a l i z e  shipping r a t e  and route  f ranch is ing regulat ions,  strengthen VAT 
admini s t r a t i on ,  and improve pub1 i c  debt management. 

The economic ana lys is  attempts t o  quant i fy ,  where possible, the economic 
impact o f  the above SDP 11 reform act ions. O f  the reforms t h a t  cou ld  be 
quan t i t a t i ve l y  evaluated, the fo re ign  exchange market, VAT and pub l i c  debt 
management act ions are assessed using a macroeconometric model o f  the 
Phi 1 i ppins economy. The o ther  reform act ions, i .e., streaml i ning duty 
drawback and VAT rebates f o r  exporters '  inputs,  and i n t e r i  s l  and shipping 
reform, are evaluated separately. The next several sect ions discuss the 
impact o f  BOP support and the d i f f e r e n t  reforms. The f i n a l  sect ion contains 
an economic appraisal o f  SDP 11. 

2. I m ~ a c t  o f  Balance o f  Pavments Sumor t  

The t r ans fe r  o f  SDP I 1  funds w i l l  increase the i n f l o w  o f  cap i t a l  and help 
finance the l a rge  cu r ren t  account d e f i c i t ,  which the '  IMF p ro jec ts  t o  be 4.5 
percent o f  GNP i n  1991 and 3.9 percent o f  GNP i n  1992. Assuming t h a t  SOP I1  
funds w i l l  amount t o  $35 m i l l i o n  i n  1991 and $85 m i l l i o n  i n  1992, the 
pro jec ted cur rent  account d e f i c i t  w i l l  be reduced by approximately 0.1 percent 
o f  GNP i n  1991 and 0.2 percent o f  GNP i n  1992. 

3. Impact o f  Foreign Exchange Market, VAT and Publ ic  Debt Management 
Reforms 

A. Descr ip t ion o f  the Macroeconometric Model 

Impact o f  these reforms ma] be assessed i n  terms o f  t h e i r  e f f e c t s  on the 
economy. Without and w i t h  reform ac t ion  sets  o f  p ro jec t ions  are prepared 



using the 1989 vers ion o f  the Ph i l i pp i ne  I n s t i t u t e  f o r  Development Studies 
(?IDS) - National Economic and Development Author i ty  (NEDA) annual 
nacroeconometric model .l/ 
The 1989 version o f  the PIDS-NEDA model i's based on a combination of  
c lass ica l  , Keyri2sian, s t ruc tu ra l  i s t  and monetarist concepts. The model 
determines output  from the supply side. Aggregate demand a1 so plays an 
important r o l e  i n determini ng output. Supply bott lenecks ar? taken i n t o  
account as a f f e c t i n g  c e r t a i n  sectors o f  the economy. Money has a prominent 
r o l e  i n  determining pr ices.  The mix ture  o f  concepts r e f l e c t s  cu r ren t  
developing country real  i t i e s  i n  the s t ruc tu re  o f  the model . For instance, i n  
devel oping economies, especi a1 l y  those which are agr icu l  ture-based, i t  i s  more 
appropriate t o  high1 i g h t  the r o l e  o f  aggregate supply i n  the determination o f  
output  t o  capture the e f f e c t s  o f  supply bott lenecks. Other i n s t i t u t i o n a l  
const ra in ts  are a lso r e f l ec ted  i n  the model such as a nonmarket c l ea r i ng  wage 
a r t  s i  ng from pers is ten t  unemployment and underemployment. Chronic budget 
d e f i c i t s  and other macroeconomic imbalances are corrected w i t h  appropr iate 
f i s c a l  and monetary po l i c ies .  Added t o  t h i s  i s  the e f f e c t  o f  pol i c y  on 
economic a c t i v i t y  through the in f luence on aggregate demand. 

I n t e rac t i on  of aggregate demand and supply w i l l  no t  necessar i ly  resu l  t i n  f u l l  
employment equ i l ib r ium.  I n  the context  o f  developing economies, i t  i s  no t  
imperat ive t h a t  macroeconomic balance be achieved by automatic p r i c e  
adjustments. Th is  immediately r u l es  ou t  the market c lea r ing  process inherent  
i n  the c lass ica l  system, noted i n  the model v i a  the spec i f i ca t i on  o f  
" f i x p r i c e "  and " f l e xp r i ce "  sectors. The f l e x p r i c e  sector i s  assumed t o  have 
an ad jus t ing p r i ce  whi le  the  f i x p r i c e  sector  i s  assumed t o  have an ad jus t ing  
output  l eve l .  The former usua l ly  pe r ta ins  t o  ag r i cu l tu re  whi le  the l a t t e r  t o  
industry.  

The model consists o f  114 behavioral and s t ruc tu ra l  equations and 53 
i d e n t i t i e s .  It i s  d iv ided i n t o  fou r  major blocks: (1)  the r ea l  sector  
cons is t ing  o f  production, expenditure, employment, wages and pr ices,  ( 2 )  the 
f i s ca l  sector, (3 )  the f i nanc ia l  sector, and ( 4 )  the external sector. 

The 1 inkage between the production sector  and expenditure sector comes mai n l  y 
i n  the form o f  aggregate expenditure categor ies appearing as arguments i n  the 
demand funct ions i n  the production sector. Output as determined then enters 
i n t o  the employment equation. The f i  nancial and real  sectors i n t e r a c t  though 
the i n t e r e s t  r a t e  and through the p r i c e  var iab les  as some monetary aggregates 
a f f e c t  pr ices. The f i s c a l  sector  i s  essent i  a1 l y  exogenous i n  the basic model , 
speci f i c a l  l y  w i t h  respect t o  government expenditures. However, t ax  revenues - 
are 1 inked t o  t he  l eve l  o f  economic a c t i v i t y  o r  output. To the  ex ten t  t h a t  i t  

11 Winifreda M. Constantino, Josef  T. Yap, Ronal d Q. Butiong and Ale1 i S. 
dela Par, "The PIDS-NEDA Annual Macroeconometric Model Version 1983: A 
Summary," Working Paper Series No. 90-1 3, P h i l  i ppine Ins  ti t u t e  f o r  
Development Studies, 1990. 



i s  monetized,-the government budget d e f i c i t  serves as the l i n k  w i t h  the  
f i n a n c i a l  sector.  The ex te rna l  sec to r  1  i n k s  w i t h  the  r e s t  o f  the  economy 
through the  f i n a n c i a l  va r i ab les ,  s p e c i f i c a l l y ,  n e t  f o r e i g n  assets. This  i s  i n  
a d d i t i o n  t o  t he  1  i n k  bztween the  expendi tu re /p roduc t ion  side, i .e., expor ts  
and impor ts  w i t h  t he  c u r r e n t  account components. 

Because many exogenous v a r i a b l e s  i n  the  model are po l i cy -o r i en ted ,  i t  i s  
p a r t i c u l a r l y  s u i t a b l e  f o r  s h o r t  term p o l i c y  ana lys is .  I t  should be noted 
however, t h a t  the  s t a t i s t i c a l l y  est imated s t r u c t u r a l  parameters o f  t he  
economy, g iven  the  model ' s  f unc t i ona l  s p e c i f i c a t i o n ,  are de f i ned  by the  
es t ima t i on  per iod,  cove r i ng  1968 t o  1987 o r  subperiods thereof .  I n  t h i s  
respect,  s imu la t ions  o f  t h e  model are l i k e l y  t o  underest imate the  l e v e l  and 
r a t e  o f  changes i n  t h e  s t r u c t u r e  o f  the  economy. 

B. WStbout SDP 11 Base l ine  Scenario 

The base l ine  scenar io  c o n s i s t s  of 62 assumptions (Table 1  1. The assumptions 
are  based on a v a i l  ab le  i n f o r m a t i o n  gatherec! f rom pub1 1 shed and unpubl i shed 
r e p o r t s  o f  government agencies and from publ ished studies.  Whenever 
i n f o r m a t i o n  about c e r t a i n  v a r i a b l e s  inc luded i n  the  1  i s t  o f  assumptions a r e  
n o t  ava i l ab le ,  t h e i r  p a s t  growth p a t t e r n s  a re  assumed t o  remain f o r  the  n e x t  
t en  years w i t h  some adjustments based on an eva lua t i on  o f  t he  l i k e l y  growth 
p a t t e r n s  o f  the  va r i ab les .  E f f o r t s  were made t o  take  i n t o  account changes i n  
government p o l i c i e s  t h a t  a f f e c t  t he  values o f  c e r t a i n  va r i ab les  inc luded i n  
the  l i s t  o f  assumptions. F o r  instance,  t h e  assumption on the  t a r i f f  r a t e s  has 
a1 ready incorpora ted  t h e  imp1 ementation o f  t he  r e c e n t l y  1  aunched t a r i f f  re fo rm 
program (Execut ive Order No. 470). 

One c r u c i a l  v a r i a b l e  i nc luded  i n  t he  1  i s t  o f  assumptions f o r  t he  base l i ne  
scenar io  i s  the  nominal exchange ra te .  The average nominal exchange r a t e  f o r  
t he  pe r i od  January-July 1991 i s  assumed t o  h o l d  f o r  t h e  year. F o r  t he  
subsequent years, i t  i s  assumed t h a t  t he  f o r e i g n  exchange' r a t e  movements w i  11 
s t i l l  be g r e a t l y  i n f l u e n c e d  by the  Centra l  Bank. Only a  moderate dep rec ia t i on  
i s  t h e r e f o r e  t o  be expected i n  t h e  n e x t  n i n e  years.  It should be noted t h a t  
i n  t h e  l a s t  f i v e  years, except  1990, exchange r a t e  dep rec ia t i on  had never gone 
beyond 5  percent. Thus, i n  1992, t he  nominal exchange r a t e  i s  expected t o  
deprec ia te  t o  P28.5 p e r  U.S.Sl.00. It i s  f u r t h e r  expected t o  deprec ia te  by 
4.9 percent  i n  1993, 5 percent  p e r  yea r  i n  1994 and 1995, 3 percent  p e r  y e a r  
i n  1996 t o  1998, and 1  percent  pe r  y e a r  i n  1999 and 2000. 

Addressing macroeconomic imbalance i n  1991 and 1992 w i l l  be the  main concern 
o f  t h e  a u t h o r i t i e s .  Hence, reserve  requirement i s  expected t o  remain a t  25 
percent.  However, improved s t a b i l  i t y  o f  t he  e~onomy i n  1993 wi 11 a1 1 ow t h e  
monetary a u t h o r i t i e s  t o  reduce the  reserve  requirement s t a r t i n g  t h a t  year .  
The o b j e c t i v e  here i s  t o  b r i n g  down the  reserve  requirement t o  16 pe rcen t  over  
the  years  which was p a r t  of t he  o r i g i n a l  p lan  o f  t h e  1980 f i n a n c i a l  reforms. 

Concomitant w i t h  t h e  o v e r a l l  improvement o f  t he  economy i s  t he  s lowing  down o f  
t he  i n f l a t i o n  ra te .  Thus, nominal i n t e r e s t  r a t e  on t ime depos i ts  i s  expected 



t o  decl ine, but not  necessar i ly  the rea l  ra te .  The nominal i n t s r e s t  r a t e  on 
savings deposit  i s  expected t o  remain the same a t  5 percent 'per anntrm through 
the p ro jec t ion  period. 

The resu l t s  o f  t h i s  p ro jec t ion  exercise a.re shown i n  Table 2. The growth of 
GNP w i l l  accelerate from 1.13 percent i n  '1991 t o  7.46 percent i n  2000, 
averaging 5.7 percent per year. The tax  e f f o r t  w i l l  hard ly  change. As a 
percent o f  GNP, the budget d e f i c i t  w i l l  f l uc tua te  bu t  w i l l  go down t o  0.71 
percent i n  2000. The cu r ren t  account d e f i c i t  w i l l  increase from U.S.fl.8 
b i l l i o n  i n  1991 t o  U.S.$3.2 b i l l i o n  i n  2000, although as a percent o f  GNP i t  
w i l l  decl ine from 3.8 percent i n  1991 t o  2.5 percent i n  2000. 

C .  With SDP I 1  Scenario - 
1 ) Assumpti ons 

The assumptions used f o r  the w i t h  SDP I 1  fore ign exchange market, VAT and - 
publ i c  debt management reforms are discussed below. The r e s t  o f  the 
assumptions are the same as those of the wi thout  SDP I 1  basel ine scenario. 

The nominal exchange r a t e  f o r  1991 i s  assumed t o  be the same as t h a t  o f  t he  
basel ine. For the subsequent year, however, i t  i s  assumed t h a t  the fo re ign  
exchange market w i l l  be l i b e r a l i z e d  i n  accordance w i t h  the SDP I 1  po l i c y  
imp1 ementation matr ix. The exchange r a t e  i s  there fore  expected t o  depreciate 
t o  p31 per U.S.fl .OO i n  1992 approximating the para1 l e l  market r a t e  i n  1 a te  
1990. I t w i l l  f u r t h e r  depreciate by 5 percent annual ly f o r  the years 1993 t o  
1995, by 3 percent annual ly f o r  the years 1996 t o  1998, and' by 1 percent 
annual ly f o r  the years 1999 and 2000. 

Strengthening VAT admin is t ra t ion w i  11 mobi 1 i z e  more resources f o r  the 
government and consequently reduce i t s  budget d e f i c i t .  Hence more funds, w i l l  
be made ava i l  able a t  lower ra tes  than what may be ava i lab le  f o r  the p r i va te  
business sector, i n  general, and the export  sector, i n  pa r t i cu l a r .  It i s  
assumed t h a t  the base1 i n e  scenario already included some amount o f  VAT 
co l lec t ion .  It i s  f u r t h e r  assumed t h a t  t h i s  amount i s  equivalent  t o  1.25 
percent o f  nominal GNP. Thus, the  actual  amount o f  VAT c o l l e c t i o n  cou ld  be 
derived. To shock the  system, a 20 percent growth per  year  i n  VAT c o l l e c t i o n  
from the  Department o f  Finance's 1992 projected l eve l  was obtained. The 
d i f fe rence  between t h i s  and the VAT c o l l e c t i o n  der ived from the basel ine 
scenario f s then added t o  t he  s imula t ion (see Table 3). 

Improved publ i c  debt management has two components: reduct ion i n  the i n t e r e s t  
r a t e  o f  Treasury b i l l s  and increase i n  the i n t e r e s t  r a t e  on savings deposits. 
It i s  very d i f f i c u l t  t o  quant i fy  the e f f e c t  o f  t h f  s reform act ion on the 
i n t e r e s t  ra te .  Gf ven t h a t  such improvement i n  debt management can lead  t o  a 
reduct ion i n  i n t e r e s t  rates,  i t  i s  assumed t h a t  the Treasury b i l l  r a t e  w i l l  be 
reduced by 1 percentage p o i n t  f n 1993 t o  1995, and by another 1 percentage 
po in t  i n  1996 t o  2000 from t h a t  o f  the basel ine scenario. The Treasury b i l l  
r a t e  i n  t h i s  case i s  t rea ted  as an exogenous var iable.  The i n t e r e s t  r a t e  on 
savings deposits i s  assumed t o  remain a t  5 percent i n  1991 and 1992. I t  w i l l  
increase t o  6 percent i n  1993 and 1994, 7 percent i n  1995, and 8 percent i n  
1996 t o  2000. 



2) Results 

Tab1 e 4 shows a comparison o f  the w i t h  SDP I 1  scenario re1 a t i v e  t o  the wi thout  .- 
based on the expected implementation o f  the three reforms act ions, i.e., 
fore ign exchange market 1 i beral i zat ion,  improved VAT col 1 ec t i on  and be t t e r  
pub l i c  debt manageaent. 

Tax e f f o r t  w i l l  improve over t h a t  o f  t h e  base l i  ne scenario by 0.89 percent i n  
1992 and by 18.3 percent i n  2000. The budgst d e f i c i t  w i l l  be subs tan t ia l l y  
lower than t h a t  o f  the basel ine scenario and i n  fact ,  a budget surplus i s  
expected s t a r t i n g  1997. Considerabl e improvement i n  the external accounts 
w i l l  be real ized.  I n  pa r t i cu la r ,  cu r ren t  account d e f i c i t  w i l l  be lower than 
the basel ine scenario by 2.6 percent i n  1992 and 29.5 percent i n  2000. 
However, some i n f l a t i o n a r y  pressure w i l l  be f e l  t dur ing 1992 t o  1996. This 
w i l l  reduce the supply o f  c r e d i t  i n  rea l  terms t o  the export sector. Thus the 
l eve l  o f  exports i n  1992 t o  1995 w i l l  be low2r than t ha t  o f  the wi thout  SDP I1 
scendrio. A be t t e r  r e s u l t  s t a r t s  t o  show i n  1996. I n  2000, t h e m o f  rea l  
exports w i l l  be 2.7 percent higher than t h a t  o f  the basel ine scenario. 

SDP I 1  w i l l  help improve considerably the investment cl imate. Except f o r  
1992, the l eve l  o f  rea l  investment w i l l  be higher than t h a t  o f  the base1 i ne 
scenario. I n  2000, it w i l l  be 5.8 percent higher i n  rea l  terms than t h a t  o f  
the base1 i ne scenario. The GNP generatod by the w i t h  SDP I 1  scenario exh ib i t s  - 
a J-curve pa t te rn  r e l a t i v e  t o  the basel ine scenario. I n  pa r t i cu l a r ,  r ea l  GNP 
w i l l  be lower than the basel ine scenario dur ing 1992 t o  1995. S ta r t i ng  1996, 
hcwever, a pos i t i ve  dev ia t ion from the  base1 i n e  scenario w i l l  be observed. By 
2000, rea l  GNP under the w i t h  SDP I1 scenario w i l l  be 2.8 percent higher than 
t h a t  o f  the without. T h e z u r v e  pa t te rn  r e f l e c t s  both the  cos t  o f  s t ruc tu ra l  
adjustment a m e a r l  i e r  mentioned 1 i m i t a t i o n  o f  the model i n  
underest imating the pace and 1 eve1 o f  s t ruc tu ra l  adjustment. I t  a1 so ref1 ec ts  
the h i  s t o r i ca l  ( s t r i ngen t )  monetary response t o  i n f l a t i o n a r y  pressures a r i s i n g  
from a devaluation and the r e s u l t i n g  reduct ion i n  the real  value o f  investment 
funds ava i lab le  t o  the p r i v a t e  sector. This impl ied monetary pol i c y  
assumption i s  changed i n  the a1 t e rna t i ve  w i t h  SDP I 1  scenario be1 ow. 
Addi t ional  discussion on s t ruc tu ra l  a d j u s m t  costs i s  provided i n  Section 
6. 

The pro jec ted s t ruc tu re  o f  the economy w i t h  the three reforms i n  p lace i s  
shown i n  Table 5. The share o f  ag r i cu l t u re  w i l l  dec l ine from 27.2 percent i n  
1992 t o  21.8 percent i n  2000. I n  contrast ,  the share o f  the indust ry  sector 
w i l l  increase from 32.8 percent i n  1992 t o  39.4 percent i n  2000. The 
composition o f  demand w i l l  a lso change. I n  pa r t i cu l a r ,  the shares o f  exports 
and investment w i l l  increase s i gn i f i can t l y .  With the three reforms, 
i ndus t r i  a1 i zat ion w i  11 proceed, anchored on re1 a t i v e l y  stronger expor t  
performance. 

Overal l ,  the  three pol Icy act ions w i l l  have a s i g n i f i c a n t l y  p o s i t i v e  e f f e c t  on 
the  economy i n  the long  run. GNP and GDP l e v e l s  w i l l  be much higher. 
External and i n t e rna l  balance w i l l  improve considerably. Each o f  the reforms 
could have been simulated separately and i n  f a c t  t h i s  was done although the 



r e s u l t s  are f o t  shown here. However, there i s  conceptual basis f o r  a combined 
s imula t ion o f  the three r e f o n s .  St ruc tura l  adjustment i n  the economy i s  
b e t t e r  achieved through a c m b i  nat ion of expenditure switching and expenditure 
changing po l i c ies .  I n  the case o f  the SDP I 1  package, the fore ign exchange 
market reform w i  11 resul t i n  expeqditure%i tching whi le the VAT and publ i c  
debt management reforms w i l l  have both expenditure swi tching and changing 
e f fec ts .  The resu l t s  f o r  the combined case were found t o  be much b e t t e r  than 
impacts o f  the  ind iv idua l  reform actions. 

D. An A1 te rna t i ve  - With SDP I 1  Scenario 

This scenario uses the same assumptions as i n  the above w i t h  SDP I1  
simulat ion, except f o r  res to r ing  the real  value o f  c r e d i m n d s  f o r  investment 
by the p r i va te  sector. To r e f l e c t  possib le monetary pol i c y  response t o  
expected higher in f ' l  a t i on  rates, 1 i quid i  t y  growth i s  s l  i gh t l y  increased and 
the  share o f  domestic money banks i n  t o t a l  1 i q u i  d i  t y  re1 a t i v e  t o  the publ i c  
sector i s  increased t o  res tore  the real  value o f  ava i lab le  c r e d i t  f o r  1 ending 
by these banks t o  the  p r i va te  sector. 

As shown i n  Table 6, i n f l a t i o n  r a t e  w i l l  be s l i g h t l y  higher than i n  the 
i n i t i a l  w i t h  SDP I1 case dur ing 1992 t o  1996, bu t  w i l l  be increas ing ly  lower 
i n  the s m e d i  ng years. With h igher rea l  investment 1 evel s , the J-curve 
pa t te rn  re1 a t i v e  t o  the  basel ine scenario i s  reduced t o  three years f o r  GNP 
and t o  only two years f o r  GDP from four  years f o r  both GNP and GDP under the 
i n i t i a l  w i t h  SDP I 1  scenario. Much higher 1 evel s o f  rea l  GDP and GNP are 
p r o j e c t e m t e r  the end o f  the J-curve. Improvenents i n  the f i s c a l  and 
external  accounts are  a1 so more s i gn i f i can t ,  

4. Impact o f  Duty Drawback and VAT Rebate Reforms 

Since exporters are e n t i t l e d  t o  duty drawbacks and VAT rebates, the  impact on 
n e t  government revenue woul d be zero i n  the long run. More s i g n i f i c a n t l y ,  
however, the f i nanc ia l  p ro f  i t a b i  1 i t y  o f  export  a c t i  v i  t i e s  i s  expected t o  
improve by s t reaml in ing and shortening the duty drawback and VAT rebate 
processes. E f fec t i ve ly ,  incent ives f o r  exports would be upgraded and exports 
may be expected t o  increase i n  the future.  

The bene f i t s  o f  s t reaml in ing the duty drawback process may be ind icated by t he  
po ten t ia l  f i nanc ia l  cos t  savings and increase i n  p r o f i  t a b i l  i t y  a r i s i n g  from 
e a r l i e r  r ece ip t  o f  the duty drawback by the exporter. I n  the absence o f  
empir ical  basis t h a t  woul d trans1 a te  the increase i n  f i  nancial p r o f i  t a b i l  i t y  
t o  increased exports and economic income, th: f i nanc ia l  cos t  savings could be 
assumed t o  be r e f1  e c t i  ve o f  increased exporter  economic income. 

The T a r i f f  Commission estimates t h a t  i n  1990, t o t a l  duty drawbacks amounted t o  
p34.315 m i l l  ion. Th is  i s  estimated t o  be around P39.5 m i l l  i o n  i n  1931 I 
prices. Assuming t h a t  processing t ime f o r  duty drawbacks i s  reduced from an 
average o f  one year  t o  60 days, and using a real  borrowing r a t e  o f  8.05 
percent, the estimated f i nanc ia l  cos t  savings (and the increase i n  p r a f i  t )  o f  

L 

e x p ~ r t e r s  would be P2.6 m i l l i o n  i n  1990. 



Since the  above est imatzs are based on actual  duty  drawbacks, they are i n  f a c t  
h i g h l y  understated. Est imates of  t he  p o t e n t i a l  l e v e l  o f  duty  drawbacks are 
p rov ided i n  Table 7, us ing  the  p r o j e c t e d  value o f  i n te rmed ia te  i n p u t s  f o r  
expor ts  under the  w i t h o u t  SDP I 1  base1 i ne scenario, p ro jec ted  average t a r i  f f  
ra tes ,  and the  r e a l T K T w i n g  r a t e  r a t h e r  than the  t ime depos i t  r a t e  t o  
r e f l e c t  the cos t  of money. P o t e n t i a l  f i 'nancial  c o s t  savings by expor te rs  can 
be as much as P1.4 t o  2.4 b i l l  i o n  pesos i n  1991 p r i c e s  per  year  du r i ng  
1993-2000. Actual f i n a n c i a l  c o s t  savings i n  t he  f u t u r e  expectedly  w i l l  f a l l  
below p o t e n t i a l  b u t  w i l l  be much h igher  than c u r r e n t  performance. 

A s i m i l  a r  approach c o u l d  be used t o  d e r i v e  resu l  t s  t h a t  may be expected f rom 
the  improvement i n  processing o f  VAT rebates t o  sxpor ters.  The VAT d i v i s i o n  
o f  t he  Bureau o f  I n t e r n a l  Revenue est imates t h a t  i n  1990, the  t o t a l  amount o f  
rebates processed amounted t o  P36.5 m i l l i o n ,  o f  which P7.5 m i l l i o n  were 
granted and the  r e s t  e i t h e r  d isa l lowed o r  denied. For  the  same year,  t h e  
t o t a l  amount o f  VAT reba te  c la ims amounted t o  P870 m i l l  i on .  App ly ing  the  
r a t i o  o f  rebates granted t o  processed, t o  t o t a l  c la ims would r e s u l t  i n  t o t a l  
c l a ims  granted o f  8178 m i l l  i o n  o r  p205 m i l l  i o n  i n  1991 pr ices .  Assuming 
average processing t ime i s  reduced from one year  t o  60 days, and us ing  a  r e a l  
borrowing r a t e  o f  8.05 percent ,  the  est imated f i n a n c i a l  c o s t  savings f o r  
expor te rs  cou ld  be a t  1  eas t  P14 m i  11 i o n  i n  1990. 

5. I m ~ a c t  o f  I n t e r i s l a n d  S h i ~ ~ i n a  Rate and Routs L i b e r a l i z a t i o n  

Th is  sec t i on  prov ides a  d iscuss ion  on two major expected impacts o f  
i n t e r i s l a n d  sh ipp ing  r a t e  and r o u t e  1  i b e r a l  i zat ion :  c o s t  reduc t i on  through 
e f f i c i e n c y  gains, and c o n t r i b u t i o n  t o  economic grolzth o f  s u f f i c i e n t  
app rop r i a te  sh ipping serv ices.  The r e a d i l y  quant i  f i a b l  e. b e n e f i t s  o f  these 
reforms, when f u l l y  implemented, a re  est imated t o  be a t  l e a s t  P284 m i l l  i o n  a  
year.  

A. E f f i c i e n c y  Gains and Cost  Reduct ion 

One b e n e f i c i a l  outcome o f  p o l i c y  refonns toward l i b e r a l i z e d  p r i c i n g  and e n t r y  
i n  t h e  i n t e r i s l a n d  sh ipp ing  sec tor  may be expected from increased e f f i c i e n c y  
i n  t he  t r a n s p o r t  o f  goods and serv ices  i n  the  country .  The e f f f c i e n c y  ga ins  
from sh ipp ing  r a t e  and r o u t e  l i b e r a l i z a t i o n  can be de r i ved  ma in l y  from t r a v e l  
c o s t  savings, m in im iza t fon  o f  cargo shut  outs,  r educ t i on  i n  t r a v e l  and w a i t i n g  
time, avoidance o r  reduc t fon  i n  delays i g  t r t n s p o r t i n g  and hand1 f  ng cargos 
(reduced turnaround t fme f  n  p o r t s ) ,  m in im iza t i on  o f  we igh t  loss ,  spoi 1  age, 
p i  1  fe rage and spf 11 age o f  cargos. 

E f f i c i e n c y  gains can be i l l u s t r a t e d  by d i r e c t  shipment o f  e x p o r t  p roduc ts  such 
as bananas d f r e c t  f rom Davao t o  Hong Kong o r  Singapore and p ineapples d i r e c t l y  
from General Santos C i t y  t o  f o r e i y n  po r t s .  The e l i m i n a t i o n  o f  t h e  need f o r  
t ransshipment through Cebu o r  f4ani 1  a  has g r e a t l y  encouraged expor ts  from the  
Davao area. Even if t r a n s i t  f r e i g h t  r a t e s  had been l i b e r a l i z e d ,  c o s t  savings 
f rom d i  r e c t  shipment o f  expo r t s  are 1  arge, approximate1 y  P7,455-9,560 pe r  20 
f o o t  con ta i  ners (equ i  va l  e n t  t o  t r a n s i t  r a t e s )  . 



Frui ts  and ve'getables cargo shut outs a t  Davao had become a problem during the 
peak cargo season of September through December. Bananas were e i ther  being 
accommodated in the 1 imited number of available reefer boxes a t  a much high2r 
charge since i t s  ra te  deregulation or were befng accommodated as break b u l k  
cargo resul t i  ng i n  80 percent spoi 1 age. ,'Reduction of frui t s  and vegetables 
cargo shut outs through route l iberal izat ion and encouragement of increased 
provision of more reefer boxes by shipping operators would t ranslate  t o  huge 
savings in spoil age costs. 

Despite 1 i bsral ization of shipping races for 1 ivestock, the problem of 
inadequate hog vans i n  shipping vessels i s  smiously contributing to  
substantial animal weight loss. Cattle from Southern Nindanao are estimated 
t o  lose an average of 12 kilograms of weight on the i r  way to Manila and hogs 
roughly one ha1 f to two thirds  as much. To reduce costs ar is ing from weight 
loss  during sea transport, further encouragement to  shipping operators t o  
invest i n  hog vans should be made and tied up w i t h  plans to  introduce more 
slaughterhouses i n  c a t t l e  and hog growing areas. 

A survey of grains shippers done i n  Hay 1991 showed substantiai sp i l l  age and 
p i  1 ferage losses. Southern Agro Export Corporation (SAGREX) , which ships corn 
t o  both Cebu and Manila, r e l i e s  heavily on chartering trampers w i t h  
suppl ementary service from 1 i ner shipping operators. I t  estimates about 10 
percent spil lage and pilferage losses from i t s  grain shipments i f  not 
containerized and j u s t  about 1.5 percent i f  containerized. Using a 20 foot 
container containing aro!md 17 to  19 metric tons of bagged corn (equivalent t o  
350-380 bags) or an average of 18,000 kilograms a t  the 1991 price of corn of 
p4.40 per kilogram, a saving of 8.5 percent of the shipment would mean tha t  
containerized transport of corn i s  wor th  a. charge increment of approximately 
P6,730. Present total  charge now for Davao-Manila i s  P9,000. I t  is  i n  the 
best i n t e re s t  of SAGREX t o  pay higher charges for  containerization b u t  i t  i s  
a lso i n  the in te res t  of the shipping 1 iner industry to  hold down costs of 
containerization. The optimal solution appears t o  be the dual rate  system for 
Class C category. This would mean, on the average, ra tes  paid for  
containerizing corn and other grains would be 20-25 percent higher than 
noncontai neri zed servf ce. T h i s  f ncrement woul d be considerably 1 ess  than the 
average incremental value of containerization t o  the shf pper. 

The resu l t s  of a case study done on the Iloilo-Tagbilaran route show tha t  
- savings to  both shippers and passengers for one route could amount to  around 

p3 million annually. These savf ngs caul d be channeled t o  other productive 
a c t i v i t i e s  which could generate more output for  the 1 ocal economy. A t  
present, s i  gni f f cant t r a f f i c  of cargo and passenger between I1 oi 1 o and 
Tagbi 1 aran have t o  pass through Cebu. No l ine r  shipping operator has appl ied 
for  a route franchise despite MARINA'S prescribed rates for  the I loi lo-  
Tagbi 1 aran route. The exi s t ing  route via Cebu resul ts f n unnecessary costs of 
transport ,  t ransfer ,  and time to  both passengers and cargo as well as costs of 
pilferage and spi l lage of cargo. Thus ,  I lo i lo  shippers are  inclined to  
negotiate with a Cebu based trader who i n  turn, would be responsible for  
trading w i t h  Bohol t raders ,  rather than engagf ng busf riess di rectly w i t h  Bohol 
traders because of additional transport and t ransfer  costs.  Bohol consumers 
bear the burden of unnecessary transport costs.  



The d i r e c t  cast  savings t o  I l o i l o  r i c e  shippers ( I l o i l o  i s  a r i c e  surplus 
province whi le  Bohol i s  a r i c e  d e f i c i e n t  one) o f  a d i r e c t  1 i n e r  serv ice 
between I l o i l o  and Tagbi laran inc lude savings i n  f r e i g h t  and handl i n g  costs as 
wel l  as p i l f e rage  and sp i l l age  costs. Handling cos t  savings, i.e. ar ras t re ,  
stevedoring and wharfage, amount t o  P49.62 per revenue ton. The d i f fe rence  i n  
f r e i g h t  r a t e  between an i n d i r e c t  and a d i r e c t  serv ice i s  P79.79. Assuming an 
annual average volume shipment o f  2,000 met r i c  tons o f  r i ce ,  savings i n  
f r e i g h t  and handl ing costs would reach p258,820 year ly .  I n  add i t ion ,  
p i l f e rage  and sp i l l age  w i l l  be minimized w i t h  a d i r e c t  route  and 1 ikewise, the 
damage t o  sacks due t o  the e l im ina t ion  o f  double handl i n g  i n  Cebu. P i l f e rage  
and s p i l l  age i s  estimated t o  be reduced from 2 t o  1 percent. Assuming a 
p i  1 ferage and s p i l l  age cos t  o f  P9.00 per kilogram, savings from reduced 
p i l f e rage ,  sp i l l age  and damage t o  sacks could amount t o  P180,000 annually. 
Therefore, t o t a l  cos t  savings o f  r i c e  cargo d i r e c t l y  shipped from I l o i l o  t o  
Tagbi laran i s  around P440,000 per year. 

With regard t o  passengers, cos t  savings a r i s i n g  from a d i r e c t  route  between 
I l o i l o  and Tagbi laran inc lude the cos t  d i f fe rence i n  fa re  and t ime savings 
benef i ts .  The f a r e  d i f fe rence  i s  P36.50 per Th i rd  Class passenger. Time 
savings bene f i t s  are estimated P16.80 per Th i rd  Class passenger based on the 
assumed value o f  t ime i n  Western Visayas o f  P2.80 per hour for  a t o t a l  o f  6 
hours wa i t i ng  time. Based on actual Phi 1 ipp ine  Por ts  Au thor i t y  t r a f f i c  
f igures,  passengers who d i  sembarked i n Tagbi 1 aran Por t  t o t a l  1 ed 239,240. 
Assuming t h a t  20 percent .o f  th f  s passenger t r a f f i c  o r ig ina ted  from I 1  o i  l o  and 
are a l l  Thf r d  Class passengers, then the t o t a l  cos t  savings t o  passengers o f  
d i r e c t  serv ice would amount t o  around P2.6 m i  1 l i o n  annually. 

Taking the t o t a l  savings o f  P3 m i l  l i o n  yea r l y  t o  both shippers and passengers 
i n  the po ten t ia l  I l o i l o -Tagb f la ran  route  as i nd i ca t i ve  o f  bene f i t s  which can 
be der ived from other s i m i l a r  developmental routes (28 developmental routes 
have been i d e n t i f i e d  as of now), estimated grand t o t a l  savings could reach P18 
m i  11 i o n  yea r l y  (cover ing 6 possib le routes)  s t a r t i n g  i n  1993 up t o  1995 and 
P84 m i l  1 i o n  annual l y  from 1995 t o  year 2000 (cover ing a l l  28 routes) .  While 
t h i s  may no t  be t r u e  f o r  a1 1 28 developmental routes due to, d i f fe rences i n  
vol ume and val ue o f  commodity t rade as we1 1 as 1 eve1 o f  development o f  l oca l  
economy, the case o f  I 1  o i  1 o-Tagbi 1 aran i s  a conservati  ve one s ince Tagbi 1 aran 
i s  no t  as robust  a l 'ocal economy l i k e  those o f  the o ther  places considered f o r  
devel opment routes. 

8. S u f f i c i e n t  and Appropriate I n t e r i  s l  and Shipping serv ices 

The r a t i o n a l  f  za t ion  and deregulat ion o f  1 i ner shippf ng cargo ra tes  w i  11 
con t r i bu te  t o  lower ing the rea l  costs o f  i n t e r i s l a n d  shipping, by v i r t u e  o f  
the r a t e  f l e x i b i l f  t y  which w i l l  be permitted, and the r esu l t an t  r a t e  
competit ion. The e f f e c t s  which cargo r a t e  r a t i o n a l i z a t i o n  and deregulat ion 
w i l l  have on shf pping costs, however, w i l l  be less  s i g n i f i c a n t  than t he  
e f fec ts  which t h i s  same ra t i ona l1  zat ion and deregulat ion w i l l  l f  ke l y  have on 
the  ava i lab i  1 i t y  o f  appropr iate l i n e r  shf pp i  ng cargo services. 
Unreal f  s t i c a l l  y low regul ated cargo ra tes  have 1 im i t ed  the avai 1 ab i  1 i ty o f  
appropriate capaci ty f o r  a l l  o f  those commodities which, u n t i l  1989, were 



included in the "basic" commodi t y  category, u n t i l  1 i vestock were deregul atsd 
i n  November 1990. Mil led and unmilled grains and most f ru i t s  and  vegetables 
remain i n  t h i s  redefined category up t o  the pres,ont t i r  2 .  Rate regulation 
(passengers as we1 1 as cargo) has a1 so tended to  discourag? the introduction 
of services on some low t r a f f i c  density routes. 

The impact of ava i lab i l i ty  of suff ic ient  1 iner shipping services f a r  s e v s a l  
agri cul tural commodities i ncl ude the fol 1 owing. 

1 ) Encouragement of Growth in  Inter is l  and Trade. When commodity markst 
price differential  s between production areas and external areas are 
significantly greater than the costs of commodity transport from production 
area to  potential markets, then e i ther  there i s  inadequate information on 
prices and rnarketi n o  possi bi 1 i t i e s ,  or there are transport shortcomings tha t  
prevent shipment under appropriate conditions. The price d i f fe rent ia l s  
between f r u i t  and vegetable production areas of southern Mindanao and t h 2  
capital  of Manila are qui te  large. These d i f fe rent ia l s  have been suff ic ient  
t o  permit many f r u i t s  and vegetables t o  bear the costs of a i r  transport ,  which 
are three or  four times the charges for sea shipment, i f  only a i r  transport 
capacity has been avai lab1 e. By deregulating l ine r  shipping cargo rates for  
these commodities, shipping operators will be able to  rai se the i r  rates t o  
1 eve1 s t h a t  will induce them, to  provide suff ic ient  and appropriate services. 
The probable resul ts  will be that  shipments of these commod.ities will 
increasingly be made by inter is land shipping, rather than by a i r ,  w i t h  
signi f icant  cost savings resul t ing from the modal conversion, and the overall 
levels of production will r i s e ,  partly due to  the transport cost  savings, b u t  
mainly, due to  the f ac t  tha t  a i r  transport capacity constraints have also 
served in  the past t o  1 imi t the levels of f r u i t  and vegetable production. 

The market price d i f fe rent ia l s  for a fsw commodities produced i n  Southern 
M i  ndanao and shipped ( t o  the extent possi bl e )  t o  Mani 1 a were, i n  1991 , between 
6 and 35 pesos per kilogram, whereas l iner  shipping charges were around 40 
centavos per kilogram. A conservative estimate would be that,  a f t e r  payment 
of higher 1 iner charges than current regulated charges, i n  order t o  induce 
operators to  provide suf f ic ien t ,  appropriate shipping capacity (nainly 
ventilated containers) , a p ro f i t  coul d s t i l l  be real i zed by shippers t h a t  
would average not l e s s  than about 6 t o  8 pesos per kil.ogram, or  P6,000 t o  
18,000 per ton. These commodities would be limited i n  tonnage terms in 
comparison to  the grains they would be rep1 acing, b u t  shipment levels would 
not be less  than 20,000 tons per annum, and even shipment of t h i s  level would 
produce a net production value benefit on the order o f  PI40 million. 

2 )  Encouragement of Agricul tural D i  versi f ication. Grai ns may be produced 
i n  excess i n  Mindanao and sugar may be produced i n  excess i n  Western Visayas. 
Diversification out of these commodities i s  probably desirable to  some extent,  
and perhaps even t o  a considerable extent. Grains and sugar do not 
deteriorate rapidly a f t e r  harvest, however, whereas a number of optional crops 
are more periskabl e. Otherwi se, desirabl e s t ra teg ies  for  i ncreasi ng 
agricultural plzduction val ue through diversif icat ion may fai  1 because of 
inadequacies of storage fac i l  i t i e s  and transport t ha t  would make i t  di f f icul  t 



o r  impossib le t o  preserve the  va lue of p re fe r red  commodities a f t e r  harvest .  
By p e r m i t t i n g  sh ipp ing  operators t o  r a i s e  t h e i r  charges f o r  t r a n s p o r t  o f  
pe r i shab le  a g r i c u l  t u r a l  commodi t i e s ,  cargo r a t e  r a t i o n a l  i z a t i o n  and 
de regu la t i on  can be expscted t o  induce t h e  operators t o  p rov ide  t h e  equipment 
and se rv i ces  which w i  11 be r e q u i r e d  t o  support  a g r i c u l  t u r a l  d i v e r s i f i c a t i o n  
i n t o  more p e r i  shabl e  commodi t i e s .  

3 )  Encouragement o f  Agro-processing i n  Product ion Areas. The d i spe rs ion  o f  
agro-procsssi  ng a c t i v i t i e s  o u t  f rom the  c u r r e n t  cen te rs  o f  Mani 1 a  and Cebu, 
would, most impor tan t ly ,  have i m p l i c a t i o n s  f o r  the  d i v i s i o n  o f  gross domestic 
product  among the  regions, and cou ld  thereby h e l p  t o  slow o r  w e n  reverse the  
soc ia l  l y  and envi  ronnenta l  l y  undes i rab le  popul a t i o n  m i g r a t i o n  t rends t o  the  
g r e a t e r  Mani la  and Cebu areas. I n  add i t ion ,  cargo volumes requ i red  t o  suppor t  
any g iven  l e v e l  o f  consumption are reduced, w i t h  r e s u l t a n t  t r a n s p o r t  cos t  
savings. By encouraging sh ipp ing  operators t o  p rov ide  t h e  equipment and 
se rv i ces  necessary t o  suppor t  such agr ibus iness under tak ings as meat 
processing and da i r y i ng ,  cargo r a t e  deregu la t ion  c o u l d  g i v e  r i s e  t o  s h i f t s  o f  
agro-processing, e s p e c i a l l y  1  i ves tock  s laughter  and processing, i n  p roduc t ion  
areas. The l a t t e r  reform, namely t h e  deregu la t ion  o f  r a t e s  f o r  r e e f e r  box 
cargo sh ipp ing  serv ices,  has a1 ready taken p lace  i n  1990. 

There would be o ther  b e n e f i t s  from o the r  commodities and f o r  o ther  rou tes  than 
o n l y  Southern Mindanao - Mani la.  Also, the  r a t i o n a l i z a t i o n  o f  passenger 
charges ( T h i r d  Class passage) as we l l  as cargo would he lp  t o  b r i n g  new 
serv ices  i n t o  being. A very  conservat ive i f  i naccu ra te  es t imate  o f  annual 
b e n e f i t s  d e r i v i n g  froin 1  i n e r  sh ipp ing  r a t e  r a t i o n a l  i z a t i o n  would be P200 
n i l  1 i on .  

6. SOP I 1  Economic A ~ o r a i  sal  

The purpose o f  t h i s  economic appra isa l  i s  t o  demonstrate t he  worthwhi leness o f  
investment  o f  g ran t  funds i n  SDP I1 i n  t h e  s tandard b e n e f i  t - c o s t  sense. 

A1 though bal  ance o f  payments suppor t  he1 ps p rov ide  the  needed f i  nanci a1 
s t a b i  1  i t y  f o r  reform impl ementat ion and s t r u c t u r a l  adjustment, t h e  SDP I I 
g r a n t  funds are t r e a t e d  as a  d i r e c t  program economic c o s t  f o r  t h i s  ana lys is .  
SDP I 1  disbursements a re  assumed t o  be $35 m i l  l i o n  i n  1991 and $85 m i l  1  i o n  i n  
1992, ad jus ted  f o r  t h e  shadow p r i c e  o f  f o r e i g n  exchange. The SDP I 1  reforms 
a1 so have associated and more subs tan t i a l  economic cos ts  a r i s i n g  from t h e  
i n t r o d u c t i o n  o f  po l  i cy - induced shocks i n t o  t he  system. These adjustment cos ts  
w i l l  reduce t h e  b e n e f i t s  of the  reforms especia l  l y  i n  t h e  i n i t i a l  years  
f o l  1  owing re fo rm impl ementation. 

The d i scuss ion  on the  impacts o f  the  SOP I 1  reforms i n  t h e  prev ious  sec t i ons  
prov ides  bas i s  f o r  t h e  e s t i m a t i o n  of t h e i r  economic b e n e f i t s .  D i f f e rences  i n  
impact  assessment methodology do n o t  pe rm i t  a d d i t i v i t y  o f  the  b e n e f i t s  from 
t h e  reforms s imulated f o r  t h e i r  macro impacts t o  those o f  o the r  reforms. 
Also, b e n e f i t  est imates are  n o t  as we l l  der ived  f o r  t h e  o t h e r  reforms, i.e., 
on du ty  drawback, VAT rebates and i n t e r i s l a n d  shipping.  Hence, on l y  t he  



S e n s f i t s  from f o r e i g n  exchange market, VAT c o l l e c t i o n ,  and p u b l i c  debt  
managemnt reforms are used f o r  t h i s  economic appra isa l .  

The bene f i t s  f o r  the  th ree  reforms are  obta ined through the  d i f f e r e n c e  i n  r e a l  
Gross Domsstic Product ( G D P )  l e v e l s  between the  w i t h o u t  and w i t h  SOP 11 
s i w l a t i o n s  e a r l i e r  discussed. The r e s u l t s  are shown-in Tab=. It may be 
noted t h a t  rea l  GDP growth w i l l  be slower du r i ng  1992-1 995, and the  n e t  
bene f i t s  w i l l  be negat ive.  As mentioned i n  sec t i on  3, t h i s  i s  due main ly  t o  
two f a c t o r s :  an imp1 i e d  r e l a t i v e l y  t i g h t  ( i n f l a t i o n  dampening) monetary pol i c y  
which reduces the  rea l  va lue  o f  funds a v a i l a b l e  f o r  investment,  and s t r u c t u r a l  
adjustment costs .  

A more accommodating monetary pol i c y  , which w i  11 p a r t i  a1 1 y  r e s t o r e  o r  mai n t a i  n 
the  rea l  va lue o f  c r e d i t  a v a i l a b l e  f o r  p r i v a t e  investment  w i l l  shor ten the  
adjustment pe r i od  considerably .  S t r u c t u r a l  adjustment cos ts  a r i s e  from the  
change i n  re1 a t i v e  p r i c e s  i n  t he  economy. These i nc lude  r e t o o l  i n g  cos ts  o f  
e x i s t i n g  f i  rms, and more impor tan t l y ,  changes i n  i nvestvent  pa t te rns  and the 
re1 a t i  v e l y  1 ong ges ta t i on  per iods  o f  new investments accompanied by 
displacement o f  o t h e r  f a c t o r s  o f  product ion.  However, the  l e n g t h  o f  the  
adjustment i s  p a r t l y  a f u n c t i o n  o f  t h e  h i s t o r i c a l l y  est imated parameters o f  
the  model. It i s  h i g h l y  probable t h a t  s t r u c t u r a l  adjustment w i l l  be f a s t e r  
than i n d i c a t e d  by the  p ro jec t i ons .  Moreover, t he  economy w i l l  be more s tab le ,  
w i  t h  improvements i n  bo th  bal ance o f  payments and f i  scal pos i  t i o n s  begi  nn i  ng 
i n  1992. Add i t i ona l  b e n e f i t s  f rom t h e  o the r  reform ac t i ons  n o t  inc luded i n  
the  s imu la t ions  are a lso  expected t o  occur e a r l i e r  and o f f s e t  the  cos ts  o f  
adjustment. 

Desp i ts  the  1 ag i n  the  occurrence o f  p o s i t i v e  b e n e f i t s  and non inc lus ion  o f  
addi t i o n a l  and p o s s i b l y  e a r l i e r  o c c u r r i n g  bene f i t s ,  t he  p r o j e c t e d  b e n e f i t s  
from the  s imu la t ions  s t i l l  r e s u l t  i n  a robus t  economic i n t e r n a l  r a t e  o f  r e t u r n  
(EIRR) o f  44 percent.  I f  f o r  instance,  under a more p e s s i m i s t i c  scenario,  
where f o r  a v a r i e t y  o f  reasons the  s p e c i f i c s  o f  which are  n o t  worthy o f  
specu la t ion  a t  t h i s  time, o n l y  h a l f  t h e  p o s i t i v e  b e n s f i t s  a re  r e a l i z e d  
beginning i n  1996, the  E I R R  i s  s t i l l  a  heal thy  29 percent.  

The o the r  sensi ti v i  t y  ana l ys i  s  conducted s imulates t h e  e f f e c t s  o f  mai n t a i  n i  ng 
the  rea l  va lue o f  c r e d i t  funds a v a i l a b l e  f o r  p r i v a t e  sec to r  investment.  The - 

s imu la t i on  uses t h e  same assumptions as i n  t he  base case w i t h  SOP . I1 scenar io  
except f o r  t h e  one assumption on c r e d i t  accommodation. A m o w n  i n  Table 9,  
t h e  p r o j e c t i o n s  i n d i c a t e  t h a t  payo f f s  from SDP I1 w i l l  be f a s t e r ,  w i t h  . - 

p o s i t i v e  b e n e f i t s  occu r r i ng  as e a r l y  as 1994 i n s t e a d  o f  1996. T h i s  scenario 
i s  l e s s  1 i k e l y  t o  m a t e r i a l i z e  than t h e  base case scenar io  because o f  t h e  
poss ib le  f e a r  o f  heightened i n f l a t i o n a r y  expectat ions, i n c l u d i n g  poss ib le  - 

adverse e f f e c t s  on f o r e i g n  investment, by t he  monetary a u t h o r i t i e s .  However, 
0 

t he  s e n s i t i v i t y  ana l ys i s  does i 11 u s t r a t e  t h a t  monetary pol i c y  accommodation 
which a t  l e a s t  p a r t i a l l y  res to res  the  r e a l  va lue  o f  p r i v a t e  s e c t o r  c r e d i t  
funds eroded by s t r u c t u r a l  adjustment reforms would s i g n i f i c a n t l y  reduce 
s t r u c t u r a l  adjustment cos ts  and inc rease and acce le ra te  t h e  b e n e f i t s  o f  t h e  
program. The c a l c u l a t e d  EIRR i s  a  h i g h  73 percent.  



lWl : 
qra lb  l 

rrle (11: -- --- . - 
I I 

0 . 
4bPl : 
J21 8 

I 

Ism : 
J9b L 

145 I 

nn : 
240 I 

lJ1 I 

112 I 

M21 I I 

I 

JMl I a 

Ion  I 

WI) 8 

0 : 
5 I 

1992 : 
pmUI: 

rate 111: 
---;-- 

I 

I 4 

0 I 
tm ' -6.2 : 
ni I I J :  

I 

1590 15.2 1 
452 14.1 I 
110 1.4 : 

2461 8.5 1 
265 10.4 : 
bJ2 -14.2 : 

6 -96.5 : 
2511 -14.9 1 

: 
s4Jb 3.9 I 
1181 10.7 : 
163 -p.z : 

0 I 

5 0.0 : 

I n J  : 
q r d h  : 

rrlc Ill: 
* -. 

I 

0 I 

4 m  860.1 : 
405 11.4 : 

I I 

leJO 15.1 : 
511 15.1 : 
ni -1.1 : 

2634 6.8 : 
;Rt 10.2 : 
m 21.5 : 
i n  2050.0 : 

2619 1.6; 

516 4.1: 
1255 5.1 : 
I69 -10.1 8 

0 I I 

8 M.0 : 

1995 1 
prc*Ult 

rrle 111: 
.-------------g--- 

I 

I 

0 I 

J lU  -15.1 : 
516 11.2 : 

I 

2420 15.0 : 
bM 7.1: 
898 8.8: 
m 1.0: 
53 10.1: 
824 14.1 : 
211 28.1 : 

l9lJ -22.2 : . 
I716 4.9 : 
IS50 11.6 : 

31 0.0 1 
0 I 

8 0.0 : 

IWb I 
qrath I 

rrle 111: 
I 
I-- 

a 
I 

0 8 

1141 -10.6 : 
581 11.8: 

I 

2AU 14.9 : 
640 1.5 : 
9lE 8.9 : 
WMB 1.8 : 
NO 10.5 : 
95P 16.4 : 
261 2J.5 : 

2011 2.0 : 
I 

4028 1.1 : 
I144 12.5 : 
n -20.0 : 
0 I 

0 0.0 : 

IWl : 
pmth : 

rrlc 111: 

I 

I 

0 I 
5\41 -5.8 I 
662 12.8 : 

I 

1191 15.0 : 
116 10.1 : 

I011 5.1 : 
1182 5.8 : 
134 10.1 : 

1010 5.1 : 
JU 26.6 : 

1 w  -1.1 : 
: 

4191 1.0 : 
IOR 10.2 : 
n 0.0 : 
0 I 

0 0.0 : 

I9'fl : 
qrath : 

rate 111: 
----------,----I--- 

: 

0 
?b91 -9.1 : 
841 11.1 : 

4728 15.0 : 
8% 0.0: 

1101 1.7 : 
El9 5.0 : 
522 10.1 : 

1185 1.4,: 
526 24.9 : 

1bM -1.1 : 
I 

4541 4.1 : 
2J41 11.0 : 
n 0.0 : 
0 . 
8 0.0 : 

m :  
qra lh  : 

r r lc  (11 : 
-------------.a 

I 

0 
2 4  -9.1 : 
959 11.2: 

4062 15.0 : 
9J1 8.8 : 

1269 1.5 : 
WO 4.5 : 
515 10.2 : 

1110 10.5 : 
M4 26.2 : 

14% -0.1 : 
I 

tne 4.1 : 
2 m  11.0 : 

22 0.0: 
0 : 
8 0.0 : 



Errhanpe rrle 
Retl L6 UP 21 
Dollar import prire indcr lor 
fuel products 21 
b l l u  irport price inder lor 
n-fuel  pmbcls I1 
b l l u  export price qrarkh rale 
LII aP 01 Jaw 21 
lndrr 01 industrial produtlim 
01 i a p n  U 
Iwrrqe tarill lor irputs 01 
fuel products 
&rage tarill lw irprls 01 
elect. wpplies, . a h ~ r n y ,  b 
lrrnspxt oquipaent 
Owrape l u i l l  lor hsic r tr l s  
Arwrqe tariff lor cereals 
k r q e  b i l l  lor chtmicrls 
Avwrpe trrill lor tertiln 



thvlpc in slats I 0  
Intmutiaul  pice ol lndr  : 2.85 
(uirel  U I 

Yorll price ol lertilizw 41 : Sm.94 
Vrlur-ddod in fornlr). : .' WO 
lrplicit p i ce  d e l h t a  lor : 2162.95 
l o m t r l  I I 

Lqislrtcd u p  lor aqricullure : 17.01 
E~psdibrez m clcclricity, : 18m0 
941, uler . 
E a p t s  ol w g u  lo the ffi I 215 
Palq u e r  tumsteb : 5119 
fertilizer cmwuptim : 806.11 
lGdrr ol nut beuinq trees : MI624 
Seed w 01 play : 341 
Nillinq n c w q  rrtc : 0.65 
lrporlr 01 rice : t20 
Fur price 01 p l l w  torn I 4.01 
Fur price ol rhile torn : 4.04 



lable I: b v l i n e  Scenuio l b w p t i m s  
I W l - m  

I 
- _ - - - - - - - - - - - - - _ - - - - - - - - - - - ~ - - - - - - - - - ~ - - _ _ _ _ - I _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ I - - - - ~ - - - - ~ - - - - - - - - - - - _ _ _ - _ _ _ _ _ _ _ _ _ _ _ _ - - - _ . - - - - _ - -  

I 1991 I IWZ : IWJ : IW4 I 19% I lW6 : 191  : lW8 : 1OW : 2000 : 
a q m l h  : qra th  : p m l h  : g r a l h  I qra lh  I p m t h  I pratlh I qm!h 1 qrouth : qmlh : 

rate 1211 rale 111: rate 111: rale (11: rate 111: rate 111: rate 121: rate 111: rale (1): r c t r  121 : 
- - - - - - - - - - - - - - - - - - - - - - - . - - - - - - - - - - - ; - - - - . * ~ ; ; - - - - - - - ~ - - - - - - ~ - - - - - ' - - - - - - - - * - - - - - - - - - '  

I Ending inrenlnry of cum : 156.2 : IM.2 0.0 I 214 W.1 : 214 0.0 1 214 0.0 I 214 0.0 : 214 0.0 : 214 0.0 : 114 0.0 : 214 0.0 : 
IDIR( l r p x t s  of c w  : 184.67 : 104.6 -0.0: 200 00.: 200 0.01 290 0.0: 100 0.0: i'w 0.0: 290 0.0: 100 0.0; 109 . 0.0; 
m#S MU UeJ k M K k d  l 262 1 215 5.0: 300 9.1: S25 0.3: EO 1.1 Sl5 1 .  W 6.1: Mo 0.0: 4#, 0.0: 4W 0.0: 

; I I I I I I s I . I I I I 
I : : : I C. Fiscal l k u p t i m s  I I s 

UrOJl lhpital  erpdilures, cash : 44364 I uuaO 0.6 1 u9 lS  32.1 : a241 30.3 : lW 26.8 : IN341 24.4 : 151616 20.0 : ltVl40 20.0 : 2269be 20.0 : 212Jal 20.0 I 
VAllO b p i t r l  erpd i lwes,  obl ipt l im I 51664 I l4mO 44.1 I W6S 21.0 : 111231 20.6 : 145642 24.2 : 19478 24.6 : 211114 20.0 : 261578 20.0 : SISS94 20.0 : J l b l l l  20.0 : 
tEnU k t  lendiq : 11110 I IMI 56.1 I 23461 U.6 : R495 38.5 : 4bJIO 42.1 : 46409 41.2 : R6W 20.0 i W20 20.0 1 I l 4 N  20.0 : ISl l f f i  20.0 : 
IFIIWI Oprralinp expmdilwes, obl iqrt im : PI096 I 8  - 7  I 01.5 : lllG5 -0.2 : ll4111 2.6 : l l W 2  -1.0 : IJli'O2 ZQ.1 : 145023 5.1 : I%l14 1.0 I 16114l 0.1 I 
(ItIPI Operating crpendilures, cash : 10519b : 110212 4.8 1 lZOll9 11.2 : I4MU 8.7 1 142694 1.6 : 145646 2 : 2 1.4 1 16126 5.0 : IlW15 4.0 : lmbl2 4.6 : 
CIlFlN Ertemrl financing 01 the de l ic i l  I 2YWX) I 2 -4.6 I -0.6 I 11151 4.1 I 1 1 6  1.6 l 10149 13.3 : 22910 11.0 : 2 M 4  20.0 : SIW4 12.1 : 5124 15.0 : I 

x 
INli'AV Inlerest pyrenls : 0492s : 9Ml8 9.5 : 9Wl5 5.4 : 10211S 4.8 I I O l B P l  4.0 I llR28 4 I l l  4.9 I I Z W I  I I I 5.0 I, l3 l l l 2  5.0 I C 1 

s * . 
I . I : : I I I 

In 

I I I I I I 1 I D. Ollrrr a I a I 

PB P o p l a t i m 5 /  : 6J.B : 64.09 2 4  I 1.2 : 61.94 2.5 1 69.U 1.6 : 10.65' ' 2.1 : 11.05 1.1 1 11.6 8.0 I 79.01 1.9 : 00.5 1.8 : 
W15 Popllatim aqd 15 & ahve tul : JOOJZ : SWlt 2.9 l 4l lW 2.9 : 4ZJsl 2.9 : 4Bl9 2.9 4 4 1  2.6 : 4Ml9 2.6 l 41021 2.5 I 40296 2.1 : 4A52 2.6 I 

belor 65 51 1 . . I . . 
I I I I 



: IWI : IW2 : 1WS : 1904 : 1975 : IWb : I W I  : LPrm : IOW : ZOaO : 
I 
I qralh : qra lh  I y r d h  : q m l h  : qrath : qra lh  : qrath : qrwth : qrath : qrulh : 
I r t l e  (21: rale IZI: r r le  IZI: r t l e  III: rate IZI: rate IZI: rate III: rate III: rate (It: rale IZI : 

I1 bluwe of p ~ j u n t  p r o j ~ t i m s  f rm Lk k l r a l  Bdnk ts of Jwq 1W1 
21 hum: ICAI~ 
JI krertqe lml 
41 Qw qra lh  ts m - o i l  price p m l h  rate 
5/ Miur rsw.ptims 



- 
Bajelirs Scenario 
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0. External kccunts  
Balanc? o f  Pdyxnt; ( a i l  I)  1261.52 1010.71 1919.96 1104.60 13Z3.F W 7 3  e63,CO 930.76 37?.F5 33.15 
Qrrent  k c ~ t  ( a i l  $1 -1776.48 -1825.29 -1716.14 -1E09.EO -1650.26 -iG59,F2 -2Z07,lO -2295.79 -27453  -3 l iZ .B  
Current kcoun t Ratio -3.44 -3.20 -3.01 -2.91 -2,72 -2,73 -2.t0 -2S7 -2.t1 -2.47 

E. b e t d r y  kccunts  
Tatal L iqu id i ty  ( X  change) 13A l  15.07 12.49 14.15 15.5 10,75 17.17 17.81 16.15 13.65 
t h e y  Supply ( X  chdnge) 12.78 14.93 13.59 13.69 14.04 13.64 15.29 16,63 15,72 15.34 
90 day T-Bi l l  ra te  23.18 20.97 17.5 18.21 17.23 16.3 16.11 15.75 15.77 1525 

F. Fiscal k c L m t s  
Ed@ Cef ic i t  (~il PI 40699.43 !69%48 44193. 62 47752.83 44094,93 54825.55 4Eb26. 11 46522,E0 29167.52 3535.3  
Cz f ic i t  Ratio 3.17 2.49 2.59 2.15 1,97 2.14 1.65 1.33 0.R 0.71 
Revenue E f f o r t  15.69 15.62 15.55 15.96 16.01 15.65 15.56 15.10 1 5  l4,69 
Tax: E f fo r t  13.99 14.M 14.12 14,6? :1.5 14.52 1 4 3  15,17 11.23 !;,I7 
Ravm~as (Z chage) 15.11 13.3 11.33 17.23 15.11 11,G 15.th 13.57 1632 12,lh 
Tax= ( X  charje) 21.07 16.61 16.80 19.20 15.62 13.17 I 6 ,R  14,EB 17,N G,31 



Tab1 e 3. Assumption"on VAT Col l  ec t ions  
{ i n  m i l l i o n  pesos) 

I/ 1 -25 percent  o f  nominal GNP. - 
2/ The DOF p r o j e c t i o n s  were used f o r  1991 and 1992. The 20 percent  growth - 

was appl ied  t o  t h e  DOF 1992 pro jec ted  VAT c o l l e c t i o n .  . 

3/ T h i s  was added t o  the v a r i a b l  e OTHAX i n t h e  model . - 



hbinecl  Effect; 
Percent dev ia t im frca bze l i ne  
m i  th SCP I 1  b j ~  c a z  scsa r i o  

4. Expenditures cn GGP 
P e m a l  Ccnsup t i n  0.C9 -0.03 -0.01 -0.01 4 . 0  0.C2 0.C8 0,15 0.25 0 .3  
Gavemwn t Ccnnupticn 0 . N  -1.56 -2.l0 -3.E6 -4.12 -4.18 -3.83 -3.09 -1.92 -0.3 
Gross Ccxs t ic  Capital F c n a t i m  0,CO -0J1 0.29 0,73 1.19 2,10 .in rb 3.81 4.77 5.25 
E x p r t s  O.W 0.40. -0.20 -0.35 4.24  0 . ~ 8  0 . ~ 4  1.12 1 .e~  2.71 

Exparts of M s  0.00 Q,b2 -0.82 -0.82 -0.62 -0.21 0.55 0.W 1.82 2.78 
I n p r t s  0.00 -0.61 -1.06 -1.26 -1.31 -1.20 -1.03 -0.83 4.54 -0,20 

laports o f  Gccds 0,00 -0.e6 -1.27 -1.45 -1.q - 1 3  -1 .1  4.95 -0,63 -0.27 

Grcss Q t icnal  Prcu'uc t O,CO -0.3 -0.33 -0.27 -0.11 0,21 0.67 1.30 1.96 2.20 
Grois k ~ e s  t i c  P d u c  t 0.W -0.23 -0.25 4 , M  -0.M OOZE 0.73 1.23 1.92 2.73 

C. Prices, E~ploy:enk 
C c n s u r  Price letex 0.N 3 , l l  5.71 3.71 3.20 2 .3  0.55 4.82 -2,85 -5.30 
hqes gf L h i k i l l d  k r k e r j  0.03 1 3  2.50 2,FO LEO 2.25 1.22 -0.22 -2.09 -4.45 

D. External k c c u n t i  
Ealdnce o f  Paynentr 0 9.76 4.57 9,07 12-61 26.02 37.01 5 0 d  17E.fl 271.N 
Current kccun t 0 .N 2,63 4.85 6.54 9.09 11,01 19.66 20.43 22.53 29.49 

E. 6aetary  Ckccun t s  
Total l i q u i d i t y  0.00 0.42 0.64 -0.02 -2.62 -5.9 -9.06 -11.26 -14.95 -18.97 
90 day T-Bi l l  r a h  0.00 O.CO -5.26 -5.55 -6.21 -12.50 -12.89 -13.23 -13.54 -13.77 

F. Fi;cal Ccccunt; 
Pudget Ce f i c i t  
Revenue E f f o r t  
Tax E f f o r t  



Table 5 

Ccmbined Ef fec t  
Percmt share o f  GCP and GF\P ccmpcnent= ----------------------------------------------- 

1992 1995 'ZOO0 
----------------------.------------------------------------- 

Grass Na ticna 1 Product 
Personal Consumpticn 
C~vernmen t Cmsumption 
Gross Lbnestic Capital Formation 
Ex par ts 

E x p r t s  of Goods 
Garments 
Semicmduc tors  
Ccccnut products 
0 t h -  agricul  tu ra l  prcduc t s  
Other manufactured gocds 
Other gccds 

Exports of Ncn-factor Services 
Imports 

Imports o f  Gods 
Fue 1 prcduc t s  
Flac hinery 
Basic m t a l s  
G rea  1s 
Ckmica 1s 
Te:c t i  le yams 
Other i m p r t s  

Imports o f  ~ h n - f  ac t o r  Services 

Gross Domestic Product 
Plgricul ture 
Industry 

F h n u f  ac tur ing 
Cms truc tim 
Mining and (Xlarrying 
E lec t r i c i t y ,  gas, & water 

Value-added in  Services 



A. Expaditur2s cn GCP 
Pencnal Ccnwp t i cn  9.SO -0,Ol 0.92 9.94 0.34 0.12 0.21 0,33 0 0.5? 
60remx-n t C c n j U p t i ~ t  3,CO -1.61 -2.93 -l.E5 -4.33 -4.5 -:.93 -3,Cb -1.71 0.15 
Gross Cczestic Capital F c n a t i n  0.03 -0.17 0.59 1.27 1.E3 2.02 3.69 4.81 5.EO 6.Ol 
Expar ts 0.X 1,28 0.52 0,47 0.17 0.75 1.13 1,65 2.2f 2.13 

Exparts of  fccds 0.N 0.51 0.09 0.3 0.26 9.150 1.03 1.tl 2.31 z.24 
Iapcr ts 0.CO -0.52 4.92 -1.07 -1.09 -0.96 9 . 7  3 3  -0,;B 0.C7 

Impr ts  of Gccds 0.00 4 - 7 5  -1.12 -1.24 -1.21 -1,09 -0.69 -0.67 4.3 0.92 

Gross Ila t icnal  Prcduc t 0,CO -0.13 -9.15 -0.04 0,13 0.55 1.05 1 7  2.45 3.31 
%c;s C w s t i c  P rduc t  3,CO -0.3 9-09  0.03 0-22 0.52 1.13 1,67 2.41 3 , B  

C. Prices, t p l j y - e n t  
Ccnsmr  P r i z  Isdex 9.8) 3.26 4.01 4,0S 3.44 2.28 0 . n  -1.15 -3.16 -6.13 
ages  of  h s k i l l d  'iicr'cer; C.CO 1.67 2.69 3,15 3,03 2 . 3  1.19 -%45 - 2  -5.22 

0. External kccunts 
Balance of Paymts  0.N 15.31 9.41 1720 19.63 37J7 45.E V.96 1E8.81 281.10 
C u r m t  k c t u n t  0.00 8.41 9.98 12,57 14,15 15.35 19.19 23.N 2326 30.59 

E. rae tar !  kccunts 
Total l i qu id i t y  0.00 1.23 1.47 -0.03 -2.18 -5.34 4 0  -11.96 -16.14 -20 , s  
90 day 1-B i l l  rate 0.00 0.00 -5.26 -5.65 -6.21 -12.50 -12.69 -13.23 -13.54 -13.77 

F. F i i c a l  Rccwnts 
W q e t  Cef ici t 
Revmue Ef fo r t  
Tax E f f o r t  



Table 7 
Finsncial Ccst w i n g s  f r : ~  I.~praved Cuty Oravback Sys ta  i n  E.41 T ? r x  

( 1991 prices) 

Valce o i  Interest Ccst cn 
laported Cuty Orarback(P n!. 

Average In t e r c -  Cu ty Real -------------- tie t 
Year Tar i f f  d iat? Crawback Eorrcning n i t t cu t  with Savings7t 

(%)I1 Injuts IP n131 Rate(Z)4/SCP 11 3SLP I 1  61 
(P n1z: 

(1) (21 (31 4 (5) (61 (7) 

------ --- 
11 Refers to the average t r r i f f  for a l l  iapcrted in te rxd ia te  inp l ts  

( Lee ,  a l l  i ~ p r t s  exczpt iaparts o f  fuel products, e lec t r i ca l  supplies, 
aachineri and t r a n s g r t l  per EO 470. 

This r?kn only to  F a t  part  of  isparted interjediate inputs used 
for expr ts ,  I t  i s  a s w e d  that 50 percent o f  the t o ta l  imparted 
i n t m d i a t e  inputs w i l l  be used for  the preduction o f  exprtablzs. 
Total i lparted in te rxd ia te  inputs fo r  the pericd 1991-200) w e  
esti jated by ~ u l t i p l y i n g  the projected to ta l  iaparts by 64 percent since 
the share of isparted inter,aediate inp l ts  fo r  the period 1967-1990 
averaged 64 percent, 

Obtained by ad t i p l y i ng  c o l u n  (21 by (11. 

This i s  the real  b r rcwing ra te  f o r  exporters which i s  a s w e d  to  be 
the sare as the ra te  on secured loans. During the 1%-1990, the n a i n a l  
interest ra te  ar secwd l cam nrs a the average higher than tte 
91-day T r w q  b i l l  ra te  by 1.42 percentage paints. This i s  added to 
the p ro jec t4  narinal Treasury b i l l  ra te  obtained by the .adel w i t h t  
SW I t  in p i n  to arr ive a t  the m i n d 1  bwtowiq rate. The 
rea l  barrwiq rate s h  i n  colum (41 i s  obtained by subtracting the 
p m j ~ t e d  i n f l a t i on  rate fm the ncr inal  borrowing rate. 

Obtained by aul t ip ly ing c o l m  (31 by (41. I t  i s  as& that the 
length of  processing tix cm c l a i a  of duty dramback averapes 12 m t h s .  

Obtained by mult iplyinq colum (51 by ,167 m the assap t im  that t k  
the Imqth o f  pmessinp tire for duty drawback c la ias i s  reduced t o  
2 mths. 

Oiffermce Cetween c o l ~ m s  (5) and (61. 



- - - Table  S. S F  I I  Eccncmic 
Zasz Case and % n r i  t i v i t y  

Fore ign  Exchange 

Change i n  Gross  Ccmestic P rcduc t  ( m i l l i c n  pesos, 1991 p r i e s )  

w i  t k c u t  SCP I I w i t h  SCP I 1  I n c r e ~ e n  t a l  GCP 
Level Growth Level Grcwth 

SCP I 1  
Ecmmic 
C o s t  

N e t  Cash 
Flcw 

Lsvs l  Grcwth 
( % )  

( i n  m i l l i o n  pesos ,  1991 p r i c z s )  

E c m m i c  I n t e r n a l  Rate of Return ( % I  

S e m i  t i v i  ty: 
b!et Cash Flcw 
( w i t h  h a l f  t h e  
psi  t i v e  b e n e f i t s  ) 



T a b l e  9. SCP I 1  Eccncmic g p p r a i s a l  
E m s i  t i v i  t y  f h a l y s i s  ( w i t h  D i r e c t  C r d i  t kccrmoda t i c n )  

F o r e i g n  Exchange Flarke t  , V4T .and C e b t  M a n a j ~ W n t  Reforms 

Change  i n  Gross D m e s t i c  P r d u c t  ( m i l l i m  ~esos, 1991 p r i c e s )  

w i t h o u t  SCP I I w i t h  SCP I 1  I n c r m e n t a l  G I F  
L e v e l  . Growth L r e 1  G r m ~ t h  Leve  1 

( % I  ( % )  

Sap I 1  
B e n e f i t s  E c c n w i c  kt Cash 

C o s t  Elow 

( i n  rnillim pesos, 1991 p r i c e s )  

Grcwth  
( % I  

-0.m 
-0.06 
-Q . 02 
0.12 
0.20 
0.42 
0.54 
0.57 
0.78 
0.91 

Eccncmic I n t e r n a l  R a t e  o f  R e t u r n  ( % I  72.68 
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ANNEX 1-1 

ADMINISTRATION AND IMPLEMENTATION ISSUES 

I. Constraints on Policy Implementation: 

This annex examines the feasibility of effective 
implementation according to schedule, identifies the factors and 
issues that may pose a hindrance to smooth policy implementation, 
and suggests how to deal with these problems. Overall, the 
constraints to an efficient and effective implementation of the 
policy reform agenda lie in government weaknesses as exemplified by 
weak capabilities of responsible agencies, lack of qualified 
technical staff, inadequate budgetary resources to establish a 
computerized monitoring and evaluation system, intra-agency 
bickerings and stifling bureaucratic procedures. 

In addition, there is wide-spread perception of endemic 
corruption among some of the key implementing agencies. A tendency 
toward interventionism and over-management by others are further 
key impediments to smooth policy change implementation. 

A. Internal Constraints: 

1. Overview: 

The report by the USAID consultants (from the Implementing 
Policy Change project) on their meetings and interviews yielded a 
strong impression that there is a deep-seated interest in policy 
reform in general, and particularly in accomplishing some of the 
reforms represented in the Support for Development Program (SDP) I1 
Policy Implementatioq Matrix, on che part of some key Government of 
the Philippines (GOP) actors, as well as on the part of many of the 
private sector stakeholders V ~ O  will be most affected. A key 
issue seems to be how much management of the economy is right and 
necessary. Reservations about liberalization are particularly 
strong, from what we have been able to observe, in the Central Bank 
(CB) , which will bear most of the burden of any mistakes. Also 
raised was the issue on the the potential probity of the private 
sector if allowed to deal more broadly in public debt instruments, 
for example, 

Management has often been synonymous with protectionism. 
While it is said by some that the official position of the 
Department 02 Trade and Industry (DTI) , formerly very protectionist 
in stance, has now changed, others indicate that this is still an 
entity where the nationalist/protectionist stance is most alive and 
well. The Board of Investment (BOI), also a former bastion of 
import substitution and capital intensive development, has also 
apparently come out in favor of export competitiveness and less 
intervention. 
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Despite a proliferation of intra- and inter-agency committees, 
taskforces, and working groups of various kinds, it appears that 
operational issues and implementation constraints, though 
recognized at higher levels, are not easily alleviated. Here, as 
elsewhere, inter-agency collaboration at the implementation level 
is more difficult to achieve than at the planning stage and the 
policy-making level. There are indications that intra-agency 
collaboration and communication among units is dif.ficult to achieve 
as well. 

The overall strictures on growth of the public sector 
establishment mean that almost all the agencies that will be 
involved with SDP I1 implementation are seriously understaffed. 
The Bureau of Internal Revenue (BIR) and Bureau of Customs (BOC) 
may be the two agencies most hard-pressed in staffing terms as 
compared to the urgency/significance of their revenue generating 
mandates. A recent Salary Standardization Act has attempted to 
introduce coherence into GOP salary grids. However, one result is 
said to be that government salaries are not sufficient to attract 
and maintain the best qualified personnel at highest levels, while 
at lower levels, due to high overall educational attainment, a 
considerable proportion of staff are overqualified and 
undermotivated, as for example in the BIR. 

One legacy of the Marcos-Aquino transition is that the vast 
majority of senior civil servants left government during that 
transition, whether voluntarily or involuntarily. No one seems to 
be able to predict with any certainty whether this will happen 
during the next transition or not. Meanwhile, in .some agencies, 
senior positions go unfilled for months and even years, while in 
others, senior people are already talking of leaving, or 
positioning themselves to leave to participate in electioneering, 
or to avoid being asked to leave after the elections. 

Some staff training opportunities exist, especially in 
National Economic Development Authority (NEDA) and in the higher 
reaches of operating departments. However, it is unclear the 
extent to which training opportunities address training needs; not 
yet assessed is whether trainees are able, ,on return to their 
parent organizations, to innovate and apply their new skills. While 
some in-house on the job training takes place in some of the line 
organizations which will be involved in SDP I1 implementation, it 
is also not clear what the quality of that training has been, 
and/or what relationship there may be between this sort of training 
and performance, then evaluation of performance and promotion. 
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2. Corn~etitive Pricina for Ex~orts and their Innuts: 

2.a Need to Chancre Foreian Exchanae Market Behavior: 

The policy reforms proposed in the Matrix will have to be 
supported by chancjes in the behavior of the key actors in the 
foreign exchange sector if the overall policy objective of 

- - competitive pricing for exports and their inputs is to be achieved. - SDP I1 should include a component that will facilitate the 
transformation of the market from one that is tightly controlled by 
the Central Bank through on-f loor trading and It j aw-boningtt into one 
in which the role of the CB is to ensure competitive behavior by 
dealers and to intervene only in emergencies. 

Two major GOP constraints are the long standing policy of the 
CB to protect the exchange rate from fluctuations and the nature of 
its relationship with the Bankerst Association of the Philippines 
(BAP). Even after the policy reforms proposed in the Matrix, such 
as off-floor trading, or any additional liberalization measures, 
have been agreed upon, the overall policy objective will not be 
achieved if the CB continues to intervene in the market or jaw-bone 
to "protectn an overvalued rate and a small but influential group 
of commercial banks find it in their interests to succumb to this 
pressure. 

The situation is now improving. The CB has agreed to the 
introduction of off-floor trading in the near future. New rules 
have been drafted and circulated to BAP. 

- 
The delay in the introduction of off-floor trading has been 

caused by disagreements over what should be the allowable "open 
foreign exchange position.I1 The CB rightly want to make sure that 
the commercial banks do not hold excessive foreign exchange and do 
not overextend their foreign liabilities. The rules that the CB 
originally proposed take into consideration foreign exchange assets 
and liabilities payable at some future time. The commercial 
bankers, through BAP, would prefer to be allowed to hold as much 
foreign exchange as required so long as their foreign exchange 
positions do not exceed a specified proportion of the bank's - 
capitalization or net worth. It can be reasonably assumed that, 
with help from the proposed study (to be funded by USAID within the 
program) to determine the limit of bankst forex holdings, 
discussions between the CB and BAP will resolve this issues and 
off-floor trading will begin, possibly very soon. A target date by 
the end of the year has been mentioned by both the main parties 
concerned. 
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In the meantime, the Governor of the Central Bank announced 
that the CB had reached an agreement with the BAP to adopt the 
I1textbook approachu to the determination of the foreign exchange 
position of the banks (press reports on August 17). Under this 
approach the foreign exchange position of a bank is based on its 
"unimpaired capitalll. This approach is used in many other 
countries, including singapore, Thailand and Malaysia. However, 
the issue of defining the limits remains. 

Some problems may remain even after full agreement on the 
textbook approach. The market may be somewhat illiquid if the " 2 5  
per cent of capitalt1 rule is applied. A study will be required of 
the so-called "open position1I of the commercial banks before 
trading can begin. Some training of traders on operating 
procedures and rules and some trial runs will also be required. 

The current situation is in some ways a good one for 
introduchg policies that will lead to market determined foreign 
exchange rates. Some risks are less than usual. The CB1s 
international reserves are over 50 per cent higher than a year ago. 
Overall foreign reserves are at record levels. The reduction of 
the import hvy, which will raise demand for imports and put 
pressure on the rate, will contribute further to increasing export 
competitiveness. 

Some significant underlying concerns will remain. As 
indicated above, the CB might still act to maintain an overvalued 
exchange rate. The first set of concerns are about the policy 
goals that now drive the CB; the second, the way in which the CB 
now operates and th'e way it will need to operate in a more open, 
competitive environment. Each will be discussed below. 

2.b Central Bank in a OBen Foreisn Exchanse Market: 

2.b.l Central Bank Goals: 

The CB has tended to act to maintain the peso/dollar rate and 
has resisted the downward pressure on the peso. Unfortunately, 
this has harmed exporters by overpricing their goods and by making 
capital expensive. Interest rates have had to be held at 
relatively high levels to attract dollars to maintain the high 
exchange rate as well as to fund the fiscal deficit. 

There are a number of reasons why the CB has followed this 
policy. 
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First of all, there is a lack of confidence in the market that 
any official rate can be maintained. This has lead to the holding 
of precautionary balances that are not related to the underlying 
volume of trade. When this happens the CB feels that the banks are 
keeping the peso/dollar rate lower than it should be. The CB 
therefore tries to create the impression that they will resist 
downward pressure on the rate and maintain particular rates for 
long periods. 

A devaluation would increase the CB1s losses on debts it has 
been forced to assume by the National Government. Relatively high 
propottions of the CB1s liabilities are in dollars and its assets 
in p12sos. There are proposals to move these debts to the National 
Government. The CB is aware that a devaluation would probably 
result in increased unemployment, since prices will tend to rise 
and output fall, until the export industries had increased capacity 
sufficiently to respond to the new overseas prices for its 
products. It is not very appealing to say in the lead-up to an 
eiection that in the long run employment growth will depend most of 
all on improved export incentives. , 

In the short run, the high interest rates that are necessary 
to protect the overvalued exchange rate and which do so much long 
term damage to the economy, are much less painful than the few 
thousand jobs that will be lost to a devaluation. The experience 
of the mid-1980s was not a good one for the CB. At that time the 
banks were allowed to hold on to foreign exchange. When there was 
a foreign exchange crisis, the CB had to buy the foreign exchange 
from them and subject future flows to tight controls. 

The CB finds it difficult to agree to minimal intervention 
because it believes that the banks do not behave competitively. 
There is at least some evidence to support this view. Many banks 
still do not have the broad-based ownership that might make them 
act in a more competitive manner. They are able to maintain quite 
high spreads between deposit and lending rates,' generally higher 
than any other ASEAN country in recent years. However it should be 
noted that the CB did itself encourage the formation of BAP partly 
so that it could communicate its policies to the banks with minimal 
effort. The CB1s own rules on capital requirements have restricted 
entry and therefore competition. 

The CB does not like the bray in which the banks compete in the 
foreign exchange market. They compete for other bankst customers, 
importers and exporters, when they need foreign exchange, rather 
than buy and sell foreign exchange among themselves. The banks 
earn their money from the letters of credit and other commissions 
they earn from the newly "piratedt1 clients. 
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It is easy for the CB or the banks to move the rate in such a 
thin market. The on-floor trades represent only a few per cent of 
all foreign exchange transactions, ,'and yet they determine the price 
for all official transactions. 

It will be difficult to achieve a market determined rate if 
the present interbank market structure and resulting bank behavior 
are unchanged and the CB can continue to intervene through 
purchases or jawboning to maintain an overvalued rate. Changes in 
behavior are required by both the CB and the banks. Of course, if 
the rate were actually market determined, some of the motivation 
for the banks to act as they do would be eliminated. 

New Mission for the Central Bank: 

To prepare the CB to manage the exchange rate in a more open 
.environment, there need to be two strong policy commitments by the 
CB: 

To aim for a market determined foreign exchange rate; and 

2. To encourage new entrants into the foreign exchange 
markets. 

The first policy commitment provides an off-floor trading will 
result in more competitive expc~rts. The second meets the CBfs own 
concerns about oligopolistic behavior by the banks. 

The new entrants could be Offshore Banking Units (OBUs) and 
non-bank financial institutions--dealers and brokers. 
Adding more information to the system, brokers would act as 
intermediaries between dealers, reducing the transaction costs of 
the banks and other dealer and smoothing changes in the rate. 

Xegulatory changes would be required to permit the entry of 
OBUs. Their tax rates are lower than those of domestic banks. 
Another problem is that the inflow of capital would tend to push 
the inflation rate up, making exports less competitive. The high 
capitalization requirement (P3 million) is a deterrent to many 
potential entrants. The CB fears irresponsible behavior by new, 
small banks. In reality, the larger banks have caused the more 
serious problems. 

There used to be a network of dealers. Their reintroduction 
would broaden the market. The introduction of brokers would also 
help. Brokers interact with buyers and sellers, and by improving 
the flow of information, bring about transactions that are close to 
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the market rate. It might also be possible to allow the 
manufacturers themselves to deal in the market, by selling to each 
other in off-floor trading. However, if care is not taken with 
licensing standards, and the CB1s controls in support of those 
standards, destabilizing speculntion may take place. Another 
possibility might be to develop a network of dealers who can trade 
with the banks but are not allowed to trade in the wholesale 
interbank market. The market would become even more active if 
trades could be made in cash dollars. It is not now possible to 
open an account in cash dollars; checks have to be used. 

To encourage the attainment of these new missioi~s, there may 
have to be changes in the Monetary Board. A basic problem with 
promoting a goal of a market-determined exchange rate is that many 
members of the current Monetary Board have an incentive to keep the 
exchange rate overvalued. 

2.b.3 Central Bank Monitorins and n+her Ouerations: 

There will be many more transactions in the wholesale foreign 
exchange market once off-floor trading gets underway and the number 
of actors increases. The CB will have to be able to monitor these 
transactions on a continuous basis in order to make effective 
interventions at minimal cost when required to maintain stability 
and to ensure competitive behavior. Continuous monitoring does not 
necessarily mean continuous intervention. The team was told by CB 
staff that their objective should not be to intewene in order to 
fine tune the exchange rate but to respond to external and internal 
crises that might cause panic in foreign exchange markets. The CB 
should intervene less than it does now, but those inte'rventions 
should be better informed. 

One problem is that the CB does not yet have monitoring 
systems that can cope with large numbers of transactions. One 
banker told the team that the CB was at an "informational 
disadvantage1I. The installation of the C3 s Management Inf onnation 
System (MIS) has been held up by its inability to hire enough 
systems experts and programmers, mainly due to the low salaries 
that the CB can pay. Part of the zonitoring responsibility lies 
with the Department of Economic Research. This department has some 
very highly qualified staff; some of t:.e current staff have 
graduate degrees from the best Filipino and foreign miversities. 
However, the CB has had difficulty in keeping such high quality 
staff. 

Staffing is a serious problem at the CB as a whole. There is 
a need to attract and retain MBAs, economists,  accountant,^, 
lawyers, bankers, computer specialists, and others who have been 



- 
ANNEX 1-8 

trained in the latest banking techniques and policies. This will 
only be possible if the rapid promotion of such highly skilled and 
experienced people is facilitated. Entry from the outside to 
senior positions should also be possible. At the moment only the 
 overn no; himself is appointed. Legislation is now being prepared 
to establish a more independent CB under which it will be possible 
to appoint senior staff; rather than have to promote from below. 
The CB stressed the measurement side of training as being 
particularly important. For example, it takes two months to 
produce information on the deposit liabilities of the banks. 

- = 

The CB has.set up a bankwide reorganization committee to deal 
with some of these problems. The committee has decided, for 
example, to separate the statistics and economics sections of the 
Department of Economic Research. This will give each a stronger 
focus and improve the quality of monitoring and economic research. 
Some progress vill be made with the salary issue by promoting some 
senior staff into vacant higher positions. 

2.b.4 Other Forex Manasement Issues: 

Better paid, better qualifisd and better equipped staff will 
not by themselves ensure the achievement of the CB1s new foreign 
exchange goal. New nanagement strategies that are basically 
developmental will be required that are well understood, and 
therefore can be effectively implemented, by all the staff active 
in establishing andmaintaining competitive foreign exchange rates. 
The staff will have to be motivated in terms of those missions 
rather than the conservative stabilization and control goals that 
have been dominant in the CB since it was first established. 

The banks and the new entrants will not only have to work out 
a new set of relationships with the CB and each other, but they 
will have to learn'and hone new skills. A training program is 
recommended for representatives of all . exchange market 
participants. Part of the training would be to help the banks 
understand the CB1s new rules and definitions. Some of the larger 
banks now have training programs for traders. There should be 
study tours to countries that have more open foreign exchange 
markets. More will need to be learned about swaps, forwards, 
futures, hedges, and bid/sell trading. Rules will have to be 
agreed on how to confirm deals, lot sizes and so on. 

As a higher proportion of the trade is in currencies other 
than the dollar, now about 60 per cent, dealers will have learn how 
to inonitor and respond to movements in many currencies. There 
should be peso/dollar service, The much higher level of 
transactions and players in the market will necessitate ihat 



everyone be on-line. Many of the banks already subscribe to a 
number of computerized information systems. Dealers will have to 
learn more about the techniques for pricing cf foreign exchange, 
for example, those based on interest differentials. 

3. Access to In~uts at World Prices: 

3. Streamline Dutv Drawback Svstem: 

This policy area is one of the most complex in terns of 
administrative and institutional actors and actions. On the 
surface, it would seem to be a simple matter to carry out the 
actions that constitute the performance indicators--to have the new 
"one-Stop Shopu for duty drawback operating effectively by May 
1992, and to increase the number of standard formulas of 
manufacture (SFM1s) that are used to determine what the duty 
drawback allowance is, and apply them to a total of 500 export 
items out of 6000 possible items. 

However, to do this involves the following organizations 
directly: The Department of Trade and Industry, including the 
Board of Export Trade Promotion (BETP), the Board of Investment 
(BOI), the Bureau of Customs (BOC), the Bureau of Internal Revenue 
(B1R)--although the latter has refused to cooperate in the one-stop 
shop--the Department of Science and Technology (DOST), including 
the Institute of Technical Design and Innovation (ITDI), which 
establishes the formulas on the basis of actual investigation and 
analysis, the Commission on Audit (COA), which has to audit all 
transactions and drawbacks on a post-audit basis under the present 
system, and the Philippine Chamber of Commerce and Industry (PCCI) , 
which has been trying to force the government's hand on this matter 
by paying for the systems study that is presently being carried out 
by the University of the Philippines (UP). 

Basically, the duty drawback system is to be srreamlined in 
. two ways. First, the exporter client--through its broker--will be 
able to take all its documentation to one facility, where that 
doctunentation will be processed. It is in this sense that it is a 
"one-stopu shop. There are SDP I1 peformance targets to process 
applications within 60 days, once all the documentation has been 
presented, and the application is thus considered complete. This 
will be an improvement over the present situation in wnich it may 
literally take years to get the duty drawback credit--which should 
be distinguished from the tax credit refund, which is in the hands 
of the BIR, and is a separate matter and system. 
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There is an existing facility presently available at the port, 

but it is too small, is in poor shape, and the new facility will be 
better for the staff and, and is thought to be more conveniently 
located for the clients. It is .being designed by the same UP 
Engineering Department that did the initial feasibility study, 
including a Itmethods engineering" approach to ensure that it can 
operate efficiently. World Bank funding is expected to be provided 
for increased staffing, physical facilities and some systems 
improvements. 

One important issue on the duty drawback system reform that 

- should included is decentralization. If the system to be 
established works well, then it can be replicated outside Metro 
Manila, and on the islands which do the most production for export. 

The second streamlining effort concerns the formulas on the 
basis of which the drawback is calculated. This can be on the 
basis of the actual content of the item to be exported--how much 
wool, leather, thread, dye, etc. was actually used in the 
manufacture of the item, and of that, how much was imported and 
thus subject to duty. Alternatively, this can be done on the basis 
of a generic formula, which is really an average for that sort of 
item. The policy reform actions inluded in the Matrix are supposed 
to be taken around generic formulas. At present, there are some 
150 of these, which are determined by the ITDI, but are certified 
by the BOI-they are items that are manufactured by firms that cume 
under the aegis of the BOI. There is a handbook of these Standard 
Formula of Manufacture (SFM), which is supposed to be updated 
periodically. The last formal update appears to have been done in 
1986, but other informants said that it is a continuous process. 

A formula can be allocated either by item (that is, by tariff 
lines), or by firm. When the standard is allocated to the firm, it 
done in terms of the bonded warehouse system. This is not part of 
the tlone-stopll system bei,ng contemplated. One of the key technical 
issues is whether exporters, will agree to have one generic formula, 
for example, for leather shoes, or will insist on having one for 
high heeled shoes, sandals, boots, etc. The same is true for 
garments--long-sleeved dresses, evening dresses, short-sleeved 
dresses, and so forth. 

Whereas ideally, the ITDI could establish averages and then 
apply them uniformly, there are trade conventions, including those 
of the GATT, that will constrain how this is actually done. 
Subsidies are not allowed, so that an average that is too high can 
be considered a subsidy for some exporters, and might therefore 
become subject to counterveiling duties in the importing country. 
Therefore, the DTI must ensure that the averages applied are at. the 



lower end of the scale. This will still benefit the smaller and 
medium exporters, who do not have the staff or the cash flow to 
wait around to have their own individual actual SFMs determined. 
However, the larger firms will still use actual standards, since 
they have the staff and the funds to wait out the system to get the 
real duty drawback. 

A major issue, in addition to the basis for calculation of the 
SFM, is the documentation required to submit a complete 
application. Typically, one of the main delays in dealing with the 
BOC in general, and with duty drawback in particular, is said by 
all concerned to be the risk that a key paper will be I'10st~~ or 
I1misplacedw until a bribe is paid to the official who is supposed 
to have received it. Alternatively, the broker returns from the 
port to the client and says that he can't file the application 
because there is yet another paper required, and the client, -wko 
doesn't know the rules, pays the broker more money and spends more 
time, to get the real or fictional paper so as to complete the 
application. These transaction costs are very high, especially for 
the smaller exporters. 

This is why an aspect of the "One-Stop Shopw streamlining will 
be adviced to the clients who file applications on exactly whct 
documentation is required to file the application to begin with, 
and then a letter indicating what documents may still be missing 
once the application has been reviewed. This is supposed to take 
care of the problem of repeatedly %issingtt or ttmisplacedll 
documents. A similar approach is being taken with information 
provided to taxpayers by the BIR and has apparently met with some 
success. 

Only when a system is very simple can corruption be 
controlled. Apparently, there was a World Bank-funded study that 
concluded that exemption would be the simplest and best system in 
the duty area for facilitating exports, but the BOC was opposed, 
believing that this would be too open to abuse. Even allowing for 
typical obstructionism of such aqencies, and a possible desire to 
keep the corruption going, it is also apparently true that the 
bonded warehouse system was abused in the past, leading to a Senate 
investigation of the DTI. Thus, even those who would like to 
reform the system more radically are ugun-shyuabout doing so. 

One of the most significant observations both about duty 
drawback and VAT, is that the private sector is at least as much to 
blame for the level of collusion and corruption as the GOP staff 
who are supposed to be enforcing the revenue generation statutes 
and codes-the staffs of BIR and BOC. Apparently, for every 
improvement in the system, or each liberalizing step, there are at 



least some private sector wclientsll that flagrantly abuse it. So, 
bureaucrats who are supposed to give at least the appearance of 
performing, and who are risk averse anyway, are unlikely to support 
liberalizing trends--honest ones because they know they will be 
abused, and dishonest ones, because they will have less leverage. 

It has been observed that a reforming head of an agency can 
only last for a limited time--until he becomes corrupt himself, or 
until those forces that have profitted from previous corruption 
"intrugueU him out of office. Thus, while changes in leadership 
have short-term positive results, they are usually not completely 
successful and don't lead to sustained changes. 

Even absent corruption and collusion in duty and tax evasion 
by the private sector, it may be seen from this brief discussion 
that actually getting the streamlined duty drawbak system going, 
and meeting the policy reform targets by the appropriate dates, 
will require the concerted and efficient efforts of a rather large 
number of orgaaizations and agencies which have few incentives to 
collaborate quickly or effectively. Another key constraint is the 
fact that there is apparently no funding yet for the computer 
hardware required for the new system. 

One of the most constraining of the institutional actors 
involved in the duty drawback scheme is the Commission on Audit, 
mandated by the Constitution to have a completely separate identity 
from the rest of the GOP. Like the BOC, the COA maintains a strong 
control and regulatory posture given its nature and mandate. It 
only believes in post-audit, is largely unautomated, and like most 
regulatory and collection bodies of its type, ' is relatively 
comfortable with delivery horizons that extend to years rather than 
months, as for duty-drawback for example. The COA representative 
in the duty drawback system seemed supportive but as might be 
expected, emphasized all the most usual bureaucratic requirements 

- fok doc&nen<ation and stressed staffing and 
obstacles to much more rapid action. 

There seems to be a great deal of pressure 
"Shoptt, and there are a number of senior officials 
the credit for promulgating the regulations that 

computer system 

to open the new 
competing to get 
will govern its 

operation. Iiowever, the private sector groups involved are trying 
to delay its inauguration until the study by UP has been completed, 
and the regulations carefully formulated. This is in the hope that 
short-term political gains will not be placed above long-term 
systems success, which ctherwise would be likely, especially in 
this election year. 
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4. Adecruate Provision of Inter-Island Liner Shiminq 
Services: 

Although the proposed policy reforms will meet resistance from 
some shipping industry groups, it should be possible to implement 
them reasonably quickly since they have been developed over a 
considerable period of time in close collaboration with MARINA and 
the Shippers1 Council (SHIPPERCON). There is substantial GOP 
ownership of the reforms since they had their origin in the 
Government's own Pre~~idential Task Force. 

In common with other parts of SDP 11, the objective is to 
increase competition by liberalizing prices and entry. The 
implementation strategy is to use one set of reforms as a carrot to 
induce the industry to accept the other set. The widening of the 
tariff forks, which will in effect allow rates to rise on routes 
where rates are so lalw that shipping lines have little incentive to 
offer services, will encourage the industry to accept the route 
l,iberalization, the objective of which is to make services more 
competitive. 

The rates for many agricultural commodities in particular are 
so low that in som'a instances no shipping services at all are 
offered and some produce actually has to be sent by air. This 
transportation constraint is limiting agricultural production in 
some locations. On other routes there is a need to encourage more 
competition because monopolistic and oligopolistic practices have 
resulted in rates that may be too high for some commodities. 

Some of the existing problems with the sector, which are 
potential sources (of implementation problems for these policy 
reforms, lie in the non-competitive behavior of some of the key 
shipping lines. Three shipping lines are much larger than any 
others; there is a second tier of four that are much larger than 
those below them. Full rate and route entry liberalization has not 
been recommended because it is feared that the larger shipping 
lines may enter new routes and drive out existing smaller companies 
with aggressive pricing. It is a sellers' market at the moment. 
Full, immediate liberalization would simply drive up the rates. 

An important rale for the public sector will be maintain high 
levels of competition on the routes with the denser traffic flows 
by encouraging new entrants from among the smaller shipping lines. 
MARINA will also have to make sure that low volume routes continue 
to be served by licensing shipping lines to operate on the more 
profitable routes only if they undertake to serve some minor 
outports . 
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The Interisland Liner Shipping Rate Rationalization Study 
Draft Final Report (Nathan Associates Inc., 1991 ) recommends that 
a number of studies be carried out to prepare for the 
implementation of the policy reforms. The most critical ones are 
the Liner Shipping Route Study, which would help with the 
liberalization of the route network, and the MAXINA/SHIPPERCON 
Study, which would examine the two agencies1 institutional 
development needs. Studies are also recommended on container 
transport, the transport of agricultural products, passenger 
accommodation, training and safety. 

The report recognizes that both organizations will have to 
change to meet the challenges of the reforms that will liberalize 
the sector. MARINA is now essentially a regulatory organization. 
As the route and rate structures are liberalized, the importance of 
the regulatory role will diminish. The consultants suggest that 
MARINA become more development oriented. In the future MARINA 
should monitor the performance of the industry, identify problems 
and lobby for their correction. According to the consultants, there 
are some problems that can already be identified as candidates for 
MARINA'S attention: open pilotage, integrated clearance offices 
in the ports, cargo handling and cargo clearance. 

The consultants recommend that SHIPPERCON become a much more 
effective protector of the shippers who now suffer so much from the 
existing rate and route structure. The consultants conclude that 
the organization is not as effective as it might be at lobbying for 
better services and standards. Since SHIPPERCON has few offices, 
it is not as accessible to shippers as it might be. 

The proposed institutional study will address many of these 
issues. It is important that the study be carried out in a very 
collaborative and participatory manner (as the Interisland Study 
was). Both organizations will need to redefine their missions and 
explore fully what those new missions mean for their operations, 
interrelationships and staffing. Management and staff should 
collaborate closely with the consultants in defining the 
reorientation of their organizations so that when the agreed 
recommendations have to be implemented there is a broad-based 
understanding within the organization of their implications. This 
will ease the transition. 

In order to facilitate the implementation of the rate and 
route liberalization itself, MARINA will have to work closely with 
the shipping industry to explain the need for the changes and 
demonstrate that in the long run the changes will be for the 
benefit of the industry as a whole. 
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MARINAhas said that it anticipates considerable opposition to 
the reforms. Many of the liberalization measures are not now in 
the interests of the larger shipping lines which dominate the 
industry. They wiil gain nothing from encouraging new competitors 
for their services. In the short run the package of higher tariffs 
(or the possibility of higher tariffs) and freer entry into all or 
most routes will be seen to be beneficial to most. In the longer 
run, the freer entry will tend to bring down rates, as monopolistic 
profits are competed away. 

Although the Government can carry out the critical policy 
refofxns without legislation, those feeling that they might suffer 
from the reforms will exert their influence through the Congress. 
MARINA'S best hope for heading off that opposition is first of all 
to convince major shipowners that they will gain in the long run 
and secondly to mobilize support from the shippers and the smaller 
shipowners. In the long run all should benefit because the reforms 
should themselves generate trade and enlarge the markets for 
interisland shipping services. However MARINA does believe that in 
some cases legal action may be required to implement the route 
liberalization. 

Care will have to be taken in phasing in the policy reforms. 
It might be best to announce that the changes in rates and routes 
liberalization will begin in, say, six months and allow the 
industry to prepare itself through new investment which would 
respond to the anticipates tariff flexibility. 

The proposed Liner Route Shipping Study will help to 
articulate some of these Implementation issues. It should also lay 
out some options on how to mobilize a critical mass of support for 
the reforms. The key will probably be to help the smaller 
shipowners, the shippers and the political leadership of some of 
the regions that need beitter services to make their case in the 
political arena. 

MARINA will need a good management information system (MIS) to 
be able to monitor the performance of the system. The current 
system is very weak. Presently, the quality of the staff is 
capable of meeting the agency's new mission but that many will 
require substantial training. He did not think that MARINA needed 
many additional staff or staff with different basic qualifications. 
For example, the economic: staff have MAS, which is the right basic 
qualification. 
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A further institutional change may be required. The 
consultants believe that the Shipping and Ports Advisory Council 
(SPAC) is not as effective as it might be. SPAC was set up by the 
Presidential Task Force. It could become more representative. The 
private sector members are members by name rather than by 
organization, for example. The Secretary of Transportation can in 
practice choose to be advised by SPAC, or not. Its meetings are 
characterized by what were said to be ttendless debatestt. The 
consultants recommended that it be given clearer objectives and by- 
laws and that its advice be taken more seriously by the executive. 

5. Efficient Financial Resoure Mobilization: 

. . 5.a. Constrain National Budaet Deficit bv ~trenathenina Value 
Added Tax (VAT) Administration: 

The Bureau of Internal Revenue, which is as a revenue 
generating bureaucracy is always under the gun to perform, seems to 
be making progress, at least in the VAT division, in moving toward 
increased collection efforts. Senior decision-makers indicate at 
the policy level that they support measures to increase export 
competitiveness--e.g., by facilitatingthe faster processing of tax 
credits for components of exports. 

BIR has been the recipient of considerable donor assistance in 
the past, and has been reorganized several times. Earlier plans to 
endow BIR with a new and presumeably more highly-motivated cadre 
of VAT personnel have apparently been scrapped. This plan would 
have filled vacancies with ttcleantl outsiders. Instead, through 
force of circumstance, these vacancies have been filled from 
within, by persons whose effectiveness is said to be open to 
question. The assumption is that even if they are not dishonest, 
they are not motivated to do much in the collections area, since 
they are over-qualified and are given few incentives. 

In an environment and in specific sectors where corruption and 
payoffs have been the rule in the past, significant and enduring 
difficulties are created for the efficiency of agency as a whole, 
and for and individual performance. As one interviewee outside BIR 
quipped, it is sometimes doubtful whether the BIR actually wants to 
increase its capability, since then it would have less of an excuse 
not to collect taxes. 
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The VAT target under SDP I was the only one with which there 
was substantial difficulty, and release of funds from the last 
tranche was delayed as a result..' In part, this seems to have 
derived from a genuine misunderstanding of the wording of the 
target. Other evidence would, however, suggest that the BIR was 
over-reporting progress and under-reporting problems in meeting the 
target. 

Under the SDP I1 Policy Matrix, the target is now being 
expressed as a ratio of VAT collections to GNP, so as to get the 
sense of the reform across with a reasonably measureable target, 
but one about which there can be some negotiation or change if it 
appears unlikely to be met. 

Many of the VAT problems are related to staffing; others 
relate to the need for more supervisory time for existing 
supervisors, to better tools for VAT agents, to the matter of 
computerization, and access to computers and computer training--and 
appropriate software-by VAT agents. The operational head of the 
Division has a very good appreciation of the limitations of the 
present system, and has some concerns about whether the new 
Ifoperation Suyodw, which implies expanding the VAT taxpayer base, 
can really be effectively implemented nationwide with the present 
staff and at a realistic cost given the likely benefit. 

A two-pronged approach to the problem of corruption and 
collusion in assessment and collections is being taken--a PR and 
information campaign for the taxpayers, and the elimination of 
room for maneuver for the VAT agents, through the development and 
dissemination of a new manual which will cover every possib.le case 
and issue. There is also the possibility that a large VAT payers 
unit will be established, since it is a very few companies that pay 
the majority of VAT (38 are the biggest payers). 

Regarding the New Payment Control System (NPCS) which is being 
piloted in six areas, things seemed more positive, and expansion to 
all 97 districts seemed less problematic. But here, the need 
expressed was for better training for VAT and for BIR staff in 
implementing the system after the pilot experience was assessed. 

This is a liberalizing system, which is based on self- 
reporting. BIR is also using self-reporting in its tax credit 
scheme for exporters--50% of the credit is given when the 
application is received, and the rest (adjusted) is given after the 
return has been reviewed. This is what is being suggested by some 
for the duty drawback system, hut so far, the BOC and COA have not 
agreed to follow this model. 
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The BIR1s senior management are in close touch with the PCCI 

as representatives of their clientele, and are also trying to work 
with the Development Academy of the Philippines (DAP) on a series 
of five "change management proje~ts~~, some of which will affect 
VAT. ABD is funding the implementation of the Information Systems 
Plan, the forumulation of which was a performance indicator under 
SDP I. This is intended to have immediate benefits for VAT in that 
it will-in conjunction with the new Tax Identification Number 
(TIN) system--allow the development of a clean database of VAT 
payers. This, then, will provide a secure baseline for the VAT 
division to work from in trying to achieve its targets. 

Key constraints for the VAT targets being achieved are the 
broader question of political will on the part of the GOP 
to develop and enforce anti-corruption measures, and on the part of 
large private sector VAT. payers to pay their real taxes, and 
creative measures within BIR to motivate staff to do a better job. 
The latter matter should be addressed positively, in terms of 
increased incentives, and also in terms of increased sanctions 
against poor and corrupt performance. Some steps in these 
directions have already been taken. 

5.b Lower Interest Rate Impact of Public Debt Manaaement: 

The policy reform actions in the proposed policy matrix of SDP 
I1 under this policy objective is likely to suffer from 
implementation problems, at least on the basis of present 
information. For some, if not most, of the actions proposed under 
this heading there is too much uncertainty to expect more than 
studies and preparatory activities during SDP 11. 

Improved public debt management is one approach towards 
lessening the interest rate impact of public debt financing. To do 
this, the preparation of an action program for developing a 
secondary market for long term public debt instruments and a more 
open market for government securities are proposed. There are also 
proposals forthe design and implementation of small saver schemes 
that would channel savings into government securities. In the 
first year or so of SDP 11, various studies and preparatory 
activities would be carried out. Initial steps in implementing 
long term debt instruments, a clearing and smttlement system, and 
savings schemes would be taken prior to Tranche 3. 
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The net effect of all of these measures would be to lower 
interest rates and reduce the overall public sector deficit. That 
would in turn mean that more investment funds would be available 
for exporters, and other potential investors, since there would be 
less llcrowding outt1 by the public sector, and the rates at which 
the exporters borrow would be lower. 

Since there is shortly to be a study on, Public Sector Debt 
Management, the IPC team focused on the savings aspects of the 
implementation actions. 

Central Bank and Corn~etition: 

Anticipated are problems caused by the relationship between 
the Central Bank, on the basis of its current mission, and the 
larger banks,. As with foreign exchange, whichever instruments and 
mechanisms are introduced, the fact remains that few of the parties 
concerned do not have as strong incentives as they should to bring 
interest rates down. 

The high interest rates required to maintain the overvalued 
exchange rate actually tend to reinforce the relationship between 
the CB and the banks. Higher interest rates mean higher earnings 
for the banks since past experience has shown that lending rates 
can more easily be moved upwards than deposit rates have to be to 
attract funds. 

Most of those who do save with banks are apparently not as 
interested as they might be in real, positive interest rztes since 
the deposit rates are often less than the rate of inflation. It 
might be they have no option but to accept negative rates since 
competition among the banks with the larger branch networks is so 
weak. Frequent reference was made to the oligopolistic practices 
of the banks keeping down deposit rates. 

This situation will only change if entry rules are 
liberalized. Many experts think that the capital requirements for 
entry into the banking sector are too high. There is also a very 
limited number of government security dealers allowed to trade in 
government securities. The Central Bank still feels that entry 
should be limited since it worries about its own capacity to 
control the market and about the risks of financial institutions 
failing. 

Again, as with foreign exchange trading, the key to overcoming 
these concerns is for the Central Bank to have far more effective 
monitoring systems and for the Central Bank's managers to feel 
confident that some of their fears cf uncompetitive behavior on the 
part of the Banks will be overcome if new entrants are permitted. 
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Savinas Mobilization: 

The savings proposal in the..'SDP I1 policy matrix have two 
purposes: to give real, positive interest rates to small savers 
and :herefore increase savings in the formal sector, which would in 
turn improve financial intermediation; and, by channeling those 
savings into government securities, add to the supply of savings 
and thus reduce the interest rates. 

This would help exporters who wish to invest. It would also 
of course be helpful if more savings were mobilized, for public or 
privates uses. I'inancial intermediation measured by M3/GNP at 
around 20 per cent is exceptionally~low; the proportion for 
Thailand is almost, 60 per cent. 

New savings schemes have not proved easy to implement. The 
"Premyo Savings Bondtq, which was introduced in 1974 was not a great 
success. Although it was sold in low denominations, most of the 
buyers were the commercial banks, and most of the purchases were 
made in Manila. There were few sales in the secondary markp-2. As 
soon as the Premyo ceased to have reserve eligibility, the banks 
unloaded their holdings, which amounted to about 70 per cent of the 
total issue. The Monetary Board decided to redeem all outstanding 
bonds in 1987. 

Although the experience of the Premyo Bond was not good, it 
might still be worth considering a similar instrument now to offer 
positive interest rates to small savers and to mobilize more funds 
for the government at relatively low cost. The pool of savings is 
now higher than when'the Premyo bond was launched. A much higher 
proportion of total bank deposits are now in the flxm of savings 
accounts than was the case 5 years ago. 

Banks that do not now have branch networks would find a 
savings bond a good way to win new custo~uers; those same banks are 
now having to buy funds at high rates of interest. From the 
government's point of view, and in the long run, it is worth 
incurring some higher than normal transactions costs to encourage 
the savings habit. The savings rate in the Philippines is a very 
low 13 per cent, well below the average for lower middle income 
countries. 

One important implementation constraint with the savings bond 
is the lack of effective retail outlets. Some experts feel that 
the existing commercial banks that do have extensi-~e branch 
networks will not promote the bond aggressively since it would tend 
to compete with their own deposit mobilization programs. And of 
course they do not want competition to push up deposit rates. 
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In some countries, such as Sri Lanka, postal savings banks 
might be considered as an outlet. In the Philippines, this is not 
a feasible option since the postal savings bank's financial 
operations have long since declined to ineffectiveness. Customers 
could be reached directly by whichever GOP agency is given 
responsibility for the scheme, but that would add to the public 
sector bureaucracy. 

Unit trusts or mutual funds specializing in government 
securities have also been proposed for consideration as part of the 
policy matrix. It has been suggested that the GOP encourage its 
own banks to activate their trust departments and that the Central 
Bank authorize the thrifts and eventually the rural banks to 
perform trust operations, p here are many good models for unit 
trusts specializing in government securities. Most of the 
Continental European based unit trusts do in fact specialize in 
government securities (in contrast to Britain's which tend to 
specialize in equities). These unit trusts have performed very 
well in recent years. 

One problem is that any new savings scheme takes considerable 
time to research, develop and implement, typically longer than the 
duration of SDP 11. The first step is to explore the interest of 
=he existing institutions. Since financial institutions tend to be 
consenrative and reluctant to move in new directions, few will 
exhibit much enthusiasm and many will have difficulty in 
understanding how they might benefit from the scheme. A close 
working relationship will have to be established with a few of 
these institutions simply to learn enough about what might work to 
move on to the next.step, market research. 

Market research into new savings schemes can only meaningfully 
be carried out if some practical options can be presented to 
potential customers. Great care will have to be taken in designing 
the survey instruments since potential clients tend to react 
positively to offers of new products. Questions have to be framed 
so that the cost and benefits of options can be assessed. In this 
case reference has to be made to alternative uses of household 
earnings. Further, it has to be clear whether or not the savings 
would be incremental, not just reallocated from another savings 
scheme. 

Once there is clear information on which scheme, ur which form 
of which scheme, might be most marketable, some banks have to be 
persuaded to pilot the scheme. Ii: is probable that it will be 
fourid that the transactions costs will be very high for any scheme 
that is aimed at small savers. The banks may well lobby for 
government subsidies to cover some of the transactions costs. It 



- 
ANNEX 1-22 

may however be possible to persuade the banks that it is in their 
long term interests to accept some losses in the early years to 
establish a long term market position. 

It would probably be wise to limit SDP I1 activities under - 
this heading to collaborative studies with the Central Bank, the 
commercial bank and other financial institutions, market research, 
and the introduction of pilot schemes. It might be that, based 
upon these preparatory activities, a major theme of SDP I11 could 
be savings mobilization.. 

B. External Constraints: Socio-Political Analysis 

A t  the beginning of August, the socio-political situation as 
seen from Metro Manila, was in something of a pre-election campaign 
Iclll. Attention appeared to be focusing primarily on the bases 
negotiation, and whether or not the Senate will ratify it, as well 
as on the aftermath of the Mt. Pinatubo erruption, and the ensuing 
social and economic displacement. 

Meanwhile, however, there were a number of issues pending in 
Congress or recently dealt with by Congress which have direct 
bearing on the content and macroeconomic environment of the 
proposed SDP I1 policy reform matrix. Some of these will have a 
direct impact on SDP I1 policy reform implementation, and some are 
therefore included in the Matrix itself. 

By the third week in Acgust, when negotiations on the content 
of the policy reform Matrix for SDP I1 were considerably more 
advanced, the bases agreement had still not been ratified, and pre- 
electoral campaigns were beginnin7 to heat up. "Presidentiablesn 
were beginning to be put forward by their potential backers, or to 
announce their candidacies, and the print and television media were 
very much taken up with their respective stances and resignations 
from a major political party and ather parties. 

Statements about foreign debt, domestic deficits, and other 
key issues relevant to the context of policy reform, including the 
rates for shipping on certain routes, were very prominant in the 
news as the budget was announced, and candidates and "proto- 
candidatesn began to selest issues. Corruption was another key 
issue being addressed in congressional hearings, and there were 
rumors that changes would be made at Customs. 

There is thus an apparently generalized concern with 
macroeconomic stability, and a growing awareness of the relative 
weakness of the Philippine economic performance vis a vis that of 
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the $.SEAN region. There is a considerable amount of 
national symbolism involved in the base negotiations. 
are also important economic issues underlying the bases 
and the results of the. negotiations--and whether the 
ratified or not--will impact not so much on the security 
of the Philippines as on its foreign exchange and 

international and domestic debt positions, emplo~ent, and growth. 

In general, there.there seems to be support in government, in 
Congress and in the private sector, for more liberal economic 
policies that would support the SDP I1 goal of increasing export 
competitiveness. Even some of those in Congress and in the private 
sector who were in the past most nationalist and most in favor of 
a protectionist approach are,.apparently, embracing a more open- 
market approach generally, 'and especially to foreign exchange 
management. Some of these appear to be doing so out of enlightened 
self-interest, while some others have the benefit of better 
economic analysis at Weir disposal. 

Despite this description of increased openness to reforms, 
there is also concern expressed daily in the press, and apparently 
in the Congress, that the government is going too far in terms of 
its support for open economic approaches, that this will be to the 
detriment of local industry and even to local exporters according 
to some, and that protectionism is still necessary, and proper. 
Recent legislation has been passed, for example (the Foreign 
Investment Code), which liberalizes foreign investment potential in 
export-oriented industries. 

A Congressman has petitioned the Supreme Court to overturn 
this legislation, arguing that it is harmful to export promotion, 
as well as to the economy as a whole. Offshore banking operations 
in the Philippines are also being liberalized, but there is 
considerable reaction against this as well, partly on nationalistic 
grounds, but partly, presumeably, because this will tend to 
increase competetiveness in what has been a banking sector 
dominated by a few strong family-run banks that have profitted , 
significantly from a relative lack of competition. \ 

Lobbying efforts appear to be strong on both sides of these 
issues. In terms of liberalizing capital markets, and specifically 
trying to get the SEC to be more responsive to the needs of the 
private sector, there is a private sector group called Financial 
Executives Association of the philippines (FINEX), which has been 
created with impetus from the DOF. This group might be of some 
assistance in developing the plan for the secondary government 
securities market. 
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The Bankers Association of the Philippines (BAP) is also 
apparently quite an active pardkipant in dialogue with the Central 
Bank and the DOF about exchange rate policy, issues such as off- 
floor trading, interest rate and public debt instruments. To what 
extent they are ipso facto a force for liberalization is not clear, 
and they are said to be wary of the CB in its regulatory hat, 
especially as regards the limited number of forward trades they are 
presently doing, since this may have a questionable impact on the 
way they and their clients are reporting income and foreign 
exchange holdings. 

The Philippine Chamber of Commerce and Industry (PCCI) is 
officially on record as strongly supporting increased foreign 
exchange liberalization and other reforms that would support 
increased export competitiveness. Apparently, even some of its key 
members who, in past, have been in favor of--and profitted heavily 
from--protected ir.dustry approaches, are espousing an export-led 
oriented growth policy, again in part because they themselves are 
increasingly involved in the export side of the equation. 

Various other business-related associations have similarly 
announced their support for more liberalized economic and fiscai 
policies, and at least some of these organizations are making 
proactive suggestions to government. 

The Commissioner of the Customs, for example, has set up a 
body through which he can interact better with his clientso-the 
Customs Industry Consultative Council (CICC) . This is the venue 
for the private sector to propose ideas and identify problems. 
They submit their plans to the committee, and then this p-rovides 
them with a way to "thrash them outw. This would be the 
appropriate venue for trying to solve the duty-drawback 
implementation problem with the exporters, for ' example. The 
Philippines is also involved in the Customs Cooperation Council-- 
one for ASEAN and one worldwide, which gives them the opportunity 
to see other models. 

There are monthly workshops facilitated by the PCCI with the 
Bureau of Internal Revenue (BIR) to discuss tax policy and tax 
administration. These appear to be more successful at actually 
influencing BIR policy and behavior than are the CICC meetings. 
Customs seems to be regarded as the most intractable agency likely 
to be involved in SDP I1 policy reform implementation, with the 
exception of the Commission on Audit (COA). 

Less known are the views of organized labor, smaller and medium- 
sized exporters, energy suppliers, anC other representatives of the 
transport sector 
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than mose involved in inter-island shipping, about the policy 
reform areas under discussion for SDP 11. What a hypothetical Itman 
in the streettN in Metro Manila, let alone in a provincial capital 
or in the country side would think about protectionism versus 
market-orientation, isolationationismversus regionalism, is simply 
not known. 

There are other issues such as the enersy sector, and labor, 
as well as productivity, and improved product design and market 
development, which impinge strongly on the supportive environment 
for export competitiveness that SDP I1 seeks to foster. These, 
however, are either being addressed under other A.I.D. programs and 
projects, or by other donor organizations, or both. 

The main constraining factor in the socio-political 
environment that will affect implementation of reforms under SDP I1 
is the election and its aftermath. The shift of attention away 
from daily business and toward positioning for the election and th~,:.. 
transition to follow it has begun. According to one observer, this 
process will last for 400 days of the SDP I1 LOP. Even those who 
remain in place who have been involved in the negotiations of the 
Policy Matrix may be responding to new lNpolitical mastersNN when 
implementation is 'underway; many of them may have left by the time 
the second tranche is to be released. 

This is one reason why the Mission and some of the GOP actors 
concerned had hoped to lNfront-loadtt the ~atrix, pushing key reform 
actions to the first or second tranche periods. However, as 
negotiations continued, it became apparent that for some key policy 
areas, such as public debt management, and even foreign exchange 
liberalization, not enough was yet known about how to .carry out the 
spirit of the reforms to do so quickly. 

Both parties to the negotiation of the SDP I1 policy matrix 
are aware that moving too quickly on the basis of imperfect 
knowledge is more dangerous than not moving until after the 
elections. Some observers predicted that such key moves as 
increasing VAT collections, or designing new instruments for small 
savers, are unlikely to take place before the elections. 

Realism thus dictates a system for monitoring and evaluation 
that will allow for reasonable and well-founded mid-course 
corrections to the targets in the ~atrix, so long as there is a 
demonstrable trend toward accomplishing the agreed reforms under 
what will clearly be somewhat turbulent political conditions. 



ANNEX 1-26 

11. Assessment of ~nstitutional Needs: 

1. Technical ~kills/Oualifications Remirements: 

A good number of the implementing agencies of the SDP I1 
policy reform matrix have to contend with an aging technical staff, 
many of whom belong to the old school of fixed exchange rate regime 
and/or protectionism. The survey and assessment of available and 
required technical skills and staff qualifications among the GOP 
agencies likely to be invo1,ved in the implementation of SDP I1 
yielded the following general impressions: 

a. Focus the scope and intensity of training and 
development needs on the managerial strata 
below the policy making levels. These would 
include supenrisory management, whose 
technical specialization is relatively narrow 
and whose principal task is to ensure policy 
execution, and middle management (embracing a 
broad range of managerial positions at diverse 
degrees of specialization) whose focus is on 
tactical considerations, with some 
participation in strategic planning and 
management. 

b. Raise a "critical massm of reform-oriented 
managers and supervisors (both in operat'ions 
and research) in the Central Bank and other 
institutions having a management philosophy 
that stresses management of the economy in 
policy making. This is one way of breaking 
down the orthodoxy within these insitutions. 

c. Develop other skills and qualifications that 
may not lead to any immediate improvement of 
performance but will critical to future 
performance under an institution whose 
objectives are more developmental. Examples 
of these skills are competence in econometric 
modelling and forecasting. 
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Institution-related findings are as follcws: 

a. Bureau of Internal Revenue-Value Added Tax Division: 

The presence of a considerable number of CPAs and accountant- 
lawyers in the BIR and in the VAT division in particular, is often 
seen as giving BIR a distinct professional edge, since such revenue 
examiners are expected to be adept at both tax calculations and tax 
laws; clicnts would have more confidence in their expertise. But 
in fact most of the CPA-lawyers are overqualified ard as a result, 
undermot ivated . 

The upshot of having overqualified personnel is the tendency 
to continuously maintain .high entry requirements for jobs, giving 
rise to a queuing process in which those with lesser qualifications 
often fall by the wayside. This "job rationing by 
credentializationtl resultsin resource misallocation and appears to 
bring about motivation difficulties, since many of these revenue 
officers are by force of circumstance performing functions not 
commensurate to their level of education. 

The VAT division has a critical shortage of computer staff. 
It has only 2 programmers, both adapt in operating systems and 
computer languages, representing just 1 percent of the division's 
total work force. The more glaring inadequacy is the absence of a 
centrally developed and uniform VAT-related software and recent 
initiatives at the regional levels to develop their own computer 
applications packages, while commendable, tend to result in 
incompatibilities among regional systems, exacerbating the already 
poor state of communication and computer link-ups. 

Lack of computer hardware is likewise a serious problem, 
although the problem lies not so much in uneven distribution of 
personal computers among regional off ices but in computer underuse 
for VAT purposes and extensive time sharing with collection and 
withholding functions. 

An equally important need is to put more emphasis on the 
development of I1soft skills1@ required for managing people 
effectively in environments where the content of the work is 
changing. For VAT specifically, expansion of coverage and the 
transition from pilot to nationwide program would bring about a 
painful adjustment process, which would tax BIRts internal 
capacity. A strategic "change managementt1 program would assist BIR 
in developing a flexible capacity to respond to its ever expanding 
revenue role in a developmental context. 



The VAT division has little time for more policy-analytic type 
of activities (e.g. tax forecasting) because much more time is 
being concentrated on resolving ,administrative bottlenecks and 
maintaining antiquated systems and procedures. The obverse 
understaffing is the organization of the division into few 
sectiosn. A section chief supervises about 40 people, way above 
the ideal ratio of 1 supervisor to 10 personnel. The outcome is 
an overburdened managerial layer and a poor authozity delegation 
structure. 

b. Bureau of Customs: 

The duty drawback unit clearly suffers from both manpower and 
computer lack. The recent hiring of nine examiners somewhat 
alleviated manpower constraints but the more important issue that 
saddles the duty drawback operations is the long-delayed transition 
from manual to computer-based accountinq and bookkeeping. Even the 
start-up phase of-the one-stop shop woild not be accompanied by a 
shift to automation, an obvious missed opportunity to ggpiggybacku 
an impartant innovation in a new system. 

The BOC managers of the duty drawback center in the future, 
must develop a sense. of lwownershipll of the system. Department of 
Trade and Industry-International Trade Group (DTI-ITG) , through the 
Bureau of Export and Trade Promotion (BETP), plays firstly a 
facilitating role and secondly, a managerial role that ranges from 
the needs assessment of the center to procurement of computer 
hardware and software for use of BOC in managing the system and 
effective operations of the center. This setup, however, leaves 
BOC as a mere spectator in the process although it is supposed to 
be the chief implementor of the new system. 

Training of BOC staff ranging from familiarization of the 
rules and procedures of the one stop shop to the use of the 
computers will be needed to facilitate processing of completed 
documents for duty drawbacks. Observation tours and trips for 
senior managers, in other developing countries where similar 
institutions are successfully operating to the benefit of their 
exporters are also well advised. 

c. Central Bank: 

Policy research and evaluation in the Central Bank is hampered 
by the lack of manpower with specialized skills at a very advanced 
level. Compared with premire government monetary institutions in 
Southeast Asia, the Central Bank has no doctorate degree holders 
and few experts with masteral degrees. Advanced analytical skills 
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are virtually important in econometric modelling and simulation in 
issues on export competitiveness (e.g., subsidies, import 
liberalization and exchange rate depreciation and devaluation). 

Specialized training abroad is being proposed by the CBts 
Economic Research Division on such critical fields as econometric 
forecasting, external debt management, treasury and currency 
management and innovations in the financial system. Because of 
the CBts critical need for analytical policy research, it may be - 
necessary in the short run, while waiting for the results of a 
long-term training and development program to open a tlfacilityll 
that will permit the CB to tap thpe policy-analytic services of say, 
the UP School of Economics and Center for Research and 
Communication (CRC) . 

. . 

The CB has experienced a high'staff turnover rate in recent 
years. Many of its technical manpower have moved over to more 
lucrative jobs in private financial institutions, in the process 
crippling CBts policy analysis and evaluation capacity. A lean 
policy research staff is unable to respond quickly to demands for 
policy-analytic information. 

Partly due to resource constraints, overall measures have not 
been implemented to modernize systems and procedures and, at least 
within the Treasury Department, to install a reliable system of 
information gathering and analysis in relation to foreign exchange 
market trends and developments. 

For a financial institution needing to respond promptly to 
' requests for basic and analytical information, the CB is seriously 

undercomputerized. The estimated average computer-person ratio 
within the bank is 10:1, which is significantly below the ideal 
ratio of 3 :l. 

d. De~artment of Finance-Domestic Onerations Grow: 
' 

The department does not have the luxury of freeing up in-house 
staff for policy studies on the development of the capital markets. 
On top of its internal constraints, the performance indicators 
under the responsibility of the department require a tedious 
process of private sector-public sector dialogue, coordination and 
cooperation. - 

Expected to be an implementation issue is the workable 
partnership with the Central Bank's Government Securities' 
Department in implementing the policy reform actions. Although the 
CB department is supportive of the efforts of the Finance 
department at improved public debt management, the CB is quite 
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cautious in translating policy into action, partly on account of 
its poor state of automation, but mainly because of the CBts 
differences with the Finance Department in terms of the type of 
instruments to be used. 

The Finance Department believes that the development of a 
secondary market for long-term securities is a Ivpolicy executionvt 
problem since a broad-based consensus already exists on how a 
secondary market ought to work, given the market imperfections in 
the Philippines. The greater need is ttpolicy engineeringvv--how to 
put it together. On the other hand, the development of alternative . 
instruments for small savers and channeling them into government 
securities is a policy design problem and the more important task 
is to assemble a technical team, with external professional help, 
that can undertake the study of the various options of mobilizing 
small savings. 

2. Trainins Issues: 

Three technical assistance'and training issues merit comment. 
First, there seems to be a clear preference for disciplines that 
stress the use of mathematical languages. Policy analysts trained 
in economics, operations research, public finance and systems 
engineering are seen to typically approach policy analysis in a 
more systematic way. 

Second, there is demand for analysts who can work in agency 
settings where decision-making requires prompt and immediate 
analytical results. Policy analysts who can respond to time 
pressures in a rapid fashion are favored. Lastly, analytic 
activities of the specialized king (egg. benefit-cost analysis) are 
seen to be the domain of middle-level technical staff, in direct 
support of top-level management working on large and complex policy 
areas. 

Several institutions, such as the DTI, BOC and CB, have 
developed in-house training and organizational development 
capacity.  his approach 4,s based on a sort of Itpackagingtv and 
vvstandardizationll of training needs, and includes sectoral training 
and special ad hoc programs. There is nothing wrong with this 
approach, since it is more cost-effective to provide a tltotalw 
program to a group than to redesign it for a select group. It is 
also a deliberate attempt to link training to overall 
organizational goals, out of a perception that training is a 
necessity for organizational survival. 
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However, the training packages coming out of in-house 
institutes are limited to "familiarization sessionsm for new or 
newly-promoted employees, short-term technical workshops, and 
popular courses for external clients. The CB Institute, for 
example, confines its offerings to CB employees to orientation 
courses, supervisory development courses, with a sprinkling of 
"public offeringstt on project feasibility study preparation, rural 
bank financing and credit evaluation. Within the DTI, the Human 
Resources Development Services (HRDS) handles trainingfor those 
involved in frontline serviceswhile the Philippine Trade and 
Technology Center (PTTC) offers trade facilitation services and 
training for exporters. : . . 

This king of in-house training capacity should be beefed up to 
handle low to medium-level 'familiarization and specialization 
needs, such as technical retoolin'g for VAT personnel and "client 
relationst1 skills for frontline BOC duty drawback staff. But 
constraints on resources (facilities, faculty and consultants) 
would inhibit any further' developnient of these institutes into 
highly technical bodies, with capacities to undertake policy 
research and train technical staff on forecasting and evaluation 
methods. For specialized technical needs, it may be more cost- 
effective to sponsor individuals to study in well-established 
research/training institutions. 

The policy and institutional environment needs to be enhanced 
through the immediate infusion of urgently needed technical 
assistance and policy analysis skills as well as a longer-tern 
package of strategic, value-reorienting organizational reforms. 
This may be started through a "flagshipt1 training and development 
program that cuts across various management levels but specifically 
aimed at strengthening the policy and evaluation capacity of 
appropriate units in each agency in order to maintain the momentum 
of the policy reforms., 

These skills enhancement activities can be implemented in 
isolation from generic organizational goals as long as each 
contributes to the raising of the general level of policy 
evaluation skills in the export sector. 

organizational development of a more structural nature is 
strongly recommended to wean entire agencies away from traditional 
thinking and toward a more market-oriented and developmental 
perspective. The latter typically requires capability-building 
measures that involve questions of agency mission. 
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C. Coordination and Com~nunication Issues: 

Since successful and timely ,implementation of policy change 
would require the commitment, at times, of various government 
agencies, a case can be made for improving coordination and 
communication within and across a widely diversified structure of 
government agencies. Suggestions for periodic workshops presided 
over by either NEDA or DOF, will help clear up implementation 
bottlenecks and improve interagency cooperation. It is crucial 
that the monitoring process be designed within a clear and 
consistent framework of coordination that takes account of the 
particular,circumstances of the GOP agencies. 

. . L .  

Towards this end, providing computer hardware and training to 
the DOF, NEDA, CB and other involved agencies would greatly improve 
the monitoring process withint each agency and thus, improve 
conditions for inter-agency cooperation. Networking the agencies 
will go further in providing a more macro-view of the reforms 
undertaken and compel .uniformity in the use of analytic 
methodologies. In general, the government must continue to improve 
the orchestration of policy reforms by further strengthening the 
links between NEDA-DOF-CB on the one hand and the line agencies, on 
the other and by increasing the capabilities of the latter. 
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INITIAL ENVIRONMENTAL EXAMINATION 



EXAMINATION OF THE NATURE, SCOPE AND 
- MAGNITUDE OF THE ENVIRONMENTAL IMPACT 

A .  Descr ig t ion  o f  the P ro j ec t  

The Support f o r  Development Program I1 (SDP 11) aims t o  con t r ibu te  t o  p r i v a t e  
sector led, sustainable economic growth i n  the Phi 1 i p p i  nes by support ing the 
implementation of s i g n i f i c a n t  p o l i c y  reform act ions by the Government o f  the 
Phi l i pp i nes  (GOP). The program w i  11 help the GOP meet i t s  ex terna l  f inanc ing 
requirements by prov id ing balance o f  payments (BOP) support on a grant  basi s. 
This support w i l l  encourage the implementation of reforms lead ing t o  an 
improved po l  i c y  and i n s t i t u t i o n a l  environment fo r  the p r i v a t e  sector and more 
open and compet i t ive markets. The GOP w i l l  use $1 15 m i l l i o n  o f  the grant  t o  
serv ice o f f i c i a l  debt owed t o  the U.S. Government o r  m u l t i l a t e r a l  
i n s t i t u t i o n s .  $5 m i l  l i o n  o f  the grant  w i l l  be set  aside t o  cover technical  
assistance, stud1 es, monitor ing, audi t and eva luat ion serv ices.  Since t h i s  i s 
a performance-based BOP support program, l oca l  currenci  es w i  11 no t  be 
generated under the  program and, therefore, no t rack ing  o r  programming o f  
l ocal currency i s requi red. 

SDP I1 w i l l  support GOP reforms t o  l i b e r a l i z e  the foreign exchange market, 
s t reaml ine refunds o f  customs dut ies  and value added tax (VAT) t o  exporters, 
1 i beral  i z e  ra tes  and f ranch i  s ing o f  i nte r - i  sland shipping, strengthen VAT 
admin is t ra t ion  and pub l i c  debt management. The planned BOP support w i l l  be 
disbursed i n  three tranches: the f i r s t  tranche upon sa t i s f ac t i on  o f  i n i t i a l  
condi t i ons  precedent, i nc l  udi  ng agreement on s t ud i  es necessary t o  achi evement 
o f  performance i ndi  cators for  l a t e r  tranches; the second and t h i r d  tranches, 
when the  i ndi  cators  i n  the attached po l  i c y  implementation mat r i x  are achi eved. 

Other SDP I1 a c t i v i  ti es w i  11 be $5 m i  11 I o n  f o r  aud i t ,  moni t o r i  ng and 
eva luat ion of t he  po l  i c y  reform a c t i v i t i e s  and f o r  technical  assistance and 
studies t o  f u r t h e r  the po l  i c y  reform process. No s ign i  f i  cant .environmental 
e f f e c t s  are  expected from these a c t i v i t i e s .  

B . pcomnended Envi ronmen t a l  Ac t ion  

The p r o j e c t  cons is ts  exc lus ive ly  o f  a cash t ransfer ,  technical  assistance, 
- s tudies and monitor ing, aud i t  and evaluatfon. No const ruc t ion o r  o the r  

a c t i v i t i e s  which could have an adverse environmental impact w i  11 be 
undertaken. A1 1 p r o j e c t  ac t1  v i  t i  es are e l  i g i  b l  e and recommended for  
ca tegor ica l  exclusion pursuant t o  the prov is ions of 22 CFR 216.2 ( c I ( 2 )  (i and 
22 CFR 216.2 (c)(2)(1x) which provide f o r  a categor ica l  exclusion i n  such 
s i tua t ions .  
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